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The East and Southeast Asian Economies Emerging Strong from the Global

Financial Economic Crisis

Batara Simatupang

The East and Southeast Asian economies
are rebounding solidly from the global
economic downturn, underpinned by turn-
around in exports, revival of domestic pri-
vate demand and monetary and fiscal sti-
mulus. Although most economies in East
Asia contracted in 2009, overall GDP ex-
panded by 6.1 per cent, compared to econo-
mic growth of 7.2 percent and 10.4 percent
in 2008 and 2007 respectively. This growth
in 2009 was almost entirely a result of 8.7
percent growth of the People’s Republic of
China (PRC). Economic growth of South-
east Asia slowed sharply to 1.3 percent in
2009, the weakest economic growth since
the Asian financial crisis of 1997-98, com-
pared to economic growth of 4.3 percent
and 6.5 percent respectively in 2008 and
2007. Output would have declined had it
not been for the relatively high growth of
4.5 percent in Indonesia, the biggest econo-
my in the sub-region. According to Asian
Development Bank, East Asia is forecast
to grow faster to 8.6 percent in 2010 and
slightly slower to 7.7 percent in 2011 with
strong recoveries in the contracted econo-
mies. Southeast Asia’s growth is forecast
to accelerate faster to 7.4 percent and 5.3
percent in 2010 and 2011 respectively,
with the five economies that shrank in 2009
will return to growth. East Asia‘s inflation
is forecast to be lower to 3 percent in 2010
and maintain at this rate for 2011; with cur-
rent account surpluses is expected be equal
to about 5 percent of GDP for 2010 and for
2011. Inflation in Southeast is forecast to
be lower to just 4 percent in 2010 and it is
expected to remain at this rate for the fol-
lowing year; with current account surpluses
are projected to be 5.7 percent in both years
(Asian Development Outlook 2010-Up-
date, ADB, 2010). The implementation of
the monetary and fiscal stimulus packages
have contributed to the rapid economic re-
covery of the region.
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¢~ The East and Southeast Asian
economies recover strongly from
the global economic downturn,
underpinned by turnaround in
exports, revival of domestic private
demand and monetary and fiscal
stimulus. The large monetary
and fiscal stimulus packages
have contributed significantly to

~

\__economic rebound of the region. J

This article will describe the conditions
and circumstances under which the East
and Southeast Asian economies respon-
ded swiftly and massively to the negative
impact of the global financial and econo-
mic crisis through appropriate changes in
monetary and fiscal policies, the compo-
nents of the monetary and fiscal stimulus
packages, and the resilience of the East
and Southeast Asian economies in coping
with the crisis, and a brief discussion over
exiting the extra ordinary monetary and fis-
cal stimulus packages. Next there will be
a discussion over the exchange rates regi-
mes and management of reserves. Further,
a discussion will follow over medium and
long term economic balanced growth stra-
tegies for the region that will depend more
on domestic demand and less on exports to
the advanced countries. The paper ends up
with a summary and conclusion.

I. Finacial, Monetary and Fiscal
Policies

The global financial and economic crisis
struck East and Southeast Asian economies
severely from late 2008 to early 2009. The
region stands out as highly open to inter-
national trade. East Asia’s share of exports
in GDP in 2008 was 103.0 percent (the
People Republic of China’s share of export
in GDP was 38.1 percent); for Southeast
Asia the share of exports in GDP was 76.1
percent .The deep economic recessions in

advanced countries led to sharp reduction
in import demand; and export growth plun-
ged in the East and Southeast Asian econo-
mies with large losses in revenues, reduced
income and investment. The sharp fall in
import demand from the advanced coun-
tries and the slowdown of economic acti-
vity in the region required the authorities
to respond fast and boldly to support the
failing demand by pursuing countercycli-
cal measures through easing both monetary
and fiscal policy. The bold and fast respon-
ses were made possible by the sound and
prudent monetary and fiscal policy pursued
by the region in the past, including strong
financial sectors, low inflation, low fiscal
deficits and low gross public sector debt,
accompanied by large foreign exchange
reserves.

Financial and monetary policies

Strengthened by financial reforms follo-
wing the Asian financial crisis of 1997-98,
the banking system in the region has been
risk averse, maintaining large amounts of
capital with high capital adequacy ratios
and low non-performing loans. Regulatory
policies, in particular supervision of ban-
king and corporate sectors has improved
substantially. The East and Southeast Asi-
an banks have little exposure to US toxic
assets and remain healthy; and there are no
pressures on their balance sheets. No major
bank failed in the region during the recent
crisis. The banking and financial sectors
have continued to function normally and
resumed lending even during the depth of
the crisis. Moreover the banking sector is
largely free from the structural problems,
such as the high household debt plaguing
the United States of America. The sound
East and Southeast Asian banking sector
staves off credit crunch, helps to weather
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the negative impact of the global financial

and economic crisis by continuing lending

There has been a general consensus among
the authorities in the region that high and
volatile inflation tends to be detrimental
to economic growth. Price stability is the
principal policy objective of central banks
in the region. Therefore the economies
have sought the appropriate institutional
framework for monetary policy. After the
Asian financial crisis of 1997-98, Korea,
Indonesia, Thailand and the Philippines
abandoned their pegged currency regime
and adopted inflation targeting framework
to maintain price stability. The People’s
Republic of China (PRC), Hong Kong
(China), and Vietnam have chosen ex-
change rate anchor to achieve price sta-
bility. Singapore is also promoting price
stability by managing foreign exchange.
Regardless of the framework of monetary
policy adopted, average inflation rates in
the region (with the exception of Vietnam)
have been relatively low and stable. Mo-
netary policy has aimed to keep inflation
low and stable and the region succeeded
to achieve relatively low and stable infla-
tion in the 2000s. Average inflation rate
was lower during 1999-2007 compared to
1990-1997 period, suggesting that policy
frameworks have improved (Filardo, A.
and H. Genberg 2010.). Low and stable
inflation provided space for implementing
easy monetary policy when the impact of
the global financial crisis were really felt.
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Before the outbreak of the global finan-
cial and economic crisis, however, the
East and Southeast Asian economies were
greatly concerned about inflationary pres-
sure following the drastic rise of fuel and
commodity prices in 2007/2008. Many
regional authorities were forced to adopt
tight monetary policies, facing the rising
inflation and focused on price stability.
For example, the People’s Bank of China
raised reserve requirements three times in
2008. Similar policies were adopted by
central banks in Korea, the Philippines and
Taipei, China. Singapore allowed its cur-
rency to appreciate, whilst Indonesia con-
tinued tight monetary policy by keeping
high interest rate into late 2008.

When the impact of the global financial
and economic crisis were really felt and
the inflationary pressure was softening,
the central banks in the region shifted to
monetary relaxing. The falling prices of
commodities and fuel allowed the au-
thorities to cut interest rates aggressively.
The traditional monetary policy was re-
laxed as indicated by cut in interest rate,
expansion in credit and money. Many cen-
tral banks in the region cut interest rates,
lowered required reserve requirements,
pumping huge liquidity through credit
expansion. For example, the People’s
Bank of China cut five times the interest
rates during September through December
2008; reserve requirements were lowered
on several occasions and pumping large
liquidity by removing credit growth limits.

Bank Indonesia, from December 2008 to
August 2009 cut interest rates nine times;
banks’ reserve requirements were lo-
wered and short-term central bank finan-
cing was expanded. The central bank of
Korea from October 2008 to February
2009 cut base rate six times; swap lines
with foreign central banks (Federal Re-
serve, People’s Bank China and Bank of
Japan) totaling $90 billion were arranged,
and an expansion of open market opera-
tion. In November 2008 Malaysia cut over-
night policy rate with further cuts were an-
nounced in January and February 2009; a
bilateral swap agreement was agreed with
the People’s Bank of China of 80 billion
yuan and 40 billion ringgit. It seemed that
monetary easing as an instrument of coun-
tercyclical policy was effective in helping
to mitigate the impact of the global down-
turn. Because the financial sectors in the
region were sound, it is believed that the
usual transmission channels of monetary
policy were intact, and that aggressive
monetary policy easing (cuts in interest
rates, large expansion of credits and mo-
ney) helped to boost the pace of economic
recovery.

Fiscal policy

However, in view of the severe contrac-
tion in economic activity in the region fol-
lowing the economic crisis, it was believed
that further monetary easing will be of li-
mited value to cope with the crisis. Many
authorities in the region resorted to aggres-
sive easing of fiscal policy. The immediate
result of fiscal easing was a deterioration
of the fiscal positions of all governments
in the region mainly due to a rapid expan-
sion of expenditures. For example, the
sharpest deterioration was experienced by
Malaysia, from a surplus of 1.1 percent of
GDP to a deficit of 6.6 percent from 2008
to 2009; Singapore’s fiscal position also
deteriorated. But for the region, debt sus-
tainability does not appear to be a serious
concern over the medium term.

It is not always easy to determine exactly
the size of fiscal stimulus, since some of
the funds that allocated for expenditures
would have been spent in any case. The
size of the fiscal stimulus varies among
countries. For example, the People’s Re-
public of China in November 2008 an-
nounced a 4 trillion yuan fiscal stimulus
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package for 2009 -10, which is equiva-
lent to 13 percent of GDP. This formed
the largest fiscal stimulus in the region.
Other East and Southeast Asian countries
rolled out large fiscal stimulus. Malaysia
announced two stimulus packages, which
amounted to 10 percent of GDP. Korea an-
nounced on several occasions fiscal stimu-
lus, which amounted to 78.8 trillion (which
was equivalent to 7.9 percent of GDP). The
Philippines announced a stimulus package
of 330 billion peso or 4.1 percent of GDP;
Thailand announced a stimulus package
that was equivalent to 2.4 percent of GDP,
subsequently a medium term and much
larger stimulus package (equivalent to 15
percent of GDP) was announced for infra-
structure in three years; whilst Indonesia’s
stimulus package was 73 trillion rupiah,
which amounted to 1.5 percent of GDP.
The size of fiscal stimulus in the region was
considerable.

To get an idea of the relative size of the
Asian fiscal stimulus, a comparison to other
economies could be made. The average
stimulus size in 15 developing Asian eco-
nomies was equal to 7.5 percent of GDP,
almost three times the level of 2.8 percent
for the G7 nations (Asian Development
Outlook 2010, ADB, 2010, p. 77). It is es-
timated that the size of crisis related fiscal
measures was exceptionally large in China.
The region was in good position to unleash
large stimulus packages rapidly because
the economies have ample fiscal space,
build up over years of fiscal prudence. Over
the period of 1990 — 2008, fiscal balances
for East and Southeast Asian economies
were small. When the Asian financial cri-
sis broke out in 1997-98, fiscal balances in
region increased in the late 1990s, but then
the authorities succeeded to cut back the
deficits to low levels. Public debt ratios in
the region show some variation but on the
whole they are relatively low. For East and
Southeast Asia, the public debt ratios have
been relatively low, in the range of 40 per-
cent — 60 percent of GDP for the period of
1990-2008 (Ch. Adams et al., 2010; Asian
development Outlook 2010, ADB, 2010,
pp-81-83). The low fiscal balances and pu-
blic debt ratios in East and Southeast Asian
economies signify the tradition of fiscal
responsibility. Because East and Southeast
Asian economies have run small budget
deficits and accumulate manageable debt
levels the region was able to afford large
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countercyclical fiscal packages. It was the
healthy state of government finances, par-
ticularly years of fiscal discipline that al-
lowed a significant space for aggressive
countercyclical fiscal policy.

On balance the region’s fiscal stimulus
packages are tilted toward higher spending,
particularly on infrastructure spending. For
the region, the share of fiscal expenditures
for infrastructure purpose was considera-
ble. For the PRC, Korea, the Philippines
and Thailand infrastructure spending ac-
counted more than 60 percent of the total
fiscal spending package. Indonesia was an
exception where a larger portion of the fis-
cal package involved tax-cuts and exemp-
tions. This tendency towards infrastructure
spending is consistent with the region’s
longstanding pro-growth orientation, since
infrastructure will benefit economic growth
in the long-run. However, large infrastruc-
ture spending entails serious implementa-
tion problems like failure to complete the
project on time, the size of the infrastruc-
ture which exceeded the absorption capa-
city leading delays etc. On the whole the
use of countercyclical fiscal policy seems
to have succeeded to boost aggregate de-
mand and output and is helping the region
to pull out of the crisis. Empirical investi-
gation support the belief that fiscal stimulus
in the region have been more effective in
East and Southeast Asia than elsewhere,
because they are quicker and larger than in
other part of the world which has contribu-
ted to the remarkable V- shaped economic
recovery of the region.

Exiting easy monetary and fiscal stimulus?

The active use of monetary and fiscal po-
licy for countercyclical purposes marks a
departure for the region that has traditio-
nally used macro economic policy to pro-
mote macroeconomic stability rather than
to boost aggregate demand and economic
activity. In contrast to the industrialized
countries, the region is not accustomed
to such use of monetary and fiscal policy
for countercyclical purposes. The adopted
monetary and fiscal stimulus was an ex-
ceptional response to extraordinary shocks.
In view of economic recovery is already
strong in some of the countries in the region
they will likely be first to consider exiting
the easy monetary stance. Recently coun-
tries, like the PRC and Hong Kong, China,

Malaysia, Philippines and Vietnam have
began initial unwinding monetary policy
by raising interest rates. Exiting from easy
monetary policy, under condition of regio-
nal robust economic recovery, interest rates
differentials and currency appreciation will
undoubtedly lead to increase in capital in-
flows. How best to manage capital flows
is an important policy issue. Large capital
inflows can increase macroeconomic risk
of overheating the economy, inflation and
pushing up asset prices excessively.

An exit from the extraordinary stance of
monetary and fiscal policies when the
economies recede to normal situation will
be, however, challenging for the policy-
makers. As long as the global economy
remains weak, there is always the risk of
withdrawal fiscal stimulus prematurely.
Because of the central role of monetary and
fiscal stimulus in the region’s economic re-
covery, and the popular perception that it
really contributed to recovery, these may
bring about a game changing shift in the re-
gion’s philosophy from its traditional con-
servatism toward countercyclical activism
during non-crisis periods. Example that
game changing shift has some serious risks
that higher government expenditures and,
more generally, an expansion in the econo-
mic role of the government is often difficult
to reverse or adjust even when they are no
longer justified. International experience
inform us that political economy factors
make it difficult to reverse fiscal expansi-
on undertaken during business downturns
when the cycles move up again(Ch. Adams
etal., 2010; ADO 2010, ADB, 2010).

Returning to the basic macroeconomic tra-
dition of monetary and fiscal prudence will
be challenging for East Asia and Southeast
Asia. In the post-crisis state, the benign
global economic environment of pre-crisis
times may no longer prevail. To a large
extent the regional rapid growth was the
result of strong exports to major industrial
economies, particularly to the US. As the
global imbalance unwind, however, the US
will have to make adjustments that are like-
ly to cause Asia to experience a slowdown
of exports. In the medium and long term,
the region’s economies need to rebalance
growth, making more dependent on domes-
tic demand and less on exports.

VLAAMS MARXISTISCH TIJDSCHRIFT



THE EAST AND SOUTHEAST ASIAN ECONOMIES EMERGING STRONG FROM THE GLOBAL FINANCIAL ECONOMICCRISIS - BataraSimatupang

II. Exchange rate and Reserve
Management

This part of the paper will discuss the issues
of exchange rate regimes and the manage-
ment of foreign exchange reserve in the re-
gion prior to the outbreak of the global eco-
nomic and financial crisis, and responses to
the crisis and post-crisis situation.

Exchange rate regimes

After the 1997-98 Asian financial crisis, In-
donesia, Korea, the Philippines and Thai-
land chose to abandon pegged exchange
regimes and adopted de jure floating ex-
change regimes, with varying degrees of
exchange rate flexibility. Malaysia adopted
initially conventional pegged arrangement
and later on chose for managed floating.
The PRC changed from conventional peg-
ged arrangement to de jure managed floa-
ting with reference to a basket currency;
which was similar to the announced regime
in Singapore. Hong Kong, China, has had,
over the last few decades, hard-pegged
exchange rate regime. Despite the large
diversity and de jure adoption of floating
exchange rate regimes, the flexibility of
exchange rates against the US dollar or a
trade -weighted basket currencies in the re-
gion, remained low. It has been even noted
that between 2000 and late 2008, exchange
rate flexibility in many countries was decli-
ning. The limited and declining exchange
rate flexibility does not match with the an-
nounced floating exchange regimes.

The low flexibility of exchange rate flexi-
bility in the region has shown the high de-
gree of government interventions in foreign
exchange market. There are at least three
main reasons that can be distinguished for
heavy government interventions:

Insurance. The Asian financial crisis of
1997-98 encouraged the region to build up
large foreign reserves that would protect
the economies from another devastating
crisis in the future. The build up of reserves
has proved helpful in redressing the adver-
se effects of the recent crisis, particularly
in containing a significant appreciation
of real exchange rates. Build up reserves
could also serve as an insurance against a
sudden reversal of capital inflows. Reser-
ves evidently allow economies to pursue
exchange rate stability while at the same
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time achieving some degree of financial
openness.

Stimulating exports and economic growth.
During normal periods, the authorities in-
tervene in the foreign exchange markets to
stimulate exports and growth. In the region
observations show that interventions in the
foreign exchange markets tend to be asym-
metric toward preventing appreciation
rather than depreciation. Authorities may
intervene against appreciation because the
exchange rate still plays important role in
influencing trade.

Exchange rate volatility. Central banks
often justify intervention in the foreign
exchange markets to protect the econo-
mies from the impact of volatility. High
frequency exchange rate volatility, caused
by speculative capital flows, rather than by
underlying macroeconomic fundamentals,
would be undesirable.

With the strong economic recovery in the
region, the authorities should reduce ex-
change rate misalignment and allow ex-
change rate to adjust into line with its so-
called equilibrium level. Although defining
the equilibrium exchange rate in practice
is not straightforward and seems to be dif-
ficult, it is however possible to identify a
wide band or range that may have mea-
ningful policy implications. In terms of a
trade-weight average basis, Cline and Wil-
liamson, for instance, show that currencies
of four economies in the region exhibit no-
ticeable undervaluation, namely the PRC
(21.2 percent); Malaysia (17.7 percent);
Taipei, China (13.6 percent) and Singapore
10.3 percent) (Cline, W.R. and J. William-
son, 2010). As it has been noted earlier,
one of the key reasons to intervene heavily
in the exchange rate market is the fear of
loosing export competitiveness due to ap-
preciation of its own currency. To resolve
the fear, policy coordination on exchange
rates among the East and Southeast coun-
tries should be initiated. Given an equili-
brium exchange rate guideline, these coun-
tries could agree on a gradual adjustment.
International institutions, such as the G-20
and the IMF could play a role in finding
such a range that provides policy advice
to the regional governments. The coordi-
nation of exchange rates could also help to
redress the global imbalance issue. It has
been shown that the adjustment of the PRC

currency alone would have very limited ef-
fect on trade adjustment in the region; but
an across-the-board appreciation of East
and Southeast Asian currencies could have
more powerful effect in reducing distor-
tion, especially for the PRC (Thorbecke,
W. and G. Smith, 2010).

Management of reserves

One of the basic characteristic feature of
the regional phenomenon is the rapid ac-
cumulation of foreign reserves managed by
the central banks, which have been driven
by both current account surpluses and net
private capital flows (i.e., twin surpluses).
It has been observed that the emergence
of current account surpluses in the region
is of a relatively recent phenomenon. It is
found that as a whole the region run cur-
rent account deficits before the 1997-1998
Asian crisis and it only began to run consis-
tent current account surpluses after 1997.
Although there is no clear single pattern
of common current account behavior, four
broad types of behavior can be identified
belonging to the region (Ch. Adams and D.
Park, 2009).

Asian-crisis affected middle income econo-
mies — Indonesia, Korea, Malaysia, Philip-
pines, and Thailand. In this case, the cur-
rent account positions shifted from deficits
to large surpluses around the time of the
Asian financial crisis with surpluses narro-
wing in recent years.

Newly industrialized economies (NIEs)
— Hong-Kong, China, Singapore, Taipei,
China. In these economies, current account
have been in surpluses for extended peri-
ods with the surpluses increasing in recent
years.

Low-income current account surplus eco-
nomies (the Peoples’ Republic of China).
In this case, the current account tended to
be in small surplus, with the surplus increa-
sing substantially in recent years.

Other low-income emerging economies
(Cambodia, Lao People’s Democratic and
Vietnam). In this case, the current account
has been in deficit on average.

The large increase in the current account
surplus for the region as a whole occurred
in two distinct phases. In the immediate
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aftermath of the 1997-1998 financial crisis,
the increase in the region’s surplus large-
ly reflected swings in the current account
balances of the crisis economies from po-
sitions of large deficit into large surplus.
Subsequently, and especially after 2003,
the increase in the region’s overall surplus
has been largely the result of a surge in the
PRC’s surplus, since the surpluses in most
of the crisis economies have narrowed. The
region’s current account surpluses have
been driven by the region’s successful stra-
tegy of high and growing dependence on
exports as the main engine of economic
growth.

One major consequence of persistent cur-
rent account surpluses has been an explo-
sive growth of foreign exchange reserves
held by the region’s central banks. There is
a growing consensus that the rapid growth
of the region’s reserves may have led to
excess reserves that exceed of what is re-
quired for liquidity and insurance purposes.
Excess reserves imply welfare losses. Re-
gional cooperation can play an important
role in reserve management. Several initi-
atives have been introduced. The decision
of ASEAN +3 (the PRC, Japan and Korea)
finance ministers to multilaterize Chiang
May Initiative, creating reserve pooling of
US$120 billion and an independent sur-
veillance unit to support decision making
in the management of the pooled interna-
tional reserve. Provided that the reserve
pooling is sufficiently large and the scheme
is truly of cooperative in nature, individual
country may no longer has an incentive to
keep a large amount reserve for insurance
purpose. The recently modernized IMF
(increase of capital, new arrangements for
members to buy SDR notes, the newly es-
tablished Flexible Credit Line etc.) and ef-
forts to restore confidence in the IMF, can
contribute to efficient reserve management.

IIl. Rebalancing Regional Growth

Global imbalances refer to the large current
account deficits and surpluses that have
emerged in the world economy since the
Asian financial crisis of 1997-98. The im-
balances have been heavily concentrated in
a small group of regions and countries, and
until recently have displayed an unusually
high degree of persistence. The imbalances
have centered on the large current account
deficits of the US, which peaked at close to
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6 percent of GDP in 2006 and the corres-
ponding surpluses in the rest of the world,

in particular East and Southeast Asia, the
oil producing Middle East and the Russian
Federation. Although the Middle East and
the Russian Federation contributed sub-
stantially to the surpluses, the large con-
tribution of the East and Southeast Asian
countries to the recent global imbalances
has been important and growing and it has
become an integral part of the global im-
balances. As it has been earlier observed,
current account surpluses are not an intrin-
sic structural characteristic of the region,
but of recent development that emerged
after the Asian financial crisis of 1997-98.
It is evident, that large and persistent cur-
rent account deficits cannot be financed
indefinitely by persistent current account
surpluses, and these will have to unwind
at some point.

The region’s surpluses ultimately come
from the exceptional success of the re-
gion’s outward looking export-oriented
growth strategy. The distinction between
the region’s export orientation and its
current account surpluses is important,
because the latter which contributed to
the global imbalances. Any discussion of
rebalancing regional growth must keep in
mind that export oriented growth is com-
patible with balanced growth. However it
will be a mistake to believe that there is
no need for far reaching adjustments, and
that the region can return to the pre-crisis
dependence on exports as the primary en-
gine of growth. The temptation is stronger
because this strategy has served the region
remarkably well in the past. However,

there are several factors that stand against
conventional thinking. Given the severity
of the global financial and economic crisis,
there is a great deal of uncertainty about
global recovery prospects. The potentially
severe and protracted nature of the G-3
(US, Eurozone, and Japan) and in particu-
lar the US downturn suggests that the re-
gion may be unable to return to its pre-
crisis excessive dependence on exports,
even if it wanted to. It is a more compel-
ling case for why rebalancing growth to-
ward domestic demand is in the region’s
self-interest.

It is necessary to distinguish between the
short-term and the medium and long term
policy implications of the present global
financial and economic crisis. In the short
term the undisputed priority of regional
policy makers must be to manage the sharp
slowdown of economic growth associated
with the contraction of external demand.
Short term management involves limiting
the reduction of economic growth through
expansionary monetary and fiscal policy.
At the same time, the regional policy ma-
kers must fully recognize the medium and
long term implications of unwinding glo-
bal imbalances. It would be a serious mis-
take to just view the present slowdown as
just another down turn. The sheer size of
the global imbalances suggests that their
unwinding may require a protracted period
of adjustment in the US. For the region as
a whole, the global crisis highlights the
inherently unsustainable nature of growth
based on excessive dependence on foreign
demand in the medium and long term. This
should serve as a wake call for regional
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policy makers to take concrete actions to
balance the economy. The Asian Develop-
ment Outlook 2009 argues that regional po-
licy makers must make rebalancing growth
a serious medium and long term objective,
even as governments struggle with their
short term responses to the economic crisis.

Empirical studies indicate that saving rates
in the region were somewhat higher than
implied by standard relationship between
saving and its fundamental determinant in
the period after the Asian financial crisis.
One possible interpretation is that pain-
ful memories of the devastating Asian fi-
nancial crisis encouraged households and
firms to save more as a precaution. The
rapid growth in the region, particularly the
exceptionally rapid growth of the PRC, ac-
counts for a continuous surge in region’s
saving rates. Since 2003, in particular, high
and rising national saving has become the
key contributor to the imbalance, especi-
ally in the case of the PRC, but also in the
case of the newly industrializing econo-
mies of Hong-Kong, China; Singapore; and
Taipei, China. On average, current national
saving rates are high in the East and South-
east Asia, with the PRC leading the pack
with its rate in excess of 50 percent of GDP
in 2007. The unusually high saving rates in
the PRC reflects unusually low consump-
tion rates. This implies that policies aiming
to increase consumption will contribute
more effectively to unwinding global im-
balances than those promoting investment.

The rising household saving rate in the
PRC has played a key role in explaining the
rising current account surplus in the region.
The surge in household saving in the PRC
has been driven largely by the rise in the sa-
ving rate of urban households. The increa-
sing private burden of education and health
expenditures seems among the strongest
candidates for explaining the increase in
saving rates. Provision of social health
insurance has been seen to substantially
weaken this motive for saving. Increasing
public provision of education could also
lower household saving by reducing the
need to accumulate assets to finance future
education expenditures. Hence policies that
rationalize public spending to increase so-
cial transfers, reform pension systems, and
provide universal health care systems and
education are top priority.
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The East and Southeast Asian countries
vary widely in terms of current account
positions; and this precludes one-size-fits-
all policy prescription. In the Asian crisis
— affected countries, the increase in con-
sumption should not come at the expense
of investment and that investment in these
countries is close to its appropriate level.
And that the policy makers should avoid
policies that promote consumption at the
expense of investment. Notwithstanding
the heterogeneity of current account sur-
plus in the region, some rebalancing of
growth toward domestic demand will be
required for the region as a whole. While
rebalancing growth is necessary, rebalan-
cing is bound to be difficult, protracted and
complex structural process. It will have a
pronounced impact on growth in the highly
export-dependent East and Southeast Asia.
Above all the mismatch between the struc-
ture of output and the structure of demand
in many export-oriented East and Southeast
Asian economies will constrain the reba-
lancing of demand and growth.

Looking ahead, the key question for the re-
gional policy makers is how to strengthen
domestic demand in response to weakened
external demand. Given the diversity of the
nature and underlying causes of the East
and the Southeast Asian’s current account
positions, the optimal policy mix for reba-
lancing will necessarily differ from country
to country. The most direct means for regi-
onal governments is to reduce the region’s
excessive dependence on external demand
by implementing policies that boost do-
mestic demand, and strengthening domes-
tic consumption holds the key to more
balanced growth in the region. The emer-
gence of a large and rapidly growing urban
middle class, whose demand for goods
such as automobiles and household appli-
ances is taking off and laying the founda-
tions for a strong and sustainable domestic
demand. Diluting the precautionary motive
and more extensive social safety nets will
boost consumer confidence and consump-
tion. For countries like Indonesia, the Phi-
lippines, Thailand and Malaysia, creating
a more attractive investment climate is of
greater priority than expanding investment.
Rebalancing growth not only requires po-
licies of restructuring demand but also the
need to change the structure of output.

The burden of adjustment in the unwinding
of global imbalances cannot fall entirely on
the economic policy of one country. Glo-
bal imbalances are a global problem and
resolving global imbalances require greater
policy dialogue within the G-20 and the
IMF or coordination, both regionally and
globally.

Summary and conclusion

The East and Southeast Asian economies
recover strongly from the global economic
downturn, underpinned by turnaround in
exports, revival of domestic private de-
mand and monetary and fiscal stimulus.
The large monetary and fiscal stimulus
packages have contributed significantly
to economic rebound of the region. These
were made possible by the sound and pru-
dent monetary and fiscal policy pursued
by the region in the past, including sound
financial sectors, low inflation, low fiscal
deficits and low public debts, accompa-
nied by large foreign exchange reserves.
It seemed that monetary easing was ef-
fective in helping to mitigate the impact of
the global downturn. The size of the fiscal
stimulus was considerable and has contri-
buted to the V- shaped economic recovery
of the region. Exiting from easy monetary
and fiscal policies will be challenging for
the policy makers. Despite large diversity
and de jure adoption of the floating ex-
change rate regimes, the flexibility of ex-
change rates against the USS$ in the region,
remained low, despite prevailing exchange
rate misalignment. There is a growing need
to adjust exchange rate in line with its equi-
librium level. International dialogue and
coordination, through G-20 and IMF could
play a role in finding solutions. One of the
characteristic features of the region is the
rapid accumulation of foreign exchange
reserves, managed by the central banks, ge-
nerated by both current account surpluses
and net private capital flows. The foreign
exchange reserves are excessive, implying
welfare losses. Regional and internatio-
nal cooperation can contribute to efficient
reserve management. In the medium and
long term perspective, the region needs to
opt for a balanced growth strategies that
will depend more on domestic demand and
less on exports to the advanced countries.
Global imbalances are a global problem
and resolving global imbalances require
greater policy dialogue and coordination.
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Note:

! East Asia comprises People’s Republic
of China; Hong-Kong, China; Republic of
Korea; Mongolia; and Taipei, China. Sou-
theast Asia comprises Brunei Darussalam,
Cambodia, Indonesia, Lao People’s Demo-
cratic Republic, Malaysia, Myanmar, Phi-
lippines, Singapore, Thailand and Vietnam.
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