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  Preface 

 The East Asian countries surprised the world by an astonishingly quick 

recovery from the devastating economic crisis that hit the region in 1997–98. 

They repeated a similarly rapid rebound from the Global Financial Crisis of 

2008–9 and have continued to increase their share of world production in 

the years since. Such achievements raise questions about the sources of such 

resilience and strength as well as about the long-term economic prospects of 

the region. To explore these questions, the Japan International Cooperation 

Agency Research Institute (JICA-RI) in 2010 launched a research project on 

the political economy of the East Asian countries. Keiichi Tsunekawa served 

as director of the institute at the time. JICA, the most important agency for 

offi  cial development assistance of Japan, wanted to learn lessons from the 

project that it could utilize in its future cooperation projects with the middle-

income countries in East Asia and in its development operations in lower-

income countries in Asia, Africa, and Latin America. 

 During the course of the project, we held two conferences at the institute, 

the fi rst in September 2010 and the second in February 2012. In addition 

to the chapters in this volume, papers were presented by Whasun Jho, Min 

Gyo Koo, Ikuo Kume, Jean-Claude Maswana, Thitinan Pongsudhirak, and 

Lihui Tian. We thank the JICA-RI for the full fi nancial support of the proj-

ect. Then deputy director Hiroshi Kato, who is now director of JICA-RI and 

vice president of JICA, and the managerial staff  of the institute, provided us 

with considerable help in logistics. Fiona Shen-Bayh at the University of Cali-

fornia, Berkeley, gave valuable help in preparing the fi nal manuscript. We 

also benefi ted from useful comments from participants at the conferences. 

Finally, we want to express our deepest thanks to Peter J. Katzenstein and an 

anonymous reviewer who read the manuscript and provided helpful com-

ments and critiques, as well as to Roger Haydon at Cornell University Press 

for his support and encouragement of the project.  
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   Introduction 

 Crises, Corrections, and Challenges 

  T. J. Pempel and Keiichi Tsunekawa  

 To paraphrase Tolstoy, noncrisis fi nancial situations are happily alike but 

every fi nancial crisis creates unhappiness in its own way. The diff erences 

among crises are particularly salient when one compares the economic dev-

astation that swept across Asia in 1997–98 with the havoc wreaked through-

out the United States, Western Europe, and much of the rest of the world in 

2008–9. Both crises emerged from the intersection of the explosive growth 

and acceleration of cross-border fi nancial fl ows and the political manifes-

tations of that gargantuan fi nancial power. Although both meltdowns were 

similar in their sweeping devastation to numerous national economies, they 

diff ered in that each was triggered by distinct economic factors, each ex-

ploded across a diff erent trajectory, and the devastation generated by each 

varied according to the unique vulnerabilities and strengths of individual 

political economies. 

 For East Asia, the two crises were transmitted through distinct channels—

hot money, currency misalignments, and a liquidity crisis in 1997–98; trade 

contraction but far less damage to fi nance and the core economies in 2008–9. 

The nature of East Asian vulnerabilities in the two crises was thus quite dif-

ferent. As a consequence the impacts of the two crises across East Asia took 

demonstrably diff erent forms—a regional fi nancial crisis of short duration 

in 1997–98, but a trade-driven shock followed by a rather smart East Asian 

snapback from the notionally global disruptions in 2008–9. 

 The Asian Financial Crisis (AFC) had few negative impacts on Europe 

and the United States; if anything it provided instead an opportunity for 

quick profi ts by many of their investors. By contrast, the Global Financial Cri-

sis (GFC) staggered both the United States and much of Europe, threatening 

a global fi nancial freeze-up that was avoided only through massive govern-

ment intervention using taxpayer money. And the GFC ultimately ushered py
g
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2  T. J. Pempel and Keiichi Tsunekawa

in an extended period of slow growth, extensive unemployment, fi scal imbal-

ances, and in Europe a currency crisis that for several years challenged the 

very viability of the euro. As of early 2014, that tableau of miseries remained 

largely unabated. 

 Focusing on the diff erences between these two crises runs afoul of the 

broad conclusion advanced by Reinhart and Rogoff  (2009) in their ironically 

titled book,  This Time Is Diff erent . In their book, Reinhart and Rogoff  ana-

lyze eight centuries of what the authors label “fi nancial folly,” underscoring 

what they highlight as a set of disastrously similar economic conditions that 

recur with astonishingly consistent levels of frequency, duration, and ferocity. 

Historically, the authors contend, each time such familiar economic storm 

clouds have gathered, powerful voices of optimism have outshouted the scat-

tered Cassandras, insisting that past rules have changed, a new economic 

paradigm is operative, and contemporary worries are misplaced since “this 

time is diff erent.” Only after the same devastating collapses have ushered 

in their familiar litany of economic affl  ictions are the worriers proved right 

(once again). Reinhard and Rogoff ’s economic data are compelling in high-

lighting the macroeconomic similarities tying together a wide swath of crises 

and underscoring the relative ease with which collective greed repeatedly 

spawns mass delusion. 

 What their analysis ignores, however, and what this book addresses, are 

the divergent  political  conditions that gave rise to particular crises as well as 

the  political  changes that individual crises may catalyze. Focusing exclusively 

on the macroeconomic similarities among crises, while valuable, is analo-

gous to studying a sequence of disastrous house fi res by analyzing the com-

monalities in combustible materials, winds, and heat without addressing the 

divergent implications of one having been started by lightning, another by a 

smoker in bed, faulty wiring in a third, and an arsonist in the fourth. 

 The GFC of 2008–9 involved a transatlantic meltdown of capital markets 

that ravaged the fi nancial infrastructures and subsequently staggered the 

real economies of the United States and most of Western Europe. In striking 

contrast, national economies in East Asia, despite being initially jolted by the 

fi nancial storm due to drop-off s in global trade, weathered the crisis far bet-

ter. As late as 2014, the U.S. economy continued to wobble under the eff ects 

of sluggish macroeconomic growth, higher levels of unemployment and un-

deremployment, substantial government debt, stringent fi scal austerity, and 

the failure or nationalization of many high-profi le and previously profi table 

private fi nancial institutions. Owing to the interconnectedness of global fi -

nance, the availability of cheap credit, and an eventual pan-Atlantic housing 

bubble, most Western Europe countries encountered similar problems. The 

bursting of those bubbles unleashed a rippling debt crisis that for several 

European countries became a sovereign debt crisis. Virtually all countries in 

the Eurozone, along with the United Kingdom, were thus roiled by a wave of 
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Introduction  3

economic problems plus deeper than usual domestic political tensions as de-

bate emerged about which national policy directions could best alleviate the 

economic pain. Eight of seventeen EU countries saw changes in government. 

In striking contrast, within two to three years after the GFC struck, most East 

Asian economies were basking in positive fi scal balances, substantial GDP 

growth rates, rising global exports, only modest unemployment, generally 

stable political conditions, and positive projections about the economic fu-

ture of the region as a whole. 

 The buoyancy that most of East Asia’s economies demonstrated so soon 

after the GFC (Japan being a notable exception) stands in striking contrast 

with the region’s devastation after the AFC of 1997–98. Japan’s economic 

bubble had burst in early 1990 leading to its (fi rst) “lost decade” and an 

ongoing political eff ort to regain its economic footing. And then as the 

“Asian contagion” cascaded across the region, several of East Asia’s hitherto 

“miracle economies” found themselves weighed down by collapsing curren-

cies, bank failures, massive nonperforming loans, parabolic escalations in 

unemployment, and plummeting growth rates. Public confi dence in govern-

ment deteriorated as well, and several countries including Indonesia and 

Thailand underwent extensive political transformations triggered by the cri-

sis. Second-order political repercussions were felt elsewhere. In China prior 

reliance on state-owned enterprises gave way to increased private ownership; 

in Malaysia advocates of neoliberalism were subjected to a vicious political 

crackdown; and in South Korea the AFC aff orded a new president the oppor-

tunity to force a sweeping reorganization of the nation’s powerful industrial 

groups ( chaebol  ). 

 Equally signifi cant, the apparent fl ip-fl op from a miracle region to one 

in dire straits left many political leaders and analysts in the West triumphant 

in their conviction that the previous decade or more of dizzying East Asian 

growth had been little more than a castle built on sand, fi nally dashed be-

cause of the region’s collective defi ance of what were presumed to be the 

“universal principles” of economics underpinning the more structurally sus-

tainable economic muscle of North America and Europe (see Noble and 

Ravenhill 2000; Pempel 1999a; Sheng 2009, passim but especially chapter 3). 

What a diff erence a decade makes. 

 This book examines these two crises in an eff ort to address two overarch-

ing questions: (1) Why did the countries of East Asia fare so diff erently in 

these two crises? and (2) Does East Asia’s successful weathering of the GFC, 

particularly when viewed in comparison with the listless economic recoveries 

and apparent lack of political direction within the United States and Europe, 

suggest that East Asia is poised for a “second Asian miracle” analogous to 

that touted by the World Bank in 1993.? If East Asia does perform well eco-

nomically, even if short of another miracle, how well poised would the region 

be in the broader context of global economic growth? 
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4  T. J. Pempel and Keiichi Tsunekawa

  The “East Asian Miracle” 

 To understand the two crises and their eff ects on East Asia, it is necessary 

to start with East Asia’s phenomenal economic growth prior to the 1997–98 

crisis. The collective economic growth rates enjoyed across much of East Asia 

during the 1980s and early 1990s constituted one of the global economy’s 

more stunning success stories. Japanese growth rates were double those of 

the OECD countries for nearly thirty years, from the late 1950s until the early 

1990s. Japan as the fi rst chapter in the East Asian growth story was quickly 

followed by exceptional GDP growth rates in Korea, Taiwan, Singapore, and 

Hong Kong, and later by similarly exhilarating liftoff s in Thailand, Malay-

sia, and Indonesia, along with those of the notionally communist regimes in 

China and Vietnam. 

 No single analysis gave more prominent testimony to this East Asian mira-

cle than the 1993 study by the World Bank. Lauding the successes across what 

the authors labeled “developing East Asia,” the World Bank emphasized East 

Asia’s positively reinforcing cycle of economic development based on high 

rates of investment and saving, effi  cient use of resources, moderate infl ation, 

low income inequality, educated workforces, rapid export growth, adoption 

of new technologies, and political stability, to highlight only the most promi-

nent features. 

 The report’s conclusions refl ected the intellectual tensions between the 

neoliberal economists from the International Monetary Fund (IMF), who 

explained that the region’s collective growth rested on fulfi llments of the tra-

ditional neoclassical economic agenda, and those who emphasized the cen-

trality of governmental policies, institutional strengths, and selective market 

interventions as integral to East Asia’s success. Not insignifi cantly, the latter 

group was roundly applauded by the government of Japan, the key funder 

of the study. 

 The fi nished product was, not surprisingly, unwittingly schizophrenic 

about the relative balance between the roles played by “getting the prices 

right” versus “getting the prices wrong.” The former concept was advocated 

by neoliberal economists who operationalized the study, while the latter idea, 

espoused by theorists of catch-up industrialization, relied on nonmarket 

compatible policies (see Johnson 1982; Pempel 1978;Woo-Cumings 1999). 

 The East Asian transformation invariably rested on both, as the analysis in 

chapter 1 of this book details. It grew out of a positive synergy between gov-

ernment interventionist policies that often defi ed the prescriptions of neolib-

eral economics, plus the selective exploitation and embrace of global market 

forces. Virtually all governments overseeing national economic successes 

across East Asia rejected the purest neoclassical economic prescriptions in 

favor of selective protectionist barriers and periodic and targeted govern-

ment interventions. At the same time, unlike the governments in many other 

less-developed countries during the same period, those in miracle East Asia py
g
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Introduction  5

sought neither to insulate their domestic industries completely from global 

forces nor to engage in the levels of micromanagement or the creation of sin-

gle national champions that could generate high profi ts for a select few fi rms 

at the expense of macroeconomic growth for the country as a whole. Rather, 

they took advantage of expanding global markets to move their countries 

from import-substitution to export-led growth, demonstrating that defi ance 

of free market orthodoxy in the short term could be economically benefi cial 

in the long term. 

 However, as the AFC demonstrated with a vengeance, such developmen-

tal strategies were far from invulnerable. Only four years after the World 

Bank’s publication lauding the miracle, many of the applauded East Asian 

economies were roiled by the AFC. Furthermore, the economic vigor of the 

Japanese economy had already come into serious question as it lumbered 

through stubbornly slow recovery after the bursting of its 1985–90 bubble 

economy. When the AFC struck, Japan was both economically and politically 

hobbled in the assistance it could credibly off er to its neighbors. The fragil-

ity of East Asia’s miracle became apparent as previously successful national 

development strategies ran headlong into the overwhelming counterforces 

of global fi nance. 

 Nevertheless, as post-AFC developments showed and as East Asia’s col-

lective performance suggested in the aftermath of the GFC of 2008–9, the 

countries of the region demonstrated high degrees of underlying strength. 

Snapback recoveries by the most negatively aff ected countries after the AFC, 

and similar recoveries since 2010, suggest that East Asia’s early economic 

successes were more than a historical fl uke. In contrast the economic resil-

ience of the United States and much of Western Europe looked far more 

problematic.  

  Collective Perspectives 

 In addressing the two key questions in this book—Why such diff erent im-

pacts on East Asia from the two crises? Is Asia now poised for long-term eco-

nomic success, a second miracle perhaps?—the contributors to this volume 

bring a common perspective. To date, analyses of the two crises have been 

dominated by economists with their disciplinary predisposition to search for 

causes in the mixture of exchange rates, currency pegs, fi nancial regulations, 

international fi nancial architecture, long-term versus short-term borrowing, 

derivatives contracts, and the like. All of us accept the importance of such 

factors, but we address the issues surrounding the AFC and GFC from our 

combination of considerable experience in the study of specifi c East Asian 

countries and a common intellectual anchoring in the general approaches 

of political economy. We are convinced that a richer and more insightful un-

derstanding of the causes and reactions to both crises can best be achieved by py
g
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6  T. J. Pempel and Keiichi Tsunekawa

greater sensitivity to the interplay between politics and economics in specifi c 

countries, as well as by the interaction of domestic and international forces 

more generally. 

 It is our collective view that neither “markets” nor “states” in their most 

reifi ed incarnations can adequately explain the causes, consequences, and 

adjustments to these crises; rather, it is their interactions that are critical. 

Similarly, we are skeptical of any reifi cation of allegedly domestic versus in-

ternational forces. International relations theories off er insightful and par-

simonious explanations for complex phenomena. At the same time, such 

parsimony too frequently skirts the signifi cance of domestic political con-

fl icts and structures, rendering them peripheral to the key questions we seek 

to answer about the two crises. Yet exclusively domestic explanations are no 

more satisfactory in their failure to recognize the interconnected nature of 

the crises as their impacts spilled quickly over national borders. 

 As others have noted (see Cumings 1984; Haggard 1986; Pempel 1999b), 

East Asia’s original economic success occurred in the context of a specifi c 

set of international circumstances, marked by global bipolarity in which the 

United States and the Soviet Union competed for allies among developing 

countries using economic assistance and favorable market openings as fre-

quent inducements. 

 Unquestionably the exogenous forces of global fi nance played a vital role 

in the AFC. The crisis was triggered largely by short-term “hot money” mov-

ing into and out of the thriving East Asian economies. When IMF packages 

were requested (however reluctantly) by Indonesia, Thailand, and South 

Korea, their strict terms refl ected external global fi nancial muscle swamp-

ing domestic preferences. Yet equally important, although Malaysia faced a 

roughly comparable economic situation to these other three countries, it 

rejected an IMF bailout, largely as the result of domestic political factors, 

in favor of freezing convertibility of the national currency, the ringgit, and 

prohibiting off shore banks from trading in its domestic currency. Similarly, 

political eff orts by the fi nancial and governmental leaders of Taiwan have 

long tilted toward economic policies that frequently defy “economic logic” 

but prove to be far more prudent than those of many of its neighbors. Such 

prudence is driven by ongoing political anxieties about the island’s diplo-

matic isolation and the consequent fears about the vulnerability of Taiwan’s 

de facto sovereignty should its domestic economy falter even slightly. 

 In the wake of the AFC, governments often took quite diff erent measures 

to adjust to the newly felt global pressures. South Korea, for example, was far 

more welcoming of foreign investment in that country’s banking system than 

were Taiwan or China. China was quicker and more thorough in attempting 

to reduce the power of state-owned enterprises (SOEs) than was Vietnam. 

 Furthermore, as the chapters in this book show, although many national 

governments confi ned their post-AFC changes largely to tactical adjustments 

of their fi nancial policies and institutions, others such as Thailand sought to py
g
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Introduction  7

overhaul the national trade regime, while still others such as China engaged 

in massive programs of physical infrastructure development. Further, politi-

cal adjustments were not uncommon. Thus both Indonesia and Thailand 

were hit by major changes in the very nature of their domestic political re-

gimes, and in Korea the new Kim Dae-jung government that took offi  ce at 

the height of the crisis used the country’s economic dislocations to seek sub-

stantial partisan advantage through challenges to the chaebol. China, despite 

emerging relatively unscathed from the AFC, made substantial changes in 

preexisting economic strategies and the organization of state-owned enter-

prises (SOEs) largely out of fear that prior policies would ultimately result in 

negative domestic political repercussions. 

 From the same perspective, in the 2008–9 crisis most of the exporting 

nations of East Asia faced massive slowdowns as global demand for their ex-

ports plummeted. Indeed, in October 2008 South Korea was on the verge of 

another capital fl ight crisis, which was avoided only because of a quick injec-

tion of U.S. capital. But East Asia’s larger economies were able to contribute 

to the global bailout orchestrated largely by the G-20, taking coordinated 

political actions to stimulate their national economies through classical 

Keynesian budgetary measures. And without a doubt the East Asian coun-

tries were helped by the fact that the major economies across Europe, North 

America, and East Asia collectively rejected domestic protectionist measures 

such as those introduced on a global scale during the global depression of 

 1929–32. Domestic political action mitigated deteriorating external eco-

nomic conditions. 

 As such examples demonstrate, the two crises and reactions to them in-

volve an intersection between politics and economics that cannot be ade-

quately understood by privileging either discipline over the other. Similarly, 

external or global forces, particularly the force of global capital and new 

global fi nancial instruments, are undoubtedly at the heart of the two crises, 

yet these global economic forces are invariably refracted through diff erent 

domestic structures, which can frequently mitigate their impacts. Thus our 

analyses seek to take suitable account of both domestic and international fac-

tors, as well as political and economic interactions, as they bear on our two 

central questions. 

 A second major perspective that underpins our analysis is the importance 

of sensitivity to East Asia as a region, fuzzy and inexact as the term  region  may 

be (see Breslin et al. 2002; Katzenstein 2005; Pempel 2005). Following the end 

of the Cold War and the demise of superpower bipolarity with its preponder-

ant infl uence over so much of global politics, interactions among geographi-

cally proximate nation-states, including activities in East Asia, have grown in 

importance as more proximate interactions among neighboring countries 

demonstrate their growing independence from such macroglobal trends (see 

Buzan and Weaver 2003; Lake and Morgan 1997; Solingen 1998). Often these 

regional actions have been cooperative, particularly as they have led to closer py
g
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8  T. J. Pempel and Keiichi Tsunekawa

economic interactions. In the security arena, in a few regions (though not in 

East Asia) cooperation has been suffi  ciently extensive to allow one to speak 

meaningfully of regional security communities; in both economics and secu-

rity, however, regional interactions, whether positive or negative, have gained 

an increased salience in national agendas that was often impossible in the 

shadow of superpower competition. 

 Thus, notwithstanding the fact that the AFC eventually resonated beyond 

East Asia, aff ecting countries such as Brazil and Russia, the crisis exerted 

its deepest eff ects in East Asia and many of these were regional in nature. 

Indeed as the chapters in this book will show, it was not only countries that 

were devastated economically that adjusted in its aftermath; other countries 

in the region, such as China, Vietnam, and Taiwan—countries that largely 

escaped the worst economic eff ects, nonetheless adjusted previous policies 

to enhance their resilience against future vulnerabilities. 

 Equally important, if 1997–98 showed the contagious links among Asian 

economies, regional cooperation was forthcoming in its aftermath. The central 

concern was to enhance regional resilience against any repeat of the region’s 

demonstrated vulnerability during the crisis. Economically, this was played 

out through deeper production networks, greater foreign direct investment, 

monetary cooperation, and formal bilateral and minilateral trade pacts (see 

Katzenstein and Shiraishi 1997 and 2006; Pempel 1999a). Furthermore, de-

spite many national diff erences in postcrisis adjustments, governments across 

the region also followed similar paths to enhance existing intra-Asian invest-

ment, trade, and monetary cooperation. Such regionwide actions helped to 

buff er the region against potential future fi nancial shocks and helped mini-

mize the Asian fallout from the GFC. 

 Finally, it was East Asia as a region, rather than just a collection of sepa-

rate countries, that emerged from the crisis economically stronger and with 

a renewed conviction among its leaders that core elements of their prior 

developmental strategies had proved largely successful and should remain in 

place. In analyzing these two crises and the ways in which they played out so 

diff erently for East Asia on the one hand and the United States and much of 

Europe on the other, we believe that the interacting concepts of “economic 

vulnerability” and “economic resilience” are helpful. 

 Economic vulnerability can be defi ned as the likelihood that a country’s 

economic development process is hindered by unforeseen, and usually exog-

enous, events (Guillaumont 2008 and 2009; Cariolle 2010). But as we will see, 

“economic vulnerability” in the abstract can be the result of highly particu-

lar weak spots that will diff er from country to country. National economies, 

and indeed the global economy, are like ecosystems; various components are 

highly interdependent so that breakdown in one component may well en-

danger the system as a whole. Large segments of any national, or indeed the 

global, economy can appear perfectly sound even as quite specifi c portions 

of that economy reveal themselves under crises to be the chinks in the suit of py
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Introduction  9

armor or the one weak link in the interconnected economic chain that cre-

ates systemic ruin. In the phrasing of Zolli and Healy, a complex economic 

system may therefore be both “robust but fragile” (2012, 25–60). 

 The concept of “resilience” is widely applied across a range of studies, 

including architecture, natural disasters, ecosystems, internal organizational 

patterns, post-traumatic stress, and antiterrorism policies. In virtually all of 

these cases the central question is: What causes one system to break and 

another to rebound? As Zolli and Healy ask, “In an age of constant disrup-

tion, how do we build in better shock absorbers?” (2012, 3). The core of 

resilience is the ability either to “withstand external shock” or to “return to 

normal” after some traumatic event. Briguglio and his colleagues thus defi ne 

“economic resilience” as “the ability to absorb, cope with or come back from 

an external economic shock” (2008, 4). They go on to elaborate several mac-

roeconomic conditions that contribute to such resilience, eventually ranking 

individual countries accordingly. Similarly analysts studying the economic 

resilience of U.S. metropolitan regions identify key traits that contribute to 

regional economic resilience (Institute of Governmental Studies 2013): yet 

the notions of vulnerability and resilience remain more intuitive than theo-

retically sophisticated. 

 Despite being underdeveloped in the sphere of political economy, these 

notions are intuitively helpful in understanding important variations in the 

performances of diff erent political economies and regions during these two 

crises. Countries in East Asia demonstrated particular areas of economic vul-

nerability during the AFC, most notably their vulnerability to rapid infl ows 

of short-term foreign capital. Yet they also showed high levels of resilience in 

their underlying economic structures by the rapidity of their recoveries. In 

the GFC, by way of contrast, East Asia was vulnerable to a temporary global 

trade shutdown but highly resilient to the underlying fi nancial vulnerabili-

ties evident in the United States and so many European countries. And the 

importance of fi nancial linkages and capital markets within the national 

economies of the United States and Europe has continued to underscore the 

vulnerability of their entire economic systems to fi nancial collapse and their 

lack of more comprehensive national and regional economic resilience in 

bouncing back.  

  Five Focal Points 

 The book addresses two central questions: Why East Asian performances 

were diff erent during the two fi nancial crises and to what extent East Asia 

is now poised for sustained economic success? In dealing with these over-

arching questions, the authors analyze what we feel are fi ve key factors criti-

cal to answering them. A starting point is the belief that both the AFC and 

the GFC took place as the result of a damaging collision between national py
g
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10  T. J. Pempel and Keiichi Tsunekawa

developmental strategies and the forces of global fi nance. To address this 

intersection, we begin by highlighting the essential common elements within 

the discrete patterns of East Asia’s economic growth prior to the onset of 

the AFC in 1997. How were so many countries in the region able to achieve 

such substantial jumps in their GDP and  per capita incomes for so many 

years, in the process of catching up with and passing so many other parts 

of the world? Equally important from a political perspective, how did they 

achieve such dynamic economies while maintaining relative political stability 

at home? We make the argument generally, and individual chapters bolster 

this contention in greater detail for specifi c countries from Japan to Taiwan 

to Indonesia, that two factors were particular vital: high levels of capital in-

vestment given over to enhanced production on the one hand and close 

government-business relations on the other. These two features combined 

to allow individual countries to catch up quickly to more economically and 

technologically sophisticated countries, to close many of the gaps between 

where they began economically and where they hoped eventually to be and 

in the process to incorporate an impressive variety of politically critical socio-

economic sectors. 

 Equally important, however, is a second concern, namely the AFC itself. 

Certain inherent components integral to East Asian growth prior to the AFC, 

particularly the high levels of investment and the close ties between busi-

ness and government just noted, left these same countries vulnerable to what 

proved to be the pulverizing consequences of fast-moving global capital in 

1997–98. Continued high investment and political stability made many of the 

countries of East Asia particularly tempting targets for large-scale, but often 

short-term, investment by Western hedge funds, brokerages, and other in-

vestors. Neither the governments nor the fi nancial institutions in these East 

Asian countries were adequately prepared to check the rapid movement of 

such highly mobile capital, fi rst rushing in, but then equally quickly rushing 

for the exits as conditions soured. 

 In short, the pattern of East Asian growth and stability, positive as it was 

for a time, simultaneously left many countries in the region highly vulner-

able to the particular nature of the crisis that ensued. In this sense, the AFC 

was the consequence of factors well beyond simple failures linked to “crony 

capitalism” or “moral hazard,” two of the most frequently cited reasons for 

the crisis (see Bosworth 1998; Radelet and Sachs 1998). Such features, to the 

extent they did exist in certain countries, did not emerge overnight in 1997 

and hence provide little independent insight concerning the onset of the 

regional meltdown. More fundamentally, we argue, it was the interactions 

between the peculiarities of the domestic political economies of the most se-

verely aff ected countries and the power of fast-moving global capital wielding 

highly sophistical fi nancial instruments that provided the combination of tin-

der and fl ame that was central to the eventual fi nancial wildfi re that ensued. 
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Introduction  11

 A third analytic thread critical to understanding the diff erent experiences 

of East Asia during the two crises centers on the prophylactic actions taken 

by numerous countries in East Asia aimed at enhancing their economic re-

silience against any future recurrence of the 1997–98 debacle. At both the 

national and regional levels, as will be detailed throughout the book, govern-

ments took political and economic steps to strengthen resilience against any 

future fi nancial shocks. 

 Suffi  ce to say at this point that although the region fared poorly in the AFC, 

most of the countries used the crisis to institutionalize valuable policy lessons 

about their vulnerabilities to global capital forces, and most responded with a 

series of internal adjustments designed to retain the key elements of success-

ful developmentalism that had been put in place and that had initially been 

so benefi cial to their national economic growth and political stability while 

also making important adjustments at the margins, the result of which was a 

much higher regional resilience when the GFC struck. 

 Virtually all countries in the region, for example, moved to enhance their 

fi nancial regulatory mechanisms and to ensure greater fi nancial prudence; 

most bolstered their foreign reserve holdings—often to levels that econo-

mists argued was economically unnecessary. In addition, governments in 

the region deepened their monetary cooperation through formal currency 

swap arrangements that are currently embodied in the Chiang Mai Initiative 

Multilateralization (CMIM) among other things. Furthermore intraregional 

trade was boosted with enhanced regional production networks in addition 

to multiple bilateral and minilateral free trade agreements (see chapters by 

Basri, Pepinksy, and Okabe in this book; Aggarwal and Koo 2008; Grimes 

2006; Pempel 2005, 2006, and 2008). Important for understanding East 

Asia’s better performance in the wake of the GFC is that few of the measures 

taken followed the dictates of neoliberal economics or moved to install the 

opportunistic banking systems that prevailed in the United States and United 

Kingdom. Instead, most governments and fi nancial regulators sought to plug 

the holes and counter the vulnerabilities that had been made apparent dur-

ing the AFC while retaining core components of their precrisis developmen-

tal strategies. 

 A fourth point follows logically and runs throughout this volume, namely 

the GFC. In chapter 1, Pempel contends that both the AFC and the GFC 

resulted from the baneful interactions between national models of political 

economy and the power of global fi nancial capital. During the AFC, however, 

the locus of capital’s power was exogenous to the region most deeply dam-

aged; in the GFC, by contrast, the power of global fi nance was endogenously 

integral to the political economies of the United States and to a somewhat 

lesser extent a half-dozen European countries, and it was these countries 

that were most dramatically aff ected by the eventual capital freeze-up and its 

aftermath. 
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12  T. J. Pempel and Keiichi Tsunekawa

 Pempel further emphasizes the importance of fi nancial deregulation to 

America’s political economy during the 1990s and 2000s as well as the focus 

of fi nancial institutions on maximization of short-term yield and the embrace 

of sophisticated fi nancial engineering. Also important were the moves toward 

an economic development model that depended on high levels of public and 

private sector debt and highly risky fi nancial maneuvers by huge and politi-

cally powerful fi nancial institutions in the search for maximum short-term 

profi ts. This American model shared important traits with key European 

fi nancial institutions in Britain, Germany, Ireland, and Iceland. With particu-

lar gusto in the United States, the combination triggered a massive housing 

bubble, dubious fi nancial instruments, and eventually a global fi nancial freeze-

up that, owing to the extensive interdependence of global capital markets, 

tsunamied quickly across the Atlantic. European fi nancial institutions in the 

United Kingdom, Germany, Ireland, and Iceland were marked by numerous 

failures and government bailouts. And, subsequently, a much wider swath of 

economic damage was done by the bursting of housing bubbles in France, 

the United Kingdom, Italy, Spain, and Ireland, among others, and an en-

suring credit crunch that enveloped the entire seventeen-nation Eurozone. 

National debt downgrades followed as did several years of sustained fi nancial 

assistance packages with severe austerity demands led by the European Cen-

tral Bank. The result was a near meltdown of global capital markets, and the 

sharp braking of economic growth in Europe and the United States. Govern-

ment bailouts of fi nancial institutions amounted to 24 percent of 2008 GDP 

in Germany, 25 percent in the UK, and 26 percent in the United States (Stolz 

and Wedow 2010, 20–21). 

 In striking contrast, the East Asian economies were far less enmeshed 

in such high-risk facets of global fi nance; moreover, in the wake of the AFC 

many had built sturdy fi rewalls against the worst excesses of global capital 

fl ows and particularly the most pernicious fi nancial instruments. Thus the 

ensuring global meltdown merely jolted the region rather than crushing it 

once again. In this crisis, East Asia proved far more resilient than the United 

States and much of Western Europe. 

 However, we should not underestimate potentially devastating risks faced 

by most East Asian economies when the GFC hit the world. Although fi nan-

cial resilience was improved in most East Asian countries and layers of insu-

lation buff ered the region’s links to the global fi nancial markets, continued 

dependence on exports remained collectively as deep as ever, exposing a 

particular area of East Asian economic vulnerability. Consequently, the sud-

den contraction of the North American and European markets sent powerful 

aftershocks across East Asia. In fact, exports from East Asia were jolted by the 

global slowdown and the contribution of the trade balance to GDP growth 

rate turned negative in 2008–9 in China, Japan, the Philippines, Singapore, 

Vietnam, and Malaysia (author’s calculations from World Bank data). Mean-

while, unemployment jumped by between 0.5 percent and 2.5 percentage py
g
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Introduction  13

points across most of the region (Ahn 2010, 59–62). But the G-20’s global 

commitment to fi scal stimulation and the avoidance of extensive protection-

ist measures by most major economies throughout the world allowed global 

trade to resume rather quickly. This in turn allowed East Asia’s exports to 

recover soon after, recatalyzing regional growth. 

 Thanks to the long-term growth of East Asian economies following the 

successful post-AFC adjustment and the resultant positive fi scal pictures, 

when the whirlwind of the GFC struck, most East Asian governments showed 

far greater systematic resilience, having both the capacity and incentives to 

implement expansionist fi scal and fi nancial policies. As a result, growth rates 

of the East Asian countries during the 2008–9 GFC did not go down nearly as 

much as they had during the 1997–98 AFC. Indonesia, Korea, Malaysia, and 

Thailand, which had been most seriously hit by the AFC, did far better dur-

ing the GFC (see  table I.1 ). 

 Thus the East Asian countries again realized another V-shaped recovery 

by 2010–11, just as they had after the AFC. In Indonesia, Japan, Malaysia, 

Philippines, Singapore, and Taiwan, the annual growth rate in 2010–12 even 

exceeded the post-AFC period (1999–2007). It was just slightly lower in the 

other four countries (see table I.1). Indeed, by the beginning of 2012 the 

global situation was such that Ahn (2012), with no small sense of irony, could 

ask if Asia could save the sinking world economy. It is from that potential 

irony that we also consider a fi fth point: because most economies of East Asia 

returned to stable and sustained growth by 2010 in contrast to the far more 

lengthy struggles throughout most of Europe and the United States, this 

book addresses the question of whether the post-GFC economic resilience in 

East Asia might presage a second economic miracle, or less dramatically, a re-

turn to sustained regional growth that could become an engine of global eco-

nomic leadership and serve as a model for politically stable development? Or 

conversely, do most countries in the region continue to face serious domestic 

and regional vulnerabilities that would make any such predictions unjusti-

fi ably optimistic? Individual chapters, particularly those by Basri, Pepinksy, 

Doner, Naughton, and Chu, address this question for specifi c countries and 

for the region as a whole, while the concluding chapter attempts to mobilize 

the evidence from specifi c countries and from the current global economic 

picture to address it at a more general level. 

 The following chapters provide very positive evidence to support a mea-

sure of optimism about East Asia’s short- to medium-term economic future. 

Indonesia for example, as Basri and Pepinsky show in their respective chap-

ters, seems politically, economically, and demographically situated for sus-

tained and solid development for a decade or more. South Korea’s economy 

has performed extremely well since the AFC and is a comfortable member of 

the OECD emerging as a potent rival in certain key export markets to once 

indomitable Japan. Both Okabe and Tsunekawa see South Korea’s growth 

prospects as remaining largely positive and certainly its democratic politics, py
g
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Introduction  15

while often tempestuous, provides a stable political backdrop to sustain its 

economic competitiveness. Growth in China, though it has cooled consider-

ably, continues to be a major engine for global and intra-Asian growth. Other 

countries in the region, such as Taiwan, Singapore, and Malaysia, among 

others, are also positioned to do well. 

 At the same time, despite many positive shards of evidence, any unbridled 

optimism that a beautiful mosaic of sustained and solid growth will emerge 

in East Asia must still confront many hurdles. These are by no means small. 

China faces major political and economic problems in the short to medium 

term, including the challenge of upgrading its economy from its current 

labor-intensive dependence, the huge debt problem of many local govern-

ments, aging society pressures, widespread pollution, extensive elite cor-

ruption, massive gaps in regional development, and waves of locally based 

popular protests. Any or all of these could trigger widespread political unrest 

and/or economic slowdown, as many China watchers, including Naughton in 

his chapter, argue. Continued high growth rates and political stability under 

CCP rule are by no means ensured (see Shambaugh 2013; Shirk 2007). 

 Tsunekawa’s analysis lays out the reasons why a return to even moder-

ate growth is problematic for Japan absent major political changes. Though 

the South Korean economy has been doing well lately, its vulnerabilities in 

both the AFC and the GFC make clear how ephemeral such progress can be. 

A hostile North Korean regime on its border does not help relieve economic 

jitters. Similar political jitters resonate throughout Taiwan. And to the extent 

that South Korea’s and Taiwan’s successes and problems often mirror those 

of its democratic neighbor, Japan, there is no guarantee that either of these 

two can continue to innovate at the cutting edges of technology. 

 Doner, meanwhile, underscores the ways in which Vietnam, Thailand, 

and Malaysia remain highly vulnerable to what he calls “the middle income 

trap,” that is, the diffi  culties of moving beyond labor intensive manufactur-

ing. Thailand is hindered further by ongoing political tensions pitting the 

privileges of the long-ruling elite against pro-Thaksin, rurally based forces. 

Can such countries make the technical, educational, and corporate advances 

that will move their economies beyond their current reliance on cheap labor 

and component production, thus advancing their production profi les in 

ways that will give their corporations the capacity to innovate and create tech-

nological breakthroughs capable of enhancing their long-term global com-

petitiveness? Similarly Pepinsky notes that island Southeast Asia has a great 

many problems that might impede future progress, although the problems 

are rarely the ones identifi ed by laissez-faire economists. Finally, Okabe’s 

analysis of South Korea and Thailand show how diffi  cult it is for any country 

to break away from path-dependent trajectories in pursuit of nominally ideal, 

but politically and institutionally problematic, new directions, while Basri’s 

attention to the power of luck in Indonesia’s recovery is a helpful reminder 

that the role of  Fortuna  did not die with Machiavelli. py
g
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16  T. J. Pempel and Keiichi Tsunekawa

 While the authors in this book are thus impressed by the positive per-

formances of the East Asian economies in the aftermath of the AFC and 

GFC, and their levels of political stability in contrast to the lack of both in 

the United States and much of Western Europe, all remain chastened by the 

example of the World Bank in its analysis of the fi rst East Asian Miracle. As 

mentioned above, barely four years had passed after their rosy predictions 

before the AFC hit the region. Equally the triumphalism that accompanied 

Japan’s bubble economy from 1985 to 1990 looked increasingly hollow dur-

ing the subsequent twenty years of economic sluggishness. Nor should one 

forget the crash that followed America’s “dot com” euphoria. Whatever cau-

tious optimism this book may convey is presented with these experiences also 

in the forefront of our minds as counterweights to the dangers of excessively 

upbeat predictive hubris.  

   

py
g

 
 

 
 

y 
 

 
g

 



   1 

 Two Crises, Two Outcomes 

  T. J. Pempel  

 In March 2008, Bear Stearns, a major U.S. global investment bank and se-

curities brokerage, teetered on the verge of bankruptcy. In a move pressed by 

the U.S. Federal Reserve, the company was absorbed by other fi nancial institu-

tions at a fraction of the value it had held only a month earlier. The Bear Stea-

rns collapse proved to be the fi rst toppling domino in the cascading fi nancial 

chaos that was to follow. On September 15 of that year, Lehman Brothers, a 

global fi nancial services fi rm facing $60 billion in bad investments and un-

able to secure U.S. government assistance, declared what was then the largest 

bankruptcy in American history. Because of the tightly interwoven nature of 

global capital markets, the Lehman failure threatened to freeze all capital 

movements in a matter of hours, with the near certainty of capital losses vastly 

larger than the devastating Asian fi nancial crisis of eleven years earlier. 

 Within one month of the Lehman collapse, numerous high-profi le and 

previously lucrative banks across the United States and Europe had collapsed 

or were partially nationalized, including the entire private banking system of 

Iceland. Approximately $27 trillion was almost instantly erased from global 

stock markets. Some 85 percent of global banks’ tier-one capital would have 

disappeared under mark-to-market accounting principles. If real estate losses 

were added in, roughly 100 percent of global capital had vanished (Sheng 

2009, 376). To head off  the impending disaster, the U.S. government com-

mitted itself to more than $2.25 trillion in bailouts and liquidity injections, a 

fi gure equal to about 16 percent of U.S. GDP while European Central banks 

pumped in €1.3 trillion through a variety of fi nancial transfusions (Schwartz 

2009, xiv). Stunning as the shock was to what Alan Greenspan labeled “vir-

tually every economics and policy-maker of note” (2013, 89), anticipatory 

vibrations had been given off  by the numerous companies that disappeared 

following the collapse of the “dot com” bubble in 1999–2001; the collapse of py
g
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18  T. J. Pempel

Enron in 2001; in the July 2007 troubles of Deutsche Industriebank (IKB); 

or in the February 2008 takeover by the British government of the fi nancially 

troubled Northern Rock Bank; along with the predictions of a number of 

economists (for other examples, see  Fortune , August 2008). And of course, in 

hindsight some might have interpreted the Asian Financial Crisis (AFC) as 

yet another augury of what would subsequently unfold in the United States 

and Western Europe. 

 In fact the 2008 Global Financial Crisis (GFC) and the AFC shared certain 

fi nancial similarities, a point underscored by Reinhart and Rogoff  (2009) in 

their emphasis on the commonalities among all such crises: the heady brew of 

low-cost capital, wild-eyed fi nancial speculation, and unfettered  optimism—

all masked by the conviction that “this time is diff erent.” Yet, despite the devas-

tation wreaked across East Asia in 1997–98, and notwithstanding subsequent 

ripple eff ects and fi nancial repercussions in countries such as Brazil and Rus-

sia, the negative eff ects of the AFC were concentrated in several countries 

within a specifi c geographical region. Equally important, East Asia’s troubles 

in 1997–98 remained distant from the commanding heights of capitalism—

Wall Street and the City of London—except perhaps as an opportunity for 

those centers to profi t at the expense of East Asia’s misfortunes. 

 In contrast, the GFC was more sweeping in its wreckage—geographically, 

economically, and ideationally. With its epicenter in the heart of global fi nan-

cial markets, the GFC raised the question of whether there were fundamental 

fl aws in the organization and operation of the global fi nancial system as a 

whole. Among the most chastened was Alan Greenspan, former chairman 

of the U.S. Federal Reserve Bank, who conceded before the House Com-

mittee on Oversight and Government Reform almost immediately after the 

outbreak of the crisis: “Those of us who have looked to the self-interest of 

lending institutions to protect shareholders’ equity, myself included, are in a 

state of shocked disbelief” (Andrews 2008). 

 Despite important diff erences that we examine below and in the individ-

ual chapters of the book, a common axis around which both crises revolved 

concerns the intersection among alternative national strategies of economic 

development, the power of global fi nance, and the enhanced complexity 

of the products of fi nancial engineering. The two crises reveal very diff er-

ent mixtures of economic vulnerability and economic resilience among the 

economies of East Asia, the United States, and much of Western Europe. And 

these mixtures in turn off er insights into the quite diff erent performances of 

these economies during, and after, the two crises. 

  Global Financial Deregulation and the Role 
of Financial Engineering 

 From the end of World War II until its breakdown in 1971, the Bretton Woods 

system created a constrained system of global monetary stability anchored by 
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the strength of the U.S. dollar and the political willingness of the United 

States, by far the world’s strongest economy, to convert dollars into gold 

at a fi xed rate and to act as the world’s lender of last resort (Cohen 1998; 

Kindleberger 1985 and 1986; Kirschner 1995). Over time, however, the over-

whelming economic strength of the United States that had undergirded the 

American embrace of Bretton Woods was eroded by the rising expenses of the 

Great Society, the war in Vietnam, and the enhanced export competitiveness 

of Japan and much of Western Europe. These exports undercut the fi nancial 

viability of many U.S. manufacturers and threatened the U.S. job market. In 

a unilateral countermove, Richard Nixon ended the dollar’s convertibility, 

thereby unleashing a period of universal monetary instability punctuated by 

a series of regional and global eff orts to reestablish some measure of the 

previous era’s steadiness and predictability. This included four aborted initia-

tives in the later 1970s and early 1980s to implement eff ective controls on fi -

nancial movements (Helleiner 1994; Simmons 1999). The genie of fi nancial 

stability, however, was never completely returned to the bottle. 

 Instead, the United States took the lead in a deregulatory revolution of 

fi nancial markets that was gradually emulated by the governments and fi nan-

cial systems of numerous other countries, particularly the United Kingdom 

but also in much of continental Europe and Japan. This deregulatory pro-

cess was driven by the ideological conviction that it was possible to create 

what Cerny (1994) once labeled “a self-regulating fi nancial market.” The ef-

forts resulted in a “quantum jump in the sensitivity of prices of fi nancial in-

struments across the world, drawing market actors big and small—and their 

 capital—into the search for paper profi ts” (Cerny 1994, 319–20). 

 Such systematic deregulation, as Simon Johnson (2009), formerly of the 

IMF, points out, catapulted the fi nancial sector into the center of the Ameri-

can economy: “From 1973 to 1985, the fi nancial sector never earned more 

than 16 percent of domestic corporate profi ts. In 1986, that fi gure reached 

19 percent. In the 1990s, it oscillated between 21 percent and 30 percent, 

higher than it had ever been in the postwar period. [In the 2000s] it reached 

41 percent. Pay rose just as dramatically. From 1948 to 1982, average com-

pensation in the fi nancial sector ranged between 99 percent and 108 percent 

of the average for all domestic private industries. From 1983, it shot upward, 

reaching 181 percent in 2007.” 

 In tandem with the fi nancial sector’s soaring structural signifi cance came 

vastly enhanced political infl uence. Washington’s politicians, responding to 

the increasing political power—and generous campaign donations—of the 

fi nancial sector, began shredding existing regulations alleged by the fi nan-

cial sector to be interfering with potentially profi t-making fi nancial activities. 

The cumulative consequence was ever less worry about risk and vulnerabil-

ity. Most notably, the Glass-Steagall Act, which had long provided a fi rewall 

separating diff erent types of fi nancial institutions, following a sequence of 

erosions for years, was completely repealed in 1999. At least as important 

in seeding the GFC, in 2000 the U.S. government passed the Commodity 
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Futures Modernization Act, which eff ectively deregulated over-the-counter 

derivatives, including an instrument known as the credit default swap (CDF), 

which ultimately turned out to be at the heart of the GFC in 2008–9. 

 Simultaneously, as the costs of international fi nancial transactions plum-

meted and the speed of such transactions became virtually instantaneous, 

fi nancial institutions transferred ever more day-to-day investment decisions 

to math wizards (known as “quants”) brandishing Ph.Ds. from fi elds such 

as theoretical physics, aerospace engineering, and mathematics. Relying on 

superfast computers and ever more complex economic models, they created 

increasingly sophisticated fi nancial products designed to take advantage of 

millisecond arbitrage opportunities in diverse fi nancial markets around the 

world. What followed was an explosion of new fi nancial products including 

interest rate swaps and options, currency swaps, and equity derivatives, along 

with the second- and third-derivatives of each. Such esoteric instruments in-

creased fi vefold in value between 2002 and 2008, to a paper value of $684 tril-

lion, more than ten times the total GDP of the entire world (Wilensky, 2012, 

90). And as fi nancial products became more complex, fi nancial institutions 

were merging and becoming ever larger, with several eventually achieving 

the status of “too big to fail.” 

 In the process, the American fi nancial sector, and to a lesser extent insti-

tutions in countries such as the Netherlands, Germany, France, Iceland, and 

Ireland, moved toward economic primacy in their respective domestic econo-

mies and established themselves as a sector over which governments exerted 

diminishing levels of regulatory oversight. Global competition spurred de-

regulatory emulation. As Beth Simmons phrased it: “Technological advances 

that make international transactions instantaneous and inexpensive in eff ect 

raise the cost of trying to seal off  the national economy from global capital 

markets” (1999, 42). 

 In this climate of dwindling fi nancial regulation, high-speed fi nancial 

engineering, and ever-tighter linkages among various fi nancial markets, the 

world’s (and especially the United States’) most allegedly sophisticated fi -

nancial institutions and hedge funds took on ever-higher levels of debt (i.e., 

leverage) in their “search for yield.” In the words of Peter Gourevitch: “The 

capacity to innovate in fi nance rose to be the supreme goal. Regulation was 

judged through this prism. Most regulation of fi nance became suspect as an 

inhibition on liquidity” (2013, 272). Meanwhile, government policy changes 

that might have reduced the likelihood of the eventual crisis were either 

minimized or sidetracked because of the threat they posed to fi nancial sector 

profi ts, the underlying belief that markets had become “self-regulatory,” and 

that highly sophisticated investment models would ensure rapid adjustments 

to such self-regulation (see Streeck 2011). And, as Katzenstein and Nelson 

make clear (2013a, b), investors and fi rms became increasingly convinced 

that the economic world was not pockmarked so much with “uncertainties” 

for which no one could plan and against which caution was essential, but py
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instead was simply characterized by varying levels of “risk,” the statistical 

probabilities of which were calculable (see Blythe 2013). Such a conviction 

led fi nancial institutions to borrow ever larger sums of money in order to 

place ever larger leveraged bets on specifi c economic outcomes, persuaded 

that the strategies their computer models had developed would provide suf-

fi cient early warning signals to allow rapid adjustments that would prevent 

overwhelming losses. 

 In the process, fi nancial markets became ever more deeply enmeshed, 

as multiple computer-generated models traded with one another across the 

globe. As Bordo and Landon-Lane observed, 

  The recent crisis [shows] the extent to which fi nancial innovation partly 

in response to the supervision and regulation of the banking systems 

and fi nancial markets in place in the United States and other advanced 

countries led to the development of securitization, derivatives and off  

balance sheet entities designed to evade capital requirements. These 

innovations were globally linked through fi nancial globalization. This 

increased global systemic risk. In earlier eras, stock (and bond) markets 

across countries were linked together during crises but the linkages are 

much tighter today and occur across virtually all international fi nancial 

markets. (2010, 44)  

 So long as high-tech investment strategies proved correct, enormous prof-

its fl owed. Yet, as the GFC defi nitively demonstrated, when computer mod-

els failed to off er the anticipated warnings, economic vulnerability proved 

to be widespread, and the results were disastrous. Katzenstein and Nelson 

(2013b) underscore the extent to which such risk calculations by individ-

ual fi rms had become separated from systemwide realities in 2007, noting 

that the Goldman Sachs risk-management team had experienced twenty-fi ve 

standard deviation moves several days in a row, showing that the company 

was suff ering “a once-in-every-fourteen-universes loss on several consecutive 

days.” Presumably calculable economic risk confronted the inevitability of 

collective uncertainty and widespread systemic vulnerability. The resulting 

fi nancial seizure was the culmination of what Susan Strange (1986) over two 

decades earlier had labeled “casino capitalism.” 

 The situation in the AFC might well have prefi gured some of the dangers 

of this combination of fi nancial deregulation and fi nancial engineering in 

the United States and its emulators. But the AFC was not about fi nancial 

deregulation and fi nancial engineering within East Asia. Rather, the crisis 

resulted when the ever more sophisticated fi nancial instruments and high 

leverage from exogenous global markets clashed with the national economic 

strategies being pursued within developing East Asia. To understand the link-

age, it is fi rst necessary to highlight two key features behind the collective 

economic developmental successes of East Asia prior to the crisis.  py
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22  T. J. Pempel

  From Being a Miracle to Needing One 

 McLeod and Garnaut (1998) used a version of the above heading as the subti-

tle for their insightful book on the AFC. The phrase captures the contrast be-

tween the region’s long-running economic success in the run up to the crisis 

versus its devastation in its aftermath. During the fi rst half of the 1990s and for 

many years before, a raft of East Asian countries achieved economic growth 

rates markedly higher than regions such as Latin America, the Middle East, 

Africa, and South Asia, all of which seemed inextricably mired in an array 

of unwieldy development problems. In contrast, most East Asian countries 

began to enjoy a bracing cocktail of political stability, ever-more sophisticated 

infrastructures, rapid macrolevel growth, expanding global markets for their 

exports, enhanced employment opportunities for their citizens, a burgeoning 

middle class, and a horizon that seemed to promise more of the same. 

 In broad brush terms, the successfully developing East Asian countries 

were enjoying the benefi ts of “catch-up economic development,” a strategy 

articulated by Alexander Hamilton for the United States in its early history as 

well as in the economic theories of Friedrich List and Nicholas Kaldor, along 

with the analyses of important late-developing countries done by Alexander 

Gerschenkron (1962). Common denominators included an active role for 

government pursuing an interconnected set of policies that defi ed neoclas-

sical economic prescriptions in favor of enhancing their nations’ relative po-

sitions in the global pecking order. This involved buttressing key industrial 

sectors through active government intervention, selective reliance on pro-

tectionist measures, and systematic market interventions (Chang 1999, 186). 

 So long as global consumption remained high, governments across devel-

oping East Asia were able to buff er such favored sectors and fi rms from the 

worst excesses of overcompetition at home. The result was the huge boost in 

national economic sophistication, increasing shares of world exports, better 

job prospects for most citizens, and the expansion of East Asia’s budding 

middle class that in turn fostered greater domestic political stability. The re-

sult was the political-economic combination that so captivated the world in 

the late 1980s and early 1990s and that was at the heart of the World Bank’s 

laudatory  East Asian Miracle  study. 

 This East Asian “miracle” began with Japan’s thirty-plus years of GDP 

growth at levels roughly twice that of the other OECD countries (Johnson 

1982; Patrick and Rosovsky 1976; Pempel 1978; Murakami and Patrick 1987–

92). Japan’s soaring economy and search for global markets eventually in-

centivized many Japanese companies to undertake substantial investments 

across the world, but particularly in East Asia (Hatch and Yamamura 1996; 

Katzenstein and Shiraishi 1997 and 2006). Ultimately, this surge of outgoing 

Japanese investment, combined with developmental eff orts elsewhere across 

the region, allowed an expanding circle of countries to follow in Japan’s ris-

ing economic wake (Pempel 1997 and   1999b). py
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 Thus, the newly industrialized economies (NIEs) (South Korea, Taiwan, 

Hong Kong, and Singapore) and subsequently Malaysia, Indonesia, and 

Thailand along with nominally communist China and Vietnam all began to 

enjoy large jumps in productivity, GDP, and exports, along with enhanced 

political stability. What had begun as a “Japanese miracle” expanded into 

a regionwide phenomenon (Kojima 2000; Ozawa 2009). Between 1965 and 

1990, these high-performing East Asian economies collectively outpaced all 

other regions of the world by huge margins both in overall growth and in 

income growth per capita (World Bank 1993, 1–3). Two elements were es-

sential to the success of this late-development catch-up strategy: high levels 

of investment and close government-business relations.  

  High Demand for Investment Capital 

 Successful East Asian economies had a huge appetite for investment capital 

in their quest for rapid expansion of their domestic levels of production. 

Analyzing the Japanese developmental pattern during the 1950s and 1960, 

Murakami (1996) observed that increased investment generated “decreas-

ing average costs” for the country’s manufacturers. In this approach, late- 

industrializers like Japan could benefi t from a certain degree of backwardness 

that allowed them to import the most modern technologies from around the 

globe and effi  ciently produce mass consumer goods whose marketability had 

already been tested in the advanced countries. With technologies easily avail-

able through licensing contracts and/or foreign investors and with demand 

assured by the demonstration eff ects of rising global consumerism, manufac-

turing fi rms across much of East Asian could anticipate that the more they 

produced, the more they could reduce their marginal costs of production. 

Herman Schwartz highlighted this Verdoon eff ect: “The greater the rate of 

increase of output inside a fi rm, the greater the increase in productivity. The 

more a fi rm produces of any one good, the more experience it gets and the 

more effi  cient it becomes at producing not only that good but other, similar 

goods” (2009, 62). 

 Critical to the success of this strategy was the ability to sell abroad (un-

like simple import-substitution manufacturing practiced in many developing 

countries). When such strategies work well, fi rms and countries together be-

come ever more effi  cient and hence more globally competitive (Chang 1994; 

Gerschenkron 1962, 166; Haggard 1990; Johnson 1982; Woo-Cumings 1999). 

 Company goals centered on gaining enhanced market share and long-

term expansion of markets, not on booking ever-rising quarterly profi ts. In 

this they were helped by the fact that the bulk of the capital for expansion 

came not from highly volatile equity markets focused on generating short-

term dividends for shareholders, but from domestic bank lending, which 

historically was more patient. Banks supporting such expansion could enjoy py
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stable and regularized profi ts from “responsible borrowers” who would 

return interest payments like clockwork (Drucker 1975). One obvious vul-

nerability was overproduction. In addressing this problem, the government 

played a key role. According to Murakami, the main function of the Japanese 

government’s industrial policy was to coordinate investment and production 

among fi ercely competing fi rms through administrative guidance and/or 

cartel formation; it was, as the government saw it, the only way to reduce the 

potential waste and danger of “excessive competition” (1996,  chapter 8 ). 

 The same pattern of economic development based on “decreasing av-

erage costs” of production came to operate widely across other East Asian 

economies prior to the AFC. The key diff erence between Japan and most 

others was that Japan’s large domestic market played a larger role in absorb-

ing expanding output than in its demographically and economically smaller 

East Asian neighbors. For such countries, export markets in the United States 

and Europe took on even greater importance, but since these markets of-

fered a seemingly limitless demand for Asian goods, fi rms in East Asia contin-

ued “decreasing their average costs” of production with apparent impunity. 

 The high propensity to invest, expand production, and search out mar-

kets globally was a common feature for all ten of the East Asian countries 

covered by this book (China, Indonesia, Japan, Korea, Malaysia, Philippines, 

Singapore, Taiwan, Thailand, and Vietnam) and overlaps heavily with those 

covered in the World Bank’s study. Gross fi xed capital formation as a share of 

GDP in the 1988–96 period ranged between 21.8 percent (Philippines) and 

38.7 percent (Thailand). Even the lowest fi gure was higher than comparable 

shares in the United States and EU (based on calculations from World Devel-

opment Indicators).  

  Close Government-Business Relations 

 In addition to “decreasing average costs,” a second factor was indispensable 

to the successful continuation of East Asian growth: assurance of long-term 

profi tability. The large investments needed to sustain “decreasing average 

costs” carry a high risk of failure due to the combination of long maturation 

periods plus the probability of fi erce corporate competition in the search 

for added market shares. As a result, investors needed some assurances of 

reduced market uncertainty and the strong probability of long-term, if not 

immediate, profi tability. 

 In Japan, as Tsunekawa’s chapter discusses in detail, such assurance was 

provided by the probusiness governments that dominated both the parlia-

ment and the cabinets from 1955 until 1993, along with a bevy of comple-

mentary political and corporate institutions and policies, all fostering 

complementary long-term relations among key market players (banks, fi rms, 

subcontractors, workers) and between business and government. Virtually 

all of the other economically thriving East Asian countries shared a similar 
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probusiness political predisposition, including even notionally socialist China 

and Vietnam. Across the region, national governments and fi rms, most rela-

tively free from labor and consumerist pressures, and typically devoid of the 

democratic incentives to promise short term, electorally oriented benefi ts 

at the expense of longer-term national goals, collaborated to expand na-

tional exports. These in turn boosted national GDP, the end result of which 

was a collective narrowing of the “catch-up gap” with the more advanced 

economies. 

 Although institutions covering subcontractors and workers were less well 

developed in the East Asian countries aside from Japan, close relations among 

the government, banks, and fi rms prevailed broadly throughout the region. 

Bank-led business groups in Thailand, Korean  chaebol ,  bumiputera  businesses 

in Malaysia, crony capitalists in Indonesia and the Philippines, state-owned en-

terprises in China and Vietnam, all in their separate ways, were manifestations 

of such close relations between the government, fi nance, and business (Pasuk 

and Baker 2002; Kang 2002; Pepinsky, Naughton, and Doner in this volume). 

In Taiwan, government-business networks were nurtured under Kuomintang 

rule, as Yun-han Chu’s chapter  spells out, by the government’s off setting 

the technological and fi nancial weaknesses of small to medium enterprises 

(SMEs) through various forms of assistance while simultaneously working 

closely with the fi nancial sector in pursuit of mutually agreed on goals. 

 Close government-business relations across East Asia helped sustain a 

regionwide climate that allowed for the pursuit of high economic growth 

through “decreasing average costs” with far less risk than in polities with 

less tightly linked ties. The result for much of the 1980s and into the mid-

1990s was an upward spiraling economic trajectory for ten or more East 

Asian countries. It was that remarkable collective performance that led to the 

World Bank’s exploration of the factors behind East Asian “miracle” growth 

(World Bank 1993). 

 However, as the Asian Financial Crisis demonstrated with a vengeance, 

such a strategy was hardly without its vulnerabilities. These economies that 

had proved so successful in pursuit of the one economic goal they prized 

most highly, namely catch-up economic growth, showed themselves highly 

vulnerable to unbuff ered infusions of rapidly moving foreign capital. But the 

policies and structures designed to achieve this growth left them vulnerable 

to the vicissitudes of rapidly moving global currency. East Asia’s economic 

vulnerabilities became evident when their collective development strategies 

ran headlong into the tornado of global fi nance.  

  East Asian Development Meets Global Finance 

 East Asia’s particular pattern of rapid catch-up development, as noted, neces-

sitated vast amounts of capital investment along with close ties between gov-

ernment and business. During the early phases of their development, these 
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countries relied predominantly on bank lending, rather than stock or capital 

markets, to meet the almost insatiable demand of individual companies for 

the ever-higher levels of capitalization required for fi rm and governmental 

development eff orts (Aoki and Patrick 1995; Johnson 1982; Woo-Cumings 

1991). As noted above, East Asian manufacturing fi rms typically borrowed 

needed capital from closely aligned domestically headquartered banks, regu-

larly rolling these loans over for long periods of time, in the process foster-

ing stable capital and long-term planning among fi rms, while simultaneously 

generating steady interest payments to banks. Governments, meanwhile, 

used their powers over the national banking systems to direct capital to de-

sired fi rms and sectors. 

 Under pressures from global fi nancial powers, including the Interna-

tional Monetary Fund (IMF) and the United States, as well as being driven by 

fears of losing their global competitive standing, a number of governments 

such as South Korea, Thailand, and Indonesia began to liberalize their capi-

tal accounts in the late 1980s and early 1990s. Typically they also liberalized 

their equity markets. Importantly, in only a few cases was the rush to liberalize 

these accounts matched with rigorous regulatory oversight (Stiglitz 2002). 

Previously tight government regulations constraining the fi nancial systems 

in largely safe and predictable patterns gave way to a toxic mixture of spo-

radic government interventions with fewer clear-cut rules, deregulation of 

corporate paper, heightened incentives for short-term off shore borrowing, 

and liberalization of capital outfl ows, all combining to raise the incentives for 

high-risk behavior by the fi nancial sector (Noble and Ravenhill 2000, 92–95; 

Hamilton-Hart 2008, 45–46). As a consequence, by the late 1990s a number 

of East Asian economies were drawing heavily on foreign capital to fuel their 

rapidly expanding production capacity buildups. 

 Japanese capital had long fl owed to the rest of developing East Asia, 

largely in the form of long-term foreign direct investment. And from 1986 

until 1994, Japanese fi nancial institutions were also heavy investors in short-

term bank loans with the outstanding bank credits off ered to Asian coun-

tries doubling during that period. But these started to decline in 1995 and 

continued to do so till 2002. In the meanwhile, East Asia’s decades-long 

growth, along with the combination of a high demand for capital and close 

 government-business ties, provided a very tempting investment target for 

United States and European-based investors, hedge funds, and fi nancial 

speculators salivating at the prospect of making the kinds of short-term loans 

or stock purchases that seemed to promise skyrocketing profi ts from the 

seemingly unstoppable East Asian miracle (Greenville 2000, 39–40). The re-

sult was that the outstanding credits by European banks expanded threefold 

between 1992 and 1997, surpassing the Japanese total in 1995. Additionally 

stock purchases by U.S. and European investors climbed rapidly. 

 This exogenous foreign capital lay at the heart of the troubles that fol-

lowed. As global interest rates fell in the West but remained high in Asia py
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(Indonesian borrowing rates were as high as 20 percent), banks and busi-

nesses in the countries that were eventually the most deeply aff ected by the 

crisis found themselves moving away from their previously exclusive reli-

ance on domestic savings mediated by national fi nancial institutions in favor 

of often much cheaper borrowing rates from overseas. In many instances 

money borrowed cheaply from abroad could be loaned out at much higher 

rates domestically. Foreign private capital consequently moved into East Asia 

in conspicuously larger amounts. World fi gures for foreign direct investment 

show that in 1990, nearly 80 percent of total global FDI went to the devel-

oped world while money going into Asia totaled just about 11 percent. That 

Asian fi gure rose rapidly to 15.6 percent in 1995 and to 17.2 percent in 1997 

(United Nations 1998, 7). 

 Worth noting is that seven of the ten countries had domestic savings rates 

higher than their investment rates. The exceptions were Thailand, Korea, 

and Vietnam. Thus the other seven  could  in principle have fi nanced their 

domestic investments by relying on domestic savings alone. Yet with growing 

incentives to use such savings for other investments, such as overseas invest-

ments or loans, these countries opted increasingly to rely more heavily on 

imported capital from abroad. The nature of foreign capital that each coun-

try imported varied from one country to another; South Korea welcomed 

bank loans but not FDI because it feared domination by Japanese fi rms, while 

Taiwan eagerly accepted FDI, but not bank loans, as a bastion to reinforce its 

national security position. 

 Within East Asia, external capital infl ows jumped from an average of 

1.4 percent of GDP during 1986–90 to 6.7 percent during 1990–96, with even 

greater increases immediately prior to the onset of the crisis. For the most 

negatively aff ected countries, private net infl ows to the fi ve crisis countries 

(Thailand, Philippines, Indonesia, Malaysia, and South Korea) rose from 

$40.5 billion in 1994 to $93.0 billion in 1996 (Radelet and Sachs 1998, 2). 

 Foreign funds constituted the equivalent of about 15 percent of GDP in 

Thailand and the Philippines, 8 percent for Malaysia, and 5 percent for both 

Indonesia and South Korea. Furthermore, between 15 and 40  percent of 

this incoming capital arrived not in support of long-term investment in in-

frastructural projects, but in far more speculative areas such as property and 

stocks. As a result, economic growth in the most severely aff ected economies 

became ever more dependent on rapidly moving global capital searching for 

high levels of short-term profi tability. As a consequence, the most aff ected 

economies proved highly vulnerable to short-term liquidity imbalances and 

systematic attacks on their currencies, despite the fact that their underlying 

economies, including long-term budgetary stability, remained solid (Radelet 

and Sachs 1998). The result was a series of East Asian asset bubbles fueled by 

new “hot money” fl ooding in under the conviction that Asian growth would 

remain unstoppably dynamic and that national governments would backstop 

any potential losses. As these developing Asian economies succumbed to the py
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temptations of fl uid and easily accessible global capital, their developmental 

strategies confronted what proved to be a combustible mix. 

 East Asian currencies in the aff ected countries were generally pegged to 

the U.S. dollar. And the rush of incoming capital typically involved borrow-

ing short-term in U.S. dollars while lending long-term in local currencies, a 

formula that proved highly profi table to East Asian borrowers so long as the 

U.S. dollar was declining in value and Asian exports were booming, as was 

the case between 1990 and 1995 (Winters 1999, 90). However, when the U.S. 

dollar began to rise and exports slumped in 1995–96, short-term Asian debts 

required repayment using ever larger amounts of the local currency. Curren-

cies pegged to the U.S. dollar thus proved highly vulnerable to short-term 

liquidity imbalances and speculative attacks on their currencies (Radelet and 

Sachs 1998). Governments across East Asia confronted the choice of ending 

their U.S. dollar pegs or expending massive reserves in eff orts to protect 

them. As the attacks on local currencies became stronger, the governments 

saw few options but to devalue. Once currency depreciation started in Thai-

land, chain reactions followed in other parts of East Asia and the liquidity 

crisis became regional. 

 As local currencies dropped, the hot money that had fl owed mercurially 

into Asia was equally quick to move out (Winters 1999). Thus in 1997, fi ve 

countries saw a net outfl ow of around $12.1 billion, a remarkable and unex-

pected swing of capital fl ows representing around 11 percent of the precrisis 

U.S. dollar GDP of these countries (Radelet and Sachs 1998, 2). 

 Financial losses quickly cascaded through the “real economies” of the af-

fected countries. Output losses ranged from perhaps 17.6 percent to nearly 

98 percent in the most severely aff ected countries (Sheng 2009, 98), unem-

ployment rates soared, and some 15–17 million Asians who were not already 

there fell below their nations’ poverty lines (Sheng 2009, 309; MacIntyre 

et al. 2008, 4–13). Financial packages from the International Monetary Fund 

were, as has been well cataloged, requested by Thailand, South Korea, and 

Indonesia. Such bailouts ultimately came with straightjacketing conditions 

that challenged the developmental models that had been so successfully pur-

sued by these countries (Noble and Ravenhill 2000; Pempel 1999a). 

 The relative openness to short-term foreign capital infl ows distinguished 

countries that were hit hardest from those that sustained little damage. 

China, Vietnam, and Taiwan, for example, had strong limits on such infl ows 

in contrast to the most severely hit countries such as Thailand, Indonesia, 

and Korea. Singapore similarly had a tight regulatory regime in place that 

buff ered the city-state from free-fl oating speculation. Clearly some govern-

ments opted for policies that left their national fi nancial sectors far more vul-

nerable to rapidly moving capital than those of their neighbors. Indeed, as 

Pepinsky analyzes in  chapter 6 , a country like the Philippines, while relatively 

open in principle, proved far less attractive to foreign investors in search of 

quick profi ts. py
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 Though not all of East Asia proved vulnerable to the same fates, the cri-

sis had its regionwide eff ects. At its height, the AFC triggered declines in 

the growth rates of all ten East Asian “miracle economies,” with the sharp-

est drops experienced by Thailand, Indonesia, Korea, Japan, and Malaysia. 

China, Singapore, Vietnam, Taiwan, and the Philippines underwent lighter 

declines. The hardest hit countries recorded negative growth in their gross 

fi xed capital formation as well. Only substantial currency devaluations and 

sharply increasing trade surpluses allowed these countries to avoid further 

deterioration in growth. 

 The crisis proved less that there was something fundamentally wrong 

with East Asia’s political economies collectively and more that several of East 

Asian economies had left themselves dangerously vulnerable to the rapacious 

scythe of global capital (Chang 2000). Within East Asia, consequently, the 

crisis was broadly interpreted as no more than a short-term liquidity prob-

lem that had been exploited by sophisticated Western investors and one that 

should be dealt with by the tactical eradication of conditions that might leave 

their economies vulnerable to a repeat of the crisis. The focus was on enhanc-

ing innate resilience rather than the kinds of deep structural or institutional 

reconfi gurations that might undermine long-term strategies of development. 

 That East Asian economic fundamentals had been sound was refl ected in 

the fact that the crisis, though unmistakably sharp and severe, was distinctly 

short-lived. A sequence of V-shaped recoveries was seen by all of the worst-

aff ected countries. By 1999–2000, GDP growth rates had returned to nearly 

their precrisis levels in Malaysia, Korea, Indonesia, Thailand, and the Philip-

pines, and they remained on these trajectories until the Lehman crisis of 

2008–9.  

  The Global Financial Crisis 

 At the macroeconomic level, the GFC stemmed from high levels of global 

liquidity rooted in an unsteady balance between an overconsuming and un-

dersaving United States and Europe on the one hand, and an underconsum-

ing and overcapitalized rest of the world on the other (Rajan 2010, 6; Chinn 

and Frieden 2011). At the heart of this imbalance was huge public and 

private sector borrowing by the United States, ranging between $500 billion 

and $1 trillion per year from 2000 to 2007, along with a substantial current 

account imbalance for Europe. This strongly contrasted with the limited 

consumption and high savings rates elsewhere, particularly in East Asia. 

East Asia, which had appeared so vulnerable to the onrush of global capital 

in 1997–98, found itself a decade later as the suddenly fl ush banker un-

derwriting America’s and much of Western Europe’s  unpaid-for consump-

tion. In this regard, the Global Financial Crisis was indeed “global” in its 

causation. py
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 East Asian economies, in the wake of the AFC, had, as noted, been chas-

tened by the demonstrated dangers of extensive foreign borrowing. Conse-

quently most returned to domestic sources of funding to continue expanding 

their production of exportable goods. China, with its white hot growth in 

particular, but most East Asian exporting economies as well, continued poli-

cies that suppressed domestic consumption in favor of cheaper currencies 

and export-led growth. And as their products were gobbled up by Western 

consumers, East Asian governments opted to recycle their huge profi ts not 

in domestic consumption so much as in the accumulation of huge foreign 

reserve holdings that would provide the “self-insurance” preventing a recur-

rence of the AFC. These foreign reserves in turn were invested principally in 

U.S. and European government bonds, thus providing the inexpensive fuel 

that enabled debt-dependent Western consumption mediated by the sophis-

ticated U.S. fi nancial sector. 

 Starting with the Reagan administration and continuing with accelera-

ting velocity over the next thirty years, successive U.S. administrations a-

dopted policies of semipermanent debt fi nancing as an integral component 

of the nation’s fi scal policy. Meanwhile, fi nancial deregulation and the lifting 

of capital controls underwrote the ability to borrow cheaply from overseas. 

Yet little of the newly incoming foreign money was utilized to enhance long-

term productivity through infrastructural, manufacturing, or other pro-

ductive capabilities that may have enhanced national economic resilience 

(Streeck 2011). Rather, borrowing centered on the political goals of holding 

down taxes (largely by Republicans) and slowing the speed with which social 

programs were being cut or privatized (largely by Democrats). Between 2001 

and 2008, with Republican administrations being the chief contributors, the 

federal government debt nearly doubled from $5.6 trillion to more than 

$9.5 trillion   (Pelofsky and Lawder 2008 ).  
 Meanwhile, persistently low global interest rates fueled a geometric explo-

sion in housing prices within the United States and several European coun-

tries. The leap in prices within the United States represented a noteworthy 

departure from historical infl ation-adjusted fi gures, which since 1975 had 

been relatively stable at around US$150,000. As prices soared, large numbers 

of homeowners used nominal rises in value to refi nance their mortgages, 

drawing out equity for consumption, whether for college tuition, health 

emergencies, or even a new car. Low mortgage rates and rapidly rising hous-

ing prices fueled an ever-rising demand for housing, another exuberant 

manifestation of the conviction that “this time is diff erent.” 

 Importantly, even as asset prices soared, the U.S. Federal Reserve held 

interest rates low, further fostering the aura of “irrational exuberance.” Low 

interest rates eff ectively guaranteed a fl oor under asset prices. In Gretchen 

Mortgenson’s words, the U.S. Federal Reserve remained “defi antly inert 

and uninterested in reining in the mortgage mania” (2011, C-1). Raghuram 

Rajan is equally scathing. Greenspan, he argued, recognized the possibility py
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of asset bubbles; however, he essentially “told traders and bankers that if they 

gambled, the Fed would not limit their gains, but if their bets turned sour, 

the Fed would limit the consequences” (2010, 113). 

 Sizzling U.S. housing prices provided both homeowners and fi nancial 

institutions with the promise of unending benefi ts through a continual re-

fi nancing of mortgages. Particularly problematic were so-called subprime 

loans (Schwartz 2009). One of the many products of the fi nancial engineer-

ing noted above, subprime mortgages allowed fi nancial institutions to lend 

money at exceptionally low “teaser” rates to borrowers with dubious credit 

ratings (Lewis 2010; Rajan 2010, 38–41). Low monthly payments, even if 

guaranteed only for short periods, allowed new home buyers to move into 

properties with the faith, encouraged by their lenders, that housing values 

would rise, allowing for a spiral of refi nancing deals through ever-newer 

mortgages. Sequential refi nancing of mortgages in turn proved highly profi t-

able for fi nancial institutions which regularly beat the bushes for new borrow-

ers and recurrent refi nancing. 

 Importantly, these new mortgages were rarely held for multiyear periods 

by the issuing banks as traditional banks had done before fi nancial deregula-

tion began. Instead, mortgages became one additional instrument to be ma-

nipulated and marketed by fi nancial engineers. Mortgages were sliced into 

pieces, which were then bundled together and “securitized” after which they 

were sold as the equivalent of AAA bonds, a fi nancial fi ction made possible by 

the collusion of allegedly independent ratings agencies such as Moody’s and 

Standard and Poor’s, which were paid fat fees by Wall Street fi rms for each 

deal they rated. Around 80 percent of this rapidly rising tower of mortgage 

debt was rated AAA (in sharp contrast to the roughly 1 percent of corpo-

rate bonds that received such a high rating). These securitized mortgages, 

Michael Lewis correctly notes, served as “a credit laundering service for the 

residents of Lower Middle Class America. For Wall Street [they were] a ma-

chine that turned lead into gold” (2010, 73). 

 Integral to the rising housing market and its dubious subprime funding, 

as well as to the subsequent global fi nancial collapse, was one fi nal totem 

of fi nancial engineering—the newly created, and increasingly widespread, 

fi nancial instrument known as “credit default swaps” (CDS) and their vari-

ant “credit default obligations” (CDO). Credit default swaps were not really 

“swaps” at all, but rather insurance policies, typically on a corporate bond, in-

cluding mortgage backed securities, with semiannual premiums and a fi xed 

term (Lewis 2010, 29). Essentially, they constituted low-cost bets that particu-

lar assets (including the securitized subprime mortgages) would not go into 

default. Since the housing market seemed to be expanding unendingly, such 

credit default swaps on mortgages seemed immune to any worries about de-

fault. As a result, billions of dollars in highly profi table credit-default swaps 

were issued by fi nancial institutions such as the American Insurance Group’s 

now-infamous fi nancial products unit (AIGFP). AIGFP made $2.5 billion in py
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pretax profi ts in 2005 by selling underpriced insurance on complex, poorly 

understood securities. 

 Often described as “picking up nickels in front of a steamroller” (Johnson 

2009), this risky strategy proved profi table in ordinary years but catastroph-

ically vulnerable as housing prices collapsed. Indeed, in the early days of the 

mortgage bond business, the biggest fear was that loans would be repaid too 

quickly, not that they would fail to be repaid (Lewis 2010, 7). The issuance of 

such CDOs within AIGFP and other fi rms was perceived as a no-risk license to 

print money. The increasingly complex and interconnected nature of CDOs 

and the rising number of arcane derivative products eventually created a 

mixture whose structure was so arcane that even investment professionals 

and fi nancial regulators had a hard time comprehending it (Sheng 2009, 

356; Lewis 2010, 218). American, and importantly European, fi nancial insti-

tutions invested vast amounts of capital in such products. 

 This witches’ brew of fi nancial and political hubris came to its climatic boil 

in the United States with the collapse of Lehman Brothers on September 15, 

2008. The interlinked nature of global fi nancial markets demonstrated inher-

ent vulnerability to the breaking of any single link. The trust among borrow-

ing and lending institutions so critical to the fi nancial markets evaporated 

once it became clear that the U.S. government would not rescue Lehman. 

The subsequent global freeze up in capital markets exposed the inherent fra-

gility of the previously lauded amalgam of free fl owing and highly leveraged 

capital, creative securitization of mortgages, unregulated derivatives, and the 

unmonitored pursuit of maximum profi ts, all laced with an unexamined op-

timism that asset markets would always move up (Lewis 2010; Rajan 2010; 

Sheng 2009). The rapidity with which global capital markets seized up and 

the range of countries that were threatened quickly led U.S. secretary of the 

treasury Henry Paulson, a longtime advocate of the unfettered markets that 

had suddenly proved so poisonous, to abandon his prior commitments and 

move quickly to bail out the troubled fi nancial institutions by recapitalizing 

them through a massive injection of taxpayer money via an entity known as 

the Troubled Asset Relief Program (Rajan, 2010, 149). Within weeks, more 

than $1 trillion in government monies were allocated to the relief eff ort. 

 The GFC quickly swirled through European fi nancial institutions as well. 

Numerous European fi nancial institutions were deeply enmeshed in this 

system, with German, UK, Irish and Icelandic fi nancial institutions showing 

the highest levels of vulnerability. German and UK banks, for example, were 

heavily invested in CDOs; all three of Iceland’s major private commercial 

banks, enmeshed as they were in dubious fi nancial products, collapsed in 

September 2008 and were put into receivership. Meanwhile in the United 

States, the housing bubble undoubtedly contributed to the GFC, as U.S. 

housing prices between 1997 and 2005 increased on average 75  percent; 

in the United Kingdom, housing prices increased by 160 percent, Spanish 

prices jumped 145 percent, those in Sweden rose 80 percent, and in Ireland, py
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the number was a whopping 185 percent (Wyss 2007, 10). The diffi  culties in 

these European countries became compounded for the region as a whole 

as housing prices crumbled. These matters worsened as the inherent intra- 

European imbalances became apparent: governments in the southern parts 

of Europe, most notably Greece, Spain, Portugal, and eventually Italy, were 

exposed as having had massive levels of previously hidden public sector debts. 

Linked as they were to the single currency, these countries could not rely on 

devaluation to work their way out, thereby turning erstwhile national eco-

nomic problems into a common problem for the entire Eurozone. Dealing 

with the pan-European problems fell heavily to the Eurozone’s “northern” 

members, led by Germany and the Netherlands in particular, who insisted 

on strict austerity and fi scal discipline as a condition for economic assistance 

packages, most notably those off ered by the European Central Bank. The 

result has been a dramatic slowdown in the major economies on both sides 

of the Atlantic.  

  East Asia’s “Escape” 

 East Asia was hardly immune to the 2008–9 crisis, but within eighteen months 

of the Lehman meltdown, most countries from the region were in far better 

economic shape than the United States and Western Europe. As chief econo-

mist of Allianz Dresdner Economic Research, Michael Heise, presciently put 

it: “No region is immune to the fi nancial crisis. Asian economies will also see 

a slowdown in growth, but not a contraction. Emerging markets in Asia will 

still show a considerable degree of resilience” ( Economy News , December 12, 

2008). Thus across most of East Asia, growth rates staggered and unemploy-

ment rose, but unlike the United States and most European economies, 

virtually all economies in East Asia gradually resumed their earlier growth 

trajectories by the second or third quarters of 2009. 

 Why did East Asia prove so economically resilient? The answer lies in 

three linked parts of their domestic and external political economies. First, 

the East Asian downturn was transmitted to the region primarily through 

global trade rather than as the result of close integration with global fi nan-

cial markets. Most East Asian economies remained heavily focused on manu-

facturing and exports to global markets; indeed, most continue to rely on 

exports for 50 percent or more of their GDP (with several such as Singapore 

and Hong Kong exporting amounts greater than their GDP). As global de-

mand seized up in the wake of the shock of 2008, export-dependent econo-

mies across East Asian showed their inherent vulnerability to fl uctuations in 

global demand. But drawing lessons from the disastrous protectionism that 

accompanied the global recession of 1929–32, in 2008 the major economies 

of the world used the newly empowered G-20 to put together packages of 

global fi scal stimulation that led to a resurgence in global demand, allowing py
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Asian exporters to resume their businesses relatively unscathed and lifting 

their national economies in the process. 

 In addition, the region’s economies were greatly helped by a host of 

domestic reforms implemented after the AFC. Like many crises, the AFC 

triggered signifi cant rethinking of prior policies across much of East Asia, in-

cluding countries not so directly damaged by it (Gourevitch 1986; MacIntyre 

et al. 2008). The specifi c adjustments undertaken by national governments 

in response to the AFC are detailed far more extensively in the individual 

chapters that follow, but broadly viewed, most moves were tactical rather than 

strategic. In the fi nance area, for example, one succinct summary of changes 

is off ered by Hamilton-Hart: key targets, she notes, were typically “restructur-

ing, recapitalization, and regulatory change” (2008, 47). More concretely, 

most countries moved away from fi xed exchange rates; they sponged up non-

performing loans, and they strengthened regulatory controls over the fi nan-

cial sector to ensure greater prudence in lending practices. As Naughton 

comments in  chapter 5 , all East Asian countries, including China, “learned 

the same broad lessons about more prudent international policy: . . . keep 

the currency low enough to maintain consistent export surpluses; build up 

foreign exchange reserves; avoid reliance on short-term bank loans; and 

above all, never allow yourself to become dependent on the IMF for macro-

economic insurance.” 

 Also important, in the aftermath of the AFC, the trade picture changed 

throughout the region. Most countries were able to create positive trade sur-

pluses. In China, Japan, Korea, the Philippines, Taiwan, and Thailand, the 

average annual contribution of trade surplus to GDP growth turned from 

negative to positive between 1988 and 1996 and 1999 to 2007. Indonesia and 

Singapore saw enhanced positive contributions of the trade surplus over the 

same periods. Malaysia experienced shrinkage in its trade surplus both be-

fore and after the AFC, but the degree by which the shrinkage dragged the 

GDP growth rate down was narrowed to a great extent in the post-AFC years. 

Only in Vietnam did the contribution of the trade balance between the two 

periods become increasingly negative (based on author’s calculations from 

WDI data). 

 Consequently, almost all East Asian countries accumulated substantial 

foreign exchange holdings, allowing them to move toward greater “self-

insurance” against future liquidity risks. China’s reserve holdings jumped 

nearly tenfold over the decade 1996–2006, while those of Japan and Korea 

leaped approximately fourfold. Most of the rest of East Asia saw similar leaps 

from four- to eightfold (Ruiz-Arranz and Zavadjil 2008, 21). Thus, by the 

time of the GFC, six of the world’s largest foreign reserve holders were in 

Asia (China, Japan, Taiwan, South Korea, Hong Kong, and Singapore). Such 

strong foreign reserve positions reinforced the previous commitment of East 

Asian regimes to the export and savings mix that fueled their exports and 

underwrote U.S. and Western European overconsumption. py
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 Investments in the region moved away from the spurious and excessive 

patterns that had prevailed in the run up to the crisis. The share of gross 

fi xed capital formation as a portion of GDP declined between the pre-AFC 

and post-AFC periods in eight out of ten countries; investment rates after the 

crisis ranged from 20.6 percent (Philippines) to 29.1 percent (Korea), down 

from an earlier range of 21.8–38.7 percent. China and Vietnam were excep-

tions in this regard; between 1988 and 1996 and from 1999 to 2007, they 

increased their investment rates somewhat, from 31.6 percent to 37.7 per-

cent for China and from 25.3  percent to 31.6  percent for Vietnam. As a 

consequence, in most of the countries, except China and the Philippines, 

the GDP growth rate also dropped in the wake of the AFC. In eff ect, the 

East Asian countries had come to live within their means. Still, if Japan is 

excluded as an especially poor performer, their average annual growth rates 

for 1999–2007 were still quite high, ranging from 4.6 percent in Indonesia 

to 10.2 percent in China. Most of Asia continued to grow more quickly than 

the United States (2.9 percent), the European Union (2.5 percent), Japan 

(1.3 percent), and the world average (3.3 percent) (based on author’s calcu-

lations from WDI data). 

 As we and others have noted in the wake of the AFC, governments through-

out the region took many other steps to create tougher fi nancial fi rewalls, 

engage in closer monitoring of short-term capital fl ows, and make their regu-

latory systems more active and sophisticated (Grimes 2009; Pempel 2010b). 

In fi nance, there was indeed a general move toward what Hamilton-Hart has 

summarized as greater “market-based, competitive, and internationally open 

fi nancial systems” (2008, 46). Overall, developing countries in Asia moved 

away from their once high reliance on bank lending for capital and became 

more market based; they also became more open to consolidation and the 

merger of their fi nancial institutions with foreign counterparts. Yet, with the 

possible exception of South Korea, none of the most severely aff ected coun-

tries in the AFC region made wholesale moves to embrace neoliberal eco-

nomics by substantial loosening of their capital markets. Across the region, 

these governments retained strict policy oversight and tighter regulations. 

Qureshi et al. examine fi nancial regulation by geographical region and show 

that in the years just prior to the GFC, the developing economies of East Asia 

had both rising indicators of regulation as well as the regionally highest lev-

els of absolute regulation in the four indices they examine: fi nancial sector 

capital controls, economywide capital controls on infl ows, foreign currency 

controls, and domestic prudential regulations (2011, 19). Furthermore, ac-

cording to the IMF, the average share of foreign fi nancial institutions in total 

domestic bank assets globally was 23 percent, whereas in East Asia it was only 

6 percent (Sheng 2009, 315). 

 East Asian fi nancial institutions thus remained minimally exposed to the 

highly risky fi nancial instruments that were at the heart of the GFC in Eu-

rope and the United States. The fi nancial systems of East Asia continued py
g

 
 

 
 

y 
 

 
g

 



36  T. J. Pempel

to be oriented toward providing investment capital for domestic manufac-

turing and services; they resisted (and were often prevented by the govern-

ment from pursuing) extensive pursuit of profi ts through high-risk fi nancial 

products. 

 Emphasizing manufacturing, exports, infrastructural development, and 

the fostering of a middle class, most governments in East Asia continued to 

focus on their real economies. Banking and fi nancial institutions continued 

to garner profi ts largely by servicing their countries’ manufacturing fi rms 

rather than in complex fi nancial engineering. Their economies consequently 

remained far less vulnerable to the vicissitudes of the high-risk fi nance em-

braced by the United States and much of Western Europe. Japan, with by far 

the highest levels of dependence on fi nance in the region, was still vastly less 

dependent on its fi nancial sector than other major economies. 

 In addition to steps that were taken within individual countries, East Asia 

bolstered regional ties in fi nance and trade, including a network of currency 

swap arrangements to be used in any future liquidity emergency. Begun in 

May 2000 as the Chiang Mai Initiative (CMI), collective capital commitments 

were gradually expanded to a total of $240 billion as of 2012, and the original 

network of bilateral swaps subsequently became the Chiang Mai Initiative 

Multilateralization (CMIM). Multilateralization gave the CMIM signifi cant 

independence from IMF conditionality, giving the economies of the region 

the enhanced security of a collective safety net and an enhanced bargaining 

position in any future negotiations with the IMF and global fi nancial houses. 

Two Asian bond markets have also been put in place, reducing the “round 

trip” costs of borrowing and lending in U.S. dollars (Grimes 2006, 2009; Pem-

pel 2005 and 2010b). 

 Intraregional East Asian trade markets have also been deepened follow-

ing the AFC. This deepening came as a consequence of both private cor-

porate decisions and governmentally driven bilateral and minilateral free 

trade agreements. Prior to the crisis in the mid-1990s, the United States 

represented the largest or second largest export market for Japan (30 per-

cent of total exports), Hong Kong (23 percent), South Korea (22 percent), 

Singapore (19 percent), Taiwan (26 percent), Malaysia (21 percent), Thai-

land (21 percent), and Indonesia (15 percent) (Pempel 1999b, 171). By the 

onset of the GFC, the U.S. share of East Asian exports had dwindled while 

China became the major trading partner for virtually all other countries 

in the region. China has become an assembly platform for its higher-wage, 

more technologically sophisticated neighbors within the complex of regional 

supply chains and production networks. These global and Asian-based mul-

tinational companies took advantage of the disparities and developmental 

asymmetries among the East Asian economies and blended them into what 

some have labeled “Factory Asia.” 

 Consequently, when the Lehman shock struck, intra–East Asian trade to-

taled approximately 56 percent of all East Asia exports. Although the United py
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States and Europe remain the ultimate destination for many East Asian ex-

ports, particularly those produced or assembled in China, total cross-border 

trade since the AFC has become “more Asian,” adding still another layer of 

insulation against extraregional economic shocks. As a result, even the global 

trade slowdown that followed the fi nancial shocks proved to be short lived in 

its impact on the region. 

 In all these changes, the economies of East Asia remained largely outside 

the web of global fi nancial connections that proved so toxic to the United 

States and much of Western Europe in 2008. As data from the Asian De-

velopment Bank demonstrate, “As of May  2008, total reported write-down 

and credit losses of the world’s 100 biggest banks and securities amounted 

to 379 billion USD. Of these, Asia ex-Japan accounted for 10.8 billion USD, 

which is less than 3% of global losses” (2008, 25). Similarly, East Asian institu-

tions remained largely on the sidelines as derivatives and credit-default swaps 

and other high-risk fi nancial products became so seductive to their Western 

counterparts (Fitch Ratings 2007). The Asian proportion of capital eradicated 

by subprime losses was typically less than a tenth that of the United States. 

 To paraphrase Jeff rey Winters, as a result of such steps, to the extent that 

East Asian fi nancial systems “plugged into” global fi nancial markets, they did 

so with an unmistakable array of surge protectors. In the wake of the AFC, 

the region became far more buff ered from the extreme behaviors of global 

capital markets, essentially opting not to privilege fi nance over manufactur-

ing nor to embrace the arcane fi nancial instruments that had become so 

popular (and initially so profi table) in the United States, Britain, Germany, 

and much of Western Europe. East Asian governments eff ectively joined 

“Gamblers Anonymous” and remained on the sidelines of the “casino capi-

talism” that engulfed so many of the fi nancial institutions in the West. 

 As a result of post-AFC policies and their underlying approach to eco-

nomic development, East Asian governments and economies enhanced the 

resilience in their underlying economic profi les. Tactical adjustments in a 

host of areas, combined with avoidance of the temptations of highly risky 

fi nancial engineering left the countries of East Asia better buff ered from the 

vulnerabilities to global capital movements than they had been in 1997–98. 

But, of course, as the vicissitudes of global economics has so often demon-

strated, it can be very risky to thump one’s chest in what may prove to be 

short-lived triumph. 

 In assessing why East Asia did so well relative to the United States and Eu-

rope during the great recession of 2008–9, two important points stand out. 

First, Asian governments appear to have learned from the vulnerabilities that 

were revealed as endemic in their collective approach to developmentalism, 

namely weakness in the face of unregulated and rapidly moving exogenous 

capital movements and a concentration on short-term profi ts. Consequently, 

as they emerged from the 1997–98 crisis, governments across the region py
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reaffi  rmed their commitment to strengthening their manufacturing and ex-

port industries while increasing their trade balances, savings, and foreign 

reserve holdings in a collective eff ort to enhance their economies’ resilience 

against any possible repeat of the vulnerabilities they had demonstrated in 

1997–98. In the process, East Asian economies continued to privilege savings 

over spending, exports over consumption, and manufacturing over fi nance 

as the engines of their growth. 

 Additionally, the economies of East Asia moved closer to prudential inter-

national norms without embracing wholesale deregulation. Global fi nancial 

and manufacturing fi rms have gained a more substantial presence across vir-

tually all of postcrisis East Asia, but they are hardly free to engage in many of 

the cavalier practices tolerated among U.S., UK, German, and other fi nancial 

institutions. At the same time, enhanced foreign reserve holdings, greater 

intra-Asian trade, fi nancial swap arrangements, and bond funds have all been 

undertaken in an eff ort to buff er the region’s economies from some of the 

most dangerous facets of the GFC. 

 Not at all coincidentally, as greater moderation and somewhat slower 

growth took hold across East Asia, the region, with the conspicuous excep-

tion of China, lost some of its prior magnetic attraction for the short-term 

speculative moves of Western investors. As Pepinsky notes in his chapter of 

this book, unable to guarantee themselves a good chance of massive profi ts, 

fast-moving Western capital sought other targets for high returns and backed 

away from their earlier Asian fascinations. 

 Clearly, successful economic development requires far more than just an 

abstract commitment to “catch-up industrialization.” Though it has worked 

generally for East Asia, the East Asian success may well prove to have been 

time-dependent and thus vulnerable to as yet unseen hazards. And surely 

even East Asia’s greatest admirers must admit that its past success, as Basri’s 

chapter argues specifi cally for Indonesia, rested on not a little bit of luck. 

But one lesson that East Asia can off er to both the developing world as well 

as to the highly industrialized countries is extreme caution about minimalist 

government and the promises of unfettered fi nancial markets. The massive 

recession of 2008–9 shows the consequences of such a course of action.    
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 Dealing with Crises 

 Continuities and Changes 
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 A Tale of the Two Crises 

 Indonesia’s Political Economy 

  Muhammad Chatib Basri  

 Prior to the 1997–98 crisis, the Indonesian economy represented one of 

East Asia’s major success stories of economic structural transformation. The 

economy grew on average by 7.6 percent from 1967 to 1996. Structural trans-

formation took place in agriculture, manufacturing, utilities, and services. In 

line with high economic growth and the structural transformation in several 

sectors, the rates of poverty declined from around 40 percent (54.2 million 

people) in 1976 to 17.5 percent (34 million people) in 1996. Together with 

Malaysia and Thailand, Indonesia was classifi ed as a member of the second 

tier of newly industrialized economies (NIEs). However, the Asian Financial 

Crisis (AFC) in 1997 overturned the picture completely. Hill (2000b) called 

this situation the strange and sudden death of a Tiger economy. The AFC 

that hit in 1997–98 devastated the Indonesian economy, which contracted by 

13.1 percent. 

 This economic crisis led to a series of political reforms that ended the 

existing authoritarian system and transformed Indonesia into the second 

largest non-Western democracy. This reform also brought Indonesia closer 

to a more open and institutionalized economic system. The management 

of reform in Indonesia was not easy. As the nation with the fourth largest 

population in the world and as the biggest Muslim nation with a secular con-

stitution, Indonesia’s economic and political reform was a complex process. 

Taking into account the complexity of such problems, it is clear that Indone-

sia faced far more substantial diffi  culties than Korea, Malaysia, or Thailand, 

which experienced the same economic crisis. None of these three countries 

altered their political systems radically in the wake of the crisis. By contrast, 

Indonesia, abandoned both its authoritarian regime and its centralized sys-

tem of governance, embracing democratization and decentralization almost 
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overnight. Indonesia’s reform experience is somewhat comparable to that of 

the Philippines after Marcos—of course, on a diff erent scale. 

 From this perspective, Indonesia has made signifi cant progress. During 

the fi rst years of the economic and political crisis, many observers pointed 

out the dangers of balkanization in Indonesia. Furthermore, many argued 

that direct presidential elections in 2004 might lead to massive violence and 

bloodshed as the result of intense political confl icts. Yet others envisaged 

the collapse of the Indonesian economy. The reality proved to be far dif-

ferent. Indonesia remains united, and the direct presidential election went 

very smoothly and was even considered the most peaceful in Indonesian his-

tory. Income per capita rebounded and surpassed precrisis levels as did GDP, 

consumption, and exports, although investment as a  percent of GDP still 

remains lower than before the crisis. The debt to GDP ratio has declined sub-

stantially to less than 40 percent, infl ation has decelerated, and the exchange 

rate is relatively stable. Corruption remains pervasive at many levels, yet even 

here there are some signs of improvement. 

 Ten years after the economic and political crisis of the AFC, Indonesia 

faced the Global Financial Crisis (GFC), which, in terms of scale and magni-

tude, was far larger than the AFC. The GFC caused economic disruption and 

collapse in many countries. Indonesia was obviously aff ected by this crisis, 

and its export growth declined signifi cantly. Nevertheless, the impact of the 

crisis on the Indonesian economy was relatively limited compared to other 

countries in the region, including Singapore, Malaysia, and Thailand. This 

situation raises the question of why the impact of the global crisis on the In-

donesian economy has been so limited? In particular, why, in contrast to the 

devastating eff ects of the AFC, were the eff ects of the 2008 global fi nancial 

crisis so much more limited? 

 At least four important diff erences between the 1998 and the 2008 crisis 

account for the relatively mild eff ect of the GFC on Indonesia: the origin of 

the crisis, the exchange rate regime, policy responses, and the national politi-

cal economy. The fi rst three essentially involved economics while the fourth, 

and what this chapter focuses primarily on, is the linkage between domestic 

politics and domestic economics in how these two crises played out. 

  The Story of the Two Crises 

  The Asian Financial Crisis of 1997–98 

 As noted earlier, the Asian Financial Crisis that hit in 1997–98 had a devastat-

ing eff ect on the Indonesian economy, including an economic contraction of 

13.1 percent. Figure 2.1 shows the diff erence between the 1998 crisis and the 

2008 crisis. In the fi rst year after the onset of the crisis, the rupiah weakened 

from Rp2,500 against the U.S. dollar to settle around Rp10,000, after sinking py
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to a low of Rp12,000 (fi gure  2.2); meanwhile infl ation jumped to 70  per-

cent (fi gure 2.3). As a result of the infl ation and the consequent increase 

in the prices of food, poverty increased substantially. The number of people 

living below the poverty line rose from 15.7  percent in February  1997 to 

27.1 percent in February 1999 (Sumarto, Suryahadi, and Widyanti 2002, 3). 

The unemployment rate rose from 4.7 percent in August 1997 to 5.5 per-

cent in August 1998, while underemployment increased from 35.8 percent to 

39.1 percent. At that time, Indonesia was haunted by two related questions—

when would the country begin to emerge from the crisis, and where would 

signs of improvement fi rst appear? 

 The crisis began with Thailand. The Indonesian government responded 

poorly to the contagion eff ect of Thailand’s diffi  culties by committing itself 

to several errors in policy, such as tightening the budget and raising interest 

rates, the combination of which eventually brought the country into even 

greater diffi  culty. Prior to 1997 there had been a lending boom in Indonesia, 

eventually accompanied by a high ratio of nonperforming loans (NPL) to 

total credit. As the economy went into a deep recession, due to contraction-

ary devaluation, many fi rms faced serious distress. Because the government 

and the central bank tightened the budget and raised interest rates, the de-

fault rate escalated, which in turn increased capital outfl ow and brought In-

donesia into a still deeper crisis. This experience shows that the economic 

  Figure 2.1  Economic growth, 1997–98 versus 2008–9. Year-to-year growth rate (%). For the 

1997–98 crisis Q1 begins in the fi rst quarter of 1997, while for the 2008–9 crisis Q1 begins in 

the fi rst quarter of 2008.

 Source : Calculated from CEIC database (http://ceicdata.securities.com/cdmWeb). py
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  Figure 2.2  Exchange rate, 1997–98 versus 2008–9. Quarterly average (rupiah per USD). For 

the 1997–98 crisis Q1 begins in the fi rst quarter of 1997, while for the 2008–09 crisis Q1 begins 

in the fi rst quarter of 2008.

 Source : Calculated from Bank Indonesia database (http://www.bi.go.id/en/statistik/seki/terkini/mone
ter/Contents/Default.aspx). 

  Figure 2.3  Infl ation, 1997–98 versus 2008–9. Year-to-year increase of consumer price (%). 

For the 1997–98 crisis Q1 begins in the fi rst quarter of 1997, while for the 2008–09 crisis Q1 

begins in the fi rst quarter of 2008.

 Source : Calculated from CEIC and Bank Indonesia databases (http://ceicdata.securities.com/cdmWeb 
and http://www.bi.go.id/en/statistik/seki/terkini/moneter/Contents/Default.aspx). 
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crisis in 1997–98 centered mainly on the banking sector, fi nancial markets, 

exchange rates, the problem of short-term debt, capital mobility, and the 

consequent political disturbances.  

  The Global Financial Crisis 2008 

 The GFC initially began in the U.S. subprime mortgage markets, but it pre-

cipitated a wider global repricing of risk that was exacerbated by the disclo-

sure of higher than expected losses by fi nancial institutions. 1  The balance 

sheet and liquidity problem in the U.S. banking sector caused a global de-

celeration of credit growth. In the United States, pressures in the fi nancial 

sector caused a credit crunch because of the inability of the banking sector 

to provide credit. 2  In turn this hit the real sector and reduced both invest-

ment and consumption. Financial channels were aff ected by the freezing of 

foreign exchange liquidity that caused a liquidity shortage on international 

money markets as a result of the repricing of risks. This in turn could be 

traced to the tightening of fi nancing conditions for emerging markets and 

developing countries (especially those systemic players that relied on inter-

national fi nancial markets for funding) as well as increased funding costs 

from the issuance of international bonds. All of these put pressure on the 

balance of payments and exchange rates of the emerging markets. In addi-

tion, the many default cases in the United States caused an overabundance 

of cheap assets as funds from emerging markets to the United States were ab-

sorbed. This made it even more diffi  cult for the emerging markets to obtain 

external funding. The result was the collapse of numerous stock exchanges 

and enhanced pressure on exchange rates. What was also of real concern was 

that the spread of the crisis had widened to sweep in many more countries 

covering all geographic regions, further accelerating the collapse of global 

markets. This was indicated by the growing integration of the global fi nancial 

system as well as the existence of more and more short-term fund fl ows in 

markets, especially within the emerging markets. In addition, international 

trade was aff ected by the slower global growth, which caused a reduction 

in the value of exports, a drop in commodity prices, reduced remittances, 

increased unemployment, and even more intense trade competition (as a re-

sult of eff orts to shift products that used to be exported to the United States 

and Europe to developing countries). 

 As for Indonesia, the eff ects of the GFC were refl ected by several indi-

cators, such as the depreciation of the exchange rates and the decline in 

the stock market. The rupiah exchange rate had fallen by 30 percent by the 

end of 2008, while the Indonesia Stock Market Index experienced a drop 

   1.  This section is heavily drawn from Basri and Rahardja (2010) and Basri and Rahardja 
(2011). 

  2.  This has been caused by the lack of liquidity, repricing of risk, and a greater concern 
about counterparty risk in interbank money markets. 
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of 50 percent in the same year. Banking credit growth also experienced a 

signifi cant drop from 32 percent to 10 percent (Basri and Siregar 2009). In 

addition, banking confi dence declined, as can be seen by the shrinking size 

of interbank borrowing and lending; this was down by 59.3 percent to Rp83.8 

trillion in December 2008 from Rp206.0 trillion in December 2007 (Gunawan 

et al. 2009). The desire by banks to expand their funding bases at the same 

time that interbank rates increased caused sharp competition between banks. 

 It was primarily though international trade that weak global economic 

growth had its biggest eff ect, as seen in a reduction in demand for Indonesian 

exports starting with the fourth quarter of 2008. The drop in global demand 

led to weak demand for primary and mining exports, which in turn resulted 

in a drop in the price of commodities and mining goods. The drop in global 

economic growth also weakened demand for energy, leading to a decline in 

the global price of oil. Papanek, Basri, Schydlowsky (2009) pointed out that 

the collapse of exports was mainly refl ected in export prices rather than ex-

port volume. In fact, the demand for primary commodity exports, especially 

agriculture and mining, remained relatively stable, thanks to the continuing 

strong demand from China and India. With natural resources accounting for 

more than half of Indonesia’s exports, this represented a life support system 

for the Indonesian economy. Moreover, the depreciation of the rupiah that 

took place after September 2008 partially compensated for the eff ects of the 

collapse in the demand for exports. However, data show that the increase 

in demand due to the depreciation of rupiah (substitution eff ect) was still 

smaller than the fall in demand due to decline in income (income eff ect). As 

a result of this, all Indonesian exports experienced a drop. 

 As a result of this export weakness, in the fourth quarter of 2008 eco-

nomic growth slowed to 5.2 percent (fi gure 2.1). Even so, Indonesia’s overall 

economic growth still reached 6.0 percent, which was the highest growth in 

Asia after China and India.  

  Economic Conditions that Divided the Two Crises: 
Good Policy and Good Luck 

 The GFC of 2008–9 was, as noted, not the fi rst crisis for Indonesia. Basri 

and Hill (2011) show that there had been at least six crises experienced by 

 Indonesia—two extremely severe crises in the mid-1960s, two relatively mild 

ones in the 1980s, the 1997–98 AFC, plus the GFC in 2008. As for the two 

most recent crises, the eff ects of the 2008 global fi nancial crisis, which in 

terms of magnitude was much larger than the 1998 crisis, were relatively lim-

ited in Indonesia. We argue that there are at least four signifi cant diff erences 

between the 1998 and the 2008 crisis. 3  Three of the four are concerned with 

economic conditions and the fourth is with political economy. 

  3.  This part is heavily drawn from Basri and Rahardja (2010). 
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2. A Tale of the Two Crises  47

 The fi rst economic diff erence concerns the origin of the crises. In 1998, 

the initial debate in the country centered on the link between currency de-

preciation and economic fundamentals. One view suggested that the Indo-

nesian economy was basically as sound as it had been before, while others 

argued that Indonesian economy was fundamentally poor or far worse than 

reported by the government or other bodies such as the World Bank (Soesas-

tro and Basri 1998). Aswicahyono and Hill (2002) pointed out that there was 

no clear link between the current crisis and the Krugman claim that Asian 

growth was a “myth,” that is, that much of East Asia’s dynamism had been due 

simply to increased mobilization of inputs such as capital and labor. They 

argued that the crisis in 1997–98 had mainly to do with fi nancial markets, 

exchange rates, problems of short-term debt, capital mobility, and political 

disturbances. We have to admit, though we agree with much of the latter ar-

gument, that there was a fundamental problem in the Indonesian economy 

in 1998, especially in the fi nancial sector. As pointed out by Soesastro and 

Basri (1998), Stiglitz and Greenwald (2003), Hill (1999), and Fane and Ma-

cleod (2004), many banks in Indonesia were very weak and had made bad 

loans. There had been a massive lending boom in the run-up to the 1997 cri-

sis. The loan to deposit ratio (LDR) was more than 100 percent in 1997, and 

the ratio of NPLs to total credit was around 27 percent in September 1997. 

 On the other hand, the fi nancial situation was relatively healthier on 

these fronts when the global fi nancial crisis hit in 2008 than it had been ten 

years previously. The NPL ratio was less than 4 percent at the end of 2008, 

and the LDR was less than 80 percent, while the capital adequacy ratio (CAR) 

was around 17 percent. Moreover, one should not overlook the fact that the 

currency crisis in Indonesia began in the wake of problems aff ecting other 

countries in the region. 

 In 1998 the economic origins of the crisis were both domestic and exter-

nal (Soesatro and Basri 1998). When the fi nancial crisis hit Thailand in 1997, 

the impact on the Indonesian economy was dreadful. Thus the 1998 crisis 

was both homegrown and regional. In contrast, the 2008 crisis was almost 

entirely external; to be more precise it was triggered by the subprime crisis 

in the United States. 

 The second big economic diff erence involves the exchange rate regime. 

Prior to the Asian Financial Crisis, which hit in July 1997, Indonesia was ap-

plying the managed fl oating system under which there was no incentive for 

economic players to carry out any hedging because the rupiah constantly 

depreciated by 5 percent every year. When the Bank of Indonesia decided to 

abandon the managed fl oating system and adopted a free fl oat for the cur-

rency, economic players were completely unprepared and panicked. 

 The situation in 2008 was far diff erent. The free fl oating system had been 

adopted in 1997 and was continued thereafter. This had taught economic 

agents to live in a world of exchange rate fl uctuations. Thus, unlike ten years 

before, economic agents had now learned how to diversify their risks and were 

in the habit of doing so automatically. They diversifi ed their portfolios, and 
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hedged their assets. Therefore, even a sudden reversal of capital infl ows would 

have had a relatively small impact compared to what had happened in 1997–98. 

 The third diff erence involved the economic policy responses. In 1998 the 

Bank of Indonesia responded to the crisis by implementing an extremely 

tight monetary policy by raising interest rates to a very high level. Deposit 

account interest rates reached 60  percent in the peak crisis period. The 

government also implemented a liquidity squeeze. As argued by Stiglitz and 

Greenwald (2003), when an economy goes into a deep recession due to con-

tractionary devaluation, many fi rms will go into distress. In 1998 the response 

of the Central Bank by raising interest rates increased the rate of private de-

fault and thereby increased the probability of capital outfl ows. 

 In contrast, in 2008 the Bank of Indonesia responded to the crisis by low-

ering interest rates and ensuring that there was enough liquidity in the fi -

nancial system. As a result, the rate of default was relatively low in 2008, thus 

minimizing any negative eff ect on NPLs owned by the banking sector. 

  Table 2.1  highlights the major diff erences in the economic policy re-

sponses to the two crises. 

 TABLE 2.1 
 Policy responses in 1997–98 and 2008–9 

 The 1997–98 crisis  The 2008–9 crisis 

 1. Monetary policy: extremely strict. The 
Bank of Indonesia increased interest rates 
to very high levels. Deposit account interest 
rates reached 60 percent in the peak crisis 
period. The government implemented a 
liquidity squeeze. 

 1. Monetary policy: the Bank of Indonesia’s 
interest rate was reduced by 300 basis 
points from 9.5 percent to 6.5 percent. 
Liquidity was relaxed. 

 2. Fiscal Policy: the original budget surplus 
was reversed by permitting a large budget 
defi cit. 

 2. Fiscal policy: a stimulus policy was 
implemented. The budget defi cit was 
enlarged and taxes were lowered. 

 3. Banking Health: Prudential banking 
regulations were extremely weak. NPLs 
reached 27 percent. LDR became more 
than 100 percent. 

 3. Banking Health: Prudential banking 
regulations were relatively tight. NPL less 
than 4 percent, LDR 77 percent, CAR 
around 17 percent. 

 4. Response toward banking: closure of 
16 banks, which then led to bank runs. 

 4. Response toward banking: deposit 
insurance increased from Rp100 million 
to Rp2 billion per account. 

 5. Policies focused on structural reform by 
carrying out economic liberalizations, 
getting rid of monopolies, and offi  cial 
licensing. 

 5. Safeguarded relatively open trade regime. 

 6. Exchange rate regime: managed fl oat. 
Economic players not used to exchange 
rate risk changes and had not carried out 
hedging. 

 6. Exchange rate regime: fl exible. Economic 
players had become used to exchange rate 
risk changes. 

   Source : Adopted from Basri and Rahardja 2010.   py
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2. A Tale of the Two Crises  49

 Indonesia’s experience during the 1998 AFC made it clear that disrup-

tion and instability in the fi nancial sector could lead to a severe crisis of 

confi dence. At that time, Indonesia suff ered from bank runs due to such a 

loss of confi dence. Indonesia’s experience showed that the cost of allowing 

such a situation to happen was much higher than the cost of preventing 

such a loss of confi dence in advance. Based on this, in 2008, the Indonesian 

government strongly supported immediate eff orts to restore confi dence in 

the fi nancial sector. The minister of fi nance Sri Mulyani Indrawati and the 

governor of the Bank of Indonesia Boediono coordinated their actions to 

deal with the crisis. In order to monitor the crisis situation in the fi nancial 

sector, the government of Indonesia (GOI) and the Bank of Indonesia (BI) 

set up the Financial Sector Stability Committee. Unlike the crisis in 1998, 

in 2008 the government was more focused on anticipating the needs and 

actions of the fi nancial sector and avoided destabilizing structural adjust-

ments. The government and the Bank of Indonesia also adopted a fi nancial 

sector safety net law. The focus of control centered on eff orts to monitor de-

velopments in the fi nancial sector (including banking, capital markets, the 

bond market, and insurance) as well as keeping close watch on the balance 

of payments. Several stress tests were carried out to determine weaknesses 

within the banking sector as well as to examine the balance sheets of pub-

licly listed companies in order to anticipate the eff ect of any depreciation 

of the rupiah against the dollar on debt. There was concern at that time 

about balance sheets and risk premiums: if depreciation worsened the bal-

ance sheets of banks and corporations, then the premium risks for the state 

would also go up. 

 Key areas for action in 2008 included: 

   •  Ensuring the existence of liquidity in the system. The GOI and the BI 

took measures to ensure liquidity. 

  •  Maintaining confi dence in the banking sector by providing guarantees. 

The GOI and BI increased the ceiling for the guarantee on deposits from 

Rp100 million to Rp2 billion per account. (The political economy of this 

decision will be discussed later in this chapter.) 

  •  Mitigating the impact of the fi nancial crisis on the poorest segments of 

society by providing a social safety net. 

  •  Lowering the interest rate. Unlike 1998, the BI responded to the 2008 

crisis by lowering interest rates. The fi fty-basis-point cut announced in the 

second week of January 2009, and two more fi fty-basis-point reductions 

in the fi rst week of February and March 2009, were steps in the right 

direction. The BI cut the rate from 9.5 percent in November 2008 to 

6.5 percent by the end of 2009. Nevertheless, as argued by Basri and 

Siregar (2009), despite the BI’s low interest policy, the banking sector 

continued to face high borrowing costs due to the agency cost problem. 

Banks remained unwilling to lend to each other until early 2009. py
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Although the eff ectiveness of monetary policy was limited to boosting 

the economy, the low interest rate policy also succeeded in reducing the 

probability of default by Indonesian companies which in turn helped to 

minimize the impact of the fi nancial crisis on the real economy. 

  •  Countercyclical policy through fi scal expansion. 4  The minister of fi nance 

unveiled a stimulus package for 2009 worth around Rp73.3 trillion (or 

around US$6.4 billion) to boost the economy amid the threat of an 

economic downturn. The package contained three major categories, 

income tax cuts, waivers of tax and import duties, and subsidies and 

government expenditures. In line with Keynes (1936), the aim was to 

stimulate spending by households and corporations, with the result that 

around 60 percent of the Indonesian fi scal stimulus was allocated to cover 

reductions in income taxes.  

 The factors cited above make it clear that in 2008 Indonesia survived the 

GFC in large part due to good economic policies and economically appro-

priate measures. All the same Indonesia benefi ted as well from a measure of 

good luck due to the structure of Indonesia’s exports. Basri and Rahardja 

(2010) argue that the structure of trade is very important in explaining the 

diff erence between the 1998 crisis and the 2008 crisis. The sharp decline in 

exports during both crises was not something experienced just by Indone-

sia. A similar decline was experienced by many countries, including China, 

Singapore, Malaysia, and Thailand. Figure 2.4 shows how these countries ex-

perienced contractions in export growth of around 30 percent in the fourth 

quarter of 2008 and the fi rst quarter of 2009. 

 At the same time it is important to discuss why this relatively sharp drop 

in exports had such a limited eff ect on the Indonesian economy. I argue that 

the eff ect on the Indonesian economy was limited because the contribution 

of exports to the Indonesian economy was relatively small compared to coun-

tries like Singapore, Thailand, and Malaysia. The total share of Indonesian 

exports against GDP was never much more than 29 percent, a far smaller fi g-

ure than that for Singapore (234 percent), Taiwan (74 percent), and Korea 

(45 percent). 

 For one thing, Indonesia has the largest population in Southeast Asia 

which, together with the lag eff ect from the relatively strong exports in the 

previous three years, provided strong growth in domestic consumption dur-

ing the crisis period. This delay in the growth of export sectors, however, 

worked to the benefi t of Indonesia in 2008–9, as the crisis aff ected Southeast 

Asia mainly through export contraction. In this sense, the Indonesian econ-

omy survived the GFC thanks to a good luck rather than deliberately planned 

economic policies noted above. 

  4.  For detail of the analysis, see Basri and Siregar (2009). py
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2. A Tale of the Two Crises  51

 Furthermore, Kimura (2005) indicates that Indonesia was far less inte-

grated within East Asia’s production networks. As a result, the eff ects of the 

global crisis on the Indonesian economy were also limited. Yet, clearly, this 

was not something that had been planned. Indonesia certainly would have 

preferred to have exports account for a larger share of its economy. But sev-

eral supply side obstacles (Soesatro and Basri 2005; Basri and Patunru 2008) 

had already made Indonesia less competitive, thereby limiting the growth of 

its exports. As a result, as indicated by Basri and Patunru (2008), the Indo-

nesian economy became more dependent on the nontradable sectors, and 

exports grew sluggishly. In other words, one thing that reduced the eff ects 

of the global crisis on the Indonesian economy was the good luck that came 

from the relatively small portion of its economy that was dependent on ex-

ports compared to its neighboring countries. 

 This “luck” was further reinforced by the continued strong growth of the 

Chinese economy. Continued Chinese growth drove the demand for com-

modities, and that demand remained high during the GFC. In addition, the 

good rainfall during 2008 also boosted agricultural production, including 

agricultural commodities (Basri and Hill 2011). 

 Thus it seems clear that Indonesia came out of the 2008 crisis so much 

better that it did from the crisis ten years earlier in large part due to good 

  Figure 2.4  Quarterly growth of export values.

 Source : Calculated from CEIC database (http://ceicdata.securities.com/cdmWeb). 

py
g

 
 

 
 

y 
 

 
g
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policies, but in several important economic areas it simply benefi ted from a 

measure of good luck. That being said, however, Indonesia’s successful es-

cape from the worst eff ects of the 2008 GFC had a great deal to do with the 

politics behind economic policymaking.   

  The Political Economy of Crisis Management 

 The most important diff erence between the 1998 and 2008 crisis for Indo-

nesia lies in the areas of political economy. The political turmoil that led to 

the downfall of Soeharto drove the 1997 economic crisis to become far worse 

than it otherwise would have been, while ten years later, Indonesia enjoyed a 

large measure of confi dence in the government. 

 From the beginning of the 1997–98 crisis, confi dence in the Soeharto 

government fell quickly. Because of this there was much pressure to carry out 

political reforms, including widespread calls for democracy (Bresnan 2005; 

Schwarz 1999; Aswicahyono and Hill 2002). Political problems such as lack 

of transparency and loss of confi dence in the government exacerbated the 

crisis (Fisher 1998). In the 1998 crisis, the IMF came on the scene only after 

the Indonesian government had tried several unsuccessful measures of its 

own to avoid such intervention. When fi rst questioned about IMF involve-

ment in the crisis, Minister of Finance Marie Muhammad stated that IMF 

assistance would be purely technical (Soesastro and Basri 1998), indicating 

the degree of doubt felt by the Indonesian president at that time. At fi rst the 

government believed it would not need to accept IMF money and that con-

sultation alone would be a suffi  ciently potent symbol to restore trust in the 

economy. On the other hand, some in Indonesia welcomed IMF involvement 

as an opportunity to get rid of crony capitalism, corruption, and collusion. 

Symbolic IMF gestures proved fruitless and consultation with the IMF turned 

into negotiation. The deal struck with the IMF on October 31, 1997, resulted 

in a US$43 billion loan, with US$38 billion from the IMF and US$5 billion 

from domestic sources. The government only released the main points of the 

agreement with no details. This fi rst agreement had four main targets: (1) ef-

forts to restore the soundness of the fi nancial sector, (2) fi scal policy changes, 

(3) monetary policy (including exchange rate policy), and (4) structural ad-

justment policies. The structural policy package included tariff  reductions, 

and fl our, soybean, and garlic deregulation. 

 Then in early November the government liquidated sixteen banks. The 

fi rst IMF package was showered with criticism. For example, Sachs (1997) 

questioned the tight monetary policy, asking why tightening the government 

budget was necessary when the crisis originated in the private sector. Sachs 

also wondered why the IMF didn’t focus more on short-term policy, such as 

policies designed to improve the fi nancial sector, rather than on long-term 

policies involving structural change. py
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2. A Tale of the Two Crises  53

 In addition, it was apparent that the Soeharto government was reluctant 

to implement this package. Take the case of Bank Andromeda (one of the 

banks that was closed down by the Bank of Indonesia), which was reincar-

nated several weeks after its closure as Bank Alfa—a clear indication of just 

how unserious the Soeharto government was about economic reforms. In the 

eyes of the market, the Indonesian government appeared neither committed 

nor consistent about repairing the economy. Similarly with the deregulation 

of soybeans and garlic: though everything was clear on paper, many knew 

how things really stood, and the situation continued to worsen. 

 When the fi rst IMF package was implemented, the exchange rate ranged 

between Rp3,000 and Rp4,000 to the U.S. dollar. There was still an oppor-

tunity to repair the economy, since rupiah exchange rates remained within 

a feasible range. But the ambiguous government attitude, compounded by 

news of Soeharto’s ill health in December 1997, pushed the rupiah down still 

further. Finally, on January 15, 1998, a second Letter of Intent was signed 

between the Indonesian government and the IMF, the contents of which fo-

cused even more on structural changes than the fi rst agreement had. In this 

letter the Indonesian government agreed to cancel government facilities and 

offi  cial supports for the national car and aircraft programs, and to revoke the 

monopoly enjoyed by the Clove Marketing Board. 

 The market was still skeptical about this agreement, and when the nom-

ination of B. J. Habibie as the Golkar vice presidential candidate was an-

nounced, the rupiah plummeted to more than Rp17,000 to the U.S. dollar. 

This drop cannot be completely blamed on the political news, but must also 

be seen as refl ecting reactions to the government’s hesitation in actually im-

plementing the IMF package. 

 The skepticism of the market proved to be justifi ed, as the government is-

sued statements that the monopoly of BULOG (Bureau of Logistics), a state-

owned company which deals with food distribution and price control, would 

continue, as would the national car and aircraft programs. Soeharto even 

stated that the IMF agreement was at odds with the constitution—further 

proof of his government’s reluctance to move seriously to implement IMF 

conditions. Economic and political analysis concluded that the government’s 

argument and justifi cation were simply rationalizations for the perpetuation 

of crony capitalism and favored interest groups. From an economic and po-

litical perspective, policymaking involves a process of bargaining among in-

terest groups. President Soeharto’s argument that the IMF package smacked 

of liberalism and thus confl icted with the constitution was thus only an eff ort 

to justify the maintenance of existing rent-seeking activities. 

 Indonesian economic history makes it hard to distinguish any one con-

sistent vision or ideology guiding economic policy. Economic development 

during the 1970s was not primarily market oriented. The structure of ex-

ports, for example, did not typify industrialization in line with the concept of 

comparative advantage—a pure characteristic of free market principles. At py
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that time, capital-intensive goods comprised a larger share of exports than 

did labor-intensive items and protective barriers were relatively high. Only 

after 1985 did the structural changes set in motion by deregulation lead to 

labor-intensive exports outstripping capital-intensive ones. 

 But this pattern did not persist for long. In practice, economic policies 

were reversed in the 1990s to strengthen crony capitalism and emphasize 

strategic industries. In other words, the ideological debate within Indone-

sian economic policymaking circles had not yet reached any kind of mature 

equilibrium. What actually happened was no more than a process of eco-

nomic decision making that could be considered “rational” insofar as policy 

choices were most advantageous to the legitimacy of the New Order govern-

ment. “Advantageous” here means choices with the lowest economic and 

political cost. In the 1970s, when oil dollars were available and the nation-

alist faction was ascendant, nonmarket and protectionist economic choices 

like those of a socialist, command economy were relatively “cheap” com-

pared to promarket policies, because the government had to accommodate 

pressure from strong interest groups to garner political support. But by the 

mid-1980s, the price of oil had fallen below US$10 a barrel, thereby limiting 

funds available to the government. In addition, technocrats were gaining an 

increased political role. The result was to make the continuation of nonmar-

ket policy choices relatively more expensive than promarket options with a 

more liberal bent. 

 The same phenomenon was evident during the 1998 crisis. Pressure from 

the IMF and demands for deregulation had made promarket policy choices 

“cheaper,” and we can see the results in the IMF-mandated reforms of Octo-

ber and in the signed letter of intent. But subsequently the price of reform 

became intolerable, since it touched the interests of the rent-seeking crony 

capitalists and the self-proclaimed “nationalists.” It was then that offi  cials 

began to speak of the inappropriateness of the IMF package for the spirit 

of the Indonesian economy, the argument being that the IMF-proposed re-

forms would carry Indonesia in the direction of “liberalism.” 

 The foregoing analysis makes it clear that Indonesian economic policy 

did not follow any single, unifi ed ideological direction during the AFC. What 

happened was no more than a tug-of-war between interest groups mobilized 

around two diff erent policy predispositions. When the role of the interven-

tionist group increased in importance, the cost of promarket policy became 

too high, and policy choices moved toward government intervention. Then, 

during an era of crisis when the role of the promarket group gained the 

limelight, the cost of government intervention became too high and policy 

choices moved in a promarket direction. In short, there was nothing par-

ticularly profound or “philosophical” about Indonesia’s framework for eco-

nomic policy. What happened was only an eff ort to uphold the legitimacy of 

the regime using the most convenient ideological rationale. And this nego-

tiation between competing policies gradually destroyed trust in government py
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consistency. That situation held sway right up to the third IMF package, 

launched when the rupiah exchange rate stood at Rp8,000 to the U.S. dollar. 

 Soeharto stepped down on May 21, 1998, ushering in a sequence of politi-

cal shifts that had a major impact on the implementation of the IMF package, 

leading in June 1998 to a fourth package. Unfortunately, the situation was by 

that time extremely serious, the exchange rate having risen above Rp10,000 

to the U.S. dollar. At this level, some 70 percent of the companies listed on 

the JSX had to confront ratios of dollar debt to total assets of 50 percent 

or more (Soesastro and Basri 1998). Basri and Hill (2011) argue the crisis 

was mismanaged both domestically and internationally. By demanding ex-

treme fi scal austerity and excessive policy conditionality while also displaying 

a lack of political sensitivity at key periods, the IMF “overmanaged” the crisis. 

President Soeharto, who began to lose full political control, was increasingly 

suspected of corruption, collusion, and nepotism with his family business 

partners. 

 Thus Indonesia faced a combination of negative forces—the loss of con-

fi dence in the government due to uncertainties about economic reforms; 

a drop in the core political support for Soeharto because of uncertainties 

about the political situation; and eventually an ever-greater need for the gov-

ernment to provide capital support as outfl ows from Indonesia escalated, 

until eventually making the economy collapse. 

 Conditions were quite diff erent in the political economy when the GFC 

struck in 2008. Then, unlike the 1998 crisis, support for the government 

of President Susilo Bambang Yudhoyono (known colloquially as SBY) was 

relatively solid. Yudhoyono had been elected in 2004 as the fourth head of 

state after Soeharto’s downfall. He was the fi rst president elected by direct 

popular vote in the Indonesian history. In his presidency, he solved the con-

fl ict at Aceh and steered the economy successfully in spite of the shakiness 

of his power, which was based on a coalition of divergent political parties. 

As a result, the government was considered both legitimate and capable 

of controlling the situation. The general public also understood what had 

happened in the global economy. It was aware that the Lehman crisis was 

created in the United States. And as pointed out by Basri and Hill (2011), 

although corruption was still one of the key problems in the Yudhoyono ad-

ministration, corruption charges were not directly aimed at the president. 

In addition, the government’s economic team was also regarded as credible. 

Political support and a high level of confi dence in the government’s han-

dling of the crisis can be seen in the news stories in the mass media. In 1998, 

although the media was not brave enough to criticize the government, the 

news that was reported was usually negative, to say the least. In the 2008–9 

crisis, even though the press was very critical of the government, support for 

government policies in the handling of the economic crises was generally 

quite positive. For example, the largest newspaper in Indonesia published 

an article about the government-sponsored emergency fi nancial safety net py
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law, 5  and the media also reported that many economic analysts considered 

government policy to have been correct in dealing with the crisis by creating 

the fi nancial safety net. 6  In short, unlike 1998, in the 2008 crisis the govern-

ment was supported by the media, and this helped sustain public confi dence 

in the economy. 

 One example of how eff ectively economic policy functioned during the 

2008 crisis was the government’s decision to help Century Bank. But, addi-

tionally, eff ective economic policy was not without periodic political clashes. 

The Financial System Stability Committee (KSSK) that was set up by the fi -

nance minister and the governor of BI was convinced that the collapse of 

Century Bank would have systemic risk for the entire economy, given the fra-

gility of the economic situation at that time as seen by the fact that the rupiah 

had fallen by 30 percent. Furthermore, both the bond market and the capital 

market had fallen sharply, capital outfl ows were substantial, and there was a 

shrinking in interbank borrowing, as was noted above. In such a situation, the 

collapse of any major bank or fi nancial institute could generate panic. Thus, 

even though Century Bank was relatively small and its interconnectedness 

to fi nancial markets was low, the government, and in particular the BI, was 

concerned about the psychological impacts of even small market players. The 

BI’s concerns were based on Indonesia’s experiences during the 1997–98 cri-

sis, when the closure of sixteen banks—which only controlled 2.3 percent of 

total banking assets—turned out to have had a very negative eff ect through-

out the fi nancial market, including large cash withdrawals by customers in 

other banks. This in turn rippled from the banks into other sectors. 

 In addition, to safeguard market confi dence, as noted above, both the 

government and the BI implemented deposit guarantees. However, unlike 

other countries such as Singapore, Australia, and Malaysia, the Indonesian 

commitments were far short of blanket guarantees. Vice President Jusuf Kalla 

declined such blanket guarantees for fear of creating a problem of moral 

hazard. The government and the BI decided only to implement deposit 

guarantees to a maximum of Rp2 billion. Had there been any instability in 

the banking sector in Indonesia, this might have generated a migration of 

banking funds from Indonesia to countries where blanket guarantees were in 

force. Systemic risk arose because the guarantee was limited. Ultimately wor-

ries about such a risk contributed to the decision by the minister of fi nance 

and the governor of the Bank of Indonesia to provide a bailout to Century 

Bank in November 2008. 

 However the decision to bail out Century Bank generated considerable 

divisions among the parties. These started when the president- and vice 

  5.  See  Kompas , October  16, 2008, available at  http://otomotif.kompas.com/read/2008/
10/16/16551346/Atasi.Krisis.Pemerintah.Keluarkan.Perppu.JPSK . 

  6.  See  Kompas , October  17, 2008, available at  http://nasional.kompas.com/read/2008/
10/17/1513493/Ekonom:.Langkah.Pemerintah.Tangani.Krisis.Tepat;  see also  Koran Tempo , 
November 23, 2008. 
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president-elect (SBY and Boediono) started to form their cabinet several 

months before the actual bailout (i.e., in August 2009). At that time, some 

political parties, especially the Golkar Party, led by businessman Aburizal 

Bakrie, charged that steps taken by Finance Minister Indrawati and Vice 

President Boediono to bail out Century were wrong because they were based 

on incorrect information and that the decision would cause the state to suf-

fer fi nancial losses. In addition, politicians suspected that the funds to save 

Century Bank were being diverted to the coff ers of Yudhoyono’s Democrat 

Party and to election campaign funds for President SBY and Boediono. 

 The Golkar Party, even though it no longer dominated parliament, al-

ready had more than forty years as the ruling party in politics in Indonesia. It 

therefore usually is in the best position to take over parliament. This bailout 

issue was then grabbed by the opposition as a way to take over the govern-

ment. Golkar, the Prosperous Justice Party (PKS), and the United Develop-

ment Party (PPP), all of whom opposed the bailout of Century Bank, were 

also government coalition parties. Several political analysts attributed this 

opposition to their eff ort to strengthen their bargaining positions in terms of 

seats in the Yudhoyono-Boediono cabinet (Haris 2010). Subsequently, media 

and several political analysts considered this move to be aimed at creating 

pressure for Boediono to step down. They saw this move as being orches-

trated by coordinating minister Hatta Rajasa (who was also chairman of the 

National Mandate Party) and Aburizal Bakrie of the Golkar Party. Both al-

legedly were scheming to become vice president if Boediono were to be im-

peached. 7  Bakrie and Rajasa denied these charges. 

 Apart from this, politicians who opposed the bailout of Century charged 

that the eff orts to save it were politically rather than economically motivated 

and would simply help the owners of this bank because of their funding 

support for the campaign to elect President Yudhoyono and Vice President 

Boediono. Yet, when Indrawati and Boediono presented this bailout plan in 

October 2008, almost all parties, including the Golkar Party, supported it. 

Ironically, several months later when the new cabinet was being selected by 

President Yudhoyono after he had won the 2009 general election for the sec-

ond term, and Sri Mulyani Indrawati had been reappointed as the minister 

of fi nance, political parties changed their tune, opposed Indrawati’s reap-

pointment, and began criticizing the policies being taken. Parliament called 

for Indrawati to resign. This despite the fact that ministers are responsible to 

the president, and only the president could remove them. The ensuing po-

litical pressure continued when the cabinet was being appointed during Oc-

tober 2009, when almost every day protesters demanded the resignation of 

both Sri Mulyani and Boediono. Yet the Anti-Corruption Commission (KPK) 

  7.  See  Rakyat Merdeka , December 17, 2009, available at  http://www.rakyatmerdeka.co.id/
news/2009/12/17/85258/Hatta-Rajasa-&-Ical-Bakal-Gigit-Jari;  Metro TV News.com, Febru-
ary 5, 2010;  Radar Lampung , February 6, 2010;  Indo Pos , February 7, 2010. 
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never found any evidence of corruption or fl ow of funds from Century to pay 

for the Yudhoyono-Boediono campaign. The KPK even stated that there was 

no proof of corruption and graft in the Century bailout. 8  

 In May 2010, Sri Mulyani Indrawati resigned as minister of fi nance be-

cause she was appointed to a position as managing director at the World 

Bank. Many analysts, including Hill (2010), have connected Indrawati’s res-

ignation with the political pressure related to the bailout for Century Bank 

in 2008. Indrawati’s resignation is diffi  cult to separate from the political 

tensions between her and Aburizal Bakrie, chairman of the Golkar Party. 

In an interview that was published in the  Wall Street Journal  (Asian edition), 9  

Indrawati stated that those tensions between herself and Bakrie could be 

traced to 2008 when she opposed the extension of the closure of Indonesia’s 

stock exchange amid a run on companies controlled by Bakrie. In addition, 

Indrawati wanted to examine the tax records of three coal mines belonging 

to the Bakrie family—Bumi Resources, Arutmin Indonesia, and Kaltim Prima 

Coal—with a total of Rp2.1 trillion in tax arrears. Bakrie denied that there 

were any personal problems between himself and Indrawati and that the tax 

case had no direct connection with him since it was a company problem and 

he preferred that it be settled through the courts. Indrawati’s resignation 

was then considered by many as potentially jeopardizing the process of eco-

nomic reform in Indonesia if it led to a restrengthening of the business and 

political strength of the Bakrie family. Indrawati was considered by many to 

have been the champion of reform and main pillar of stability for Indonesian 

macroeconomics. 

 What was interesting was that after Indrawati resigned as minister of fi nance, 

practically all of the protests against her and Boediono stopped suddenly, and 

the issue of Century was no longer a dominant issue in the media. One can 

see that the Century issue was more about political pressure for Sri Mulyani 

Indrawati to leave the cabinet than about government economic policies. 

 Despite this particular case of Century Bank, political support and con-

fi dence in government policy direction was strong and helped the govern-

ment manage the GFC. In fact, the political tension between government 

and political parties really began after the GFC had largely passed, a point 

I will discuss below.  

  Key Challenges 

 The economic crisis in 1997 was followed by political changes that pro-

vided challenges and opportunities for the Indonesian people to undertake 

  8.   Jakarta Post , December 9, 2010. 
  9.   Wall Street Journal  (Asian edition), December 10, 2009. py
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structural reforms that had often been neglected by past administrations. 

The crisis had revealed the fundamental weaknesses in Indonesia’s institu-

tional design as shown by its failure to regulate and facilitate economic ac-

tivities. The institutional inability to promote policy consistency and to curb 

rampant moral hazard and other opportunistic behavior was the primary 

factor behind the collapse of the fi nancial system in Indonesia at that time. 

Furthermore, unlike other Asian countries that also suff ered from the eco-

nomic crisis in 1997, the collapse of the fi nancial system in Indonesia was 

soon followed by the collapse of its political regime. 

 Ten years later, institutions had been strengthened, authority was restored 

to government, and political life was signifi cantly democratized. In regard to 

integrity, the independent status of the Supreme Audit Institution and the es-

tablishment of the KPK provided good institutional fundamentals, although 

they still needed to be strengthened. 

 Still, Indonesia needs further reforms before it can be considered substan-

tively democratic. In addition, despite the continuation of macroeconomic 

stabilization, there is a growing concern about the actual implementation of 

reform. In the past few years, Indonesians have grumbled about how ineff ec-

tive the government policies have been. Many good policy recommendations 

failed to be implemented simply because of ineff ective institutions. 

 Looking forward, Indonesia has a number of hurdles it must still clear. 

Five of these seem particularly noteworthy: (1) demography, (2) government-

party relations, (3) corruption, (4) decentralization, and (5) infrastructure 

development. 

 The demographic issue in Indonesia holds both promise and problems. 

Ten years after the AFC, Indonesia started to enjoy relatively high economic 

growth. The Indonesian economy has been entering an expansion period 

thanks to a demographic dividend. Until 2025, Indonesia will have a lower el-

derly dependency ratio than most Asian countries. This will enable Indonesia 

to close the gap faster with developed countries. In addition, data show that 

the new middle class (spending $4 per capita per day or $1,400 per year) grew 

from 5.7 percent (2003) to 18.2 percent (2010), or approximately 30 million 

people. As one can easily imagine, this new middle class will lead to a spike in 

demand for durable consumer goods such as motorcycles, cars, and homes. 

This will enable consumption to continue to be strong in Indonesia into 

the future. Furthermore, Indonesia has both energy and commodities whose 

global demand will continue to rise into the future. 

 However, if demographic projections are continued through 2050, the 

Indonesian picture is not so sunny. Mason, Lee, and Russo (2002) show that 

Indonesia will face an aging population by 2050. This means that after 2020–

30, the aging population will continue to rise quickly. After that, the potential 

for high growth will decline. Therefore, Indonesia must take advantage of 

the current demographic bonus to ensure a period of expansion. Indonesia 

needs growth above 8 percent for the period leading to 2030. py
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 To do so, Indonesia must invest in quality education and health care. 

Furthermore, Hausman and Rodrik (2003) emphasize the importance of 

new product innovations. Woo and Hong (2010) have stated that Indonesia 

must emphasize the role of a science-based economy. Indonesia tried in the 

past to leapfrog ahead, but failed, largely because the country attempted to 

enter high-technology sectors by producing airplanes. What the country re-

ally needs are advances in agriculture (for example, new varieties, including 

agro biotechnology), new approaches to water and environmental manage-

ment, as well as mechanization, improvements in animal husbandry, and in-

frastructure that supports agriculture. 

 Unfortunately, the country’s export products and markets remain primi-

tive with very little advancement in these fi elds. An analysis of export growth 

between 1990 and 2008 shows that the major increases in Indonesian ex-

ports involved the same products sold to the same markets. Basically, there 

was no substantial introduction of new products for new markets (Basri and 

Rahardja 2011). 

 A second big problem concerns government-party relations. In the cur-

rent Indonesian political system, both the president and parliament are di-

rectly elected by the people. The president’s party has thus far not enjoyed a 

majority of the parliament. As a result, the role of political parties is becom-

ing all the more dominant, so much so that the cabinet must have “rainbow 

coalitions.” A  president has to be realistic enough to see that his cabinet 

refl ects political equality. He cannot simply appoint a cabinet of technocrats. 

 After the Century Bank debacle, the Joint Secretariat of Coalition Parties 

(JSCP) was set up by the president for a better coordination between the 

government and the parliament. JSCP is an association of the coalition par-

ties that support the government: the Democrat Party, the Golkar Party, the 

National Mandate Party (PAN), the National Awakening Party (PKB), the 

Prosperous Justice Party (PKS) and the United Development Party (PPP). 

The chairman of the Secretariat is none other than Aburizal Bakrie. 

 However, the JSCP is not a monolithic, coherent organization. It might 

in fact weaken the bargaining position of any coalition party in negotiations 

with the government. In addition, the role of the media and civil society 

seems stronger today, and criticism from offi  cials and NGOs is now continu-

ally directed at the JSCP. A free press and open information put pressure on 

the JSCP to not take a position or make a decision that only profi ts the inter-

est of a particular entrepreneur. Nevertheless, if a common interest develops 

among the parties, then the JSCP will have a strong bargaining position with 

the government. Reform measures that implicate many private interests of 

politicians are likely to be challenged and become more diffi  cult to imple-

ment. Good governance could well be the victim, and the JSCP could be an 

impediment to effi  cient national management of the economy. 

 Still a third future diffi  culty is corruption. Eradication of corruption will 

take a very long time to complete, but progress has been made. Basri and Hill py
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(2011) pointed out that many corruption cases have resulted in legislators 

and senior offi  cials being fi ned and imprisoned as a result of actions initi-

ated by the KPK. Thanks to the separation of powers among the executive, 

legislative, and judiciary branches, the judiciary system has gained signifi -

cantly in infl uence and power. Unlike during the Soeharto era, the judiciary 

system is now autonomous. Corruption, however, also remains pervasive in 

the courts, creating uncertainty in both the legal system and in the business 

climate (Butt 2009). 

 Corruption is also still pervasive at the local level. However LPEM-FEUI 

(2006) argue that there has been a decline in harassment visits and bribes in 

some regions. The study reports that such a decline suggests that the ongo-

ing anticorruption campaign might be having an impact at the local level. 10  

Furthermore, competition between regions might also be reducing the costs 

of doing business in the regions. Unfortunately, national agencies such as 

Tax and Customs do not face similar competitive pressures, with the result 

that ineffi  ciency and rent seeking in national institutions continue to be 

major obstacles to good governance and economic growth (Basri and Pa-

tunru 2006). While democracy has brought greater accountability and trans-

parency, it has not directly reduced corruption (Basri and Hill 2011) 

 A fourth problem that Indonesia has to deal with is the issue of decentral-

ization. Decentralization, for example, has created incompatibilities between 

centralized government policies and the role of local government. Basri and 

Hill (2011) argue that there is a principal-agent problem in which the agent 

(local government) need not obey the principal (central government) be-

cause the local government is now directly elected by its own constituen-

cies. As a result, the central government is less able to enforce rewards and 

penalties on the local government. Although the amount transferred by the 

central government to the regions is quite signifi cant, it does not necessarily 

improve the infrastructure or lower poverty incidence in the regions. Basri 

and Hill (2011) also point out that despite the many benefi ts of decentraliza-

tion, the system is still a work in progress and that, owing to local capture, 

the political marketplace is not yet able to weed out poorly performing sub-

national governments. 

 Fifth, and fi nally, Indonesia’s long-term economic development must con-

front the problem of infrastructure. In an archipelago such as Indonesia, 

transaction costs, especially in logistics, are relatively high compared with 

continental countries. This has been well documented by various research 

reports. The prices of commodities such as sugar, fl our, and cement in east-

ern Indonesia (Nabire) are three times higher than in Java. This large price 

diff erence refl ects the high costs of shipping and supply due to the poor 

  10.  It is also possible, however, that local government offi  cials have had suffi  cient experi-
ence with the new environment such that the corruption becomes more institutionalized.  py
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distribution system (Basri and Rahardja 2010). For instance, ineffi  ciencies at 

Indonesia’s numerous harbors make transport costs more expensive, espe-

cially for export-oriented and import-based industries (Patunru et al. 2007). 

The cost of transporting goods from Warsaw to Hamburg, a distance of 750 

kilometers, is only half the cost of sending goods from Makassar to Enrekang 

in Sulawesi, a distance of only 240 kilometers (USAID 2004). The cost of 

logistics in Indonesia amounts to 14 percent of total production costs, far 

higher than, say, Japan where it is only 5 percent (LPEM-FEUI 2005). 

 Trade logistics—the capacity to integrate domestic economies and con-

nect domestic economies with international markets through the dispatch of 

goods—is an extremely important factor in realizing a country’s economic 

growth potential. However, Indonesia should equally hesitate to commit fully 

to regional production networks because businesses might suff er immediate 

losses and benefi ts remain elusive. The right choice is to maintain openness 

along with a better integration of the domestic market. 

 Compared with the Asian fi nancial crisis of 1997–98, the impact of the 2008 

global crisis on the Indonesian economy was relatively limited in spite of the 

fact that the eff ects of the latter crisis were much larger than the 1998 crisis 

in terms of magnitude. I have argued that at least four diff erences divide 

the two crises: the origin of the crisis, the exchange rate regime, policy re-

sponses, and the overall situation of the political economy. First, in 1998 the 

economic origins of the crisis were both domestic and external, while the 

2008 crisis was almost entirely external. Second, prior to the 1997–98 crisis, 

Indonesia applied the fi xed exchange rate system but replaced it with the 

free fl oating system after the crisis. Third, economic policy responses were 

diff erent. Beside the change in the exchange rate system policy mentioned 

above, the Indonesian government took extremely tight monetary and fi scal 

policies in 1998 but more relaxed policies in 2008. In 2008, the government 

also took more fl exible and prudential policy concerning banking and trade 

than in 1998. 

 In addition to these good policies, I have argued that “good luck” in trade 

conditions played an important role in the 2008 crisis. Because of the delay 

of Indonesia’s integration into the global and regional networks of produc-

tion, its trade dependence was lower than other Southeast Asian counties. In 

consequence, impacts through trade shrinkage of the global fi nancial crisis 

were much smaller for Indonesia. 

 While highlighting all those factors, I have focused primarily on the role 

of Indonesia’s domestic political economy during these two crises. The politi-

cal turmoil leading to the downfall of the Soeharto regime drove the 1998 

crisis to become far worse while a larger measure of confi dence Indone-

sians had in their government helped it handle the 2008 crisis in a calm 

and positive manner. Lest I leave an unduly optimistic picture of Indonesia’s 

political and economic future, however, I have closed with an assessment of py
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several major hurdles that Indonesia must deal with in the coming years: 

demography, government-party relations, corruption, decentralization, and 

infrastructure. 

 Ten years after the 1998 crisis, Indonesia is not immune from another 

fi nancial crisis, but the ability of Indonesia to manage the economic crisis in 

2008 at least shows that the country and its governing elites have learned a 

number of lessons from what went wrong in 1998. The 1998 crisis helped the 

country to survive the 2008 crisis. Problems remain for Indonesia’s longer-

term economic development, but the country is clearly in a far stronger posi-

tion to move forward than it was a decade ago.  
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 Unraveling the Enigma of East Asian 
Economic Resiliency 

 The Case of Taiwan 

  Yun-han Chu  

  For my generation of central bankers, the rapid growth of cross- 

border fi nancial transactions and international capital fl ows is one 

of the most important economic developments we have experienced 

over the past 30 years. . . . Large and sudden infl ows of foreign capi-

tal lead to exchange rate overshooting, loss of trade competitive-

ness, domestic credit booms and asset price bubbles, all of which 

can elevate systemic risks and create fi nancial fragility. It is little 

wonder that the subject of capital account liberalisation remains 

highly contentious. 

 —Perng Fai-nan, governor of the Central 
Bank of the Republic of China, 

in  The Banker , August 30, 2010  

 The case of Taiwan off ers the key to a systematic understanding of the 

elements defi ning the economic resiliency of East Asia, not just individual 

East Asian economies but the regional economy as a whole. Some political 

economists have suggested that the reason why most East Asian economies 

managed to cope with the Global Financial Crisis (GFC) of 2008–9 more 

eff ectively than other regions lies in the transformation of their domestic in-

stitutions and policies after the 1997–98 fi nancial crisis. Taiwan’s experiences 

will show that this view off ers only a partial, if not simplistic, explanation. 

 First of all, not all the postcrisis institutional changes and policy adjust-

ments turned out to be conducive to strengthening fi nancial stability and eco-

nomic adaptability. Some East Asian economies had been pressured by the 

United States and the IMF to adopt wide-ranging neoliberal  prescriptions—

fi scal austerity, deregulation, liberalization, and privatization—after the 

1997–98 crisis. The results of these domestic adjustments along the neoliberal py
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line were mixed. In some areas, they strengthened a country’s economic vi-

tality as well as the economy’s overall international competitiveness. In other 

areas, they actually made these societies more vulnerable to external fi nan-

cial shocks. So we have to unbundle the experiences of the postcrisis reform 

and transformation and their varying economic consequences very carefully. 

 Second, the Taiwan case also demonstrates that many elements under-

writing its economic resilience had deeper roots. They have been fostered 

by a set of entrenched institutional arrangements and established policy 

orientations over the long run. Many factors that had accounted for Tai-

wan’s outstanding shock-absorbing capability during the 1997–98 regional 

crisis were still in place and remained crucial when the government was 

called on to cope with the much more severe GFC of 2008–9. So it was 

not the case that Taiwan upgraded its economic capability to withstand the 

external shocks by undoing its past policies and institutional arrangements 

after the regional crisis. On the contrary, Taiwan managed to retain the 

bulk of these long-running sources of economic resilience despite the tre-

mendous external pressures and relentless eff orts by neoliberal advocates 

to dismantle these “outdated” policy practices in the name of fi nancial 

liberalization and internationalization during the decade-long interval be-

tween the two crises. 

 Third, the two crises and the circumstances under which they occurred 

were very diff erent in character. So we have to look for some new elements 

that had not been of much relevance in accounting for Taiwan’s superior 

capacity in coping with external economic shocks in the fi rst case but be-

came quite important this time around. In particular, I argue in this chap-

ter that part of the reason why most East Asian economies managed to cope 

with the GFC of 2008–9 more eff ectively than other regions lies in the trans-

formation of not just their respective domestic institutions but the region’s 

overall geoeconomic confi gurations, ideological milieu, and institutional 

arrangements. 

 Most noticeably, over the decade-long interval, all major East Asian econ-

omies have worked together to strengthen the resiliency of the regional 

economy as a whole. In so doing, they collectively created an enabling en-

vironment that in turn strengthened their individual capability to cope with 

the 2008–9 GFC. This is in stark contrast with the regional environment of 

the late 1990s, which had been truly unforgiving, as all East Asian economies 

suff ered from the downward spiral of competitive currency devaluation and 

fi nancial contagion, victimized by the predatory tactics of the hedge funds 

and speculative investors, leaving them at the mercy of international lending 

agencies that were based outside the region and insensitive to their needs 

of focusing on essential policies and protecting the most vulnerable. In a 

nutshell, in the aftermath of the regional fi nancial crisis, East Asian coun-

tries concluded that  they must all hang together ,  or assuredly they shall all hang 
separately . py
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66  Yun-han Chu

  Taiwan in Comparative Perspective 

 It has become received wisdom that Taiwan was one of the few Asian econo-

mies that had emerged from the 1997–98 East Asian fi nancial crisis relatively 

unscathed. The damage to the island economy was mild by regional stan-

dards. The growth momentum was slackened but not disrupted. In 1998, 

Taiwan’s economic growth rate was dragged down to 3.5 percent, and the 

island suff ered a 9.4 percent drop in exports, the worst performance since 

1983. But this record was by far more admirable than the rest of the region. 

In contrast, South Korea’s economic growth rate had dropped to 5.7 per-

cent in 1998. More important, Taiwan registered a successful recovery from 

the shock. The island’s economic growth rate increased to 6.0 percent and 

5.8 percent in 1999 and 2000 respectively. 

 Taiwan’s economic resilience was put under the most strenuous test dur-

ing the 2008–9 GFC. Like all other export-oriented East Asian economies, 

Taiwan’s dependence on trade through global production networks and 

export-led growth strategies left the island highly vulnerable to the sharp 

contraction of demand from the North American and European economies. 

Taiwan’s economy slumped into recession in the second half of 2008. Its real 

GDP, following a growth rate of 6.0  percent in 2007, registered a meager 

0.7 percent growth in 2008 and contracted 1.8 percent in 2009 primarily due 

to a record 19 percent drop in the total exports. This amounted to the worst 

economic contraction since 1951. 

  Figure 3.1  GDP growth rate of Taiwan and Korea, 1995–2013. 

 Source  : IMF 2013 .py
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3. Unraveling the Enigma of East Asian Economic Resiliency  67

 Much like many other emerging economies in the region, Taiwan turned 

out to be more resilient than the rest of the world and emerged poised to 

lead the global economic recovery. By the fi rst quarter of 2010, not only had 

Taiwan exited the recession, it recovered the entire loss in output that had 

occurred during the so-called Great Recession. Taiwan registered an aston-

ishing 13.11 percent (annualized) growth in the fi rst quarter of 2010 and a 

remarkable 10.76 percent for the year (Directorate General of Budget 2014). 

This makes Taiwan’s recovery superior to that of South Korea, which man-

aged to bounce back at a 6.3 percent growth in 2010 (IMF 2013). 

 More impressive is the resilience of Taiwan’s banking sector, which weath-

ered the GFC relatively unscathed despite the wider economy suff ering its 

worst recession on record. Its conservative, consolidated balance sheet posi-

tion ensured that it was well placed to navigate the turbulent global economy, 

which remained under the threat of a double-dip recession and the debt 

crisis of some weaker European economies (Fast Market Research 2010). So 

the island’s shock-absorbing capability turned out to be once more quite re-

spectable, albeit no longer as outstanding as it had been. 

 In a way, the story behind Taiwan’s economic rebound after the 2008–9 

GFC is not signifi cantly diff erent from other vibrant East Asian economies. 

Most economists identify at least fi ve common elements contributing to the 

stronger than expected economic rebound of the East Asia economies. 

 First, the region was relatively well insulated from the global fi nancial 

meltdown, as it had inherited relatively healthy fi nancial systems prior to the 

subprime loan crisis and built up a huge foreign reserve as a hedge against 

a replay of the 1997 regional fi nancial crisis. Asset bubbles were either not 

alarmingly threatening, or they had been contained well before the current 

crisis, as in the case of China. Second, the degree of foreign participation in 

their banking sector was comparatively much lower. On average, American 

and European banks accounted for about 10 percent of the total net worth 

of the East Asian banking sector while the fi gure for Latin America is 35 per-

cent and for Eastern Europe 49 percent (Hishikawa 2003). 

 Third, most East Asian economies have shown considerable resilience, 

thanks in part to high household savings during good times on which they 

could fall back during lean times without having to make drastic cutbacks 

in private consumption. Fourth, the macroeconomic fundamentals were 

quite healthy in most East Asian economies. Except for Japan, most govern-

ments were not heavily indebted, and they still enjoyed spare fi scal capacity 

to borrow and spend. So most East Asian governments and central banks re-

sponded to the GFC with decisive and fi rm fi scal and monetary actions. Last, 

but not least, the region’s resilience should be attributed to the rapid turn-

around in the region’s larger, less export-dependent economies. Although 

adversely aff ected, China and India were not in recession. Their huge domes-

tic sectors helped cushion the impact as exports constituted just 35 percent 

of China’s GDP and 22 percent of India’s. In particular, China has emerged py
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68  Yun-han Chu

as the region’s new locomotive of growth, as during the later 2000s it rap-

idly became the top export market for its neighboring economies, including 

Japan, South Korea, and Taiwan. 

 In addition to these common elements, Taiwan’s shock-absorbing capa-

bility was also enhanced by a set of structural characteristics that are quite 

exceptional in comparison with other East Asian emerging economies. First, 

Taiwan’s economic vitality is built on a more decentralized industrial struc-

ture. Small- and medium-sized enterprises (SMEs) still account for more than 

75 percent of the total employed workforce. SMEs in Taiwan have formed 

comprehensive horizontal and vertical industrial networks through coop-

eration and division of labor among themselves and with large enterprises, 

creating an effi  cient and fl exible industrial clustering. Over the last decade, 

both South Korea and Taiwan have achieved levels of technological capabili-

ties that rival those of the advanced countries. In South Korea these capabili-

ties are concentrated in a small number of relatively larger fi rms,  chaebol . In 

contrast, they are spread across a large number of relatively smaller fi rms in 

Taiwan (Etemad and Lee 2001). 

 Second, Taiwan was more insulated from the external fi nancial shock be-

cause the island’s economic growth has been fi nanced almost exclusively by 

domestic savings. A combination of high savings rate and higher effi  ciency in 

capital utilization has allowed Taiwan to generate excess savings and become 

one of the major sources of foreign investment in East Asia. The gross value 

of the foreign assets owned by Taiwan’s private sector has consistently ex-

ceeded its external liabilities. 

 The island has become more vulnerable to the sudden movement of for-

eign portfolio investment as the share of the stocks owned by foreign insti-

tutional investors of the total market values of Taiwan Stock Exchange has 

steadily increased from less than 4 percent in 1977 to 25 percent in 2007. This, 

however, is still lower than the average level of 35 percent observed in South 

Korea before the 2008–9 crisis. In addition, Taiwan’s Central Bank always 

stands ready to cope with any sudden massive outfl ow of speculative capital as 

it is empowered to introduce capital controls and has accumulated an excep-

tionally large foreign reserve, the world’s third largest after China and Japan. 

 Third, most of Taiwan’s big enterprises maintain a sound corporate fi -

nancing structure that allows them to withstand any credit crunch during 

economic downturns. The debt-to-equity ratios of Taiwanese enterprises 

large and small are among the lowest in the world. The average ratio of large 

enterprises is about 100 percent, while the ratio of SMEs is around 150 per-

cent. This is because Taiwan’s fi nancial sector is uniquely characterized by 

the coexistence of a conservative banking sector and a dynamic capital mar-

ket. As a result, high-growth fi rms raise capital mainly through rights issues 

and initial public off erings, instead of bank loans. 

 A full understanding of Taiwan’s exceptional economic resilience, how-

ever, requires more than just an economic analysis. What is also required py
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is an analysis of the political underpinnings of these economic structures, 

macroeconomic policies, development strategies, and regulatory regimes. In 

this chapter, I argue that elements of the island’s economic resilience have 

been fostered by a set of entrenched institutional arrangements and estab-

lished policy orientations. In the fi nal analysis, these have been embedded 

in Taiwan’s particular security environment, political structure, and internal 

power confi guration (Chu 1999).  

  The Historical Roots of Taiwan’s Economic Resilience 

 In Taiwan, most elements of economic resilience had been nurtured during 

the four-decade-long reign of a hegemonic party. Under the political domi-

nance of the Kuomintang (KMT), the state’s development strategy and pol-

icy guidelines for macroeconomic management, more than anything else, 

had fostered a decentralized industrial structure, the module of domestically 

fi nanced growth, and the dualistic nature of its fi nancial sector. Under the 

KMT’s long political tenure, the state’s long-standing policy guideline for 

macroeconomic management was characterized by its overriding concern 

over monetary and fi nancial stability as well as fi scal conservatism. Also, its 

established pattern of industrial targeting was in part designed to address the 

defi ciency of the SMEs in fi nancing and R&D. In response to the challenge 

of globalization, the state had chosen a sequence of fi nancial liberalization 

that gave priority to deregulating the domestic capital market over inter-

nationalization, that is, foreign participation. Despite the trend toward an 

integrated global fi nancial market, the state had been keen to safeguard its 

ability to set monetary targets by preventing the internationalization of the 

local currency and controlling the volatility of cross-border movement of 

short-term capital. Amid the trend of politicization of economic policymak-

ing that came with the island’s democratization, the state had managed to 

protect the autonomy of the monetary authority and contain the erosive 

eff ect of “money politics” on the health of the banking sector through insti-

tutional adjustments. 

 These established policy guidelines and long-term development strategy 

have taken root, as they were embedded in a set of institutional arrange-

ments and entrenched ideological orientations. These prevailing structures 

regulated the power relations among diff erent economic agencies within the 

overall state apparatus and constrained the scope of political participation 

by business, labor, and other interest groups in economic decision making. 

These entrenched ideological orientations, which refl ected the collective 

memories and learning that the incumbent elite had acquired over a long pe-

riod of time, set the parameters for policy discourse and deliberation within 

the state apparatus. At a more fundamental level, the incumbent elite inher-

ited, established, maintained, and adjusted these institutional arrangements py
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70  Yun-han Chu

and policy orientations to cope with the changing security environment and 

to meet the twin challenge of globalization and democratization. 

 These institutional arrangements and ideological orientations are not 

immutable, but they have had strong staying power. These prevailing struc-

tures were kept largely intact despite the rapid indigenization of the KMT’s 

power structure during the 1990s, because they helped sustain the incum-

bent elite’s steering power over the national economy as well as its ability to 

deliver desirable socioeconomic outcomes. They were steadily weakened but 

not abandoned even after the KMT lost its grip on power in 2000, because 

the political risk of dismantling these prevailing structures to the Democratic 

Progressive Party (DPP) outweighed its expected utility. 

 Another longstanding institutional characteristic of Taiwan’s economic 

decision making involves the privileged status of the Central Bank of China 

(CBC) within the overall state apparatus. The CBC is formally a part of the 

cabinet but in practice, the governor of CBC is always handpicked by the 

president rather than the premier. The bank occupies a unique position in 

the state apparatus because it is at the same time a part of the economic bu-

reaucracy and a part of the national security apparatus, which falls under the 

exclusive purview of the president. As a result, the CBC has long occupied 

the commanding heights of the state economic bureaucracy. The governor 

of the CBC is always considered the most senior economic minister. The CBC 

has been staff ed by elite technocrats, who enjoyed a prestige unmatched by 

any other economic ministry. The governor of the CBC is not subject to cabi-

net reshuffl  ing, as the position is protected by a four year renewable term. 

In fact, most governors stayed on for long periods, much longer than the 

cabinet. 

 The CBC is more than just a monetary authority. It is also entrusted with 

an extensive regulatory authority over the banking sector and capital market. 

According to the Central Bank Act, the fi rst two operational objectives of 

the bank are to (1) promote fi nancial stability and (2) guide sound banking 

operations. The act also empowers the CBC with a variety of monetary policy 

instruments, including targeted prudential measures, and authorizes the 

CBC to maintain an orderly foreign exchange market and conduct targeted 

fi nancial inspections. During the 1980s and 1990s, the CBC’s supervisory and 

investigative authority overlapped with the Ministry of Finance (Yen 1998). 

The Ministry of Finance traditionally played second fi ddle to the CBC as far 

as banking regulation is concerned. Many fi nance ministers were themselves 

former deputy governors of the CBC. The bank was able to overrule the Fi-

nance Ministry, which deals with the constituencies in the fi nancial sector 

more directly, over the sequence and timetable of fi nancial deregulation and 

internationalization. The CBC also traditionally served as a check on the ex-

pansionist tendency of the planning technocrats by setting limits on the use 

of credit policy in industrial targeting. The steering power of the CBC over 

the banking sector was further buttressed by an array of state-owned banks py
g

 
 

 
 

y 
 

 
g
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that virtually monopolized the fi rst-tier banking, that is commercial banks 

that accounted for more than two-third of the total outstanding loans and 

discounts before the opening up of the banking section in 1992. Until 1992, 

private participation was limited to the second-tier money banks consisting 

of regional savings and loans, city credit cooperative associations, and credit 

departments of farmers’ and fi shermen’s associations at the grassroots level. 

During the authoritarian years, the governor of CBC usually had more say 

than the premier in the appointment of senior bank offi  cials (Chen 1998, 

64). As a result, the CBC was able to pull a number of disciplinary strings 

controlling the lending policy of state-owned banks, through the rediscount 

window, fi nancial inspection, and appointment power. 

 This arrangement was originally designed to prevent a replay of the disas-

trous hyperinfl ation and currency crisis of 1947–48, which had contributed 

to the defeat of the KMT leadership by the Communist regime in 1949 (Chen 

and Haggard 1987). The CBC was entrusted with the authority to protect the 

island’s economic stability in the name of national security and for the politi-

cal security of the KMT regime. 1  The CBC became the institutional embodi-

ment of the incumbent elite’s overriding concern for monetary and fi nancial 

stability. During the 1970s, the two oil shocks and the crisis of diplomatic 

derecognition, which functionally replaced the fading memory of the civil 

war, reinforced the political rational for a privileged and autonomous CBC. 

 Under the steering authority of the CBC and the Finance Ministry, for 

almost four decades the Nationalist government has invariably maintained 

a positive real interest rate, minimum public-sector foreign debt, small fi scal 

defi cit, a fi xed exchange rate pegged to the U.S. dollar, restrictions on the 

convertibility of the New Taiwan dollar (NTD), a rigorous regulatory regime 

over fi nancial institutions, and a conservative ethos that permeated the en-

tire banking sector. State-owned banks almost always demanded collateral for 

their loans. Most state-owned banks have maintained their capital/asset ratio 

above 12 percent, much higher than the International Bank of Settlement’s 

8 percent requirement. Also, Taiwan’s reserve requirement has been among 

the highest in the world. 

 Furthermore, to contain the encroachment of political cronyism, the CBC 

and Ministry of Finance imposed on local fi nancial institutions a strictly lim-

ited scope of deposit/loan operations and geographical span and a require-

ment to redeposit their surplus reserves in designated state-owned banks. 

Also the CBC and Finance Ministry stood ready to close down insolvent local 

fi nancial institutions through forced mergers and acquisitions. With these 

controlling measures, the CBC and Finance Ministry were able to keep the 

nonperforming loan ratio of the overall banking system at a sustainable level. 

   1.  Between 1949 and 1961, as a temporary measure, the Bank of Taiwan actually performed 
the function of the central bank. After 1961, the Central Bank of China was reinstated as the 
Nationalist government retreated from its goal of “recovering the mainland.” py
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72  Yun-han Chu

 Also the KMT elite stuck to the principle of fi scal conservatism for more 

than three decades. The central government regularly generated fi scal sur-

plus year after year during much of the 1970s and 1980s and the outstanding 

public debt was kept at a minimum. This rigid fi scal discipline was steadily 

loosened during the 1990s as the KMT elite came under competitive elec-

toral pressure and yielded to the pent-up demand for the expansion of social 

entitlement programs. However, the KMT still put a legal cap on the central 

government’s borrowing power. Under the Public Debt Law, the central gov-

ernment’s new borrowing each year was kept to no more than 15 percent 

of the annual budget and was specifi cally earmarked for fi xed capital invest-

ment (rather than current consumption). 2  Also the total outstanding public 

debt is not allowed to exceed 40 percent of the current GDP. Thus, on the 

eve of the fi rst power handover of 2000, the central government’s total out-

standing debt was still less than 24 percent of the GDP and well below the 

legal limit. In addition, the KMT handed the DPP a fi scal reserve of about 

NTD$280 billion, the equivalent of 2.7 percent of the GDP in 2000, a reserve 

accumulated over the previous decade (Chen 2007). 

 The deregulation of the fi nancial sector of the late 1980s and early 1990s 

was prompted by economic exigency. A series of ominous economic signs, 

the mushrooming of underground fi nancial institutions, a bubble in the real 

estate and stock market, and a rapid deterioration of private sector invest-

ment, compelled the government to take decisive measures to overhaul the 

anachronous fi nancial sector. Since 1989, the government has introduced a 

series of measure to deregulate the banking sector. The fi xed interest rate 

scheme was abolished. New licenses for commercial banks were issued to 

qualifi ed private investors. Regional savings and loans were upgraded to me-

dium business banks. Restrictions on the operation of foreign banks were re-

laxed. However, the privatization plan for state-owned commercial banks, the 

centerpiece of the banking reform, was held off  until mid-1998. By the time 

the KMT handed over power to the DPP in 2000, the government still ef-

fectively controlled eight of the top ten commercial banks, which accounted 

for more than 60 percent of the total net worth of the entire banking sector. 

 Another long-standing policy objective adamantly pursued by the CBC 

was minimizing the island’s vulnerability to external shocks. The CBC con-

sciously built up Taiwan’s shock-absorbing capacity to withstand diplomatic 

shocks, escalation of military tension in the Taiwan Strait, or any conceivable 

economic exigency. During the 1980s and 1990s, the government had built 

up not only a huge foreign reserve but also an exceptionally large oil and 

food reserve. A big cushion was justifi ed as Taiwan would have to survive on 

the basis of self-help. Since 1978, Taiwan was no longer a member of IMF and 

  2.  However, under extraordinary circumstances, such as wars, major natural disasters, and 
epidemics, the government is allowed to introduce special budget bills that are exempted 
from this provision. py
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World Bank. It could not count on an international rescue package in a time 

of currency crisis, nor bilateral emergency loans from its security partners. 

With dwindling diplomatic recognition, offi  cial foreign reserves have almost 

become a benchmark measure of Taiwan’s self-confi dence. 

 This mentality explained why the CBC was very hesitant to remove foreign 

exchange controls despite a soaring trade surplus since the early 1980s. It 

put off  foreign currency deregulation until mid-1987, when the US trade rep-

resentative started putting the undervalued NTD in the political spotlight, 

when the current account surplus reached a staggering 19 percent of GNP, 

and when the accumulation of the trade surplus and domestic savings started 

to wreck havoc on the real estate and stock markets. In July 1987, the CBC 

fi nally decided to remove most restrictions on private holdings of foreign 

exchange and to nurture the growth of a foreign exchange spot market and 

later futures market. However, the CBC still applied a panoply of monitoring 

schemes and continued to intervene heavily to prevent excessive short-term 

fl uctuation. The restrictions on the futures market were lessened only gradu-

ally. The foreign exchange derivative positions of all domestic banks were still 

under strict supervision by the CBC. More important, the CBC resolved to 

prevent an internationalization of the local currency. The Central Bank con-

tinued to prohibit domestic banks from off ering local currency accounts for 

their customers abroad and restricted the outbound movement of the NTD. 

In essence, the CBC was keen in curbing the growth of an off shore foreign 

exchange market of the NTD. In so doing, the CBC was able to retain its posi-

tion as the sole market maker of NTD. Furthermore, the foreign borrowings 

for Taiwan’s banks were traditionally low, because the CBC restricted banks’ 

holding/owing foreign assets/liabilities. Despite the fl ooding of cheap yen 

into the international money market during much of the 1990s, Taiwan’s do-

mestic banks did not engage in heavy short-term foreign borrowing, or the 

so-called “carry trade,” nor did they participate actively in the global fi nancial 

markets. 

 Bowing to U.S. pressure, Taiwan’s stock market was opened to foreign 

institutional investors around early 1991. Under the infl uence of the CBC, 

the Finance Ministry imposed strict investment caps on foreign investors. Ini-

tially, each foreign institutional investor could invest up to US$50 million and 

the total quota was set at US$2.5 billion, which represented only about 2 per-

cent of total market capitalization. Each institution was allowed to buy up to 

5 percent of a single company and total foreign ownership of a company was 

limited to 10 percent. Also to prevent rapid capital infl ows and block off  the 

entrance of hedge funds, the qualifi ed foreign institutional investor (QFII) 

system was established in 1992. Only reputable and well-established foreign 

banks, insurance companies, and funds management companies could apply 

to be QFIIs. Further the Central Bank introduced reporting procedures re-

garding foreign portfolio investment to track the activities of QFIIs. As part 

of the down payment during the WTO negotiation with the United States, py
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the Finance Ministry was compelled to raise the investment cap step by step. 

On the eve of 2007–8 fi nancial crisis, the capital ceiling for individual foreign 

institutional investors was raised to US$600 million. The cap on ownership 

of individual foreign institutional investors in any listed company was set at 

15 percent and no more than 30 percent for all foreign investors. 

 The island’s economic resilience was put to a rigorous test when the PRC 

employed a saber-rattling strategy in the summer of 1995 and March 1996. 

During the fi rst missile crisis, the stock market lost about a third of its total 

value. And the local currency dived by 9 percent. The CBC intervened heav-

ily to support the NTD. The Finance Ministry was instructed to set up a stock 

market stabilization fund. All government-run investment funds and retire-

ment funds were required to buy in. Managing the missile crisis, as it turned 

out, functioned as an unintended rehearsal for the East Asian fi nancial shock 

a year later. 

 At the zenith of the one-party authoritarian rule, the KMT relied on a 

proven formula for maintaining the entrenched political dominance of the 

mainlander elite, the émigré group that fl ed to the island after it was de-

feated by the Chinese communists on the mainland in 1949, at the national 

level and for controlling a limited popular electoral process implemented at

local level. The development of Korean-styled conglomerates had not been 

possible for the fi rst three decades of the postwar era. The mainlander elite 

discouraged concentration of wealth for both political and ideological rea-

sons. The myriad of SMEs that fl ourished around the state-sponsored export-

oriented industrialization strategy enabled the KMT to broaden its social 

base since the emerging industrial structure addressed both the growth and 

equity issues with a high degree of eff ectiveness. More important, the monop-

oly or near-monopoly of the state-owned enterprises (SOEs) had preempted 

private participation in the fi nancial sector, public utility sector, and most of 

the capital-intensive industries from the very beginning. 

 For the fi rst four decades of the postwar era, business was politically weak, 

because big businesses had depended on the state for essential economic re-

sources. The private sector lacked the organizational and ideological endow-

ments for autonomous collective actions. More important, the state had been 

relatively strong vis-à-vis private business, because the state was endowed with 

a centralized political authority, an oversized military and administrative ap-

paratus, and a huge array of SOEs. The political ascent of the business elite 

was not fully actualized until the end of the 1980s. With the death of the last 

strong man, Chiang Ching-kuo, in 1988, the cohesion of the party’s central 

leadership deteriorated and the pace of democratization increased. The per-

sonnel turnovers, the split within the party leadership, and the new demo-

cratic institutions provided the business community with a strategic opening 

for gaining more recognition in the party power structure. 

 The emerging political clout of the business elite weakened the autonomy 

of the state economic bureaucracy, and economic offi  cials were compelled to 

embrace a probusiness outlook. During Lee Teng-hui’s tenure, some private 
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capitalists, in particular, the chairmen of the three largest business organiza-

tions, were recruited to serve on the KMT’s Central Standing Committee, 

the formal decision-making organ of the party. Furthermore, the trend of 

liberalization and privatization in the 1990s created a raft of rent-seeking op-

portunities for big business groups to seize the economic resources that were 

carved out of state-dominated sectors. Financial service liberalization, tele-

communication deregulation, and state-enterprise privatization were among 

the most profi table areas. In other words, the KMT government in the 1990s 

had to keep a precarious balance between taking into account distributional 

considerations and committing to developmental goals. 

 Nevertheless, during the tenure of Lee Teng-hui, the infl uence of spe-

cial business interests over the economic policymaking still had its clear lim-

its. The KMT central leadership still maintained the commanding heights 

on economic decision making while entrusting technocrats with suffi  cient 

policy autonomy. The KMT, being an oversized, richly endowed, and auto-

cratically governed political machine, still provided the institutional founda-

tion for the undisrupted political dominance of its national leadership over 

both local factions and big business. While catering to the demands of dis-

tributional coalitions, the KMT managed to insulate a development-oriented 

policy network from power peddling. 

 The economic planning technocrats were encouraged by the overall suc-

cess of the past development strategy, which relied more on SMEs than big 

business as agents of industrial upgrading and technological innovation. The 

industrial upgrading strategy of the 1980s and 1990s did not discriminate 

against SMEs. On the contrary, the state economic bureaucracy was keen 

to address the defi ciencies of SMEs: through public-funded R&D support 

and technological transfer, the provision of venture capital, and a lending 

guideline that stipulates that all medium business banks must extend at least 

60  percent of their outstanding loans to SMEs. The planning technocrats 

were still able to channel resources into targeted sectors and incubated high-

tech start-ups. The CBC and Finance Ministry economic technocrats still had 

a decisive say in devising the priority and timetable of deregulation and liber-

alization as well as the design of the new regulatory schemes and mechanisms 

(Chu 2007a). 

 In a nutshell, as long was there was no alternative power pact in sight, 

the KMT elite could eff ectively use its unabated staying power and incontest-

able ability to make long-term policy commitments and construct an unequal 

partnership with the business elite, under which the party-state elite set the 

limits on infl uence-buying and policy contestation.  

  Domestic Transformation during the DPP Era 

 Most of the adjustments in development strategies, policy priorities, and in-

stitutional arrangement that took place during the ten-year interval between 
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the two crises were propelled less by the lessons learned from the 1997–98 

regional fi nancial crisis than by the political earthquake brought about by 

the historical power rotation after the 2000 presidential race. 

 Since Taiwan emerged from the 1997–98 regional fi nancial crisis largely 

unscathed, there was no compelling reason or the political urge to change 

course. On the contrary, the credibility of some long-standing policy objec-

tives and institutional arrangements, in particular the independence of the 

Central Bank and its core mission of preserving the country’s monetary and 

fi nancial stability, as well as the due diligence of the regulatory agencies su-

pervising the banking and insurance sector, had been reinforced by their 

proven track record. 

 However, the terms of the public discourse in Taiwan were nevertheless 

dominated by those favoring the neoliberal policy prescriptions being vigor-

ously promoted by the IMF and the United States and being followed by 

many East Asian governments in the aftermath of the fi nancial crisis. On 

Taiwan, many foreign fi nancial institutions, business leaders, and neoliberal 

economists criticized the technocrats’ complacency and urged the govern-

ment to introduce sweeping liberalization and deregulation measures. They 

warned that Taiwan could miss the boat as other East Asian tigers turned the 

crisis into an opportunity for wide-ranging reform. 

 Some of the neoliberal agenda was adopted by the incoming DPP elite, 

which had long ridiculed the KMT’s past practice as party-state capitalism. 

However, the Chen Shui-bian administration selectively adopted some of 

these prescriptions less because of its intellectual rationale, and more be-

cause they fi t his political strategy to dismantle the institutionalized ties be-

tween the KMT and the business community. In some cases, reform measures 

were adopted also because they provided Chen’s family and closest allies with 

new opportunities for collecting political rents. 

 The DPP had been highly critical of the KMT’s impregnable control of 

state corporatist arrangements and condemned the collusive relations be-

tween state and the business elite. The DPP as a long-time opposition party 

did not have any preexisting institutionalized channels of interaction with 

business interests. Nevertheless, as their political standing steadily rose, 

prominent individual DPP politicians cultivated their personal ties with busi-

ness donors, and increasingly with like-minded business tycoons. 

 Under Lee Teng-hui’s leadership, KMT-owned enterprises were trans-

formed into holding investment companies, which were heavily involved in 

joint ventures with domestic business groups having large-scale investments 

in land speculation, public construction, mass transportation, banking, and 

insurance. Once Chen Shui-bian took over the presidency, his administration 

was determined to tear apart this interlocking network and replace KMT-

centered institutionalized collusion with a president-centered spoils system. 

 Elected as a minority president, Chen had a deep sense of political in-

security and a survival instinct that led him to grab as many resources as py
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possible to consolidate his rule. 3  The personnel reshuffl  e of the top positions 

in the partially privatized state enterprises and state-controlled banking and 

fi nancial institutions became an important route for the DPP government 

to break up KMT infl uence and extract political rents (Chu 2005). Chen 

handpicked pro-DPP fi gures to replace senior technocrats in almost every 

state-controlled enterprise, including steel, electricity, public utilities, mass 

media, petroleum, airlines, sugar and salt refi ning, as well as telecommunica-

tions. The privatization of SOEs and banks provided another conduit for the 

DPP government to cajole private capitalists into the new alliance based on 

an exchange of favors. 

 In the name of consolidating Taiwan’s banking sector, which had been 

deemed too saturated with small players and lacking the necessary scale and 

know-how to compete internationally, the Financial Holding Company Law 

was enacted in 2001. This opened the door for cross-market business and 

spawned a series of planned mergers and acquisitions. For eff ective supervi-

sion over the new fi nancial holding companies, a new cabinet-level indepen-

dent supervisory agency, the Financial Supervisory Commission, was created 

in 2004 to unify several previously separate regulatory authorities with re-

spective responsibility over securities markets, banking, and insurance. 

 In theory, the chairman of the new commission is protected with a fi xed 

term and should be free of political infl uence. But in practice Chen ap-

pointed his political protégé to head this new supervisory body. Later on, 

it turned out that Chen and his wife were deeply enmeshed in the deals of 

fi nancial consolidation. Most of the emerging private fi nancial groups were 

the natural allies of the DPP, as they had been overshadowed by the state-

owned banks under the KMT tenure for too long. Unfortunately, Chen was 

more interested in soliciting wealth for his personal coff er than cultivating 

new business allies for the DPP. As a later judicial investigation revealed, in 

exchange for huge kickbacks, the fi rst lady was involved in virtually every 

dubious merger and acquisition deal that involved the shares of state-owned 

banks or enterprises being transferred to a handful of business tycoons who 

had thronged into the president’s residence for private audiences with her. . 

 What Chen Shui-bian’s wife could deliver was pressure on the minister of 

fi nance to off er her favorite business donors the controlling shares of state-

own banks at below-market price and instructions to the chairman of the Fi-

nancial Supervisory Commission to expedite the review and approval process 

over these merger and acquisition deals. These dubious deals enriched a few 

of the island’s wealthiest families and enabled them to build up their fi nan-

cial conglomerates at a faster speed. However, the overall health of Taiwan’s 

  3.  Chen Shui-bian was elected in March 2000 with only 39 percent of the popular vote. The 
KMT did not lose power as the consequence of its record of economic management or its 
developmentalist philosophy. The KMT lost its grip on power primarily because the KMT was 
split into two camps, and the 2000 president election became a three-way race. py
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fi nancial sector remained largely intact because these privately owned fi nan-

cial holding companies were still under the vigilant daily supervision of the 

various bureaucratic arms of the Financial Supervisory Commission, includ-

ing the Bureau of Monetary Aff airs, the Bureau of Securities and Futures, the 

Bureau of Insurance, and the Bureau of Examination, all of them staff ed by 

senior career civil servants and beyond the immediate reach of the president 

and his wife. 

 The scandal of bribe taking broke out in the early part of Chen’s sec-

ond term and ignited a devastating political storm. Chen Shui-bian’s political 

credibility never recovered. The KMT-controlled parliament put many of the 

planned auctions of the shares of the state-owned banks on hold. The chair-

man of the Financial Holding Company was removed from offi  ce over cor-

ruption charges. The DPP-initiated fi nancial reform was abruptly truncated. 

So when the KMT returned to power in 2008, the government still owned 

three of the top ten commercial banks and maintained eff ective control over 

another four. The combined net worth of these seven state-owned or state-

controlled big banks still accounted for more than 43 percent of the total 

network of the entire commercial bank sector (see  table 3.1 ). 

 After the 2000 regime turnover, the institutional foundations of the devel-

opmental state were signifi cantly damaged and the underlying logic of eco-

nomic decision making was overturned. First of all, the tradition of a strong 

state ended, as Chen Shui-bian won the 2000 presidential election with only 

39.3 percent of the popular vote, followed by James Soong’s 36.8 percent, 

and the KMT’s Lien Chan’s 23.1 percent. In addition, because Chen faced 

a KMT-dominated parliament, the syndrome of “divided government” not 

only crippled the DPP government throughout its eight-year reign but also 

undermined the coherence of the state-centered economic policy network 

(Wu 2007). 

 First, institutionalized channels of interest intermediation no long func-

tioned as they had. The KMT-sanctioned elite business groups were no longer 

recognized as the privileged spokesmen of the business community as new pro-

DPP organizations were promoted by the Chen administration. Encompass-

ing corporatist organizations became fragmented and the  state-sanctioned 

policy consultation mechanisms frayed across the board (Lee and Chu 2008). 

Established institutional arrangements for industrial planning and their de-

velopmentalist orientation were gradually eroded by the political confusion 

and uncertainty of severe and protracted political gridlock and partisan 

bickering. 

 Second, the morale of the economic bureaucracy was severely damaged. 

The Chen Shui-bian administration had an innate distrust toward the estab-

lished bureaucracy, which they believed had long been the KMT’s strong-

hold. President Chen and his premier openly criticized the “old bureaucrats” 

for being numb, arrogant buck passers. Many senior technocrats opted for 

early retirement due to their disagreements with DPP political appointees py
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 TABLE 3.1 
 Taiwan’s top fi fteen banks by net worth (as of June 2010) 

 Ranking  Ownership 
 Net worth 

 (million of NTD)  Share of total 

  1  Bank Of Taiwan  State-owned  231,753  11.7% 

  2  Mega International 
Commercial Bank 

 State-controlled  151,199  7.6% 

  3  China Development 
Industrial Bank 

 State-controlled  129,200  6.5% 

  4  Chinatrust Commercial 
Bank 

 Private  120,956  6.1% 

  5  Taiwan Cooperative Bank  State-owned  112,612  5.7% 

  6  Land Bank Of Taiwan  State-owned  101,898  5.1% 

  7  Cathay United Bank  Private  90,993  4.6% 

  8  First Commercial Bank  State-controlled  90,192  4.5% 

  9  Hua Nan Commercial, Ltd.  State-controlled  84,158  4.2% 

 10  Chang Hwa Commercial 
Bank 

 State-controlled  83,675  4.2% 

 11  Taipei Fubon Commercial 
Bank Co., Ltd. 

 Private  82,640  4.2% 

 12  Citibank Taiwan Limited  Private  78,129  3.9% 

 13  The Shanghai Commercial 
Savings Bank, Ltd. 

 Private  72,452  3.6% 

 14  Bank Sinopac Company 
Limited 

 Private  63,355  3.2% 

 15  Taishin International Bank  Private  56,535  2.8% 

 Total of top 15 banks  1,549,747  78.0% 

 Total of state-owned and state-controlled banks  855,487  43.1% 

 Total of all 23 banks  1,986,849 

   Source : Financial Supervisory Commission 2011.   

over controversial policies. Politically motivated appointees took over strate-

gic positions that were supposed to be reserved for nonpartisan technocrats 

in the developmental state apparatus. This only suppressed the morale of 

the economic bureaucracy even more. The rupture between the new regime 

and the established bureaucracy triggered the inevitable demise of the devel-

opmental state apparatus, which became increasingly unable to map out a 

comprehensive development strategy and implement it consistently and with 

longer-term vision. 

 Furthermore, the antagonism between the DPP government and the busi-

ness community, especially the high-tech industry (the backbone of Taiwan’s 

competitiveness), grew considerably as the latter’s pleas for normalizing py
g

 
 

 
 

y 
 

 
g

 



80  Yun-han Chu

trade relations with Beijing, lifting bans on direct transportation, relaxing 

rigid entry controls for mainland Chinese visitors, and abolishing the 40 per-

cent cap on Taiwanese investments in China fell on the deaf ears of the DPP 

government. In the end, the DPP government’s ideological bias against

closer economic ties with mainland China accelerated capital fl ight and an 

exodus of high-tech fi rms and talented professionals. The Taiwan stock mar-

ket was hit by waves of strategic decapitalization as more and more listed 

companies chose to scale down their registered capital. Foreign multination-

als also opted out and scaled down their operations. Most alarming was that 

Taiwan was becoming increasingly marginalized in the region. Just as China 

emerged as the principal architect of the region’s multilateral institutions 

with the launch of the AEASN-China Free Trade Agreement and the inaugu-

ration of the East Asia Summit, Taiwan became the only economy in the re-

gion without a normal economic relationship with the mainland (Chu 2007b). 

 Between 2000 and 2008, Taiwan’s economy registered many disappoint-

ing years with sluggish growth and a slew of poor statistics. Among the East 

Asian tigers, Taiwan trailed Singapore, Hong Kong, and South Korea on all 

essential economic indicators. Taiwan’s Stock Exchange fell off  the world’s 

“top fi fteen” list in terms of size of market capitalization and off  the world’s 

“top ten” list in terms of trading volume. By the end of 2005, the dollar- 

denominated per capita income of South Korea for the fi rst time overtook 

that of Taiwan. 

 The independence of the Central Bank became the only institutional 

pillar supporting Taiwan’s economic resiliency that remained largely intact 

during the DPP era. Perng Fai-nan was appointed by Lee Teng-hui to head 

the Central Bank in 1998, and Perng became the only KMT-affi  liated senior 

economic offi  cial that was retained by Chen Shui-bian for the entire eight-

year DPP reign. Lee Teng-hui, who still exerted considerable infl uence be-

hind the scenes during Chen Shui-bian’s fi rst term, was a strong advocate for 

retaining Perng. 4  Lee convinced Chen that the reputation of Governor Perng 

and his elite staff  had become the embodiment of Taiwan’s monetary and 

fi nancial stability, and it was simply too risky for the DPP government to re-

place him. 5  Furthermore, Chen Shui-bian’s agenda of Taiwan independence 

and the ensuing escalation of political tension in the Taiwan Strait made 

the Central Bank’s role as the guardian of Taiwan’s shock-absorbing capacity 

even more compelling. 

  4.  For some insider analyses of Lee Teng-hui’s infl uence over cabinet reshuffl  ing during 
Chen’s fi rst term, see a special report published in  China Times , available at  http://forums.
chinatimes.com/report/abian2000/personel/89040204.htm,  and a report published by a 
pro-DPP online news media, available at  http://big5.southcn.com/gate/big5/www.southcn.
com/news/hktwma/shizheng/200201230503.htm . 

  5.   Global Finance  magazine rated Perng Fai-nan as the world’s best central banker in 2005. 
In 2009, he became the world’s only central banker winning the “A” rating for fi ve consecu-
tive years. py
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 Nevertheless, the Central Bank was pressured to soften its opposition to 

opening up Taiwan’s capital market even wider for foreign investors. The 

DPP government was keen to attract foreign institutional investors to fi ll the 

void created by the exodus of domestic investors who precipitated a torren-

tial capital fl ight from Taiwan to mainland China and overseas tax havens 

after the DPP took offi  ce. Following the removal of the investment cap and 

the lifting of most restrictions on foreign ownership of listed stocks between 

2000 and 2001, the QFII system was fi nally abolished in October 2003. For-

eign institutional investors are exempted from investment caps and faced no 

quota restrictions. 

 However policymakers at the Central Bank were fully aware of the fact 

that unfettered fi nancial liberalization and unbridled international capital 

fl ows could have put Taiwan’s fi nancial stability at risk. To deal with the poten-

tial hazard, the Central Bank applied a full array of monitoring mechanisms 

tracking the activities of foreign investors and it did not hesitate to introduce 

temporary capital controls whenever the situation required. It also continued 

to use all possible measures to tame the volatility in the currency market and 

steadily built up Taiwan’s foreign reserve to hedge against the sudden exodus 

of speculative capital and other conceivable economic exigencies. To alert 

the political leaders and mass media about the risk of fi nancial instability, in 

2006 the Central Bank introduced an early warning system. It issued Finan-

cial Stability Indicators every six months, and starting in June 2008 the system 

was upgraded to a fully fl edged, semiannual Financial Stability Report. 

 In summary, most of the postcrisis institutional adjustment and policy 

changes taking place in Taiwan did not bode well for the island’s economic 

future. The island’s economic competitiveness as well as its growth mo-

mentum was signifi cantly undermined by the political shock and ensuing 

political turmoil brought about by the 2000 power rotation. The resultant 

realignment of government-business relations also substantially hampered 

the autonomy of the state economic bureaucracy and diminished its devel-

opmentalist orientation as well as its capability. Nevertheless, the legacy of 

an independent, resourceful, and proactive central bank, whose reputation 

and credibility had been strengthened by its record of steering the island 

safely through the regional fi nancial crisis as well as cross-strait crises, was 

preserved. The legacy of prudential fi nancial regulation was also largely kept 

intact with the concentration of regulatory authority in a new cabinet-level 

supervisory commission, despite the meddling of Chen Shui-bian and his 

family during the privatization of state-owned banks.  

  Coping with the 2008–9 Global Financial Crisis 

 In many ways, Taiwan was more vulnerable to external economic shock in 

2008 than during the previous fi nancial crisis. First of all, the state has lost py
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much its steering capability and its coherent ideological orientation. Over 

the previous decade, the government has failed to foster the growth of new 

export sectors. This made the island’s exports excessively concentrated in 

electronics and information technology products. Also the government has 

not incubated Taiwan’s IT producers into world-class brand-name compa-

nies. The lion’s share of these exports suff ered from commoditization pres-

sures with their profi t margin shrinking over time. Second, after years of 

sluggish economic growth and a series of sweeping tax cuts under the DPP 

rule, the government’s fi scal health steadily deteriorated. By the end of 2008, 

the central government’s tax revenue constituted less than 14 percent of the 

GDP, and the Finance Ministry had to raise additional income equivalent to 

9 percent of the GDP through borrowing, collecting fees and fi nes, and sell-

ing off  state-owned assets in order to balance the books. Third, the SOEs that 

had been an important policy instrument for industrial upgrading during 

the 1980s no longer played a signifi cant economic role. Under the prevailing 

ethos of neoliberal reform of the 1990s, the bulk of SOEs in the manufactur-

ing sector were privatized. The share of SOEs to the gross fi xed capital forma-

tion has declined from more than 30 percent around early 1980s to less then 

10 percent since 1999. Last, Taiwan’s capital market was on longer insulated 

from external fi nancial shock. The foreign institutional investors accounted 

for almost a quarter of the total market capitalization. 

 However, comparatively speaking there were still enough cushions in 

place. Taiwan’s Central Bank still held enough reserve capacity to cope with 

economic turbulence. The ratio of nonperforming loans of the entire bank-

ing sector was kept below 1 percent of the total outstanding loans. Taiwan’s 

banking sector was also largely free of shadow banking activities featuring 

fi nancial engineering, leveraged trading in derivatives, and off -balance-sheet 

transactions. The overall foreign exposure of Taiwan’s fi nancial sector in 

terms of its asset and liability position was still quite low. On the eve of the 

Lehman Brothers collapse, Global Insight in its authoritative Banking Risk 

Rating Service ranked Taiwan as one of the emerging economies with the 

lowest risk, second only to Saudi Arabia, in terms of capital/asset ratio, li-

quidity, and risk/liability management ( Taipei Commercial Times  2008). In a 

way, the backwardness of Taiwan’s banking sector turned out to be its source 

of resiliency during the global fi nancial meltdown. 

 Third, with the return of the KMT and its statist mentality, Ma Ying-

jeou and his economic team were not hesitant in applying a strong dose 

of extraordinary measures. The Central Bank slashed the discount rate by 

2.375 percentage points in seven cuts from September 2008 to March 2009 

and extensively expanded the scope of its repo facility operations to provide 

fi nancial institutions with enough liquidity. Most noticeably, the government 

off ered a blanket guarantee for all deposits in insured fi nancial institutions by 

their full amount until the end of 2009. This extraordinary measure not only 

eff ectively stabilized the market and restored the confi dence of depositors py
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but also attracted a lot of capital infl ow as wealthy Taiwanese were anxious 

to extricate their savings from foreign stock markets, overseas asset manage-

ment accounts, and troubled American banks. 

 The government also set up a Special Task Force on Facilitating Enter-

prises to Obtain Operational Funds to help small and medium enterprises 

(SMEs) to weather the economic storm. In particular, the government ca-

joled the banks to undertake extraordinary leniency, such as adjusting the 

rate of mortgage loans and corporate loans monthly instead of quarterly or 

semiannually without additional renewal fees, automatically extending com-

mercial loans by six months for corporations that faced fi nancial diffi  culties 

but still operated normally and paid loan interest as scheduled, and tempo-

rarily loosening collateral requirements on margin loans to ease selling pres-

sure from margin calls. 

 At the height of the global fi nancial meltdown the government issued 

a temporary ban on short-selling of one hundred fi fty listed shares below 

the previous day’s closing price, suspended borrowed and margin stocks 

from short-selling, and narrowed the percentage fall limits of share prices 

and instructed state-owned fi nancial institutions and the four government-

managed funds to purchase blue-ribbon stocks to stabilize the stock market. 

 The KMT government also expedited the passage of a special budget 

through the KMT-controlled parliament to inject NTD$500 billion into the 

economy through expanding investment in public works, off ering every citi-

zen a consumption voucher valued at NTD$3,600, and launching short-term 

employment programs. The KMT government also introduced a controver-

sial tax cut by dramatically lowering the ceiling of the estate and gift tax rates 

from 50 percent to 10 percent in order to attract capital remitted abroad. 

 Most signifi cantly, the KMT government restored business confi dence 

with its conciliatory approach to cross-strait relations. With a clearly-defi ned 

objective of seeking closer economic ties and greater political mutual trust 

across the strait, the new approach consists of fi ve components. First, the 

Taiwan government proceeded with a series of high-level dialogues with the 

mainland Chinese government. Second, it engaged in a rapid movement to-

ward normalization of trade and investment relationship. Third, it proposed 

the acceleration as well as the deepening of economic integration and coop-

eration. Fourth, it searched for a modus vivendi aimed at avoiding zero-sum 

competition and head-on collision in the international arena. Finally, it pro-

posed intensifi cation of bilateral social contacts and cultural exchanges. The 

momentum of cross-strait rapprochement culminated in the signing a cross-

strait Economic Cooperation Framework Agreement (ECFA) in June 2010. 

 It was politically safe for the KMT to reverse the DPP’s confrontational 

approach, because the end of Chen Shui-bian’s political tenure saw a marked 

shift in public opinion in favor of a normalized economic relationship with 

mainland China. The majority of Taiwanese citizens have come to recog-

nize and accept the new reality: China has emerged as the second largest py
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consumer market in the world, the largest source of tourist spending in the 

region (surpassing Japan), and an increasingly important source of foreign 

direct investment. It was no longer only business owners of export-oriented 

sectors or people with transportable skills and investment capital who fa-

vored closer economic ties with the Chinese mainland leaving most people 

working in inward-looking sectors on the island to suff er from outbound 

capital fl ow, brain drain, and industrial hollowing out. Increasingly, in the 

eyes of Taiwan’s general public, mainland China was no longer just a manu-

facturing platform or the most popular destination for Taiwan’s outbound 

investment but potentially an important source of tourist spending, invest-

ment capital, and consumer demand. The list of potential benefi ciaries has 

grown signifi cantly to include sectors such as real estate, medical services, fi -

nance, hotel and catering, fi shery and farming, mass media, entertainment, 

and culture. This amounts to a large-scale realignment of Taiwan’s social 

forces around the issue of cross-strait economic integration, with the KMT 

fi rmly occupying the centralist ground. Thus Ma Ying-jeou’s electoral vic-

tory was an expression of a broad-based social coalition that includes many 

potential benefi ciaries who look forward to a political rapprochement across 

the Taiwan Strait. 

 A massive amount of private investment capital started fl owing back to 

Taiwan beginning with the second half of 2008, giving the local stock market 

and property market a strong and timely lift. Taiwan popped up again on the 

radar screen of foreign multinational fi rms that suddenly found new pos-

sibilities for incorporating the island into their Greater China strategy. The 

island’s service industry benefi ted signifi cantly with the arrival of mainland 

Chinese tourists, whose numbers started out with 0.62 million in 2009 and 

jumped to 1.68 million in 2010. The intensifi ed economic ties also enhanced 

the spillover eff ect of China’s RMB4 trillion economic stimulus, which gen-

erated some timely buying which helped to save Taiwan’s LCD monitor and 

major appliances producers which had been on the brink of bankruptcy. 

The signing of the ECFA enabled the island to unleash its full potential in ex-

ploiting the expanding business opportunity in mainland China, which has 

been emerging as the new buyer of last resort. The signing of the ECFA is 

also expected to remove the major political obstacle preventing Taiwan from 

negotiating free trade agreements with ASEAN countries and other trading 

partners. In a nutshell, the rapprochement in cross-strait relation has brought 

Taiwan considerable “peace dividends” just as the island was battered by the 

worst economic contraction in its history as a result of the slackening global 

demand for its high-tech exports. 

 To sustain the island’s growth momentum over the long run, the gov-

ernment is taking a two-prong strategy—to promote emerging industries to 

address the twin challenges of overconcentration (in semiconductors, note-

book computers, LCD monitors, and handsets) and the diminishing profi t 

margin that Taiwan’s IT industry is facing and to channel investment capital py
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and human resources into some key rising industries to diversify the island’s 

overall structure of export. For the former, the government identifi ed three 

forward-looking IT-related industries—cloud computing, smart electric ve-

hicles, and green buildings—in all of which Taiwan is poised to become a 

signifi cant global player. For the later the government is placing its best hope 

on six rising industries—high-end agriculture, biotechnology, green energy, 

travel and tourism, medical care, and cultural and creative enterprises. 6  

Among the six, the last three (which are all service-related) industries have 

the greater potential for generating employment opportunities. The gov-

ernment has implemented the Taiwan’s Service Industry Development Plan 

since 2009 to help the local service industries to upgrade their international 

competitiveness and their share in the global services trade. The success of 

the plan requires not just directing more R&D investment toward the service 

sector and a timely adjustment in the structure of Taiwan’s higher education 

but also a stable and cooperative relationship with mainland China, whose 

urban consumers constitute the most promising overseas market for Taiwan’s 

services trade.  

  The Transformation of the Region 

 An important reason for Taiwan’s ability to cope with the 2008–9 GFC was a 

more enabling regional environment. The ideological milieu and the coop-

erative institutional arrangements in East Asia changed markedly between 

the two crises. 

 In the aftermath of the 1997–98 regional fi nancial crisis, East Asian coun-

tries were motivated to seek mutual assistance through bilateral or regional 

arrangements. As a result, major East Asian economies have expanded their 

bilateral currency swap mechanisms and increased the share of their bilat-

eral trade that is settled in local currencies rather than U.S. dollars. Also, 

under the auspices of ASEAN Plus Three (APT), two regional fi nancial coop-

eration initiatives, the Chiang Mai Initiative Multilateralization (CMIM) and 

the Asian Bond Markets Initiative (ABMI), are well underway. The CMIM 

established a framework of mutual assistance among APT countries to ad-

dress each others’ short-term liquidity diffi  culties. The ABMI initiative was 

designed to promote the local currency bond markets and enhance the recy-

cling of regional savings toward developing regional bond markets. 

 At a special meeting held in Phuket in February  2009, APT members 

agreed to increase the size of the CMIM by 50 percent from US$80 billion 

to US$120 billion, and to develop a more robust and eff ective surveillance 

  6.  These strategies are developed and implemented by the newly established Executive 
Yuan Invest in Taiwan Task Force headed by the deputy premier. Please refer to  http://invest
taiwan.nat.gov.tw/library/main_eng_general.jsp . py
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mechanism to support the operations of the CMIM. In their May 2009 meet-

ing in Bali the fi nance ministers of APT reached agreement on all the main 

components of the CMIM, including the individual country’s contribution, 

borrowing accessibility, and the surveillance mechanism, and decided to 

implement the scheme before the end of the year. At the Bali meeting, the 

fi nance ministers also reiterated their pledge for expanding the role and 

function of Asian Development Bank (ADB). A  planned capital enhance-

ment will augment ADB’s capital base to an appropriate level. A Credit Guar-

antee and Investment Mechanism (CGIM) will be established as a trust fund 

of the ADB to support the issuance of local currency-denominated corporate 

bond in our region (Chu 2009). 

 While there is not yet a formal mechanism for coordinating their ex-

change rate policy, Asian central bankers have strengthened the regional 

network for dialogues and consultation through such mechanisms as the 

Executives’ Meeting of East Asia-Pacifi c Central Banks and the annual meet-

ings of the South East Asian Central Banks (SEACEN) Board of Governors. 7  

With growing consensus over the need to harness the volatility of currency 

markets, an implicit regional monetary mechanism has gradually merged 

with renminbi and yen functioning as the twin anchorage for a synchronized 

and orderly currency adjustment. As a consequence, Asian economies have 

collectively created a more enabling environment that in turn strengthened 

their individual capability to cope with the GFC. 

 Also, regional economic integration has accelerated with the launch of 

ASEAN-China Free Trade Agreement in 1999 and the inauguration of East 

Asia Summit in 2005. Strong growth in China and India has provided ad-

ditional impetus for intraregional trade. Over the last decade, world trade 

has been growing approximately 10 percent annually while intra-Asian trade 

has been galloping at 20  percent. All East Asian economies have reorien-

tated their trade so that their dependence on the U.S. and European market 

was partially lessened and substituted by the growing consumption power of 

emerging economies. In particular, China’s formidable spare fi scal capacity 

for antirecession expansion and its insistence on a slow and orderly appre-

ciation of its currency has injected the region with an important stabilizing 

force during the Great Recession of 2008–9. 

 Last but not the least, the political backlash against IMF-imposed auster-

ity measures and its underlying ideological bias has precipitated a growing 

awakening among the East Asian policy thinkers (Crotty and Lee 2005). 

They have become more vocal about the fl aws and biases in the U.S.-domi-

nated multilateral institutions of global economic governance and the U.S. 

  7.  The Executives’ Meeting of East Asia-Pacifi c Central Banks is composed of central banks 
and monetary authorities of Australia, Mainland China, Hong Kong SAR, Indonesia, Japan, 
Korea, Malaysia, New Zealand, Philippines, Singapore, and Thailand. The SEACEN Board 
of Governors is composed of sixteen central banks and monetary authorities from East Asia. py
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policymakers’ complacency in prolonging the unsustainable global economic 

imbalance. Asian political leaders have come to question the policy credibility 

of the IMF, whose invasive policy prescriptions were blamed in the region for 

having exacerbated the 1997–98 meltdown. East Asia as a whole has become 

more confi dent of its own philosophy and policy preference in maintaining 

the balance between state and market, between economic openness and social 

protection, and between competition and equity. More and more Asian lead-

ers, perhaps with the exception of Japan, also began to question the legitimacy 

and eff ectiveness of the G8, the IMF, and the World Bank, since their rules 

of representation and decision-making no longer refl ected the weights and 

new responsibilities of emerging economic powers from East Asia and other 

regions. The proposal for the creation of a regional monetary fund and a 

vibrant regional bond market sent a strong signal to the world that the region 

was ready to walk out of the intellectual tutelage of the IMF and United States. 

 While most East Asian economies, with the exception of China, were 

pressured to lift restrictions on their capital accounts over the last decade, 

policymakers in the region also became more aware of what kind of haz-

ards that speculative capital fl ows might bring. East Asian policymakers have 

learned from each other, especially from countries that suff ered the most 

from the 1997–98 fi nancial crisis (such as Thailand and South Korea) and 

countries that had emerged from the previous fi nancial crisis relatively un-

scathed (such as China and Taiwan) (Singh 2000). Increasingly it has be-

come a shared understanding among East Asian policymakers that surging 

short-term capital infl ows can overheat an economy, speed up growth of bank 

credit and money supply, and create speculative bubbles in stock markets 

and the real estate sector. Once the bubbles burst, sudden fi nancial reversals 

result in a breakdown in the fi nancial system. 

 Over the last decade most developing countries in the region have in-

sured themselves through managing exchange rates and building huge cur-

rency reserves. In this way they hope they have protected themselves against 

the tempests of currency speculation and never again will need the emer-

gency lending windows of the IMF. More and more East Asian policymakers 

recognized the imperative to build up their risk management capability in 

an increasingly riskier environment brought about by U.S.-engineered fi nan-

cial globalization and U.S.-indulged global economic imbalance. Many of 

them have equipped themselves with monitoring mechanisms for tracking 

the cross-border movement of the speculative capital and scrutinizing the 

balance-sheet of their banking institutions and large corporations, in par-

ticular the foreign liquidity of large banks (McCauley and Zukunft 2008). 

All these policy measures and institutional capacity had saved Taiwan from a 

fi nancial crisis in 1997–98. 

 Although Taiwan is not a full member of this emerging East Asian com-

munity, it is fully embedded in this more enabling regional environment. 

So Taiwan has benefi ted indirectly but substantially from the region’s newly py
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installed stabilizing mechanisms. The fact that many other Asian monetary 

authorities had emulated Taiwan’s policy-induced risk-managing capacity 

after the 1997–98 crisis simply enhanced the credibility of the island’s cen-

tral bank and reinforced its prudential approach to regulating short-term 

capital fl ow and curbing the harmful volatility in the foreign exchange mar-

ket. During the GFC, because most of the neighboring economies were also 

fully armed and ready to rein in the predatory hedge funds and market 

speculators, the task of warding off  speculative attacks on New Taiwan dollars 

proved to be much easier. Taiwan’s monetary authority no longer feels the 

pressure to defend itself for applying vigilant capital controls, because this 

time around many other emerging economies were doing virtually the same 

in their eff orts to tame the capital and property markets (K. Singh 2010). 8  

 During much of the 1990s and early 2000s, policymakers at Taiwan’s Central 

Bank were the lonely advocates for prudential regulation over short-term 

capital fl ow and the foreign exchange market. They fought hard against the 

rising tide of fi nancial liberalization. They not only had to face political pres-

sures from abroad, especially from the United States and the IMF, but also 

the prevailing intellectual current that discredited all forms of government 

control over cross-border capital movement. Their philosophy and practices 

were repeatedly ridiculed by local neoliberal-minded economists and pro-

business mass media and commentators as being too conservative, parochial, 

and backward. 

 Then the GFC brought about a sea change in the ideological arena. Over-

night the mainstream economists became speechless as their intellectual 

enterprise crumbled like a house of cards (Krugman 2009). Overnight all 

Asian policymakers came to recognize the inherent vulnerabilities and sys-

temic risks in the existing international monetary system. They became con-

fi dent and bold enough to take issue with their counterparts in the United 

States and Europe. They rebuked the view that a savings glut from Asian 

surplus nations was the main culprit of the global crisis. Instead, they pointed 

out that central banks in the developed world were complacent about the 

gigantic risks that asset price bubbles posed to the real economy of jobs, pro-

duction, savings, and consumption and that the U.S. Fed’s repeated eff orts 

to contain the damage of the bursting bubble on the real economy through 

aggressive easing of interest rates merely delayed the necessary structural ad-

justment and market correction and produced bigger asset price bubbles 

and aggravated the problem of “moral hazard.” 

 Even the IMF is nowadays reversing its long-standing view (IMF 2010b). 9  

By the time of the 2008–9 Icelandic crisis, the IMF endorsed the use of capital 

  8.  Temporary capital controls are imposed by Indonesia, South Korea, Brazil, and Russia. 
  9.  A recent paper prepared by the Strategy, Policy, and Review Department of the IMF 

stated that “in certain cases countries may consider price-based capital controls and pruden-
tial measures to cope with capital infl ows.”  
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3. Unraveling the Enigma of East Asian Economic Resiliency  89

controls under exceptional circumstances. By February 2010 the IMF fully 

reversed its earlier position, saying that capital controls can be useful as a 

regular policy tool even when there is no crisis to react to, though it still cau-

tions against their overuse ( Financial Times,  June 10, 2010). Infl uential voices 

from the ADB and World Bank also joined the IMF in advising that there is a 

role for capital controls. 

 At long last the prudential approach that Taiwan’s central bankers have 

stubbornly and adamantly adhered to for the last three decades has been vin-

dicated for its intrinsic merit. Taiwan’s monetary authority fi nally has found 

a more hospitable soil at home for cultivating its philosophy and policy prac-

tices. No episode better illustrates the sea change in the market of ideas on 

the island than a weekly column by the editor of  Business Weekly , Taiwan’s top 

business magazine. In her column, the editor openly apologized to Governor 

Perng Fai-nan for ridiculing his decision to shut down the Non-Deliverable 

Forward market for NTD at the crest of the regional fi nancial crisis eleven 

years ago as “an inconceivable move to turn back the clock. . . . We were too 

naïve and too much indoctrinated by the surrogates of Wall Street then” 

(Kuo 2009).  

 
 

     

py
g

 
 

 
 

y 
 

 
g

 



   4 

 Reacting to Financial Crises 

 Institutional Path Dependence in Korea 
and Thailand 

  Yasunobu Okabe  

 After the 1997 Asian fi nancial crisis (AFC), South Korea (hereafter Korea) 

and Thailand, both of which had suff ered great losses, were able to restruc-

ture their fi nancial sectors. Following the internationally standardized menu 

of restructuring measures, the countries disposed of nonperforming loans 

(NPLs), increased their capital base, and realigned the banking sector. Their 

restructuring improved the health of the banking sectors and minimized the 

adverse eff ects of the global fi nancial crisis (GFC) of 2008 on their fi nancial 

markets. 

 Although the two countries adopted similar measures after the AFC, they 

displayed markedly diff erent vulnerabilities to the GFC. Korea, which had 

performed better than Thailand in the fi nancial restructuring and therefore 

expected to weather the GFC better, was more severely aff ected and driven 

to the brink of a second fi nancial crisis in 2008. This chapter will address the 

reasons for this contrast from the perspective of path dependence, focusing 

on diff erent paths of formation and restructuring of the fi nancial systems in 

the two countries. 

 Korea and Thailand diff ered greatly in the post-AFC restructuring and 

impacts of the GFC, but they share many common external conditions. First, 

the two countries fell into a similarly serious crisis in 1997–98 and were re-

quired to undergo liberal fi nancial reforms in exchange for the IMF rescue 

package. Second, although their export and GDP growth were adversely af-

fected by the economic downturn during the GFC, their exposure to toxic 

assets was low because local banks had not invested heavily in U.S. subprime 

loans. By comparing the Korean and Thai experiences, we will be able to 

clarify the importance of domestic factors, especially the diff erent institu-

tional confi gurations of their respective fi nancial systems. 
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4. Reacting to Financial Crises  91

 Although the progress of their fi nancial reforms and the impact of the 

Lehman shock drew broad scholarly attention, the diff erences between the 

two countries have been largely ignored. Hamilton-Hart surveys the post-

crisis fi nancial reforms and the subsequent trajectories of the banking sys-

tems in Indonesia, Korea, Malaysia, and Thailand (Hamilton-Hart 2008). 

However, the main focus of that research is on how much the banking sys-

tems had changed in all four in the decade after the AFC, and not on how 

such changes aff ected each country’s vulnerability to the GFC. Ghosh also 

only discusses the improvement of bank soundness and effi  ciency, and the 

general trend of fi nancial intermediation in East Asia after 1997 (Ghosh 

2006, 63–72). 

 While several economists did examine the impact of the Lehman shock 

with a focus on East Asian resilience, few paid due attention to the diff erent 

degrees of external vulnerability among the East Asian countries, and none 

have shed light on the diff erences between Korea and Thailand (Dowling 

and Rana 2010; Bhaskaran and Ghosh 2010; Saw and Wong 2010). 

 I rely on the path dependence approach to explain how the external vul-

nerability of the two countries was aff ected by the post-1997 fi nancial restruc-

turing. I also discuss how their ways of restructuring were shaped by their 

pre-1997 fi nancial systems. 

  Liberalization and the Onset of the 1997 Crisis 

  Institutional Persistence and Change 

 Prior to the fi nancial liberalization that occurred in the 1980s and 1990s, 

the fi nancial systems in Korea and Thailand stood in a sharp contrast to one 

another. Korea had formed a system that could be characterized as “rent-for-

enterprises,” while Thailand had a “rent-for-banks” system. 

 In Korea, the powerful state controlled the banking sector and intervened 

to mobilize both domestic and external fi nancial resources to promote man-

ufacturing industries. To this end, the state supplied fi nancial rent to  chaebol  
enterprises through various measures, including the maintenance of low real 

interest rates, the guarantee of debt, allocations of credit and externally bor-

rowed money, the subordination of the central bank to the proindustry gov-

ernment, and the adoption of moderately expansionary fi scal and monetary 

policies (Choi 1993; Woo 1991). 

 In Thailand, on the other hand, the state opted for less intervention into 

the powerful private banking sector. The government did protect the exist-

ing banks by restricting new entries, but beyond that avoided intervention-

ist policies in deference to private banks’ desires for fi scal balance, money 

supply control, and de facto central bank independence, all of which were 
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regarded as important to avoid infl ation and lower real interest rates (Doner 

and Unger 1993; Suehiro 2005). 

 Once fi rmly established, institutions have a strong tendency to persist 

(Krasner 1984; Pierson 2004). This institutional resilience is true even in 

cases where institutions disappear as formal organizations, as actors in an 

eff ort to secure previously benefi cial patterns in the face of uncertainty some-

times accept existing patterns as guidance for future behavior (Goldstein 

and Keohane 1993, 13–17). The characteristics of the current fi nancial sys-

tems in the two countries can therefore be understood as refl ections of the 

power and interests of stakeholders—namely the states, banks, and industrial 

enterprises—that have persisted since the formative period. 

 The path dependence tendency notwithstanding, institutions do change 

as the success or failure of existing institutions transform the interests and 

power of the concerned actors. First, under new domestic and external cir-

cumstances, the existing system may not be able to continuously function 

properly and satisfy everybody; disenchanted or dissatisfi ed actors will there-

fore demand transformation of the system. Second, changes in the balance 

of power among stakeholders may lead to actors’ eff orts to readjust the sys-

tem to the new balance of power, or to recover the former balance of power. 

Third, formerly absent players, including both domestic and external actors, 

may appear and make new demands for change. 

 In short, institutions create both continuing and transforming tenden-

cies. The balance between persistence and change is deeply aff ected by po-

litical processes developed among stakeholders.  

  The Korean Case 

 In Korea, a serious move toward systemic transformation began during the 

1980s in the form of liberalization of the domestic fi nancial market. Serious 

concern regarding infl ation and corporate debts spread among political and 

bureaucratic leaders. Technocrats in economic ministries especially feared 

that the accumulation of NPLs held by big corporations could cause a debt 

crisis. Leaders also worried that infl ation caused by fi nancial repression (ac-

complished by keeping interest rates lower than their market equilibrium 

levels) was destabilizing the economy (Cho and Kim 1997, 42). The Chun 

Doo-hwan government also recognized mounting public criticism of govern-

ment favoritism of the chaebol, and therefore sought to rectify the image of 

a cozy relationship between the government and big business (Lim 2003, 48; 

Zhang 2003, 75). 

 Joining these domestic pressures was the external demand for fi nancial-

market liberalization as pressure from OECD, IMF, and the U.S. govern-

ment became stronger after the late 1980s. The Kim Young-sam government 

(1993–98), longing for OECD membership, felt an especially strong pressure 

to hasten reforms (Haggard 2000, 37). py
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4. Reacting to Financial Crises  93

 The process of liberalization began in the domestic market. The national 

banks were privatized throughout the 1980s. However, to avoid the domi-

nance of chaebol over the privatized banking sector, the government im-

posed an 8 percent limit on ownership by any single shareholder in 1982. 

The limit was then tightened to 4 percent in 1994 (Bank of Korea 2006, 18). 

In addition, the government continued to supervise the banks by controlling 

the appointments of top executives and off ering them subsidies (Park and 

Kim 1994, 192, 196). 

 While chaebol were excluded from the banking sector, they nevertheless 

had enough resources and reputation to establish nonbank fi nancial institu-

tions to raise money domestically and externally. The expansion of exports 

led by big business and the democratic opening in the latter half of the 1980s 

also strengthened chaebol power, and their infl uence on public policy was 

enhanced as politicians and political parties increasingly relied on fi nancial 

contributions from big corporations (Kang 2002, 153–54, 158–66). 

 The fi nancial policy of the government was therefore constrained by the 

expanding infl uence of chaebol. The interest rate was liberalized only in a 

very gradual manner because higher interest rates would raise the already 

heavy debt burden on the chaebol corporations (Choi 1993, 49–51; Chung 

1994, 115). Chaebol infl uence also aff ected the order of the liberalization 

of international capital transactions. In 1994, short-term capital transactions 

were liberalized, preceding the liberalization of long-term capital accounts 

such as equity investment and foreign direct investment (FDI). This se-

quence perfectly fi t chaebol preferences for obtaining easy short-term capital 

to expand their export-oriented production while excluding the possibility 

of foreign intrusion into their lucrative businesses. While public opinion was 

usually critical of the privileged status of chaebol in Korea, chaebol could 

count on a common aversion to foreign capital intrusion. 1  

 Before the AFC, technocrats in the Kim Young-sam government intended 

to rectify the debt dependence of chaebol enterprises to avoid a debt crisis 

similar to the one experienced in 1979–81. Taking advantage of fi nancial 

deregulation and liberalization, chaebol enterprises could now fi nance their 

businesses with corporate bonds, equity, and/or short-term foreign borrow-

ing instead of bank credits. This made chaebol more independent of the 

government. They competed vigorously to raise money and invest in heavy 

and chemical industries. However, given the excessive supply of semicon-

ductors and shipbuilding in the international market, the increase in labor 

costs, and the technology lag behind advanced industrial countries, this 

competition only led to excessive investment (Haggard 2000, 55) and lower 

   1.  Lee Kyu-sung, who served as minister of fi nance (1988–90) and minister of fi nance and 
economy (1998–99), writes: “[Before the AFC] in Korea, FDI was being impeded by restrictive 
investment policies and widespread ambivalence and suspicion among the general public” 
(Lee 2011, 118). py
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profi tability, thereby aggravating chaebol indebtedness. The average corpo-

rate debt ratio (total liabilities/stockholders’ equity) in the manufacturing 

sector reached as high as 317.1 percent in 1996 and 396.3 percent in 1997 

(Bank of Korea 2000). 2  

 The failure of chaebol fi rms such as Hanbo Steel and Kia Motors trig-

gered the crisis. Fingers point at the Kim Young-sam government for its lack 

of consistency and speed, which caused a decline in the rollover ratio of 

short-term foreign capital and brought about capital fl ight (Dooley and Shin 

2000, 157). The massive capital outfl ow was, of course, precipitated by the 

well-known double mismatch of short-term foreign borrowing (Yoshitomi 

and Ohno 1999; Park 1998, 29).  

  The Thai Case 

 Financial liberalization was delayed in Thailand, but the factors that precipi-

tated the reform were similar to those in Korea. Government technocrats in 

Thailand identifi ed functional defi ciencies in the existing fi nancial system, 

but unlike in Korea where infl ation and corporate debts were the main prob-

lems, the primary problem in Thailand was a broadening gap between sav-

ings and investment. To meet the expanding demand for business fi nancing, 

government offi  cials attempted to develop a local bond market and enhance 

foreign-capital intake (Suehiro 2005, 39; Bank of Thailand 1992, 331–32). 

This policy also sought to satisfy the increasing international demand that 

Thailand comply with trade-related obligations under the GATT Uruguay 

Round agreements and to implement capital-account liberalization as de-

manded by the World Bank, IMF, and the U.S. government (Pasuk and Baker 

2002, 164–65; Zhang 2003, 113, 129–30). 

 At the same time, criticism against oligopolistic business groups domi-

nated by big commercial banks mounted gradually. As the polity was de-

mocratized, the government felt a growing necessity to tackle this problem. 3  

Newly emerging fi rms and local entrepreneurs sought fi nancial liberaliza-

tion to reduce the cost of raising money. Big banks, however, opposed the 

competition-enhancing liberalization of interest rates. Furthermore, the 

Thai Bankers’ Association, together with the Bank of Thailand (BOT), 

resisted the deregulation of foreign entry into the banking sector, fearing 

it would destabilize the banking system and intensify competition (Zhang 

2003, 120–24). 

  2.  Chaebol counted on the government to consider them too big to fail and come to their 
rescue as it had done during the previous crises, creating a moral hazard. Hahn concluded 
in his statistical analysis that the bigger a chaebol is, the more its investment behavior is risk-
taking (Hahn 2000). 

  3.  Tharin Nimmanhemin, former minister of fi nance (1992–95), interviewed by author, 
February 20, 2009. py
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4. Reacting to Financial Crises  95

 As a compromise, foreign capital transaction was freed in 1993 only in the 

off shore market. By this measure, foreign entries into the fi nancial market 

were avoided. However, short-term foreign money did not stay in the off -

shore market, but rather fl ooded the domestic market in massive quantities. 

 In contrast to what happened in Korea, domestic banks and fi nance com-

panies in Thailand invested the incoming money in real estate and securities. 

The Thai fi nancial institutions had not developed enough capacity for fi nan-

cial intermediation under the long-term government protections and sought 

quick profi ts in the nonproductive sectors. This practice led to an asset bub-

ble, the same double mismatch of short-term foreign borrowing (Ammar 

2005, 72, 80), and the conspicuous default of several fi nance companies and 

banks. However, the government continued to rescue ailing nonbanks and 

commercial banks (Thitinan 2001, 118–25, 194–95), thus exacerbating the 

problem incurably.   

  Financial Restructuring 

  Postcrisis Restructuring Measures 

 There are three main actions that can be taken in order to restructure after a 

serious fi nancial crisis (Claessens et al. 2001; Honohan and Klingebiel 2000). 

They are (1) to dispose of NPLs through the establishment of public and/

or private asset management corporations, (2) to recapitalize ailing or failed 

banks by injecting public, private, and/or foreign funds, and (3) to realign 

the banking sector through nationalization, private merger and acquisition, 

and/or the invitation of foreign banks. The third task is connected to the 

second because recapitalization is deeply related to the ownership structure 

and the government-bank relationship. 

 While the completion of these tasks is common for crisis-ridden coun-

tries including Korea and Thailand, the approach can diff er with regard to 

the role of the government in the process. For instance, a government-led 

approach was taken in Korea, while a market-driven approach was adopted 

in Thailand. This section will reveal that path-dependent institutional con-

straints were prominent during the period immediately following the crisis, 

while the infl uence of change-seeking political forces receded (at least tem-

porarily) due to the crisis.  

  The Korean Case 

 Korea’s fi nancial restructuring featured strong and prompt government ini-

tiative and substantial acceptance of the entry of foreign capital. The Kim 

Dae-jung government set up the Financial Supervisory Commission (FSC) 

to lead the restructuring process. This commission did not hesitate to fund py
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the disposal of bank NPLs through the government-established Korean Asset 

Management Corporation (KAMCO) as well as the recapitalization of the ail-

ing banks. The public funding that was injected from 1997 to 2003 amounted 

to approximately 30 percent of GDP in 2002 (Lim and Hahm 2004, 20, 22). 

In concrete terms, the government nationalized two banks, injected public 

funding into nineteen other banks to support their eff orts to reduce NPLs 

and to strengthen their capital bases, and closed down fi ve banks (and thirty 

merchant banks). 

 Under government supervision, several of these ailing banks were merged 

with or purchased by relatively healthy local banks or by foreign capital. The 

government approved 100 percent bank ownership by foreigners and raised 

the single shareholder ceiling from 4 percent to 10 percent in 2002 (Bank of 

Korea 2006, 18) in order to enhance the incentives for foreign investors. As a 

result of the bank realignment, the number of banks decreased from thirty-

three in 1997 to eighteen in 2006, including fi ve government-run banks 

(Bank of Korea 2006, 19, 22, 32). 

 The government also launched corporate reforms by which the largest 

chaebol were eventually forced to exchange their businesses (“Big Deal”) 

to cut down excess capacities. Smaller chaebol were compelled to liquidate 

insolvent businesses under the guidance of government-supervised banks 

(“Workout”). The government further ordered the fi ve largest chaebol to 

lower their debt-equity ratio to below 200 percent by the end of 1999 (Mo 

and Moon 2003, 128–33). 

 Existing literature mentions several reasons why the Kim Dae-jung gov-

ernment was able to take such a radical approach in the face of powerful 

chaebol forces and the labor pressure against employment reduction. First, 

Kim Dae-jung had always been in the opposition and had no chaebol con-

nections (Haggard 2000). Second, as there was a general feeling that chae-

bol were responsible for the crisis, resistance from them was relatively weak. 

Third, the national crisis was so profound that the general public as well as 

political parties supported the reforms (Jung 2001, 17–18; Lim and Hahm 

2004, 15). 

 These factors, however, do not explain why the Kim government came 

up with such interventionist policies to realize neoliberal reforms. This can 

be understood only by taking into account the institutional legacy of the 

Korean fi nancial system. The state at one time managed the banking sector 

and credit allocations; virtual control by the state persisted even after bank 

privatization. 

 The institutional persistence of the fi nancial system is refl ected in the 

structure of bank supervising institutions. The FSC, the new leading coordi-

nator for restructuring, was integrated into the ministerial hierarchy dom-

inated by the Ministry of Finance and Economy (MOFE) (Lee 2004, 157; 

Kim and Lee 2006, 415–16). Most of the executive offi  cials of the FSC also 

came from the MOFE. For example, Lee Hun-jae, the fi rst chairman of FSC py
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4. Reacting to Financial Crises  97

(1998–2000), started his career in the Ministry of Finance (MOF) and expe-

rienced fi nancial crises in the 1970s. His successors were also career offi  cials 

from the MOF or MOFE. 

 Under the precrisis Kim Young-sam government, these technocrats con-

sidered the possibility of introducing prudential regulations, lowering debt 

fi nancing by the private companies, reducing the risk of short-term borrow-

ing, and improving international competitiveness of the Korean banks by 

reducing their number. Their ideas were never put into practice, however, 

because they could not gather political support for these measures, which 

could damage chaebol and bank interests at least in the short term. 

 The political climate was drastically altered by the crisis, and an oppor-

tunity was then made available for serious reforms (Kim 2002, 219). Conse-

quently, the MOFE willingly intervened in the fi nancial market not only to 

promptly solve the NPL problem and implement bank recapitalization but 

also to scale up the size of the fi nancial institutions. 

 Once the reforms started, the government increased its control over the 

banking sector by raising the stockholding of the banks through the injection 

of public funds (Jung 2001, 16). At the beginning of 2001, the government 

owned 21.7 trillion won of commercial bank equities, which represented 

48  percent of the total equities of all fi nancial institutions in Korea (Lee 

2002, 163–64). The personnel network connecting the MOFE and banks also 

contributed to the government control of the banks. The network was built 

on  amakudari , or postbureaucratic career appointments of MOFE offi  cials to 

the banks. 4  Such government ownership and networks smoothed the merger 

of banks and the resolution of NPLs. 

 Another institutional legacy of the Korean fi nancial system was the con-

tinuing limitation of chaebol ownership of banks. The government faced 

a dilemma choosing between chaebol and foreign investors for the money 

necessary to recapitalize fragile banks and to reprivatize the nationalized 

banks. The government chose foreign capital (Kim and Lee 2008, 176; Mo 

2008, 268), because during the early postcrisis years the public aversion to 

the chaebol was greater than that against foreigners. The government, how-

ever, was cautious enough to also limit the foreign ownership of individual 

fi nancial institutions for fear of nationalist backlash. 5   

  4.  For instance, in March 2007, a former vice minister of MOFE assumed the presidency of 
Woori Bank, one of the four largest banks (see  http://www.woorifg.com/,  August 15, 2007). 
Woori Bank was newly founded in 2001 after the merger of four small- and medium-sized 
banks under the government initiative. 

  5.  Public criticism against foreign investors soon mounted because people believed that 
foreigners were able to purchase the Korean banks at a bargain price thanks to the huge 
amounts of public money helping to save the banks (Kim and Lee 2008, 176). This opposition 
to foreign capital was evident in the news report about the suspicion of the illegal acquisition 
of Korea Exchange Bank by Lone Star Funds, an American equity fund, in 2003 ( Korea Times , 
March 13, 2007). py
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  The Thai Case 

 In contrast to the Korean case, Thai fi nancial restructuring was characterized 

by gradual and private sector–led reforms and a very limited acceptance of 

foreign capital. Unlike the Kim Dae-jung government, the Chuan Leekpai 

government did not play an active role in fi nancial restructuring. The gov-

ernment did establish the Financial Sector Restructuring Authority (FRA) in 

1997 and closed down fi fty-six fi nance companies and liquidated their assets. 6  

It also nationalized four small and medium-sized banks. However, it did not 

take forceful measures with regard to the big banks; private banks were left 

to act on their own initiative in disposing of NPLs and strengthening their 

capital bases. 

 Under the Announcement for Comprehensive Financial Restructuring of 

August 14, 1998, the government planned to inject 300 billion baht for bank 

recapitalization. In practice, only ten fi nancial institutions participated in the 

plan, and only 70.63  billion baht, or 23.5  percent of the original budget, 

was spent before the December 2000 deadline. Large private banks such as 

Bangkok Bank, Thai Farmers Bank (currently Kasikorn Bank), and Bank of 

Ayudhya did not participate in the plan and opted instead to recapitalize on 

their own through the stock market (Veerathai 2003, 26–31). 

 The market-driven approach was also taken in the disposal of NPLs. The 

Chuan government established the Corporate Debt Restructuring Advisory 

Committee (CDRAC) to foster debt-restructuring negotiations among pri-

vate companies but did not form a public entity to force the disposal of NPLs. 

Instead, it allowed private banks to set up their own asset management com-

panies (AMC). As a result, the speed of NPL reduction was naturally slow. 

To quicken the process, the Thaksin Shinawatra government, which came to 

power in 2001, shifted to a government-led approach and established a pub-

lic Thai Asset Management Corporation (TAMC) similar to Korea’s KAMCO 

(Veerathai 2003, 73–76). Nevertheless, it turned out that 80.5 percent of the 

NPLs transferred to TAMC came from state-owned banks and their AMCs, 

rather than privately owned ones (author’s calculation from TAMC 2002). 

 In contrast to what happened in Korea, there was no large-scale realign-

ment of the banking sector (except the nationalization of some small and 

medium-sized banks), and foreign investors were allowed to buy only small 

and medium-sized banks. The share of foreign banks in the Thai banking 

sector was as a result only 4.3 percent in 2005, while the corresponding fi g-

ure for Korea was 55.6 percent (World Bank 2007a). 7  The oligopolistic struc-

ture of the banking sector remained unchanged in the postcrisis period. 

  6.  Those disposed assets amounted to 14.3 percent of the total assets of all fi nancial institu-
tions, including commercial banks, approximately 18 percent of GDP (FRA 2002, table 1.2.1; 
Veerathai 2003, 14). 

  7.  Here “foreign banks” are defi ned as banks in which more than 50 percent of the shares 
are owned by foreigners. py
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 The Thai government adopted this private sector-led approach and lim-

ited the entry of foreign capital because of the resurgence of institutional 

constraints on the fi nancial system. This resurgence of the institutional 

legacy is partially explained by the weakening of change-seeking political 

forces and a political deadlock caused by Chuan’s multiparty coalition. The 

emerging fi rms and small and medium-sized local entrepreneurs—all poten-

tial supporters of anti–big bank policy—were hard hit and weakened by the 

crisis. Their loss was deepened when the government implemented the aus-

tere IMF-sponsored monetary and fi scal policies and conducted a fi re sale of 

local assets to foreigners (Hewison 2005, 315–16). As a result, these business 

interests could not exert political pressure on the government to enact poli-

cies (such as the speed-up of the NPLs disposal and a greater foreign bank 

participation) that contradicted the preferences of big banks. 

 Chuan’s Democrat-led government was formed by eight factionalized par-

ties and was reshuffl  ed four times (Chambers 2008, 316, 318). After each 

reshuffl  ing, ministerial posts were redistributed to parties and factions that 

sought to control resources under each ministry’s jurisdiction. Thanks to this 

large number of veto players, economic policymakers consequently faced a 

deadlock (Doner 2009, 129–30). 

 Relieved from change-seeking political pressures and taking advantage 

of the political deadlock, offi  cials of the Ministry of Finance (MOF) and the 

BOT simply reinforced their traditional behavior of nonintervention. The 

Thai offi  cials apparently felt more comfortable with a market-centered ap-

proach even in the postcrisis years. In an interview with the author, a BOT 

director said anonymously that the Thai government adopted the market-led 

approach, in contrast to the government-led approach of Korea, due to the 

diff erence of “culture.” 8  A former codirector of the MOF Fiscal Policy Offi  ce 

said that he was not sure that government initiative would be more effi  cient 

than private initiative in tackling fi nancial restructuring. 9  

 The second institutional legacy of the Thai fi nancial system was the oli-

gopolistic structure of the commercial banking sector and its preference for 

limited government intervention in the fi nancial market, except for the pol-

icy of excluding foreign competition. Even after the AFC, assets of the fi ve 

biggest local banks (out of around fi fteen) continued to surpass 70 percent 

of the total banking sector assets; four of these fi ve banks were private. Such 

private dominance of the fi nancial market was markedly diff erent than what 

was observed in Korea and contributed to the infl uence of private banks over 

the government policy for recapitalization, NPL disposal, and foreign entry 

into the market. Consequently, as mentioned above, large private banks 

owned by founder families and their close friends did not participate in the 

  8.  Anonymous director of the BOT, interviewed by author, February 27, 2007, Bangkok. 
  9.  Veerathai Santiprabhob, interviewed by author, January 31, 2007. py
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government plan for recapitalization, because top bank executives worried 

that the government might intervene in their lending practices and demand 

their resignation. 10  Neither did Thai bankers want government involvement 

in the NPL problem, as they preferred to solve it by their own initiative even 

if the speed of the rectifi cation was slower as a result. 

 Finally, both the banking sector and the Thai government were averse to 

any foreign dominance of the fi nancial market. Lacking antibank sentiment 

equivalent to the anti-chaebol feeling among the general public in Korea, 

the Thai government did not have strong public support to seek foreign 

capital for its eff orts to restructure. Consequently, while allowing foreign 

investors to participate in the recapitalization of small and medium-sized 

banks, the government did not approve majority ownership of major banks 

by foreigners. 11  When foreign shareholders were allowed to increase their 

stocks in large banks such as Kasikorn Bank and Bangkok Bank, their stocks 

were nonvoting shares. Many restrictions were also imposed on foreign bank 

operations. In fact, a Japanese banker in Bangkok complained to the au-

thor that acquiring the status of a local bank would not be worthwhile since 

foreign-dominated banks were subject to stricter supervisions by the BOT. 12  

For example, even if foreign-owned banks acquired the status of local banks, 

they were not allowed to open any more than four branches.   

  Different Impacts of the GFC 

  Financial Systems on the Eve of the GFC 

 The fi nancial restructuring in Korea and Thailand contributed to the recov-

ery of the banks’ health and stability in both countries. Both countries gradu-

ally improved the capital adequacy ratio (CAR) and the NPL problem in the 

post-AFC years. Between 2001 and 2007, the CAR ratio increased from 11.7 

to 12.3 in Korea and 13.3 to 14.8 in Thailand, while the share of NPLs fell 

from 3.4 to 0.7 in Korea and 11.5 to 7.9 in Thailand during the same period 

(IMF 2007; 2010a). These improvements helped the recovery of bank lend-

ing. However, the speed of the recovery was much greater in Korea than in 

Thailand. In fact, Korean bank lending—loans and discounts—constantly 

increased in the post-AFC years, while Thai bank lending turned upward only 

in early 2002 (fi gure 4.1). 

  10.  Ibid.; and Twatchai Yongkittikul, secretary general of the Thai Bankers Association, in-
terviewed by author, February 9, 2007. 

  11.  The Financial Institutions Act that was approved by the National Legislative Assembly in 
2007 allows BOT to give permission to foreigners for shareholding of banks up to 49 percent. 
Over 49 percent shareholding of a bank by foreigners is permitted only when Ministry of Fi-
nance considers it necessary for stabilizing the bank. 

  12.  Anonymous executive of a Japanese commercial bank operating in Thailand, inter-
viewed by author, February 8, 2007. 
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 The loan/deposit rate was again greater in Korea than in Thailand. Thai 

lending behavior was quite conservative, most likely due to the slow pace 

of NPL disposal. Their loan/deposit rate was below 100 percent in 2000–7, 

which means that the banks loaned less than what they received as deposits 

(fi gure 4.2). 13  The ratio exceeded 100 percent only in 2008. In Korea, the 

loan/deposit rate exceeded 100 percent as early as 2004 and reached almost 

140 percent on the eve of the GFC (fi gure 4.2). 

 The capacity of fi nancial intermediation of the banking sector also dif-

fered in the two countries. Although the proportion of direct fi nance 

(e.g., stocks and other equities) rose in corporate fi nancing in both Korea 

and Thailand, the dependence on fi nancial loans was much higher in Korea 

than in Thailand. The fl ow-of-funds data from the Bank of Korea and the 

NESDB of Thailand show that in the former, the average share of loans in 

total corporate net fi nancing was 36.5 percent annually in 2002–5. The equiv-

alent fi gure  for Thailand was 7.4  percent, which means that repayments 

were larger than new borrowing. 14  

 Finally, the Korean banking sector showed more stability than its Thai 

counterpart. The Bank Z-score is a useful proxy for banking stability: it scores 

higher when the return on asset (ROA) is higher, the capital adequacy rate 

  13.  Possibly the rest of the deposit was invested in safer assets such as government bonds. 
  14.  Calculated from data retrieved from Bank of Korea website ( http://ecos.bok.or.kr/

fl ex/EasySearch_e.jsp ) and Thailand’s National Economic and Social Development Board 
website ( http://www.nesdb.go.th/Default.aspx?tabid=333 ). 

  Figure 4.1  Bank loans in Korea and Thailand, 1998–2012 (end of year). Banks in Korea are 

commercial and specialized banks. Loans include discounts. Banks in Thailand, including 

foreign banks, are total commercial banks.

 Sources : Bank of Korea website, http://ecos.bok.or.kr/fl ex/EasySearch_e.jsp; Bank of Thailand website, 
http://www.bot.or.th/English/Statistics/EconomicAndFinancial/ExternalSector/Pages/StatExternal
Debt.aspx. 
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is greater, and/or when the standard deviation of ROA is smaller (which 

means less volatility of return). 15  According to a dataset provided by the 

World Bank, the annual averages of Bank Z-scores for 2002–8 were similar in 

Korea and Thailand: 6.67 for the former and 6.20 for the latter. 16  However, 

Korean scores generally moved in an upward trend: 3.2 (2002), 8.0 (2004), 

6.7 (2006), and 9.6 (2008). By contrast, Thai scores were quite volatile: 7.0 

(2002), 4.7 (2004), 8.2 (2006), and 4.7 (2008). In short, whereas the health 

and stability of banks in both countries improved, the recovery of bank lend-

ing and its contribution to corporate fi nance were more successful in Korea 

than in Thailand. This is the result of speedier restructuring through state-

led measures in Korea. Ironically, however, when the GFC hit Asia, Korea was 

impacted far more seriously than was Thailand. Korea actually was driven to 

the brink of a second fi nancial crisis in 2008 while eff ects on Thailand were 

minor. 

  Figure 4.2  Loan/deposit ratio of commercial banks in Korea and Thailand (%). Informa-

tion about Korean banks comes from author’s calculation. Banks in Korea are commercial and 

specialized banks. Loans include discounts. Banks in Thailand, including foreign banks, are 

total commercial banks.

 Sources : Bank of Korea website, http://ecos.bok.or.kr/fl ex/EasySearch_e.jsp; Bank of Thailand website, 
http://www.bot.or.th/English/Statistics/EconomicAndFinancial/ExternalSector/Pages/StatExternal
Debt.aspx. 

  15.  The Bank Z-score is estimated as (ROA+equity/assets)/sd(ROA). I am grateful to Jean-
Claude Maswana for his suggestion to use this score. Here sd(ROA), the standard deviation 
of ROA, is estimated as a fi ve-year moving average. A higher z-score indicates that the bank is 
more stable. 

  16.  See World Bank website,  http://econ.worldbank.org/WBSITE/EXTERNAL/EXTDEC/
EXTRESEARCH/0,,contentMDK:20696167~pagePK:64214825~piPK:64214943~theSite
PK:469382,00.html . py

g
 

 
 

 
y 

 
 

g
 

http://econ.worldbank.org/WBSITE/EXTERNAL/EXTDEC/EXTRESEARCH/0,,contentMDK:20696167˜pagePK:64214825˜piPK:64214943˜theSitePK:469382,00.html
http://econ.worldbank.org/WBSITE/EXTERNAL/EXTDEC/EXTRESEARCH/0,,contentMDK:20696167˜pagePK:64214825˜piPK:64214943˜theSitePK:469382,00.html
http://econ.worldbank.org/WBSITE/EXTERNAL/EXTDEC/EXTRESEARCH/0,,contentMDK:20696167˜pagePK:64214825˜piPK:64214943˜theSitePK:469382,00.html
http://ecos.bok.or.kr/flex/EasySearch_e.jsp
http://www.bot.or.th/English/Statistics/EconomicAndFinancial/ExternalSector/Pages/StatExternalDebt.aspx
http://www.bot.or.th/English/Statistics/EconomicAndFinancial/ExternalSector/Pages/StatExternalDebt.aspx


4. Reacting to Financial Crises  103

 Several researchers point to external factors in their explanations of the 

impact of the crisis on each country. For instance, Chalongphob and Som-

chai pointed out that external debts and exposure to subprime loans were 

low in Thailand, while Shin and Takayasu argued that the unexpected shift of 

foreign money in the wake of the Lehman shock was critical for the Korean 

crisis (Chalongphob and Somchai 2009; Shin 2010; Takayasu 2010). Accord-

ing to an IMF report, Korean banks had very little direct exposure to the 

troubled U.S. credit instruments (IMF 2010a, 62). The main cause of the new 

crisis in Korea was the accumulation of short-term foreign debts and their 

sudden outfl ow—the same phenomenon that occurred during the AFC. To 

understand why the same failure happened not in Thailand but in Korea, 

where the fi nancial restructuring progressed much more deeply and quickly, 

we again need to refer to the institutional legacies of the fi nancial systems.  

  The Korean Case 

 Somewhat ironically, it was the active lending behavior of the refurbished 

domestic and foreign-owned banks that caused the renewed external vulner-

ability of the Korean economy. 

 As seen in fi gure 4.1 and fi gure 4.2, Korean banks, freed from the NPL 

burdens, increased their lending in the 2000s and raised the loan/deposit 

ratio from 100 percent (2004) to nearly 140 percent (2008). In order to sup-

plement the shortage of deposits, 17  banks increasingly depended on foreign 

borrowings.  Table 4.1  shows that Korea’s total external liabilities rose from 

$225.2 billion at the end of 2006 to $365.1 billion in the third quarter (Q3) 

of 2008, just before the Lehman crisis occurred. Half of this, or $189.6 bil-

lion, was in the form of short-term debts. The largest short-term debtors 

were domestic banks and domestic branches of foreign banks, which held 

short-term debts amounting to $65.4 billion and $93.9 billion respectively 

(the sum total represented 43.6 percent of the whole external debt in Q3 

of 2008). Domestic banks and domestic branches of foreign banks took out 

these short-term loans to fi nance both the investment by residents in foreign 

funds and shipbuilders’ contracts. 

 On the one hand, foreign portfolio investment boomed in the middle 

of the 2000s, reaching $56.44 billion in 2007. 18  This boom was precipitated 

by two factors. First, Korean depositors, unsatisfi ed with low deposit interest 

rates, shifted their assets to foreign investment funds as well as the capital 

market. Second, the scope of the tax exemption on dividend income ex-

tended to overseas listed shares during 2007–9 (Takayasu 2010, 187). Asset 

  17.  In fact, Korean households shifted some of their fi nancial assets from deposits to port-
folio investments against a background of an investment boom in 2006–7, to the extent that 
commercial banks fell short of funds in won (SMBC Seoul 2009, 15). 

  18.  Bank of Korea website,  http://ecos.bok.or.kr/fl ex/EasySearch_e.jsp . py
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management companies that managed foreign funds, fearing won apprecia-

tion, hedged exchange risk by making forward contracts with domestic banks 

and foreign bank branches. These banks subsequently augmented short-term 

foreign borrowing to adjust their position. 

 On the other hand, against the backdrop of the worldwide shipbuilding 

boom between 2003 and 2008, Korean shipbuilders received orders equiva-

lent to US$215.1 billion as of November 2008 (SMBC Seoul 2009, 5). 19  The 

shipbuilders also hedged exchange risk by making forward contracts with 

banks, which in turn increased short-term foreign borrowing. 20  

 Although these foreign debts were actually guaranteed by foreign cur-

rency that those asset management companies and the shipbuilders would 

be paid in the future, such heavy dependence on short-term foreign debt 

made both domestic banks and foreign bank branches vulnerable to liquidity 

risks and changes to external fi nancial conditions, despite little exposure to 

subprime assets (Shirai 2009, 34). 

 To make the situation worse, the government’s prudential regulation 

was lenient for foreign bank branches. Domestic banks were strongly pres-

sured to off set their debts with foreign currency-denominated assets so that 

their foreign exchange (FX) position was squared. In contrast, foreign bank 

branches were left without any such obligation (Shin 2010, 179). As a result, 

 TABLE 4.1 
 External debt of Korea, 2006–8 (billions U.S. dollars) 

 Gross external debt  2006  2007  2008 Q1  2008 Q2  2008 Q3  2008 Q4 

 Total  225.2  333.4  358.2  366.6  365.1  317.4 

  Short-term  113.7  160.2  174.2  176.8  189.6  149.9 

  Total debt of domestic banks    82.1  109.0  118.3  126.5  122.1    97.0 

   Short-term    44.3    54.6    60.5    66.7    65.4    42.6 

  Total debt of domestic branches 
of foreign banks 

   54.4    83.9    92.6    84.2    97.4    72.4 

   Short-term    51.8    79.3    87.8    80.4    93.9    67.8 

 International reserves / short-term 
debt (%) a  

 210.1  163.6  151.7  146.0  126.4  134.2 

   Source : Bank of Korea website,  http://ecos.bok.or.kr/fl ex/EasySearch_e.jsp .
   a  Author’s calculation.   

  19.  Their order book amounted to 67.02 million cgt (compensated gross tons) at the end 
of December 2008, representing 36.7 percent of the world’s total orders that year, the largest 
national share. See Clarkson Research Services, excerpt from Nexans, Shipbuilding White 
Paper, December 2008. Available at  http://www.nexans.us/Corporate/2009/wp_shipbuilding
2008.pdf ). 

  20.  As shipbuilding generally takes two to four years from contract until delivery, it was 
necessary for Korean shipbuilders to hedge exchange risk. py
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foreign banks’ short-term debts piled up rapidly and exceeded those of do-

mestic banks after 2006 ( table 4.1 ). A major cause of the renewed upsurge of 

short-term debts resides in the framework of fi nancial regulation dominated 

by the Ministry of Strategy and Finance (MOSF). Since the Bank of Korea 

(BOK) does not have autonomous status in Korea, there was no chance of a 

course correction of misjudgments by the MOSF. 

 When capital infl ows into Korea declined under the worldwide subprime 

loan crisis, the Korean won sharply depreciated (almost 30 percent in one 

month). At the same time, the ratio of international reserves to the short-term 

foreign debt fell rapidly from more than 200 percent in 2006 to 126.4 per-

cent in Q3 of 2008 ( table 4.1 ). At this point the Korean economy was only 

able to avoid the second fi nancial crisis through a $30 billion currency swap 

approved by the U.S. Federal Reserve Board in October 2008. 

 The Lee Myung-bak government, which took power in February 2008, es-

tablished the Financial Services Commission (FSC) to replace the Financial 

Supervisory Commission (former FSC) and granted it full authority concern-

ing fi nancial regulations (Park 2010, 55, 59). Under the new regime, the 

function of the MOSF’s Division of Financial Policy was theoretically trans-

ferred to the new FSC. In practice, the MOSF, as the primary coordinator 

of all economic policies, continued to strongly infl uence fi nancial matters 

(Park 2010, 58). Just like the former FSC, the new FSC is associated with the 

MOSF by appointments of ex-ministerial offi  cials. The chairman, the vice 

chairman, and one of the fi ve commissioners of the new FSC are former 

high-ranking offi  cials of the MOF, MOFE, and MOSF who share similar tech-

nocratic career paths. 21  

 Under the current regime, the BOK plays an important role in maintain-

ing fi nancial stability and managing the payment and settlement system and 

emergency liquidity provision to banks as the lender of last resort. For the same 

purpose, the BOK is responsible for providing information on the economy, 

fi nancial markets, and fi nancial institutions. However, the BOK’s authority in 

fi nancial regulations is not clearly defi ned. While the FSC Act recognized the 

FSC as a guardian of fi nancial stability, the BOK Act did not explicitly include 

the maintenance of stability as one of its missions. The Financial Supervisory 

Services (FSS), the executive hand of the FSC, acknowledged only small roles 

for the BOK and frequently refused to provide the BOK with information col-

lected through their supervisory operations (Park 2010, 59). 22  

 Without an independent supervisory body, the MOSF overlooked the 

risk of short-term foreign debts creeping into the country through forward 

  21.  See FSC website,  http://www.fsc.go.kr/eng/ab/ab0401.jsp . 
  22.  This refusal to provide information was confi rmed by an anonymous high-ranking of-

fi cial of the BOK in an interview with the author. This offi  cial also said that the FSC and the 
FSS had often rejected BOK requests for joint supervisory operations that are allowed by the 
BOK Act (Seoul, February 10, 2010). py
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contracts. A high-ranking BOK offi  cial informed the author that the central 

bank unoffi  cially called the government’s attention to the increasing debts 

before the Lehman shock. However, government offi  cials, particularly those 

within the MOSF, did not listen to the BOK warning. 23  

 The MOSF paid little attention to the short-term debts mainly for two 

reasons. First, the government allowed a rapid increase in short-term bor-

rowing by the banks in the belief that the banking sector was now on a much 

stronger foundation after the successful fi nancial restructuring with broad 

foreign participation. Although big chaebol fi rms strengthened their self-

fi nancing capability during the restructuring period, smaller enterprises and 

households still depended heavily on bank credits and welcomed the expan-

sion of fi nancial resources in the market. 

 Second, the government did not ask foreign banks to square their posi-

tion with foreign currency-denominated assets because it wrongly believed 

that their assets were mostly held in foreign currencies and that their main 

offi  ces were powerful enough to help their subsidiaries in times of crisis 

(Shin 2010, 179–81). A part of the problem originated in the fact that the 

post-AFC policy of the Korean government was highly permissive to the entry 

of foreign capital. Such a liberal policy contributed to the rapid recovery 

of the Korean banking sector but simultaneously proved to be highly risky 

without a robust mechanism to rectify policy misjudgments of the national 

regulatory agency. In Korea, the agency’s excessively optimistic expectations 

were disappointed by the large capital fl ight by the foreign banks. 

 The government-led fi nancial system was quite eff ective in the quick and 

deep fi nancial restructuring after the AFC. However, it turned out to be still 

vulnerable to external fi nancial turmoil during the GFC because incorrect 

judgments by the government could not be rectifi ed by any independent 

supervisory body.  

  The Thai Case 

 In Thailand, as mentioned above, both the government and banks were 

reluctant to accept state interventionism in the fi nancial market, which 

made the restructuring process slow. The delay of the restructuring in turn 

strengthened the conservative and risk-averse behavior of the banks. This 

behavior was also reinforced by the painful experience of the AFC (Chalong-

phob and Somchai 2009, 3). Thus the external exposure of Thai banks was 

kept low and consequently helped Thailand escape from the subprime loan 

crisis. The Thai baht remained relatively stable as a result. 24  

  23.  Anonymous high ranking BOK offi  cial, interviewed by author, March 4, 2011. 
  24.  Between December 2007 and November 2008, the exchange rate of baht against the 

U.S. dollar depreciated by 8.3 percent while the Korean won depreciated by 96 percent. The 
depreciation rates were 16 percent in Indonesia, 17 percent in Malaysia, and 8 percent in 
Singapore (Shirai 2009, 35). 

py
g

 
 

 
 

y 
 

 
g

 



4. Reacting to Financial Crises  107

 TABLE 4.2 
 External debt of Thailand, 2006–8 (billions U.S. dollars) 

 Gross external debt  2006  2007  2008 Q1  2008 Q2  2008 Q3  2008 Q4 

 Total  70.0  74.4  80.3  78.9  78.8  76.1 

  Short-term  27.2  34.0  38.6  37.7  37.7  33.6 

  Total debt of banks    6.7    6.4    6.8    7.7    7.2    7.2 

   Short-term    3.2    4.0    4.3    5.3    4.5    4.5 

 International reserves / short-term 
debt (%) a  

 245.8  257.1  285.2  280.6  271.7  330.3 

   Source : Bank of Thailand website,  http://www.bot.or.th/English/Statistics/EconomicAndFinancial/
ExternalSector/Pages/StatExternalDebt.aspx .   

a  Author’s calculation.   

 In fact, Thai banks did not hold as much short-term foreign debt as their 

Korean counterparts prior to the Lehman shock (in Q3 of 2008). Accord-

ing to  table 4.2 , the amount of this short-term foreign debt was US$4.5 bil-

lion, representing only 5.7 percent of the total external debt (compared with 

43.6 percent for Korean banks). Although half of Thailand’s external debts 

were short-term, they were fully covered by the international reserve. The 

ratio to short-term foreign debts reached as high as 271.7 percent in Q3 of 

2008 (compared with Korea’s 126.4 percent). 

 Furthermore, while one small bank, ThaiBank, needed to be recapital-

ized in 2008 because of high exposure to subprime-related toxic assets such 

as collateralized debt obligations (CDOs), most of the banks were only mar-

ginally exposed. The banking sector’s exposure to foreign assets was 1.2 per-

cent of total assets as of August 2008, and only 0.04 percent of total assets 

were related to CDO investment (Bank of Thailand 2008). 

 The low dependence of Thai commercial banks on short-term foreign 

borrowings and their limited exposure to the toxic assets can be explained 

through an examination of banks themselves and the bank regulators. Com-

mercial banks’ lending behavior, as mentioned above, was very conservative, 

due to the slow pace of fi nancial restructuring and their experience in the 

AFC; they hesitated to have a fi nger in subprime loans. The bank regulators 

also learned lessons from the fi nancial crisis of 1997 and reinforced their 

conservative policy stance. For instance, the BOT strengthened the regula-

tion and supervision of commercial banks during the 2000s. Both domestic 

and foreign bankers found that the BOT was very conservative and eager to 

control everything related to banking. In an interview conducted by the au-

thor, a Thai banker said that the BOT was much more concerned with bank 

soundness than lending to real sectors. 25  According to a Japanese banker op-

erating in Thailand, the BOT does not permit the self-assessment of NPLs by 

  25.  Anonymous source, interviewed by author, September 2, 2011. 
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commercial banks, a practice widely accepted in the world today. 26  The Thak-

sin government, which had a more interventionist tendency than its post-

AFC predecessors, did try to weaken the BOT regulations, but its attempt 

was averted by the September 2006 coup. After that, the BOT regained its au-

thority and even succeeded in consolidating its legal independence in 2008.   

  Conclusion 

 This chapter has traced the continuity and change of the fi nancial systems 

in Korea and Thailand in relation to the two grave crises: AFC and GFC. As 

the path dependence approach argues, institutions, once fi rmly established, 

have a powerful tendency to persist. However, as success or failure of the ex-

isting institutions transform the interests and power of the concerned actors, 

and as the existing system comes to be perceived as poorly functioning or un-

satisfactory as a result, they may be put under strong pressure to transform. 

 In Korea, the “rent-for-enterprises” fi nancial system, characterized by 

strong government intervention and the absorption of rent by chaebol fi rms 

dominating the nonbanking sectors, faced challenges from technocrats, 

democratic forces, and foreign investors. As a result, deregulation and liber-

alization of the fi nancial market were realized during the 1980s and 1990s. 

However, due to the strengthened chaebol infl uence, the reforms sharply 

expanded foreign debts taken by banks and other fi nancial institutions. 

 By contrast, Thailand had a “rent-for-banks” fi nancial system in which 

the state took a hands-off  policy, except for measures to exclude foreign 

banks and to maintain macroeconomic stability. The biggest benefi ciaries 

were oligopolistic private banks. By the early 1990s, this system faced multiple 

problems, including a saving-investment gap, increasing antipathy against 

oligopolistic business groups, and foreign demand for liberalization. As the 

political parties became more infl uential, government policy became more 

expansionary and interventionist. As a compromise between conservative 

banks/technocrats and emerging forces, the liberalization of the fi nancial 

sector took the form of opening off shore markets, which brought enormous 

foreign-money infl ow and the debt crisis. 

 Ironically, the serious fi nancial crisis in 1997–98 helped the resurgence of 

traditional institutional confi gurations of the fi nancial systems in both coun-

tries: the interventionist state and chaebol fi rms that expanded outside of the 

banking sector in Korea, and the conservative state and oligopolistic banks 

in Thailand. The restructuring of the banking sector was speedy and deep 

  26.  Anonymous source, interviewed by author, August 30, 2011. In addition, the same Thai 
banker cited in Footnote 25 said that BOT is usually slow to permit new fi nancial products that 
commercial banks develop.  py
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in Korea thanks to active and decisive government intervention, but was slow 

and shallow in Thailand. 

 Ironically, the successful restructuring encouraged the propensity of 

banks in Korea to borrow foreign money, while the slowness of the Thai re-

structuring only reinforced conservative lending and borrowing behavior. 

Furthermore, the institutional legacies that reasserted themselves during 

the period of restructuring reinforced positive foreign borrowing by Korean 

banks and timid borrowing by Thai banks. In Korea, the central bank lacked 

regulatory authority and so the misjudgment of the fi nance ministry regard-

ing the behavior of domestic branches of foreign banks could not be recti-

fi ed in time. As a result, Korea almost came to the brink of another fi nancial 

crisis in 2008. In contrast, GFC’s adverse eff ect on the Thai fi nancial market 

was minimal, partially because the central bank of Thailand successfully re-

sisted the Thaksin government’s pressures and rigidly regulated the fi nancial 

market. 

 This examination demonstrates that institutions matter, even in the highly 

globalized world. Global fi nancial forces may increasingly compel smaller 

countries to deregulate and liberalize their fi nancial markets so that they 

are congruent with global standards. These smaller economies are especially 

vulnerable in a severe global crisis. Under such conditions, they are further 

forced to adapt their domestic system to the global rules. Off ering a warning 

about such expectations, I have shown in this chapter how fi nancial systems 

with diff erent institutional characteristics adapt themselves diff erently under 

similarly strong international pressures for liberalization and in similarly se-

vere fi nancial crises. The path dependence approach is correct in its insis-

tence on institutional stickiness. 

 However, as the Korean experience showed in 2008, such institutional 

stickiness does not always contribute to strengthening the fi rewall against 

capricious fl ows of global money. On the contrary, it can put the entire na-

tional economy at risk when national regulators make serious misjudgments 

regarding the behavior of fi nancial market players.  
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 China and the Two Crises 

 From 1997 to 2009 

  Barry Naughton  

 On fi rst look, China appears to have been relatively less aff ected than 

other countries by both the Asian Financial Crisis (1997–98) and the Global 

Financial Crisis (2008–2009). China was not the epicenter of either crisis; it 

responded relatively eff ectively to both, and it managed to sidestep the worst 

impact of both crises. Chinese resilience has long been a theme of accounts 

of the 97–98 Asian Financial Crisis (AFC). Sharma (2003, 252), for example, 

characterized China as “the domino that did not fall” in that crisis. Strong 

performance through the Global Financial Crisis (GFC) fed a broader sense 

of self-confi dence that is aff ecting every aspect of China’s policy and relation 

with the world. As Ming Wan points out, “To many in China, the country’s 

stronger performance during the crisis vindicates its choice of development 

model” (2010, 532). It is tempting to think that China has been only margin-

ally aff ected by these external crises, and that it marches to a diff erent drum, 

to a cadence driven by its own vast domestic market and its own internal 

political dynamics. 

 On closer look, however, each crisis had a profound impact on China, 

and there are important parallels between the two. Chinese leaders have paid 

close attention to the potential impact of external crisis, and have responded 

quickly, and on occasion massively, to the challenge of external crisis. During 

the earlier AFC, China tried out a domestic stimulus package that had an im-

portant impact on its performance. Ten years later, in the GFC, the response 

was an order of magnitude bigger, and deployed even more decisively. In that 

sense, the relatively successful responses to the AFC can be seen as a trial run 

for the more ominous GFC. 

 It is only when the crisis response is embedded into a broader account 

of China’s institutional and policy evolution that we can begin to uncover 

the deeper signifi cance of these crises. Each of the two crises gave impetus py
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to signifi cant institutional change in China. In general, crises tend to serve 

as change accelerators. In interpreting the Chinese experience, the crucial 

additional observation is that each crisis at fi rst left the general orientation 

of policy unaltered even as it sped up and intensifi ed the pace of policy-

making. As a result, each external crisis led to an apparent overshooting: 

the existing policy instruments were used much more vigorously, and this 

crisis- impelled intensifi cation of policy ultimately could not last. As crisis 

conditions faded, the crisis response began to appear somewhat excessive 

in retrospect. Certain measures that had been seen as absolutely necessary 

began to seem quaint and were quietly discarded. However, it must also be 

acknowledged that some crisis measures, taken in haste, became ingrained 

into the institutional and political economy fabric. The ultimate impact of 

crisis turns out to be full of ironic twists and unanticipated consequences. In 

the end, it is the crisis  and the extreme measures taken in response  that determine 

the long-run impact of the crisis. 

 Looked at from this perspective, the ultimate impact of the two crises 

appears increasingly distinct and indeed almost opposite. In the case of the 

AFC, China at fi rst accelerated the pace of institutional reform, in line with 

Premier Zhu Rongji’s approach to the economy. After a new administration 

took over in 2002–3, the overall policy orientation gradually shifted: the pace 

of institutional change slowed dramatically, while macroeconomic policy set-

tings gradually became less appropriate to the changing external environ-

ment but also ensured that the Chinese had plenty of reserve ammunition 

to deal with any subsequent crisis. These choices set the stage for China’s 

response to the GFC. When the GFC arrived, China’s response refl ected a set 

of policy choices that were almost the reverse of those made in the face of 

the AFC. Institutional reforms were nonexistent, while the stimulus response 

relied on direct government action and co-optation of the banking system to 

support those government-sponsored activities. The consequences of those 

choices have been profound and continue to echo through current Chinese 

policy choices and debates. 

 The fi rst two sections of this chapter  describe and analyze China’s re-

sponse to the Asian and then Global Financial crises. The discussion tracks 

commonalities and diff erences in three dimensions: immediate macroeco-

nomic crisis response, institutional adaptations, and trade and exchange rate 

policies. What emerges is that while the immediate macroeconomic response 

was similar in both crises, the institutional adaptation was very diff erent, and 

in some respects opposite. The AFC accelerated institutional restructuring, 

while the GFC inhibited it, and led instead to a bloat of stimulus-supported 

sectors and projects. The third section delves more deeply into the institu-

tional implications of China’s response to the GFC, showing that—in con-

trast to the situation after the AFC—China was left with an overdue agenda of 

postponed restructuring. In the fourth section, I examine the path from the 

AFC to the GFC and beyond, arguing that three separate strands link the two py
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crises, which are woven together in ways that are sometimes unexpected. The 

fi nal section examines the state of the Chinese political economy in 2013: 

after successfully managing two external crises, the Chinese economy now 

faces accumulating problems from the maladaptation of domestic institu-

tions, a maladaptation that is not unrelated to the crisis response. 

  China’s Response to the Asian Financial Crisis, 1997–98 

 Like nearly everyone, the Chinese were caught by surprise by the AFC. The 

crisis began the day after the long-anticipated resumption of sovereignty 

over Hong Kong on July 1, 1997. On July 2, Thailand was forced to abandon 

the peg of the Thai baht to the dollar, and as a result the baht depreciated 

17 percent on that day. For the fi rst several months of the crisis, Chinese 

policymakers mainly focused their attention on Hong Kong, which was vul-

nerable in the initial phases of the crisis. In fact, the full force of the crisis 

hit Hong Kong in the fall, when the very large and very international Hong 

Kong Stock Exchange came under speculative attack. During this period the 

benchmark Hang Seng index fell from its precrisis peak of 16,800 to almost 

9,000, including two days in late October when the Hang Seng index fell 

more than a thousand points in a single day. Ultimately, the Hong Kong gov-

ernment abandoned its long-held policy of nonintervention and organized 

a coordinated market rescue program. The government invested the equiva-

lent of HK$110 billion (about US$12.5 billion) in the market from foreign 

exchange reserves, while the large blue-chips and Chinese government fi rms 

listed on the market engaged in big stock buybacks. The PRC government 

actively supported the Hong Kong eff ort, although probably with a relatively 

modest fi nancial commitment. Within a few months, capital returned to the 

Hong Kong market, and the situation was stabilized (Jao 2001). The experi-

ence showed that the Chinese government was willing to intervene in markets 

and also probably taught Chinese policymakers a lesson about the wisdom of 

intervening early and forcibly. The episode also provided raw material for a 

narrative of national solidarity, in which Chinese people in the mainland and 

in Hong Kong stood together to defeat international speculators (personi-

fi ed in this case by George Soros). 

 In fact, Chinese policymakers had their hands full with domestic eco-

nomic problems. Earlier in the decade, the policy stalemate between con-

servatives and reformers had been broken with the aid of Deng Xiaoping’s 

“Southern Tour” of 1992. Major economic reforms had taken place, but they 

had been accompanied by a tremendous initial surge of infl ation. The top 

economic policymaker, Zhu Rongji, had been struggling to bring down the 

infl ation rate, while also preparing the ground for the next wave of economic 

reforms. When the AFC arrived, Zhu was fi nally close to his goal. After twenty-

one straight quarters above 5 percent, the rate of infl ation had been brought py
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down below this “red line” for the fi rst time in the second quarter of 1997 

(fi gure 5.1). Monetary restraint was paying off , and the economy seemed to 

be close to a “soft landing,” controlling infl ation without too excessive a cost 

in terms of foregone growth. 

 Disinfl ation, combined with a new attitude toward state ownership, was 

already driving a dramatic downsizing of the Chinese state sector. In 1996, 

more than 7 million workers had been furloughed from Chinese public en-

terprises, and the question was whether this punishing downsizing would 

continue. The arrival of the AFC was thus exceedingly unwelcome, since it 

created a serious dilemma for Zhu Rongji: to what extent should he allow the 

downward pressures of the AFC to continue to slow the Chinese economy? In 

the end, Zhu maintained the policy course. The number of newly furloughed 

workers remained above 5 million annually through 2000, and furloughed 

workers either found new jobs outside the state sector, transitioned to retire-

ment, or remained unemployed (Naughton 2007, 185–89). By the end of the 

process, the number of workers in traditional state-owned enterprises had de-

clined by two-thirds, and the total employed by publicly owned enterprises of 

all kinds fell by about 40 percent. A crucial step—perhaps  the  crucial step—in 

  Figure 5.1  Credit growth and CPI infl ation: increase from the same quarter of the previous 

year (%). 

  Sources : The data on credits are from http://www.pbc.gov.cn/publish/diaochatongjisi/126/index.html; 
CPI infl ation from National Bureau of Statistics of China accessed at http://data.stats.gov.cn/workspace/
index?m=hgyd. py
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the transition to a market economy had been achieved. In the long run, then, 

the AFC fi t into a process of domestic transformation, painful but necessary 

for the country’s economic progress. 

 Of course, the policy response was not that simple. Zhu Rongji did not 

immediately perceive the threat to China’s domestic economy from the AFC, 

and it was not until the very end of 1997 that Chinese policy began to adapt 

fully to the consequences of the AFC. Since monetary policy had been ef-

fective in controlling infl ation, and had just recently achieved a degree of 

credibility, the decision was made to maintain restrictive monetary policy but 

loosen fi scal policy. China had generally kept its budget defi cit below 1 per-

cent of GDP, but the defi cit was now allowed to inch higher in 1998, and 

expand to 1.9 percent in 1999 and 2.5 percent in 2000. As fi gure 5.2 shows, 

nearly all the increase in fi scal eff ort ultimately showed up as increased physi-

cal infrastructure investment. For the fi rst time, China’s core physical infra-

structure investment surged above 8 percent of GDP, creating a precedent 

for later policy. More broadly, a campaign was launched to “keep growth at 

8 percent,” which gave government offi  cials a certain amount of leeway to 

initiate projects, pressure companies to restrain layoff s, and exaggerate their 

reported production fi gures. In the event, 1998 GDP growth was offi  cially 

reported at 7.8 percent, although subsequently as China’s statisticians were 

revising GDP and growth rates upward for other years, they quietly lowered 

the 1998 rate to 7.3 percent. 

  Figure 5.2  Physical infrastructure investment: share of GDP (%). 

  Source : National Bureau of Statistics of China (2013), 168–69 and earlier volumes. 
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5. China and the Two Crises  115

 The best-known Chinese policy response to the AFC involved doing noth-

ing. That is, China maintained the value of its currency, the RMB, pegged 

at 8.28 to the U.S. dollar, while the crisis-eff ected economies were devalu-

ing substantially. China’s willingness to avoid competitive devaluation was 

positive and contributed to the stabilization of the overall situation. In fact, 

China did not have to bear a great deal of pain to carry out this policy, be-

cause a number of astute policy choices in the preceding years had greatly 

improved China’s overall economic position. During 1993–94, China had 

dramatically opened its economy, welcoming foreign investment for the fi rst 

time and unifying the existing dual exchange rate. Exchange rate unifi ca-

tion had involved a substantial overall devaluation, since the new rate was 

close to the old unoffi  cial swap market rate. Since then, infl ation had been 

gradually pushing up China’s real exchange rate, but nevertheless China’s 

imports had grown slowly, declining as a share of GDP through 1998. The 

same tough macroeconomic policies that had been lowering infl ation and 

driving state sector restructuring were also limiting demand for imports. 

Export growth, in the meantime, had kept pace with GDP growth, so that 

China began to run large trade surpluses, more than 4 percent of GDP, in 

1997 and 1998 (fi gure 5.3). Finally, foreign direct investment had surged, 

with infl ows surpassing 4 percent of GDP annually after 1993. This policy 

confi guration steadily replenished China’s foreign exchange reserves, which 

had fi nally grown to a reasonably safe level, reaching 100  percent of an-

nual imports in 1997 for the fi rst time (fi gure 5.3). With a substantial export 

  Figure 5.3  Exports, imports, and offi  cial reserves: share of GDP (%).

 Sources : National Bureau of Statistics 2013, 224 for exports, imports, and exchange rates; 44 for GDP. 
Data on foreign exchange reserves are from State Administration of Foreign Exchange, available at 
http://www.safe.gov.cn. 
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surplus and adequate reserves, it was not hard for China to wait out the crisis 

with a fi xed rate. 

 In short, China’s direct macroeconomic responses to the AFC were 

prompt and appropriate, but basically moderate. Compared to later inter-

ventions, their scale refl ected the fact that China had far less skin in the 

game. Trade was already moderately large as a share of GDP, but not as large 

as it would be ten years later. China’s fi nancial system was still largely closed, 

so risks of fi nancial contagion were insignifi cant. There was some capital out-

fl ow, and capital controls were tightened somewhat, but the decline in re-

serves was quite manageable. Most crucially, with a comfortable trade surplus 

and a balanced budget, China was not constrained to adopt procyclical poli-

cies of austerity or monetary contraction, as were the worst-hit Asian econ-

omies. For China, the AFC was a major challenge, but not an emergency. 

China could roll out a modest stimulus to help off set the external downturn 

and—given reasonable economic health of its main developed economy ex-

port markets—wait out the rest of the crisis. This meant that policymakers 

could keep their eyes fi xed on longer-term strategic priorities, including do-

mestic restructuring. Since Premier Zhu Rongji had already decided that it 

was worth absorbing some pain to pursue state-sector restructuring, the costs 

of the AFC could be absorbed without throwing away the policy credibility 

that had already been achieved at substantial cost. 

 Despite the relatively modest direct impact of the AFC on China, one of 

the most important results was the lesson China learned about vulnerability. 

In one sense, China learned the same broad lessons about more prudent 

international policy that the most directly aff ected crisis countries learned: 

keep the currency low enough to maintain consistent export surpluses, build 

up foreign exchange reserves, avoid reliance on short-term bank loans, and 

above all, never allow yourself to become dependent on the IMF for macro-

economic insurance. In another sense, the lesson China learned about vul-

nerability was a lesson about its own systemic features that could easily lead it 

into crisis. As Steinfeld (2008, 188) points out, “The cautionary note—indeed 

alarm—heard in China was not about the risks of capitalism but, rather, about 

those of socialism.” The fi nancial diffi  culties experienced by banking systems 

throughout East Asia convinced Chinese leaders that their own banking sys-

tem was even more precarious than they realized, and desperately needed 

restructuring and recapitalization. The collapse of the majority of the Korean 

 chaebol  convinced policymakers that the largest state fi rms could not simply 

be made into national champions through investment and expansion, but 

instead needed radical reform and corporatization. The harshness of global 

competition seemed to strengthen the conviction of China’s top leaders that 

China needed to enter the World Trade Organization (WTO) in order to con-

solidate and protect its status as one of the world’s leading trading economies. 

 The results of these lessons were soon apparent in Chinese economic 

policy. In November 1999, China fi nally reached agreement with the United py
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States on their bilateral accord that paved the way for Chinese entry into the 

WTO in December  2001. China followed up the WTO commitment with 

a productive set of initiatives for economic engagement with other Asian 

countries, especially its ASEAN neighbors. The Chiang Mai Initiative to es-

tablish a swap mechanism for foreign exchange reserves among the ASEAN 

countries plus China, Japan, and Korea was begun in May 2000, and China 

then followed up by unexpectedly proposing an ASEAN-China Free Trade 

Agreement in December of the same year (Sheng 2003). This action signaled 

the beginning of a period of proactive, economically based “good neighbor” 

policies that marked most of the fi rst decade of the twenty-fi rst century, in-

cluding the ASEAN-China FTA itself, which came into eff ect at the begin-

ning of 2010. Equally signifi cant, China set about restructuring its banks. 

First, China wrote off  trillions of RMB in bad loans; then injected trillions 

of RMB of government money into the banking system. On the foundation 

of these improved balance sheets, foreign strategic partners were solicited 

to take stakes in the healthiest banks. With strategic partners lined up, the 

better banks were then restructured and listed on the Shanghai and Hong 

Kong stock markets. It was an impressive, costly, and professionally executed 

eff ort. China pumped about 28 percent of GDP into its banking system in 

this period, counting only the fi rst wave of large commercial banks (Ma 2006; 

Naughton 2007; Walter and Howie 2012). Perhaps most strikingly, China had 

recognized that the banking system could not be used indefi nitely as a prop 

for ineffi  cient and loss-making state-owned enterprises. After the state enter-

prise sector was downsized, the next step was to bring the state banks out of 

their near-insolvent position, restructure their incentives, and give them the 

opportunity to adapt to a more competitive economy. China came out of the 

AFC determined to continue with multisided reforms that made its economy 

more productive and more resilient.  

  China’s Response to the Global Financial Crisis (2008–9) 

 A decade later, China confronted a new external crisis. There were some odd 

parallels with the earlier crisis. The GFC hit—with the collapse of Lehman 

Brothers and AIG on September 15, 2008—shortly after China fi nished stag-

ing the Beijing Olympics in August. The Olympics had been long anticipated 

in China as a symbol of China’s emergence, and was certainly the biggest 

national celebration since the return of Hong Kong in 1997, just on the eve 

of the AFC. Again, the external crisis also hit just as a domestic program of 

infl ation fi ghting and macroeconomic contractionary policies were begin-

ning to bite (discussed below). In comparison with the earlier crisis, China’s 

response to the global crisis of 2008–9 was unusually bold and decisive. In 

retrospect, it is clear that the decisiveness of the crisis response refl ected an 

unusual combination of conditions: the threat was exceptionally clear, and py
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China was unusually well positioned to respond. At the front end, the global 

crisis produced an unusually high level of consensus among policymakers, 

so they had little trouble agreeing on policy. Moreover, it was obvious to Chi-

nese policymakers that globally the crisis was being taken very seriously, and 

that the threat to China was substantial. Moreover, China was in a good posi-

tion to respond largely because of the prudent policies fi rst set in place after 

the AFC. Foreign exchange reserves were large: with almost $2 trillion in re-

serves, China had 170 percent of 2008 imports (fi gure 5.3). The government 

budget was also balanced; the state-owned enterprise sector had returned to 

profi tability after its restructuring at the turn of the century. 

 Perhaps most important, the Chinese banking system was in a strong posi-

tion. The diffi  cult and protracted process of bank reform, recapitalization, 

and restructuring that had been carried out between 2003 and 2006 had left 

the banks with reasonably strong core capital and low burdens of nonper-

forming loans (NPLs). By the eve of the 2008 fi nancial crisis, NPLs in the 

system had offi  cially been brought down from crisis levels to below 5%, a 

tolerable level. (CBRC 2009: 36; cf. Lardy 1998; Brandt and Zhu 2007). The 

bank reform process had fi nally reached the most troubled bank, the Bank of 

Agriculture, which was restructured at the end of 2008 (but not listed on the 

stock market until August 2010, due to the impact of the crisis). Thus the last 

reform launched by Zhu Rongji had fi nally reached conclusion after years of 

eff ort and billions in costs. In essence, then, China was in a strong economic 

position because of strong fundamentals and prudent macroeconomic poli-

cies, but even more so because it was reaping the benefi ts of diffi  cult and 

thorough reforms carried out in the 1990s and early 2000s. 

 The Chinese response to the global fi nancial crisis can be dated pre-

cisely. On November 5, 2008, a joint meeting of the State Council and the 

 Politburo—the highest governmental and Communist Party bodies— decided 

on a RMB4 trillion (US$586  billion) stimulus investment program. That 

money, equal to 12.5 percent of 2008 GDP, was to be spent beginning imme-

diately and with utmost urgency, putting shovels in the ground as quickly as 

possible. Outlays were to begin during the fourth quarter of 2008 and to be 

expended through the end of 2010. This decision marked the unambiguous 

beginning of the full crisis response. 

 In fact, the stimulus decision marked a remarkable turnaround in Chinese 

policy. Only fi ve months earlier, China’s central bank had still been trying to 

slow the economy in order to fi ght infl ation. As fi gure 5.1 shows, Chinese 

infl ation had soared during 2007 to truly worrying levels. On June 25, 2008, 

the last of a string of increases in bank reserve requirements had taken ef-

fect, restricting money supply by requiring commercial banks to keep more 

funds on deposit with the central bank, and pushing the rate to a historic 

high of 17.5 percent. Overall, the Chinese economy had been in a period of 

overheated expansion for some time. In the middle of the decade, exports 

grew dramatically (fi gure 5.3), and GDP growth accelerated (table I.1). The py
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Chinese economy and the infl ation rate were both accelerating during 2007 

in a way that was fundamentally unsustainable: GDP growth hit 14.2 percent 

for the year, and infl ation rose above 8 percent, the highest rate in more than 

a decade. 

 The economic data highlight how diff erent developments in China had 

been during the period between the AFC and the GFC compared to those 

countries hit hard by the AFC. The crisis countries experienced a sustained 

drop in GDP growth and a decline in investment rates that lasted through 

the 2000s (Park, Shin, and Jongwanich 2009). This was not true at all for 

China, where investment rates inched steadily upward and GDP growth ac-

celerated. Indeed, China was the primary benefi ciary of the round of global 

growth acceleration that made 2003–8 the period of the most rapid expan-

sion of the global economy certainly since the 1960s and perhaps ever. For 

China, GDP growth stayed above 10 percent from 2003 onward, before hit-

ting stratospheric levels in 2006, 2007. Under these circumstances, the atten-

tion of the Chinese central bank understandably turned to fi ghting infl ation 

and moderating growth. The fi xed rate with the U.S. dollar was loosened in 

July 2005, and then from November 2007 bank offi  cials, for the fi rst time 

since the beginning of reforms, allowed the RMB to appreciate substantially 

against the dollar (about 1 percent per month). Yet still the global bubble 

grew. As the Chinese central bank was tightening monetary policy, the U.S. 

Federal Reserve Board was expanding the U.S. money supply, pumping dol-

lars into the system in an attempt to avert collapse. Global oil prices followed 

Fed policies, climbing at an accelerating pace through the fi rst half of 2008, 

until they reached US$145 per barrel on July 3, 2008, which proved to be 

the peak. By far the world’s largest importer of commodities, the Chinese 

economy was quite exposed to the rapid increase in commodity prices that 

took place during 2007–8, and this made the fi ght against infl ation fi endishly 

diffi  cult. 

 The pain felt in the domestic economy from anti-infl ation policies was 

immediate. When macroeconomic policy shifted to infl ation-fi ghting, in No-

vember 2007, the stock market promptly collapsed. At historic highs in No-

vember 2007, the Chinese stock market in the subsequent six years (through 

the end of 2013) has never recovered to even one-half of this peak. When the 

political leadership permitted the RMB to appreciate at a reasonably rapid 

rate, exporters screamed that they were squeezed between rising wages and 

soaring commodity prices, on the one hand, and a higher currency on the 

other. Real estate developers protested as property prices came down. Both 

lobbied Beijing intensively. The Chinese leadership stayed the course until 

July 2008, and then began to back away from anti-infl ationary policies. It was 

hard for them to tell how rapidly economic conditions were deteriorating, 

with the Beijing Olympics going on in August  and events taking place in 

New York with no precedent. Gradually, over fi ve months, policy shifted 180 

degrees: appreciation was halted, some export tax rebates were revived, and py
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the People’s Bank of China (PBC) changed course and began to cut interest 

rates. Of course, these fi ve months, between June and November, were the 

months in which the global fi nancial crisis rippled out from New York, as 

stresses in the U.S. markets erupted and the collapse in global markets began 

after October 1. 

 When China’s top leaders did decide to act, they rolled out a stimulus 

program heavy on infrastructure investment. The program’s initial price tag 

of RMB4 trillion was translated by international press reports into a precise-

sounding US$586 billion, but this was in reality just a big, round number, 

not fl eshed out with concrete projects or programs. Since 2009, the RMB4 

trillion stimulus program has come to serve as a shorthand designation for 

the Chinese response, but it is in some respects extremely misleading. It gives 

the impression that the Chinese response was predominantly fi scal, carry-

ing out an infrastructure investment program orchestrated by the central 

government. However, this was far from the case: the response was primar-

ily monetary (rapid expansion of credit), which funded initiatives organized 

by local governments. Moreover, the “transmission process” that got money 

fl owing into the economy was highly politicized, relying on Communist Party 

channels to convey commands with urgency, rather than standard fi nancial 

channels (Naughton 2009; see Lardy 2012 for a very diff erent interpreta-

tion). These characteristics would have substantial implications for the long-

run eff ects of the stimulus response. 

 Of the initial RMB4 trillion, the central government committed to di-

rectly fund RMB1.18 trillion, about 30 percent of the overall program. More-

over, the program was written to include some RMB1 trillion that had already 

been committed for reconstruction after the devastating May 2008 Sichuan 

earthquake. Of the remaining RMB3 trillion, 60 percent was earmarked for 

transport and energy infrastructure, 33 percent for smaller-scale infrastruc-

ture (such as aff ordable housing, environmental projects, and village proj-

ects), and the rest for technological upgrading, health, and education. The 

National Development and Reform Commission (NDRC) head Zhang Ping 

stressed that none of the investment was going to ordinary industrial sec-

tors, which were widely thought to have surplus capacity. As fi gure 5.2 shows, 

China’s overall infrastructure eff ort did increase substantially, jumping about 

2 percentage points of GDP in 2009. 

 In fact, the real action was going on behind the scenes. Joint with the State 

Council meeting, there was a Communist Party Politburo meeting, which is 

where the real power lies in China. When an authoritative document on the 

stimulus was issued, it was sent out from the Party Politburo through party 

channels. This document, Central Document No. 18 of 2008 has never been 

published, since, like many central Party documents, it was considered se-

cret and was thus only distributed through internal party channels. However, 

we have a good idea of the contents from indirect sources. Central Docu-

ment No. 18 and the accompanying draft from the top planning agency, the py
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NDRC, specifi ed ten policy measures, including a RMB100 billion increase 

in government investment for the fourth quarter 2008, injunctions to loosen 

monetary policy, and increased bank credit to support investment and small 

businesses. By far the most important element of Central Document No. 18 

was the general sense of urgency that was displayed, which was reiterated by 

offi  cials in the following weeks. When the NDRC met on November 10 to al-

locate the fi rst tranche of the RMB100 billion, it declared that for all govern-

ment agencies, “the absolutely most important economic work is to urgently 

implement the center’s increased investment and other measures to increase 

domestic demand . . . [and] make every second count” (NDRC 2008). The 

decision to send the document down through party channels added to this 

sense of urgency, conveying the sense that it was permissible to overturn or-

dinary obstacles to spending the money. 

 This action on the part of the central authorities was complementary to 

one of the most basic characteristics of the Chinese system. Local govern-

ments throughout China typically have a virtually inexhaustible demand for 

local infrastructure and construction projects. This is because local govern-

ment offi  cials have a distinctive incentive system, in which they are evaluated 

for promotion largely on the basis of their performance in regional eco-

nomic growth. Confronted with the need to make a diff erence in their local-

ity, attract attention from superiors, reward friends and clients with lucrative 

projects, and make a name for themselves before they move on (typically in 

three to six years), local government leaders have a strong demand for invest-

ment projects. Local governments typically have a “wish” list of projects they 

would like to undertake, and thus an insatiable demand for investment proj-

ects. When the central government solicited local projects for inclusion in 

the stimulus plan and, even more important, when it slackened the fi nancing 

constraint that had long held back ambitious local politicians, it triggered a 

fl ood of new projects. Thus Central Document No. 18 initiated a structured 

bargaining process between the center and the localities (Xiao 2009). The 

center fi rst signaled the type of projects it wanted locals to propose and gave 

the provinces a rough idea of the amounts they might expect, based on the 

province’s population and its historic degree of reliance on central govern-

ment investment, plus extra consideration for regions with high minority 

populations and big cities. The provinces then responded with a list of pro-

posed projects. 

 Local governments were eager to seize this opportunity. Within days, local 

governments were convening meetings to propose projects and strategize 

over Central Document No. 18. For example, Shandong Province called a 

special meeting on November 11—only six days after the announcement—

where the provincial governor urged attendees to “seize the favorable op-

portunity created by expansionary fi scal policy and the ‘appropriately loose’ 

monetary policy” (Qiang 2008). Meetings like this were initially being held 

in all the provinces, and then later in thousands of counties and hundreds py
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of cities across China in mid-November (Naughton 2009). This process cer-

tainly displayed its strengths, for it elicited a rapid start to tens of thousands 

of investment projects. In an interesting discussion of crisis responses, Kan-

bur (2009) makes a distinction between those that are easy to ramp up but 

hard to wind down (like food subsidies), versus those that are hard to ramp 

up but relatively easy to wind down (such as public works projects). It is a 

peculiarity of the Chinese system that public works projects are much easier 

to ramp up than in a “normal” economy. In the event, Chinese local offi  -

cials revealed that they had “shovel-ready” projects on the shelves they could 

quickly pull down and put into operation. Within a month, eighteen out 

of thirty-one total provinces had proposed projects with a total budget of 

RMB25 trillion, more than 80 percent of annual GDP (Huo et al. 2009). With 

this embarrassment of riches, it was easy for the NDRC to award project ap-

provals with quick and rudimentary inspection of documents. The result was 

that the resource mobilization was much more rapid in China than in most 

countries. In the United States, for example, the maximum impact of the 

early 2009 fi scal stimulus bill did not occur until the second quarter of 2010, 

eighteen months after the crisis hit. In China, it was possible to observe the 

initial eff ects of new and accelerated projects in the Chinese economy within 

weeks, and certainly in the fi rst quarter of 2009. 

 None of this was possible without a funding mechanism. While the fi s-

cal impulse was signifi cant, it pales beside the fi nancing needs of the vast 

array of projects local governments wanted to start. In fact, the only possible 

source of funding of this magnitude was the banking system. The central 

government had already prepared the ground for a substantial mobilization 

of credit resources (and an associated relaxation of credit standards). In-

terest rates and reserve requirements were lowered. These explicit policies 

designed to ease provision of credit were mixed with the urgency and politici-

zation of the stimulus itself. Together, these measures sent a powerful signal 

to banks that they were expected to ramp up lending quickly and suggested 

to bank loan offi  cers that they would not be held accountable for loans that 

might later turn sour. 

 Inevitably, the banking system responded with a fl ood of lending. As fi g-

ure 5.1 shows, bank lending exploded during the early months of 2009. Dur-

ing the fi rst quarter of 2009, total bank loans outstanding increased by a 

whopping RMB4.6 trillion. This can be put into perspective in two ways: fi rst, 

the increase in bank credit during the fi rst three months of 2009 was more 

than the total planned RMB4 trillion investment stimulus package, which 

had been intended to stretch over more than two years plus one quarter; sec-

ond, if we roughly calculate what ordinary credit needs would have been dur-

ing the fi rst quarter of 2009, then the  excess  credit above normal just in this 

one quarter was equal to 10 percent of annual GDP. This is a huge amount of 

credit to be injected into an economy in a short time. Credit creation stayed 

high in the second quarter as well before gradually being brought down to py
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earth. There are various ways to calculate the total Chinese stimulus eff ort 

during all of 2009, but it was certainly huge. One illustrative calculation puts 

the amount of bank lending above “business as usual,” plus special bond 

fi nancing and fi scal defi cit, at a total 20.7 percent of GDP in 2009 (Kroeber 

2010, 27). The consolidated government budget swung into a defi cit, equal 

to 2.3 percent of GDP in 2009, including most of the special bond issuance. 

Thus the explosive growth of bank credit provided the bulk of the Chinese 

stimulus response. It was primarily a monetary response, not a fi scal one, and 

it was driven by the state-owned banking system. 

 By comparison, in the United States, the Federal Reserve Board also dra-

matically increased its lending, holding US$1.2 trillion more in assets on its 

balance sheet in mid-April 2009 than a year earlier, an amount equal to more 

than 8 percent of 2008 GDP of US$14.5 trillion. But this was an attempt to 

off set a collapse in credit extended in other parts of the economy, whereas 

there was no such collapse in China. The U.S. fi scal stimulus was of com-

parable magnitude to the expansion in the Federal Reserve Board balance 

sheet, so that total stimulus response peaked at around 15 percent of GDP. 

The Chinese stimulus was thus larger proportionately than the U.S. stimulus, 

and delivered much more promptly. As a result, by mid-year 2009, there was 

already unmistakable evidence that employment had stabilized in China, and 

that output was beginning to recover. China was arguably the fi rst economy 

to have recovered from the global fi nancial crisis, and the derived demand 

for commodity imports was crucial in stabilizing the global economy at the 

end of the fi rst quarter in 2009. Offi  cial GDP growth was ultimately tagged at 

9.2 percent in 2009, during the midst of the most profound global economic 

crisis of the era (table I.1).  

  The Institutional Impact of the Global Financial 
Crisis Response 

 In order to create the vigorous stimulus described in the previous section, 

Chinese leaders had to adapt existing institutions for new purposes. The 

most immediate and profound impact was on local governments. Local 

governments in China are not permitted to borrow directly from banks 

themselves, so they must establish development corporations or other quasi-

independent agencies to actually do the work. This process carries obvious 

moral hazards, and in normal times the central government monitors it 

fairly closely. However, in 2008–9, the central government relaxed its over-

sight over these development corporations and actively encouraged local 

governments to expand them. The resulting so-called local government 

funding or investment “platforms” ( rongzi pingtai ) were allowed to qualify 

for loans and issue certain kinds of corporate bonds that would count as 

paid-in capital (Naughton 2009). These special provisions were designed py
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for projects that were approved by the government as part of the stimulus 

investment program, but they spread quickly and local government funding 

vehicles proliferated. 

 Governments at all levels, empowered by the massive fl ow of money 

through the system, soon moved into more assertive forms of industrial 

policy. At fi rst, this was part of central government crisis management. In 

February 2009, “Industrial Revitalization Plans” were issued for ten sectors, 

mostly traditional industries that were struggling with declining orders, ex-

cess capacity, and substantial losses. Although justifi ed by crisis conditions, 

these plans authorized fi nancial support for specifi c fi rms and envisaged de-

sirable market structures for two- and three-year time horizons. This newly 

interventionist spirit in Chinese industrial policy soon spilled over into plans 

for high-technology and strategic emerging industries (SEIs). The SEIs were 

composed of twenty high-technology industrial sectors seen to be emergent 

in the postcrisis period. Noting that governments everywhere were stepping 

up their investment in new energy, environmental, and information tech-

nologies, the Chinese government gradually assembled their own aggressive 

support programs into an overall framework during 2009. Ultimately, the SEI 

program declared that its objective was to raise the share of this cluster of 

industrial sectors from under 4 percent of GDP in 2010 to 8 percent in 2015 

and 15 percent in 2020. A commonly articulated Chinese perception was that 

the impending emergence of fundamentally new high-tech industries gave 

China the opportunity to get in on the ground fl oor. Without powerful in-

cumbents to lock them out of dynamic and profi table positions, China could 

“occupy the commanding heights of the new technological revolution.” In 

this view, aggressive government intervention in the short run could have 

important long-run benefi ts. 

 The Chinese crisis response thus gradually began to shape large and long-

term policy decisions. In fact, the Chinese premier Wen Jiabao, in his 2010 

 Government Work Report , which is an authoritative offi  cial document, summa-

rizes the lessons learned from the global crisis and China’s response: “In the 

past year, vigorously responding to the global fi nancial crisis . . . we came to 

the following conclusion: while continuing to . . . let market forces play their 

basic role in allocating resources and stimulate the market’s vitality, we must 

make best use of the socialist system’s advantages, which enable us to make 

decisions effi  ciently, organize eff ectively, and concentrate resources to ac-

complish large undertakings” (Wen 2010). 

 This formulation specifi cally equates the market and the centralized 

deployment of administrative and political resources. Wen’s assessment 

amounted to a major reevaluation of Chinese policy principles, following 

decades in which the importance accorded to the market in determining the 

allocation of resources had steadily increased. The novelty in this formula-

tion is the most important aspect, and only one part of it is new: the emphasis 

on the centralized deployment of resources. This in fact was the lesson that 

the Chinese leadership drew from the crisis response of 2009. 
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5. China and the Two Crises  125

 What we see from this quote is that the initial institutional and systemic 

impacts of the GFC response were precisely the opposite of those of the AFC 

response. Under Zhu Rongji, the response to the AFC was to continue the 

pressure on the state sector and increase the resolve to open, reform, and 

institutionalize the reformed system. Under Wen Jiabao, the GFC response 

was to strengthen the state sector, legitimize increased government steerage 

of the economy, and bring the fi nancial sector back under government tu-

telage as an instrument of government policy. One piece of evidence for 

this interpretation is a statement by Huang Mengfu, head of the All-China 

Federation of Industry and Commerce. Huang is by merit of his position 

the designated spokesman to the Communist Party from the private business 

sector. He declared in September 2009 that “in certain regions and sectors, 

we’ve observed the phenomenon of the state advancing at the expense of the 

private sector . . . we will pay a serious price for this.” In the years after the 

GFC, Chinese policymakers were clearly heeding Wen Jiabao’s lesson, and 

not Huang Mengfu’s remonstrance. 

 Stated broadly, although the stimulus worked, it was costly. At a minimum, 

it halted and temporarily reversed the decades-long trend for the state to 

retreat from the economy and for private and nongovernmental actors to 

play a greater role. This was harmful not primarily because the state sector is 

“ineffi  cient” or “backward,” but rather because these actions profoundly dis-

rupt the incentive structure that applies to both private and public actors. As 

long as the scope of the state sector was basically known and the trend both 

inside and outside the state sector was toward more profound marketization, 

individuals were rewarded for maximizing incomes and minimizing costs ac-

cording to market-determined prices. However, when the scope of the state 

sector becomes indeterminate, and administrative interventions repeatedly 

redraw the boundary between state and private, then individuals are forced 

to devote time and resources to anticipating and manipulating government 

actions. This new environment changed calculations and increased costs. 

More important, it increased rent-seeking opportunities and produced many 

more ineffi  cient outcomes. 

 Stimulus policies undermined the integrity of the fi nancial system in 

more direct and immediate ways. First, banks relaxed their concerns about 

risk and loosened prudential standards, making massive loans to government 

clients. This represented the sudden abandonment of the diffi  cult process 

of upgrading banking standards that had been underway since 1997, a pro-

cess which had taken a large leap forward with the bank recapitalization and 

restructuring accomplished primarily in 2003–6. Bank budget constraints 

had gradually become “hard” (binding), but now they had suddenly become 

“soft” again. For fi fteen years, banks had been allowed to write off  trillions 

of RMB of NPLs. The stimulus surge of bank lending not only created fears 

of new NPLs but also fears that the government could no longer credibly de-

mand that the banks be responsible for their own profi ts and losses. Thus the 

whole incentive environment of the banking system was weakened. 
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 Second, the government more or less intentionally expanded the num-

ber of fi nancially unsound local government investment corporations, as de-

scribed previously. Not for the fi rst time, fi nancially fl imsy (and sometimes 

shady) local government investment corporations proliferated in the Chi-

nese economy. Estimates of the total value of debt owed by these corpora-

tions start at 20 percent of GDP and range upward from there. While it is 

entirely possible for the Chinese government to absorb an additional 20 per-

centage points of GDP worth of debt without threatening its fundamental 

fi nancial stability, it represents a signifi cant setback on the road to a healthy, 

market-compatible fi nancial system. 

 It can be seen that the vigorous Chinese response to the GFC was depen-

dent on some of the most deeply ingrained, but least functional, features of 

the Chinese political economic system: the responsiveness of local offi  cials 

to the opportunity to invest, the willingness of actors at all levels to return to 

“soft budget constraint” conditions, and the lack of real independence of the 

banking system in the face of renewed politicization. While all of these fea-

tures propelled the stimulus impulse, they also resurrected some of the most 

serious shortcomings of the prereform Chinese economic system. Economic 

policy was driven by a top-down mobilization of the system via Communist 

Party channels. Its eff ectiveness relied on unleashing the “expansion drive” 

in the system—that is, the built-in tendency for political and bureaucratic ac-

tors at all levels to claim public resources to invest in their own projects (and 

careers). Thus the fact that the system was highly responsive to a top-down 

call to quickly ramp up investment should not be too surprising; this is, after 

all, exactly what the system had been set up to achieve. Over decades of eco-

nomic reform, these systemic defects had never disappeared, but they had 

been increasingly subordinated to market forces. 

 In their response to the GFC, Chinese leaders displayed a surprising will-

ingness to discard the hard-won achievements of earlier reforms. In fact, it 

was an almost cavalier disregard for those achievements. The Chinese stimu-

lus was not a careful technocratic response; it was an all-out mobilization 

than opened a Pandora’s Box of complex eff ects. The reason why the re-

sponse to the stimulus policy was extraordinarily rapid and eff ective is that it 

was achieved by bringing back to life some of the worst features of the Chi-

nese system. It revealed the deep structure of the Chinese political economy, 

even as it intensifi ed some of the aspects of the system. It also created a legacy 

of complex problems that confront the subsequent Xi Jinping–Li Keqiang 

administration, which are discussed in the fi nal section.  

  Connecting the Dots: From the AFC to the GFC 
and Beyond 

 Considering the dual crises from the Chinese standpoint, we should stress 

three relationships that connect the AFC and GFC, each with implications 
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for the present. First, the crises were linked by a successful set of policies that 

dealt with the immediate challenge of both the AFC and the GFC. Certainly, 

China’s economic performance was impressive, and neither crisis seemed to 

slow China’s astonishing growth very much. Moreover, both crises have pro-

vided material for a narrative of success, one that is picked up and repeated 

by offi  cial Chinese news outlets. Thus the AFC led China to take eff ective 

measures, to fi ght off  speculative attacks on Hong Kong, and to emerge as a 

responsible power in the Asia region. China’s success in confronting the GFC 

has not only enabled its breathtaking economic growth to continue—thus 

dramatically increasing its weight in the global economy—it has also given 

the Chinese leaders an unprecedented sense of self-confi dence, combined 

with a profound disillusionment about the United States and its liberal eco-

nomic models. 

 However, the second relationship between the two crises should make 

us much more cautious about this simple narrative of success. In this sec-

ond relationship, the institutional characteristics of the two crisis policy re-

sponses can be seen as virtually opposite, mirror images of each other. In 

the late 1990s, at the onset of the AFC, China was undergoing a “transition 

recession,” similar in kind but still milder in eff ect than the transitions ex-

perienced by other postsocialist countries (Kolodko 2000). The transition 

from socialism inevitably leads to a fall in measured output, but diff erent 

approaches aff ect the size of the transitional recession. China, by deciding 

to develop market-oriented production institutions  fi rst  and dissolving the 

bureaucratic economy  second , had helped minimized its transitional reces-

sion and converted it instead into a “growth recession.” But it was impossible 

to reduce those costs to zero, and China was in the midst of that diffi  cult 

process when the AFC hit. 

 As we have seen, the initial response to the AFC contributed strongly to a 

deepening of that reform process. However, it also ironically set the stage for a 

subsequent weakening of commitment to that process. Steinfeld (2008, 188) 

argues that “a twenty-year-old reform agenda, one that since the late 1970s 

had tentatively and instrumentally employed market mechanisms to sustain 

socialism, was in the aftermath of the AFC peremptorily and unceremoni-

ously ditched. In its place, sweeping marketization—capitalism, in  eff ect—

was embraced at considerable political and social risk.” Looking back from 

the perspective of the second decade of the twenty-fi rst century, it is clear 

that this conclusion was premature. From 1992, when Deng Xiaoping pulled 

China out of the post-Tiananmen reaction and kick-started reforms, until 

November 1999, when China signed off  on terms for its membership into 

the World Trade Organization, an extraordinary series of systematically deep-

ening economic reforms transformed China into what was fundamentally a 

market economy. In this context, the AFC of 1997–98 was a bright punctua-

tion mark, signaling the entry into a climactic stage of reform, in which state-

owned enterprises were closed down on a massive scale and unemployment 

surged temporarily. However, in the years following the AFC, this deepening 
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reform did not continue. Instead, once the bank restructuring conceived 

under Zhu Rongji was completed, reforms slowed dramatically. Indeed, if we 

adopt a relatively strict defi nition of reform as “a change in economic system 

that lowers barriers and subjects new areas to market competition,” there 

have been no major reform initiatives in the decade since bank restructur-

ing. China has thus fallen short of embracing sweeping marketization, much 

less capitalism. 

 The primary concerns of China’s leaders during the 2002–12 Hu Jintao–

Wen Jiabao administration shifted away from market reform and toward social 

policy that would ameliorate some of the negative outcomes of the reform 

process. The early years of the Wen Jiabao administration saw important steps 

to lower rural tax burdens, increase agricultural procurement prices, and 

provide subsidies for grain farmers. These policies were clearly motivated 

by a desire to moderate the increasing inequality of the 1990s, especially the 

urban-rural gap that had remained stubbornly wide. Further policy initiatives 

ensued in a wide range of social arenas: education, health insurance, and 

housing policy, to name a few. Obviously such a list does no more than give a 

fl avor of recent decision making, and the reality in each fi eld is complex (see 

Naughton 2011). Nonetheless, the impetus behind these policy measures 

clearly lay in the inequalities and imbalances that accompanied the reform 

process as a whole. Such measures can be seen as complementary to market-

oriented reform, essential to making a market economy function better and 

more fairly. 

 Yet it is unmistakable that the adoption of these measures was accompa-

nied by a shift away from reliance on the market and toward the increased 

use of direct government intervention in the economy. By the early 2000s, 

a palpable “reform fatigue” aff ected Chinese society, as unemployment, 

inequality, corruption, and a broken social contract were associated in the 

public mind with the reform process. To a certain extent, because the AFC 

deepened China’s growth recession, it contributed to this reform fatigue. 

In that sense, it may also be implicated in the backlash to reform that slowly 

developed during the 2000s. A consequence of this backlash was that policy-

makers ceased demanding market-conforming solutions to solve social and 

developmental problems. In a range of fi elds from housing policy, health 

insurance, to technology and industrial policy, we see a renewed willingness 

to resort to direct government intervention to achieve social and political 

goals. As argued above, by the time the GFC hit, China’s policy had already 

been reoriented away from market reforms, and it was easy to rely on an 

intensifi cation of direct government action to deal with the immediate chal-

lenge. Thus the institutional impact of each crisis response was the mirror 

image of the other. 

 The reinterpretation of the policy agenda in the post-AFC period gradu-

ally altered the way in which the concern about external vulnerability was 

refl ected in actual policy choices. In particular, the peg of the RMB exchange py
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rate to the U.S. dollar became an infl exible touchstone of external policy. 

Maintaining exchange rate stability in the face of devaluation pressure was 

a decision widely praised in 1997–99. Chinese policymakers proceeded to 

hold the peg in place another six years, until mid-2005. During that time, 

China’s export competitiveness exploded, on the heels of successful domes-

tic reforms and WTO membership (formally begun in December 2001, with 

many provisions phasing in over the subsequent two to three years). The re-

sult was soaring exports, a widening trade surplus, and steady accumulation 

of foreign exchange reserves (fi gure 5.3). Not surprisingly, this policy elicited 

substantial international criticism, not least from the United States, and the 

Chinese response to the criticism was telling: Chinese government offi  cials 

bristled at foreign, especially American, criticisms of their exchange rate 

policy and dug in their heels on national sovereignty grounds. At the same 

time, thoughtful Chinese economists pointed out that misaligned and infl ex-

ible exchange rates were creating imbalances that were ultimately costly to 

the Chinese economy (Yu 2007). An initially constructive policy of exchange 

rate stability gradually became an obstacle to China’s smooth adaptation to 

rapidly changing economic conditions. 

 In a broader sense, the quality of Chinese economic policymaking began 

to decline as the commitment to marketization and reform waned after 2003. 

The decision to maintain a fi xed and undervalued exchange rate led to a 

variety of interrelated problems. These problems have been analyzed most 

cogently by Lardy (2012): as China accumulated reserves in the mid-2000s, 

the tendency for the domestic money supply to expand could only be par-

tially restrained, at great eff ort, by central bank sterilization. As a result, in-

fl ationary pressures steadily built, and the monetary authorities were only 

able to periodically restrain them. As fi gure 5.1 shows, cycles of infl ationary 

pressure steadily pushed up the overall price level (after the economy moved 

out of the defl ationary period associated with the AFC itself). Concerned 

about the fi nancial health of the banking system (which had only recently 

been rehabilitated), policymakers responded by keeping caps on deposit 

interest rates, which increasingly resulted in negative real interest rates for 

China’s savers. “Financial repression” resulted, in which the fi nancial system 

implicitly taxed the household sector for the benefi t of the corporate sector. 

These policies restrained the growth of household income by directly reduc-

ing interest income to China’s high-saving households. Moreover, low inter-

est rates on bank loans reduced the demand for capital market alternatives to 

the banking system and tied fi rms (especially state-owned fi rms) more closely 

to the state-owned banks. The saving and investment options of Chinese 

households were highly restricted, especially after the stock market collapse 

of 2007, and housing became one of the few outlets for household saving. 

In the absence of forward progress on marketization, imbalances arose that 

were not subject to the automatic reequilibration of the market. Thus while 

China’s immediate reaction to the AFC was to intensify market-oriented py
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reforms, the longer-term response involved a steady deemphasis of market-

conforming policies, and the gradual buildup of renewed institutional and 

macroeconomic distortions in the economy. 

 This leads us to the third relationship between the AFC and the GFC: 

the 1997–98 AFC and the Chinese response contributed to changes in the 

global economy that in some respects set the stage for the 2008–9 global cri-

sis. China’s post-AFC policies contributed to the global imbalances that were 

part of the environment out of which the GFC grew. It is not that Chinese 

policies caused the GFC; there is more than enough blame for the GFC in 

U.S. macroeconomic policies and regulatory lapses. However, Chinese poli-

cies  enabled  U.S. policy mistakes because of the two main channels through 

which Chinese exchange rate policy infl uenced the United States. First, sus-

tained Chinese government demand for U.S. treasuries (for its offi  cial for-

eign exchange reserves) helped keep long-term interest rates low. Second, 

maintaining a fi xed RMB–U.S. dollar exchange kept Chinese export prices 

low, contributing to lower U.S. prices and restrained U.S. infl ation. Both 

these eff ects suggested to the U.S. Federal Reserve Board that U.S. monetary 

policy was not “too loose.” As a result, U.S. policymakers maintained a policy 

stance that, in retrospect, most economists believe to have been excessively 

expansionary (see Taylor 2009 for an alternative view). This expansionary 

excess contributed to infl ating the housing bubble, the bursting of which was 

the proximate cause of the GFC. In this sense, China’s role in the lead-up to 

the GFC was no diff erent from that of the other East Asian economies, all of 

which began to run long-term trade surpluses and accumulate foreign ex-

change reserves after the AFC. However, China was the largest single actor in 

this story, and thus serves as one of the primarily links between the two crises. 

Asian current account surpluses were the mirror image of U.S. defi cits, and 

the willingness of the Asian economies to keep their surpluses in low-yielding 

U.S. treasuries fed the hubris at the U.S. Federal Reserve Board who believed 

that there were no bubbles, just an adjustment to a “global savings glut,” and 

thus delayed regulatory and prudent macroeconomic responses until they 

were too late (Coulibaly and Millar 2008). 

 There is no unambiguous connection of cause and eff ect in these re-

lationships. All we can say with confi dence is that Chinese policymaking 

allowed for increasing distortions in both domestic and international eco-

nomic relationships through the mid-2000s. When the GFC did come (due 

to American mismanagement), the cautious—some might say excessively 

cautious—trade and currency policies of China put it in a relatively secure 

position. Reserves were certainly ample, and domestic fi nancial conditions 

still reasonably secure. Like other countries that had accumulated reserves 

during the good times of the 2000s, China weathered the GFC in reasonably 

good shape. Thus the policies that emerged out of the AFC set up policymak-

ers to respond to the GFC eff ectively and in a manner completely consis-

tent with their existing policy orientation. By 2008, Chinese policymakers, py
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led by the Premier Wen Jiabao, had already dialed down their commitment 

to market reform and begun to stress achievement of social and economic 

goals through direct government action. Some of these government actions 

included a new health insurance and medical delivery scheme, which was on 

the cusp of adoption as the GFC hit. Another included an activist technology 

policy that had been steadily developed in the wake of the 2006 tech-sector 

reevaluation as outlined in the document,  Medium and Long-term Plan for Sci-
ence and Technology Development  (State Council 2006). In this context, China’s 

policymakers approached the challenges of the GFC from the standpoint of 

government planners: they believed in direct government action and moved 

quickly to put government programs in place that would directly support the 

sectors and households aff ected by the global crisis. The result was a further 

increase in the level of direct government intervention in the economy. 

 As such, the initial response to the GFC echoed the response to the AFC 

by intensifying the existing policy orientation of the existing leadership. Zhu 

Rongji’s reformist impulses were extended by the AFC; Wen Jiabao’s inter-

ventionist tendencies were extended by the GFC. In a sense, this is not sur-

prising since China is a large country with an extraordinarily complex and 

sometimes tensely negotiated domestic political equilibrium. Thus external 

events, even rapidly moving and potentially dangerous external events, are 

fi ltered through a complex domestic political environment. Leaders such as 

Zhu Rongji or Wen Jiabao, having achieved political positions that enable 

them to carry out large-scale agendas to which they are personally commit-

ted, are not likely to abandon them in the face of external events. Instead, 

they adapt those agendas to new circumstances, which often involves making 

that agenda more radical or extending it into new areas. But by the same 

token, the radicalization of the agenda creates fertile ground for a subse-

quent backlash. Policy responses to crises are not necessarily sustained after 

the fi rst few years, particularly when a new administration takes power. 

 Coming immediately out of the GFC, Chinese self-evaluation was overwhelm-

ingly positive. The stimulus program produced tremendous benefi ts, which 

were shared between China and the rest of the world. Within a few years, 

though, policymakers and the public began to acknowledge the increasingly 

obvious costs of the crisis response. Around the world, most countries were 

by the end of 2013 engaged in unwinding the extraordinary measures taken 

to cope with the crisis. Fiscal stimulus was being unwound to restore confi -

dence in future government fi nances, especially in Europe. Extraordinary 

interventions in fi nancial markets were also being unwound, especially in the 

United States. However, China has been at variance with these trends, as can 

be seen in three dimensions. First, the credit-based stimulus impulse China 

launched in 2009 has not been systematically drawn down. Figure 5.1 por-

trays a mixed picture, showing credit growth coming down from rates greater 

than 30 percent to the range of 15 percent, close to historical norms. In fact, py
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after 2010, credit continued to grow rapidly, but much of the credit growth 

came outside the formal banking system, in the so-called “shadow banking” 

system. During 2012, more than half of total social credit came through these 

channels. One good indicator is provided by the indebtedness of local gov-

ernments. Despite a major eff ort begun in 2010 to restructure and reduce 

local government debt, this debt has stayed high and actually increased. Ac-

cording to a report of the National Audit Offi  ce, debt of province, city, and 

county governments amounted to RMB10.6 trillion in mid-2013. Moreover, 

the debt load had grown at an annual rate of just below 20 percent since the 

end of 2010, and most of the increase had come outside traditional bank 

lending channels. By a broader defi nition of central and local debt, includ-

ing contingent liabilities, debt was RMB30.3 trillion, or about 52 percent of 

projected 2013 GDP (Chinese National Audit Offi  ce 2013; Wang 2013). The 

problem is not so much that China’s government debt is unsustainably large, 

but rather that extraordinarily rapid credit growth triggered by the GFC has 

still not been brought under control. This kind of fi nancial excess shows up 

in asset bubbles, which are continuously being created, most precariously in 

the housing sector. 

 A closely related phenomenon is observed in the real economy where the 

investment rate has remained extraordinarily high. The stimulus response to 

the GFC pushed the rate of investment to an unprecedented 47 percent of 

GDP in 2009. In subsequent years, despite repeated statements of the need 

for more balanced growth, the overall investment rate has actually edged up, 

maintaining an astonishing 48 percent of GDP on average in 2010–2012. How-

ever, as fi gure 5.2 shows, pure infrastructure investment has come down from 

its 2009 high, while other forms of investment have more than taken up the 

slack. Massive investment has become the main driver of the Chinese econ-

omy, and the government has made little progress in reducing this overreli-

ance on investment. The crisis-driven changes to the “rules of the game” are 

a major part of the problem—they give government offi  cials and state-owned 

enterprises control over a larger volume of resources than before and reduce 

the accountability of both offi  cials and fi nancial institutions. These changes 

inevitably soften budget constraints, reduce individual risk, and encourage 

even larger investments. The extraordinary credit expansion and investment 

eff ort unleashed during the GFC are thus still shaping the Chinese economy. 

In this sense, China’s stimulus measures have proved to be quite hard to wind 

down (Kanbur 2009). In the macroeconomic, investment, and fi nancial are-

nas, the post-GFC period has continued through at least the end of 2013. 

 Finally, China has continued to embrace the extraordinary expansion of 

government intervention that was adopted during the crisis. To be sure, this 

expansion predates the crisis, but as we have shown above, the crisis led to a 

further intensifi cation of the direct government role in the economy. So far, 

the Chinese government has not scaled back its eff ort in any of these areas. 

Thus China has continued to embrace the full panoply of social insurance and py
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industrial policies that were ramped up during the crisis. The continued em-

phasis on “strategic emerging industries” in 2013 has been especially striking, 

since a number of these programs (e.g., solar panels) have run into serious 

economic problems. This has occurred at the time when most market econ-

omies have been reemphasizing the lines that divide government from the 

market and committing to a speedy government withdrawal from the market. 

 Yet if China is still wrapped up in its crisis-response phase, there are signs 

that signifi cant changes are on the horizon. Indeed, it is entirely possible that 

the 2010–13 period will come to be seen as an era of overshooting following 

the response to the GFC. Since late 2012, a new administration has been in 

charge of China’s economy. Xi Jinping, the new Communist Party leader, 

and Li Keqiang, the head of the government, immediately upon taking of-

fi ce, began talking of the need to revitalize the economic reform process. In 

November 2013, an important party meeting (the Third Plenum) commit-

ted to a new program of wide-ranging reforms to be overseen by Xi himself. 

Although this process is in its infancy as of the end of 2013, the leaders have 

already decisively parted company with the policy orientation of the Hu–

Wen administration. In the party resolution that came from this meeting, 

a key theme was the need to clarify the distinction between the functions 

of government and the market, and to “greatly reduce the direct allocation 

of resources by government” and let the market play a “decisive role” in 

resource allocation (CCP 2013). Although it may seem purely semantic, this 

dramatic shift of emphasis is in fact a reversal of the “lesson” that Wen Jiabao 

drew in 2010 (quoted earlier). In Wen’s formulation, the market’s role in 

resource allocation had been “basic” but taken for granted, and needs to be 

supplemented by decisive, large-scale government deployment of resources. 

The new leadership has announced a dramatic shift toward a market-driven 

policy model. To be sure, a great deal of work still needs to be done to fl esh 

out these rhetorical commitments and ensure eff ective implementation. 

 The Xi Jinping administration is still dealing with the legacy of the GFC 

and the Chinese response, but that response no longer seems natural, in-

evitable, and right. Rather, the crisis response may have been excessive and 

certainly carried on for too long, leaving a legacy of hard-to-resolve prob-

lems. Ten years ago, in 2004, the Wen Jiabao administration was gradually 

but steadily moving away from the reform commitments of the Zhu Rongji 

era, commitments that had been solidifi ed by the AFC. Today, in 2014, the 

Xi Jinping–Li Keqiang administration is gradually moving to reinstate some 

elements of that reform agenda. How far will they go? How thoroughly will 

they reassess the costs and problems of the previous administration? It is too 

early to tell, but it is clear that as of the end of 2013, the Chinese leadership 

is moving out of the postcrisis period and into a new era where more policy 

options (old and new) are being seriously considered. 

 The challenges are formidable. Complicating the policy options is 

the fact that China is reaching a crucial turning point in its development py
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process. Since the 1980s, China has been undergoing a full-fl edged growth 

miracle, with average annual GDP growth rates slightly above 10 percent per 

year. This extraordinary growth dynamism is part of what gave the Chinese 

economy such enormous resilience in the face of the two crises. However, 

China is reaching the end of this miraculous growth phase and entering a 

 middle-income status in which growth rates are unlikely to ever again surpass 

8 percent in a given year. As table I.1 showed, growth in 2012 has already 

slid below 8 percent, almost reaching the low point recorded in 1998 dur-

ing the middle of the AFC. Almost certainly, this is the new “normal,” since 

labor force growth has slowed dramatically and upward pressure on unskilled 

wages is now substantial. Under these conditions, eff orts to keep the growth 

rate above 8 percent would be risky and unlikely to succeed. 

 The challenge to Chinese policymakers is to transition to a sustainable 

growth path, to maintain something like 6 percent annual GDP growth per 

year over the next decade. Such an outcome would be extremely positive. 

Indeed, an increasingly middle-income China with a much better educated 

workforce and huge diverse domestic market will create a completely new 

type of economic miracle if it can sustain growth and transformation at that 

pace. However, such a transition will not be easy. Indeed, the experiences 

of Japan and Korea, examined elsewhere in this volume, shows that it is ex-

tremely diffi  cult to make the transition out of the miraculous growth phase 

and into a new phase of sustainable middle-income growth. 

 Chinese policymakers thus face the extraordinary challenge of adapt-

ing to long-run slower growth while rebalancing the economy and reviving 

 market-oriented economic reforms. In the long run, these objectives are 

completely consistent and indeed mutually reinforcing; in the short run, 

many diffi  cult choices have to be made and opposition to change overcome. 

The leadership has committed itself in principle to a new round of economic 

reform, but actual implementation has scarcely begun. What will determine 

the success of the endeavor? Policymakers must carry out the restructuring 

of the fi nancial system thoroughly and with determination. They must ac-

cept lower growth rates while a healthier economic model is developed. They 

must scale back direct government intervention and allow greater space for 

dynamic Chinese private businesses to move into new areas. They must put 

local governments on a sounder fi nancial footing in order to allow them to 

withdraw from land and commercial markets. These things are diffi  cult but 

not impossible. We may fi nd that in the future, these actions are portrayed as 

the inevitable rectifi cation of extreme policies, the end set of extraordinary 

measures that are no longer necessary. The crises, in this interpretation, are 

fi nally over. 
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 Political Business and External 
Vulnerability in Southeast Asia 

  Thomas B. Pepinsky  

 The Global Financial Crisis (GFC) of 2008–9 represents a landmark event 

for the advanced industrial economies. In island Southeast Asia—Indonesia, 

Malaysia, the Philippines, and Singapore—the GFC will be remembered as 

an external shock that generated a lot of worry but few direct costs. This is in 

stark contrast to the crisis of 1997–98, which in the region toppled one au-

thoritarian juggernaut (Indonesia), dealt a near-fatal blow to another (Malay-

sia), and frightened the remaining two countries, both of which had enjoyed 

strong growth in previous years. The 1997–98 fi nancial crises in Southeast 

Asia generated a voluminous literature on their origins and consequences, 

most of which emphasized how political economy factors played a central 

role in explaining why the crisis unfolded across the region in the way that 

it did. Southeast Asia’s “noncrisis” of 2008–9 raises the question of whether 

political and economic reforms after the 1990s crises have shielded island 

Southeast Asia from the current economic crisis. 

 The answer to that question is no. Rather, island Southeast Asia has weath-

ered the current crisis primarily because of more subtle changes in exchange 

rates and domestic regulation alongside broader changes in investor beliefs 

about the viability of these countries’ political and economic systems. In this 

chapter, I outline some of the lessons that we can draw from a comparison of 

these two international fi nancial crises and their eff ects in island Southeast 

Asia. My focus is on political-business relations and the politics of external 

vulnerability in these four countries. The central lesson from the two crises 

is that the pathways from tight political-business relations to vulnerability to 

international contagion during global or regional fi nancial crises—which 

I gloss here as “external vulnerability”—are subtle and complex. Alone, nei-

ther domestic political economy factors nor international economic integra-

tion are suffi  cient to explain the course of these two crises in island Southeast py
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Asia. Further, not even the conjunction of domestic political economy factors 

and international economic integration explains the course of the two crises. 

Rather, to understand why the Asian Financial Crisis (AFC) of 1997–98 was 

so devastating for Southeast Asia while the GFC was so minor, we must focus 

on the more subtle interactions of incentive structures, regulatory regimes, 

and global economic conditions. 

 In advancing this argument, I challenge existing explanations for exter-

nal vulnerability in the AFC and beyond that focus on broad political eco-

nomic factors such as “corruption,” “crony capitalism,” “moral hazard,” and 

related factors (see also Chang 2000; Weiss 1999). In this sense, the argu-

ment in this chapter complements Chu (this volume), who also holds that 

East Asia’s resiliency cannot be explained by political or institutional reforms 

that have been enacted since the AFC. However, my argument diff ers in the 

relatively greater emphasis that I  place on changing investor perceptions 

about the propriety of political-business relations in island Southeast Asia, 

as well as their interactions with the technical policy choices by national 

governments. 

 The central lesson from the four country comparison is that whatever 

pathologies we can identify in the political economies of small, open, devel-

oping economies such as those in island Southeast Asia, it is by no means 

the case that they generate external vulnerability—even in the small, open, 

developing economies that are often thought to be most vulnerable to vola-

tile international conditions. There is no shortage of reasons to worry about 

the economic prospects of these four countries. Tight political-business rela-

tions in Indonesia, Malaysia, the Philippines, and arguably even Singapore 

continue to produce important political and economic problems. Nowhere 

in Southeast Asia do political-business relations approach a “laissez-faire” 

model of capitalism; instead, I  characterize political-business relations in 

contemporary Indonesia and the Philippines as “rent seeking,” in contempo-

rary Malaysia as “collusive,” and in Singapore as “regulatory.” In various ways, 

each of the four island Southeast Asian economies faces serious problems of 

effi  ciency, equity, corruption, and cronyism. These raise fundamental ques-

tions about the long-term sustainability of these countries’ developmental 

trajectories. Their having withstood the GFC does not deny these problems. 

But it does indicate that the existence of tight political-business interactions 

does not generate external vulnerability in the ways that a cursory reading of 

the literature on the 1997–98 crisis might suggest. 

 In the following section I briefl y review the state political-business rela-

tions in island Southeast Asia prior to 1998. While the links between politi-

cians and business interests were tight throughout the region during this 

period, political-business relations produced very diff erent kinds of external 

vulnerability in each of the four countries under consideration. I  then ex-

amine the record of political and economic restructuring in the wake of the 

crisis, which I rate to have been signifi cant in Indonesia but little more than py
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cosmetic in the other three. From there, I  argue that Indonesia’s reforms 

had nothing to do with protecting it from the 2008–9 fi nancial crisis; as there 

were no signifi cant reforms in the other three countries, such reforms could 

not have helped them either. I conclude with a commentary on what political 

economists and regional specialists should infer about the role of political 

business, cronyism, and related issues in explaining country vulnerability to 

fi nancial crises. 

  Business and Politics in the 1990s 

 Southeast Asia’s economic performance in the early- and mid-1990s was no 

less than spectacular when viewed against previous decades’ lackluster per-

formance and the relatively diffi  cult post-1980s adjustments in Africa and 

Latin America. Singapore, which had already enjoyed its postindependence 

transformation into a regional manufacturing hub, sought to lay the ground-

work for a second economic transformation through innovation and services. 

Indonesia, Malaysia, and the Philippines had undertaken diffi  cult reforms in 

the late 1980s in response to the global economic slowdown earlier in that 

decade. These reforms, coupled with relative political stability and a funda-

mentally open orientation to the global economy (especially in Indonesia 

and Malaysia), enabled each to take advantage of the global upswing of the 

1990s through the export of commodities and manufactured goods. Strong 

GDP growth followed as shown by fi gure 6.1. 

  Figure 6.1  GDP growth rate of four Southeast Asian countries, 1990–98 (%). 

  Source : IMF 2013. py
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 There was no shortage of attempts to link developing Asia’s economic 

success to various paradigms and schools of thought about economic devel-

opment. For liberals, island Southeast Asia represented the victory of capi-

talism over the dirigiste policies that were once popular in the region, and 

of globalization over autarky and national developmentalism (World Bank 

1993). For institutionalists, island Southeast Asia confi rmed that institutions 

play an essential role in directing and managing the dislocations inherent 

in economic transformation in a globalized world (Abrami and Doner 2008, 

230–38). For neo-Marxists and other structuralist critics of developing Asia’s 

quasi-developmentalist regimes, what appeared to be the foundation for 

long-term economic development was little more than capital accumulation 

by powerful economic actors, which masked serious problems of equity, ac-

cess, and participation for most citizens (Rodan et al. 2005). 

 Reality did not quite confi rm any of these perspectives. While none of 

these economies were dirigiste in any meaningful sense of the word, neither 

did regimes create the sorts of unfettered free markets that classical liberal-

ism might have expected would be necessary to generate sustained economic 

growth in what had formerly been quite backward regions. Indonesia, Ma-

laysia, and the Philippines were hardly developmental states in the way that 

Singapore, South Korea, and Taiwan were. And while all countries fell short 

in important ways in providing access to the fruits of economic development 

to all, the 1990s did see substantial improvements in material well-being for 

most citizens of these countries. Importantly, all of this was accomplished 

under political regimes that fell short of basic standards for democratic qual-

ity, from the military-bureaucratic New Order regime in Indonesia to the 

mobilizational hegemonic party regimes in Malaysia and Singapore to the 

messy and elite-dominated young democracy of the Philippines. 

 What is clear is that during this period of rapid economic growth, deep 

connections between political and business elites fl ourished. In every coun-

try, political elites used economic policy as a tool for consolidating or main-

taining political authority. This happened in diff erent ways in diff erent 

countries, and this has important consequences for the way that the AFC 

unfolded across island Southeast Asia. But the commonality across them is 

that growing economies provided regimes with ready access to cash to fund 

development schemes (which generated performance legitimacy) and crony 

enterprises (which generated elite compliance) alike. 

 In Indonesia, the New Order regime had responded to the oil shocks and 

general economic slowdown in the 1980s with a round of privatization and 

deregulation (Soesastro 1989). Combined with the country’s relative open-

ness to trade and foreign investment, this provided the foundation for nearly 

a decade of rapid economic growth. Politically connected entrepreneurs 

in both the Chinese Indonesian and indigenous  pribumi  business commu-

nity were well positioned to capitalize on the new economic opportunities 

aff orded by deregulation and privatization. These opportunities allowed py
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connected fi gures to nurture their large and diversifi ed business empires 

that penetrated nearly all sectors of the Indonesian economy. In exchange 

for favorable regulations, choice tenders, and political protection, entrepre-

neurs provided the cash and business opportunities that fi nanced the New 

Order regime, including off -budget activities associated with the military and 

the bureaucracy as well as Soeharto and his immediate family. This hierarchi-

cal model of political-business relations can best be described as “predatory.” 

All of this was supported by substantial infl ows of foreign capital eager to 

take advantage of the country’s booming economy. Capital infl ows were in 

turn encouraged by a pegged (and overvalued) exchange rate, an open capi-

tal account, fi nancial deregulation, and an implicit understanding at home 

and abroad that the government would maintain these policies indefi nitely 

(Hill 1999). 

 Malaysia too responded to crises of the 1980s with privatization and dereg-

ulation. And like Indonesia, Malaysia had long embraced foreign trade and 

investment as key engines for growth (some infant-industry protectionism 

notwithstanding). But Malaysia’s economic structure along with its confi gu-

ration of business interests and political power diff ered from Indonesia. Eco-

nomically, Malaysia entered the 1990s with a much more developed fi nancial 

system, including a stable and relatively liquid equities market. Politically, 

Malaysia’s Barisan Nasional regime relied on the support of the country’s in-

digenous  bumiputera  (primarily Malay) majority, whose economic status had 

not yet caught up with that of the country’s ethnic Chinese minority even 

after decades of economic and political favoritism. This meant that more so 

than in Indonesia, Malaysia’s political elites distributed the fruits of economic 

growth broadly among the country’s indigenous masses, fostering Malay par-

ticipation in the equities market in particular but also taking care to nurture 

the nascent Malay entrepreneurial class (Gomez and Jomo 1999). This more 

interconnected form of political-business relations— without the dominant 

executive found in Indonesia—can best be described as “collusive.” As in 

Indonesia, favorable policies generated broad support for the regime among 

its key constituents. Foreign capital attracted to Malaysia’s growing economy 

and stable political system—again, under a pegged and overvalued exchange 

rate with an open capital account and a liberalized fi nancial sector—further 

supported growth in the 1990s. 

 Indonesia and Malaysia each saw GDP growth far exceed 5 percent per 

year throughout the early and mid 1990s. The Philippines saw much more 

modest growth until the middle of the decade, and never reached the same 

dizzying pace seen elsewhere in the region. While there are undoubtedly 

many factors that help to explain the Philippines’ relatively slower growth, 

from a political economy perspective, the central factor explaining slower 

growth was the interaction of new and fragile political institutions with an un-

stable and confusing business environment. Unlike Indonesia and Malaysia, 

the Philippines saw the end of its authoritarian regime in the 1980s; in the py
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subsequent decade the administrations of Corazon Aquino and Fidel Ramos 

worked within a new democratic political order. Two legacies of the prior 

authoritarian period remained, though. One was political instability, visible 

through several unsuccessful coup attempts, the privatization of security for 

the country’s elites, and sustained infi ghting among various political fac-

tions. The second was the Filipino economy’s continued domination by rela-

tively small and insulated group of economic elites (the “oligarchs”) whose 

infl uence penetrated regulatory institutions, yielding a “rent-seeking” form 

of political-business relations. Together, political instability and “patrimonial 

plunder” made the Philippines a relatively less attractive foreign investment 

destination that its neighbors (Hutchcroft 1999). A more restricted capital 

account and a less overvalued exchange rate reinforced this, especially in 

comparison to the stable and highly open economies elsewhere in the region. 

 Political business in Singapore in the 1990s followed a still diff erent tra-

jectory. The Singaporean political system shares a number of features with 

Malaysia, including a dominant party (the People’s Action Party) that has 

adopted a mobilizational strategy for maintaining power. But cognizant of 

its shortage of human and natural resources, and sensitive to its strategic 

location along an important trade route, Singapore’s leaders have consis-

tently embraced trade and foreign investment since independence. Doing 

so has meant capitalizing on the strong legal and administrative institutions 

that it inherited from the British to provide an institutional environment 

that foreign companies fi nd attractive in terms of stability, legal certainty, 

and the ease of doing business. In this way, Singapore parlayed its history 

as a free trade port into a position as a regional hub for manufacturing, 

trade, and services. This does not mean that politics and business do not 

mix in  Singapore—quite the opposite, the links between the two are tight 

and include many personal links between politicians and business elites 

(Hamilton-Hart 2000). But legal and regulatory authorities have not been 

captured by particularistic interests in the way that they have been elsewhere 

in the region, producing political-business relations in Singapore that can 

be described as “regulatory.” Foreign capital fl owed into Singapore just as 

in Indonesia and Malaysia, but this was to take advantage of good economic 

institutions rather than to capitalize on strong growth and fi nancial deregu-

lation under open capital markets and a pegged exchange rate. 

 By 1996, the signs of overheating in developing Asia were apparent, if 

ignored by most market participants and governments alike. Chinn (2000), 

among others, has found evidence that the rupiah, ringgit, and peso were 

overvalued, although the extent of this overvaluation was not severe. Foreign 

debt infl ows were large relative to GDP, especially in Indonesia and Malaysia 

(see  table 6.1 ), while infl ows of portfolio capital and foreign direct invest-

ment reached substantial portions of each country’s GDP (see  table 6.2 ). 

 While infl ows of foreign debt and equity investment are themselves not 

dangerous, the problem for Indonesia, Malaysia, and to a lesser extent the py
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Philippines lay in the way that they were intermediated into the domestic 

economy. In Malaysia they fed the rapid expansion of the Kuala Lumpur 

Stock Exchange (KLSE), whose market capitalization exceeded 200 percent 

of GDP by the beginning of 1997 as individuals and corporations alike— 

encouraged by the regime—sought to grab a piece of the country’s growth. 

In Indonesia they coursed through the country’s conglomerates and their 

fi nancial institutions to feed a rapid increase of domestic lending, much 

of which made little regard to fundamental viability of the ventures being 

funded so long as they fulfi lled political needs. In the Philippines similar 

patterns prevailed, if to a smaller extent due to the country’s more mod-

est performance (Hutchcroft 1999). Figure 6.2 charts private sector credit 

growth in the four economies, making clear both the rapid growth in private 

sector credit and its size relative to GDP prior to 1998. Exchange rates played 

a key role, as market participants appear to have believed that there existed 

implicit government guarantees about future exchange rate trajectories. This 

encouraged market participants to discount exchange rate risk in Indonesia 

and Malaysia, something which would later prove devastating when the crisis 

hit. Only in Singapore did prudential authorities manage the infl ow of for-

eign capital in a way that would ultimately prevent a painful fi nancial reversal. 

 This, then, was the state of aff airs in island Southeast Asia in early 1997. 

Political-business relations were close in all four major economies, but they 

varied in ways that would aff ect the build-up of external vulnerability. Stable, 

cooperative political-business relations in Indonesia and Malaysia, predatory 

 TABLE 6.1 
 Ratio of net infl ow of debts to GDP, 1991–96 (annual average) 

   Long term  Short term  Private nonguaranteed 

 Indonesia  2.33  1.99  1.35 

 Malaysia  2.65  1.98  2.37 

 Philippines  1.48  0.85  1.07 

 Singapore  n/a  n/a  n/a 

   Source : Author’s calculations from World Bank 2013.   

 TABLE 6.2 
 Ratio of net infl ow of investment to GDP, 1991–96 (annual average) 

   Foreign direct investment  Private excl. FDI  Total private 

 Indonesia  1.63  2.34  3.97 

 Malaysia  6.65  5.18  11.83 

 Philippines  1.7  2.18  3.88 

 Singapore  8.83  3.02  5.87 

   Sources : Author’s calculations from Asian Development Bank 2000 and IMF 2010c.   
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  Figure 6.2  Private sector credit: Credit growth calculated in constant prices (panel A) and 

credit as a percent of GDP (panel B). 

  Source : Author’s calculations from Asian Development Bank (2000). 
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in the former and collusive in the latter, and enabled by external economic 

policy settings and a lack of independent regulatory oversight, fed booming 

economies that attracted large infl ows of foreign capital. Stable, coopera-

tive political-business relations in Singapore, combined with strong legal and 

regulatory institutions, led to strong economic growth that also attracted sig-

nifi cant capital infl ows, but which was far less vulnerable to sudden changes 

in investor sentiment or to the exchange rate. Unstable politics and elite rent 

seeking was the hallmark of political-business relations in the Philippines and 

led to the capture of regulatory institutions by powerful business interests 

and discouraged the type of capital infl ows seen elsewhere in the region.  

  The Asian Financial Crisis and Postcrisis Reforms 

 The aforementioned patterns had important implications for these econo-

mies’ vulnerability to sudden external shocks such as that which accompa-

nied the Thai government’s decision to fl oat the baht in June  1997. The 

baht fl oat represented the end of the common belief that East Asian curren-

cies were fundamentally sound, most basically in the sense that governments 

could not be forced to abandon their managed exchange rate regimes. Com-

ing on the heels of the bursting of a property bubble in Thailand, it also en-

couraged investors both at home and abroad to reevaluate the fundamental 

viability of the pattern of rapid growth fed by capital infl ows in the region. 

Thereafter, investors became concerned with future growth trajectories in 

developing Asia, and began to pull back from their former eagerness to feed 

these economies’ appetite for foreign capital. By September 1997 the rupiah, 

ringgit, and peso had been allowed to fl oat. The combination of downward 

exchange rate pressure and rising concerns about the quality of outstanding 

loans and investment projects quickly became a self-reinforcing cycle: inves-

tors concerned about future exchange rate movements held off  from invest-

ing or divested altogether, which exposed the fragility of existing fi nancial 

systems to changes in investor sentiment, which of course further damaged 

investor sentiment. The subsequent course of the crisis from this point for-

ward is well known and need not concern us here, aside from the observa-

tion that the very factors that had previously undergirded rapid economic 

expansion—in Indonesia and Malaysia especially—now proved to be the very 

factors that made the crisis so severe. 

 Indonesia’s crisis was the most dramatic, and the one most often mar-

shaled as evidence of the ways in which political-business relations can pro-

duce external vulnerability (Robison and Rosser 1998). The rupiah fl oat 

in August 1997 exposed the extent to which private foreign borrowing had 

gravitated toward short maturity structures and failed to take into account 

foreign exchange risk. So long as the domestic economy continued to grow, 

and so long as the government would protect the rupiah, borrowers had py
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every incentive to seek cash overseas at favorable terms in order to invest at 

home, and no incentive to hedge their borrowing against possible currency 

movements. After the fl oat, borrowers found themselves having to pay back 

loans that were growing increasingly expensive at the same time that their 

profi t-making opportunities at home were disappearing. Banks and other 

fi nancial institutions reacted by hoarding what funds they had, which in turn 

starved the entire economy of working capital. This meant that nearly all sec-

tors of the Indonesian economy, not just those directly exposed to foreign 

capital infl ows, found themselves in crisis. 

 Politically connected business interests, who had themselves helped to 

create the now-collapsed system, placed enormous pressure on the regime 

to fi nd a policy solution that would bring the crisis to an orderly close. How-

ever, the main feasible policy solutions—deinternationalizing the rupiah 

and closing the capital account, or alternatively raising interest rates and 

slashing public expenditures to establish credibility—were viewed as unpal-

atable by important subgroups within the business community. Indonesian 

fi rms with fi xed assets (many of which had informal ties with the military 

or to the fi rst family) sought to refl ate the economy under a closed capital 

account, while largely ethnic Chinese-owned fi rms with mobile assets scram-

bled to protect their ability to send cash overseas (Pepinsky 2008a). Fierce 

battles over adjustment policy within the regime put various factions of the 

business community in direct competition with one another, which had the 

consequence of dividing the regime itself. Wild policy swings and Soeharto’s 

perceived inability (or refusal) to comprehend the seriousness of the crisis 

before him did not help. In the end, it took the ouster of Soeharto, the com-

plete collapse of the fi nancial system, an IMF bailout, and two years of pain-

ful adjustment before the country would see growth resume. Few could have 

imagined that the high-fl ying New Order economy would crash so hard, so 

quickly. 

 In nearby Malaysia the crisis unfolded a bit diff erently. Unhedged foreign 

currency borrowing never reached the levels in Malaysia that it did in In-

donesia, but Malaysia’s far more developed stock market allowed Malaysian 

fi rms to rely on equity fi nancing to a far greater degree than could Indo-

nesian fi rms. Infl ows of private short-term capital, most of which targeted 

Malaysian equities markets, reached 43  percent of total capital infl ows in 

1996 (Tourres 2003, 24). The ringgit fl oat was seen as confi rmation that the 

Malaysian economy’s prospects were less promising than previously thought, 

prompting foreign investors to divest and leading to the collapse of share 

prices on the KLSE and the rapid growth of nonperforming loans in the do-

mestic fi nancial sector. As in Indonesia, this made the crisis a truly national 

problem, and produced broad pressure on the regime to bring the crisis to 

an orderly close while avoiding the most painful consequences of the invest-

ment slowdown. 
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 Popular outrage at economic dislocation combined with simmering griev-

ances at the regime’s authoritarian rule almost spelled the end of Prime 

Minister Mahathir Mohamad’s government. However, a broadly popular 

adjustment package—which repegged the ringgit at a modestly overvalued 

rate and banned all outfl ows of short-term capital—allowed the regime the 

breathing space to engineer a relatively quick and robust recovery. The con-

trast with Indonesia is instructive (Pepinsky 2009). The Malaysian regime’s 

constituents in the business community were far less divided in terms of asset 

profi les than were the New Order’s supporters. Important fractions of the 

ethnic Chinese Malaysian business community with mobile assets rejected 

Mahathir’s adjustment measures, but due to their longstanding marginaliza-

tion from politics, this was politically inconsequential. The Malay masses were 

likewise largely supportive of the adjustment package that they received, and 

this aff orded the regime some leeway to crack down on the country’s fi rst 

truly panethnic opposition movement in order to prevent regime change 

(Pepinsky 2008a). Shielded from international markets, political and busi-

ness elites were able to protect their business interests in a way that preserved 

the essential logic of Malaysia’s political economy. 

 The Philippines in the 1990s never reached the heights of growth fed by 

capital infl ows seen in Indonesia and Malaysia. The corresponding economic 

downturn accompanying the 1997–98 crisis was therefore simply not as sub-

stantial as in either of the two other countries (Noland 2000). But the Philip-

pines did face an acute crisis, forcing a peso fl oat and some painful orthodox 

stabilization measures. MacIntyre (2001) rates decision making in the Philip-

pines to have been more successful than that in Indonesia or Malaysia due to 

the country’s relatively (but not completely) insulated democratic political 

institutions, which allowed the Ramos administration to cut spending and 

the Central Bank (BSP) to raise interest rates (two policies that were bitterly 

resisted by key constituencies in both Indonesia and Malaysia). Perhaps due 

to the fractionalization of the post-Marcos political economy, it is more dif-

fi cult in this context to speak of meaningful cleavages in the country’s busi-

ness community that shaped the course of the country’s adjustment. But as 

Hicken (2008) observes, crisis management may have been the high point 

of the Philippines’ economic performance since the fall of Marcos. We will 

touch on to this point later when returning to the politics of external vulner-

ability in that country. 

 Singapore’s experience diff ers altogether from the others. Singapore did 

register negative GDP growth in 1998, so in that sense it was clearly aff ected 

by the AFC. Exporters to the region as well as the travel and leisure indus-

tries, which all depend on strong performance in Singapore’s neighbors, suf-

fered the most. But this was a small setback for the region’s most developed 

economy. Prudent regulation of the fi nancial sector prior to the crisis helped 

to restrain both the excessive growth of domestic credit and its exposure to 
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148  Thomas B. Pepinsky

currency movements, while also keeping domestic banks better capitalized 

than their neighbors (Ngiam 2001). These basic features of the Singaporean 

fi nancial system meant that there was little reason to doubt the long-term 

viability of the Singaporean economy, even though its short-term prospects 

dimmed along with its neighbors. Politically, the shallow crisis, which the 

regime could quite credibly blame on factors external to its own control, 

created few problems for the regime. Still, Singapore’s reliance on overseas 

workers (who have no political voice) means that the burdens of adjustment 

to diffi  cult economic circumstances can always be externalized to nonciti-

zens, reducing Singaporeans’ own grievances with the regime. This likely 

helped the Singaporean regime to manage the political consequences of the 

relatively small amount of retrenchment that did take place. 

 To summarize: the 1997–98 crisis was devastating in Indonesia, serious in 

Malaysia, challenging in the Philippines, and shallow in Singapore. What of 

subsequent changes in political-business relations in these four countries? 

The simple answer is that political-business relations in Indonesia did change 

in important ways, but these changes have not redressed most of the funda-

mental challenges facing that country. In the remaining countries, political-

business relations do not appear to have changed in any appreciable way at all. 

 The collapse of the New Order and the return of electoral democracy to 

Indonesia was a sea change for Indonesia’s political economy. At the basic 

level, many of the formerly high-fl ying conglomerates suff ered heavily during 

the crisis, although most have been reformed in some fashion. The Soeharto 

family no longer occupies the heights of the Indonesian economy. There 

have been some halting attempts to prosecute former corruptors. Bank Indo-

nesia and the Ministry of Finance have plainly improved the country’s fi nan-

cial regulatory environment, although from a very low base. But the major 

diff erence is not the identity of the main players in the business community 

(aside from the oldest father fi gures, they are mostly still around), or the 

fact that they try to direct policy in ways favorable to their long-term business 

interests (naturally they still do), but rather the logic of political business re-

lations in the democratic era. A common refrain among old Indonesia hands 

in the business world is that under the Soeharto regime at least one knew 

how to get things done: pay someone at the top of a pretty clear political-

economic hierarchy. That old hierarchy has been replaced by a web or net-

work of crony connections, one that is far more unclear, unpredictable, and 

saddled with individual bottlenecks that can discourage the types of stable 

political-business relationships that fl ourished under the New Order (Pepin-

sky 2008b). It is certainly no longer the case that a powerful political execu-

tive can demand concessions and patronage from his or her subordinates in 

the business world. Elections have become witness to lavish spending by vari-

ous candidates and their business allies seeking to gain political power. The 

spring 2010 ouster of Finance Minister Sri Mulyani Indrawati shows that big 

business interests can still throw their weight around (Baird and Wihardja py
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2010). To reiterate, there is no doubt that corruption, collusion, and cro-

nyism continue in Indonesia’s democratic era, and that powerful business 

groups have weathered the crisis remarkably well (Robison and Hadiz 2004). 

In that sense, political-business relations are just as concerning as ever. But 

they are diff erent. Whether or not that diff erence is consequential for Indo-

nesia’s external vulnerability is a subject to which I return in the next section. 

 In Malaysia, the Philippines, and Singapore, however, political-business 

relations continue under the same form that they did prior to the crisis 

(Hicken 2008; Pepinsky 2008b). In Malaysia, this is because the regime was 

able to adopt policies that protected the existing distribution of political 

and economic power—that was quite literally the entire point of adopting 

these policies. This meant that the crisis was not a fundamental break in the 

Malaysian political economy, for although some key players in the business 

scene changed (most notably, Anwar Ibrahim and his corporate allies dis-

appeared), the logic of the system remained intact. In the Philippines and 

Singapore the crisis also did not represent a fundamental break, but this is 

more obviously the case because the crises were either relatively minor (the 

Philippines) or almost nonexistent (Singapore). Indeed, Singapore’s politi-

cal and business elites continually recall their country’s insulation from the 

AFC as prima facie evidence of the viability of the political-economic system 

that they have created. 

 A summary description of changing political-business relations in the four 

countries appears in  table 6.3 . As the entries in the table make clear, mean-

ingful change in political-business relations has only occurred in Indonesia, 

while in the remaining three countries old patterns continue to prevail. 

 I describe political-business relations in Indonesia as “predatory” during 

the 1990s owing to the massive amount of political power under in the New 

Order executive and the tight links between it and most substantial busi-

ness enterprises within the country. The implication is not that Soeharto or 

his family had unlimited power; quite the opposite is true. Rather, it is that 

to a greater degree than anywhere else in the region, Soeharto was able to 

prevail on business connections to act in a manner which was consistent with 

furthering his regime’s political survival. The contrast with Malaysia—whose 

political-business relations I  describe as “collusive”—helps to make this 

point clear. The executive retained substantial involvement in the economy, 

and politicians’ links to the private sector were tight. But the commanding 

 TABLE 6.3 
 Political-business relations in Southeast Asia, 1990s and 2000s 

 Decade  Indonesia  Malaysia  Philippines  Singapore 

 1990s  Predatory  Collusive  Rent seeking  Regulatory 

 2000s  Rent seeking  Collusive  Rent seeking  Regulatory 
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heights of Malaysia’s economy were less concentrated in the hands of a small 

and insulated economic elite than was the case in New Order Indonesia, 

which gave private enterprise in Malaysia a diff erent kind of political voice. 

 The Philippines and Singapore diff er from both of these countries in 

the 1990s—Singapore because its regulators were then (and today still are) 

much  more  autonomous than those in Indonesia and Malaysia, and the Phil-

ippines because its regulators have always been much  less  so. I describe Singa-

pore’s political-business relations as “regulatory” because of the clear ability 

of regulators and fi nancial authorities to identify and implement policies 

with a minimum of interference from private interests. The other end of the 

spectrum is the Philippines, where I describe political-business relations as 

“rent seeking” in the sense that regulatory bodies have proved simply unable 

to implement eff ective policies that ran counter to the interests of the oli-

garchs. This is the outcome, moreover, that has obtained in Indonesia today 

in the wake of the collapse of the New Order. 

 The four labels in  table 6.3  off er an interesting parallel to Kang’s (2002) 

typology of state-business relations in emerging economies. For example, 

both he and I would consider Indonesia in the 1990s to have been “preda-

tory” and the Philippines throughout this period to have been “rent seeking,” 

and for largely the same reasons. However, the analytical purpose of these 

two typologies diff ers in important ways.  Table 6.3  is, following Elman (2005, 

297), a descriptive typology of the four cases to serve as a “descriptive char-

acterization” of “what constitutes” each type. In the context of this particular 

argument,  table 6.3  proposes a shorthand description of the overall pattern 

of political-business relations that we observe in these countries. Kang’s ty-

pology, by contrast, is explicitly causal: each type is an equilibrium outcome 

that emerges from the interactions between business and the state. In that 

sense, Kang’s is an explanatory typology that “makes predictions based on 

combinations of diff erent values of a theory’s variables” (Elman 2005, 297). 

Kang argues, for example, that “rent seeking” is a pattern of corruption that 

emerges when business is concentrated and the state is fractured, making the 

form of corruption the dependent variable and state coherence and business 

concentration the two independent variables. My argument is agnostic about 

the causes of rent seeking as a pattern of political-business relations in Indo-

nesia and the Philippines, and instead asks whether or not political-business 

relations can be understood as an independent variable that explains exter-

nal vulnerability. 

 To summarize, in none of the four countries is it accurate to describe 

political-business relations as “laissez-faire” in the sense of an idealized lib-

eral market economy where private interests have no ability to shape policy. 1  

Instead, the political economies of each of these countries feature regular 

  1.  Kang (2002, 17) adopts a diff erent view of laissez faire capitalism in which “neither state 
or business is powerful enough to take advantage of the other.” 
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interactions between political and business elites. The nature of these in-

teractions varies, yielding diff erent policy outcomes and diff erent kinds of 

external vulnerability, as described above.  

  Surviving the GFC 

 Fast forward ten years to 2008. Viewed relative to the AFC, the GFC will regis-

ter as little more than a blip. The economies of island Southeast Asia did not 

grow nearly as quickly prior to the crisis, averaging a bit less than 5 percent 

growth per year from 2002 to 2008 as compared to above 6 percent from 

1991 to 1996. And what growth crunch did occur was on an entirely diff erent 

scale than the 1997–98 crises: the two hardest-hit economies, Malaysia and 

Singapore, registered negative growth of less than 2 percent in 2009, while 

Indonesia and the Philippines never trended negative at all, and all four re-

bounded healthily in 2010 (see fi gure 6.3). 

 The diff erences between the AFC and the GFC in Southeast Asia run 

deeper than just this simple comparison of growth rates. In 1998 both Indo-

nesia and Malaysia experienced twin currency and banking crises (although 

Malaysia’s authorities would dispute the latter), and in addition, the Phil-

ippines experienced a currency crisis. Only Singapore faced neither unsus-

tainable currency pressure nor a banking crisis. In 2008–9, none of the four 

countries experienced either a currency crisis or a banking crisis. Exchange 

rates vis-à-vis the U.S. dollar in both crisis periods help to demonstrate the 

substantial diff erences between these two crises in terms of the countries’ 

external fi nancial relations (see fi gure 6.4). 

  Figure 6.3  GDP growth rate of four Southeast Asian countries, 2002–10 (%). 

  Source : IMF 2013. 
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152  Thomas B. Pepinsky

  Figure 6.4  Nominal USD exchange rates, 1996–99 and 2007–10. 

  Source : IMF 2010c. 

 Absent a currency crisis or a banking crisis, what then explains lower 

growth in 2008–9 in island Southeast Asia? The lower growth rates in Indo-

nesia and Philippines, and the relatively shallow contractions in Malaysia 

and Singapore, can be attributed almost entirely to the collapse of exports 

to, and investment from, the developed world. It is important to note here 

that these are factors that are largely outside of the control of governments 

in Southeast Asia (Pepinsky 2012). Collapsing demand in the United States 

and Europe for exports from emerging economies simply removed much 

of the market for exports from island Southeast Asia’s economies. Like-

wise, as foreign investors shifted their investment emphasis to safety and 

security over profi t, capital infl ows to island Southeast Asian economies 

slowed.  Figure 6.5 charts the downturns in FDI infl ows (in panel A) and 

net portfolio fl ows (in panel B) experienced by the island Southeast Asian 

economies in 2008–9. 

 The question that remains is, Why did the fall in exports and collapse of 

foreign investment in these four countries not result in the same sort of cur-

rency and fi nancial meltdown in 2008 as had occurred in 1997. After all, the 

AFC began as a mere currency shock, and it was only after currency move-

ments and capital outfl ows exposed the rot at the heart of Indonesia’s and 

Malaysia’s economies that shocks degenerated into full-blown crises. In 1997 
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  Figure 6.5  FDI (panel A) and portfolio investment (panel B), 2005–11 (% of GDP). 

  Source : Author’s calculations from World Bank 2013. 

currency depreciation exposed external vulnerability, which led to capital 

fl ight, which in turn fed currency depreciation that exposed external vulner-

ability still further. Given the right conditions, a reversal of capital infl ows 

and a trade shock could have initiated similar dynamics in 2008–9. 
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154  Thomas B. Pepinsky

 There are several possible reasons why this has not occurred. The fi rst 

possible reason is that the current economic downturn is generated by “pull” 

factors in the advanced economies drawing capital out of, and trade away 

from, these economies. That is, events outside of island Southeast Asia are 

responsible for the slowdown in growth. We can contrast this with a crisis 

generated by “push” factors in the emerging economies, as was the case dur-

ing the AFC. In that case, at the heart of the crisis were problems in domestic 

economic management (although this is certainly a point of debate, see Win-

ters 1999). While this distinction is useful for helping to distinguish between 

two sorts of causes of economic downturns, in numerous circumstances the 

very absence of capital or trade can expose external vulnerability, as was the 

case in Latin America in the 1980s (where oil price shocks and high interest 

rates led to a series of emerging market crises) and in the Baltics and parts of 

Eastern Europe in 2008. We might then rephrase the question as: Why were 

there no push factors in 2008–9? 

 A second answer is that the economies entered the crisis in a better posi-

tion to insulate themselves from the vagaries of international markets than 

they did in 1998. In this regard, the evidence is mixed. A  strong reserve 

position, relative to foreign debt, helps authorities to ward off  currency 

pressures, which are often the proximate trigger for what later become 

systemic fi nancial crises. Figure 6.6 shows reserves to external debt ratios 

in 2008 were indeed twice those of 1997 in Indonesia and the Philippines, 

suggesting that a stronger external position may have helped these two 

economies. But a far stronger reserve position was not suffi  cient to protect 

Malaysia in 1997. 

  Figure 6.6  Reserves/total external debt, 1991–2011 (%). 

  Source : World Bank 2013. py
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 These fi gures indicate that reserve accumulation may have been benefi -

cial for helping to withstand the current crisis, but certainly was not suffi  cient 

to withstand all crises given a sharp deterioration in investor sentiments. 

 A third possibility is that the former crisis countries have undergone a fun-

damental change in their domestic political economies that has eliminated the 

root causes of external vulnerability. If this were true, we would expect to see 

that Indonesia, Malaysia, and perhaps the Philippines had experienced changes 

in the very basis of political-business relations.  Table 6.3  above provides a brief 

overview of such changes, and the evidence is mixed at best. It is true that Indo-

nesia has experienced just such a transformation. It is also true that Singapore, 

which in neither period experienced a true fi nancial crisis, has maintained the 

very same “regulatory” political economic structure that helped it to withstand 

the AFC. For now, let us bracket the issue of whether changes in Indonesia’s 

political-business relations from “predatory” to “rent seeking” actually caused 

it to withstand the Great Meltdown of 2008–9 unscathed. There is much to 

learn from the other two cases of Malaysia and the Philippines. 

 Recall that Malaysia experienced a severe crisis, but not one that produced 

a dramatic transformation of its “collusive” political economy, while the Phil-

ippines experienced a relatively shallow crisis that authorities were able to 

bring under control with some ease. If a transformation of  political-business 

relations is a necessary condition for withstanding the external shock of the 

Great Meltdown of 2008–9, then we would expect that Malaysia and the Phil-

ippines would have fallen victim again to the current crisis. Yet this quite 

plainly has not occurred. Instead, we see in Malaysia that the same policies 

of interethnic redistribution that generated close ties between Malay busi-

ness elites and the county’s political elites, and which incentivized its po-

litical elites to use promises of economic empowerment to attract support 

from ordinary Malays, have not generated external vulnerability. This is even 

more striking given the country’s fragile political situation in late 2008 and 

early 2009, where a newly emboldened panethnic opposition threatened to 

unseat the ruling Barisan Nasional regime (B. Singh 2010). Political-business 

 relations—even in periods of high political drama—cannot explain both ex-

ternal vulnerability in 1997 and the lack thereof in 2008. 

 The case of the Philippines, alongside the case of Indonesia, also gives lie 

to the suggestion that “healthy” political-business relations are either neces-

sary or suffi  cient to withstand external shocks. It should be uncontroversial 

that the state of political business in Indonesia and the Philippines is far from 

healthy—“rent-seeking” political-business relations correspond to a domes-

tic political economy in which regulators have scant ability to formulate or 

implement meaningful policies that run counter to the interests of powerful 

economic elites. Yet we do not observe even a hint of an externally oriented 

crisis in either country, and in fact, in each country it is precisely those highly 

problematic internal markets that have provided a cushion against the trade 

and investment shocks of the current crisis. py
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156  Thomas B. Pepinsky

 One way to visualize these points is to consider investors’ perceptions of 

the extent to which countries’ political-business relation were “risky,” in the 

sense that they represent a threat to the ability of investors to realize profi ts 

from or to count on the safety of their investments. If political-business re-

lations, conceived of in broad terms, explain investor sentiments, which in 

turn explain external vulnerability, we should expect to see that it is in those 

countries and periods where investors view political-business relations to be 

most problematic that crises occur. It is certainly diffi  cult to compare the 

extent to which this is true across countries or across time, and even more dif-

fi cult to separate the investment risk due to political-business relations from 

the risk due to other factors. But some suggestive data do exist. The consul-

tancy Political Risk Services provides yearly ratings of “political, economic, 

and fi nancial risk” for a number of countries (PRS Group 2013). Its political 

risk ratings capture subjective evaluations of corruption, bureaucratic qual-

ity, and the rule of law with respect to investment risk, all of which should 

clearly refl ect the state to which political-business relations themselves di-

rectly infl uence external vulnerability. The evolution of these ratings over 

time for the four economies of island Southeast Asia appears in fi gure 6.7. 

 Comparing across countries alone, there is suggestive evidence that politi-

cal risk may infl uence external vulnerability, for Singapore rates as less risky 

than do the other three economies. But looking within countries and across 

  Figure 6.7  PRS political risk ratings, three-year rolling averages, 1991–2010. Index inverted 

so that 0 = “least risk,” 1 = “most risk.” 

  Sources : Author’s calculations from PRS Group 2013 and Teorell et al. 2013. py
g

 
 

 
 

y 
 

 
g

 



6. Political Business and External Vulnerability in Southeast Asia   157

time, that pattern breaks down. Political risk in Indonesia, Malaysia, and the 

Philippines as ranked by PRS not only fell throughout the 1990s, it was lower 

in the 1995 for all three countries than it was in 2008. Yet of course we know 

that politics contributed in a basic way to these economies’ vulnerability—or 

lack thereof—to the AFC, as discussed in the previous section. Figure  6.7 

accordingly suggests a simple conclusion: if the nature of political-business 

relations in a country is problematic, it is not because it directly generates 

external vulnerability, but rather because it can at times generate specifi c 

pathologies that are themselves the direct causal antecedents of external 

vulnerability. 

 This brings us to the fourth possibility for island Southeast Asia’s insula-

tion from the current crisis, the one which I consider the most compelling. 

This possibility is that there is no single root cause of external vulnerability 

that can be identifi ed within the broad heading of political-business relations 

or related political economy issues. Instead it is the interaction of various 

specifi c interrelated factors—among them, incentive structures, regulatory 

regimes, and global economic conditions—that generate external vulner-

ability. This, in other words, is a plea for a more careful analysis of the factors 

that lead from external vulnerability to crises than can be recovered from a 

focus on the broad headings of corruption, cronyism, or political-business 

relations. 

 Abstracting away from the particulars of any one case in island South-

east Asia, there were four central factors at play in the AFC: exchange rate 

misalignment, asset price bubbles, rapid capital infl ows, and lax prudential 

regulation. These are summarized in  table 6.4 . 

 These factors interacted to produce the severe crises in Indonesia and Ma-

laysia. Lower amounts of infl ows behind a lower degree of capital openness, 

 TABLE 6.4 
 Policies, investors, and external vulnerability 

 Indonesia  Malaysia  Philippines  Singapore 

 Capital infl ows  1996  High  High  Moderate  High 

 2007  Moderate  Moderate  Moderate  High 

 Financial regulation  1996  Poor  Fair  Fair  Good 

 2007  Fair  Fair  Fair  Good 

 Exchange rate 
misalignment 

 1996  Yes  Yes  Yes  No 

 2007  No  No  No  No 

 Investor sentiment  1996  Positive  Positive  Tentative  Positive 

 2007  Tentative  Tentative  Tentative  Positive 

 Net external 
vulnerability 

 1996  High  High  Medium  Low 

 2007  Low  Low  Low  Low 
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158  Thomas B. Pepinsky

and the absence of a clear asset price bubble, shielded the Philippines to a 

certain degree. Active and careful prudential regulation helped Singapore to 

avoid a crisis altogether. One might respond that these four conditions were 

in fact epiphenomenal on one or two deeper political factors—regulatory 

capacity and state autonomy are two common arguments (Weiss 1999). But 

again, the comparison to the present period is instructive, because only in 

the Indonesian case is it possible to argue that there has been any change in 

either regulatory capacity or state autonomy. 

 Looking to island Southeast Asia in January  2008, how did conditions 

compare to January 1997? Prudential regulation has undoubtedly improved 

in Indonesia and Malaysia, which each have “endorsed the major interna-

tional fi nancial standards governing bank regulation” (Hamilton-Hart 2008, 

47). But there remain problems at the implementation stage due to the 

pressure of connected fi rms to avoid arms-length oversight of their activi-

ties: political-business relations, in particular pertaining to fi nancial policy, 

remain collusive in Malaysia and have veered towards rent seeking in Indo-

nesia. From the perspective of the proximate causes of external vulnerability, 

more interesting is the fact that although capital openness remains high, 

prior to 2008 there had been no massive infl ow of capital to any of the island 

Southeast Asian economies that paralleled the early- to mid-1990s. Moreover, 

asset price bubbles were nowhere in evidence. Exchange rates in 2007 were 

not obviously ripe targets for speculative attacks, something which was clearly 

true in both countries (and the Philippines as well) in 1996. 

 Viewed alongside Singapore and the Philippines, it is probably impossible 

to boil down the absence of these risk factors in 2008 to a single diff erence 

between Indonesia and Malaysia in 1997 and 2008. But if there were such a 

factor, it is probably the change in investors’ beliefs about the propriety of 

the patterns of political-business relations in these two countries. In other 

words, the same confi guration of political-business relations in Malaysia that 

sympathetic observers had imagined to be “just right” has been appraised 

with far more caution in the wake of the AFC. In Indonesia, most investors 

probably do not favor a return to the New Order’s political and economic 

system (although some certainly do), but there is no doubt that Indonesia’s 

political economy is considered by many to be standing in the way of the 

type of rapid economic growth seen in the 1990s. Investors’ opinions about 

Indonesia are therefore best described as “tentative” whereas they were 

once clearly “positive.” In the Philippines, the same political-business rela-

tions that discouraged massive capital infl ows in the 1990s continued to do 

so in the 2000s. The increase in perceptions of political risk in Indonesia, 

Malaysia, and the Philippines that appears in fi gure 6.7 following the crisis 

indicates the changes in investor sentiment about the propriety of political-

business relations. The Malaysian case is most revealing, for perceptions of 

political risk increased  even though nothing else about the country’s collusive politi-
cal economy changed . Singapore’s insulation from the AFC, which resulted in py
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no appreciable change in political risk as measured in fi gure 6.7, explains its 

continued strong performance since then. 

 In sum, the sole obvious diff erence between Indonesia and Malaysia in 

1997 and 2008 is in  beliefs  about their domestic political economies—today, 

they are  believed to be  less like Singapore, and more like the Philippines, than 

they were in the 1990s. Investor beliefs play a central role in explaining rapid 

economic overexpansion of the type seen in Indonesia and Malaysia in the 

1990s. This overexpansion then interacts with and reinforces the very pathol-

ogies inherent in each political economic system, which in Indonesia and 

Malaysia were problems of regulation, exchange rate settings, and asset price 

bubbles. As the Philippines demonstrated in 1998, one way to avoid a crisis is 

to avoid the boom preceding it. The experiences of all four island Southeast 

Asian economies in 2008–9 are a contemporary parallel.  

  Political Business and External Vulnerability 

 At this point we can draw together the various strands of the argument that 

I  have advanced in this chapter. Three island Southeast Asian countries 

suff ered from crises in 1997–98, whereas none of them did in 2008. In In-

donesia and Malaysia, the 1997 crises were severe, whereas the crisis in the 

Philippines was painful. In all three crisis-aff ected countries, there were clear 

indications that various aspects of these countries’ domestic political econo-

mies were instrumental in explaining both why the crisis took place and why 

it became as severe as it did. 

 However, the experience of the GFC calls into question the relationship 

between political business and external vulnerability during periods of global 

or regional fi nancial distress. Instead, the course of the current crisis in is-

land Southeast Asia has been determined primarily by the extent of trade 

and investment ties to the industrial economies. This is a trade and invest-

ment shock, nothing more. The puzzle is that this is just a trade and in-

vestment shock amidst a period of unprecedented global fi nancial turmoil. 

History shows that any sort of economic shock might have degenerated into 

a generalized fi nancial panic, and that domestic politics usually aff ects how 

this happens. This can be the case in predatory systems such as that of New 

Order Indonesia, in collusive systems such as Malaysia, and in rent-seeking 

systems such the Philippines. But absent the very precise technical condi-

tions found during the AFC—rapid capital infl ows, asset price bubbles, and 

misaligned managed exchange rates—none of these “unhealthy” political-

business relations created the sorts of external vulnerability seen in the late 

1990s. Indonesia’s predatory political-business relations have become more 

like the Philippines’ rent-seeking political-business relations, but that change 

is not responsible for Indonesia’s relative insulation from the crisis. Malay-

sia’s collusive political-business relations have not changed, so they cannot py
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explain both Malaysia’s vulnerability to the earlier crisis and its insulation 

from the current one. 

 There is a plausible argument that rigorous prudential regulation in Sin-

gapore explains why it was vulnerable to neither the AFC or to the Great 

Meltdown of 2008–9. It would be convenient if we could attribute the absence 

of crises in island Southeast Asia today to increases in regulatory oversight 

or state capacity in the former crisis countries too. It is true that fi nancial 

regulation in Indonesia today is indisputably better than it used to be, 2  and 

Malaysia’s regulators have been keen to avoid repeating the earlier crisis. But 

in neither case can we argue that prudential oversight has contained political 

business. Rather, the very existence of the earlier crises in island Southeast 

Asia has produced important changes in how these countries interact with 

the global economy. With investors chastened by the collapse of 1997–98, 

there was no massive infl ow of mobile foreign capital to any of the economies 

in island Southeast Asia prior to 2008. Actors at home and abroad no longer 

had unrealistic expectations about future exchange rate movements. In a 

world in which investors are skeptical about the prospects for sustained and 

rapid economic growth under the sorts of political-economic systems found 

in Indonesia, Malaysia, and the Philippines, the precipitating conditions for 

the type of cross-border fi nancial contagion seen in 1997–98 will be absent. 

 There are theoretical and practical implications to the experiences of is-

land Southeast Asia in 2008–09. Theoretically, the issue is how to understand 

when and how political-business relations generate vulnerability to interna-

tional fi nancial contagion. Responding to the many arguments that moral 

hazard originating in active political interference in the economy caused the 

AFC, Ha-Joon Chang (2000) observed that cronyism did not appear to be 

deteriorating prior to the crisis in the 1990s. Nor did changes in the extent 

and nature of cronyism in Thailand and South Korea have any obvious re-

lationship to the onset of the crisis. These facts make it hard to sustain the 

belief that cronyism, which he calls a “permanent feature of these countries,” 

could have explained the crisis in and of itself. Indeed, the massive expan-

sion prior to the crisis “seems to be good proof that irrational euphoria can 

take hold during a fi nancial mania” (Chang 2000, 780). This is not to deny 

that cronyism mattered in 1997, but that its eff ects on external vulnerability 

are conditional on how cronyism interacts with economic policies and inter-

national conditions. 

 The implications of this discussion are similar. We should not attribute 

the absence of the crisis in Southeast Asia during the current period of in-

ternational fi nancial instability to some sort of change in political-business 

relations, an improvement of fi nancial regulation or state capacity, or any 

similarly broad political economy factor. There has been nothing even close 

 2. I thank Yuri Sato for emphasizing this point. py
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to approaching a convergence of political-business relations in Indonesia, 

Malaysia, or the Philippines on what we might call the “Singapore model” of 

a regulatory state. The implication is that when understanding the general 

question of how political-business relations generate external vulnerability, 

we must attend, fi rst, to the specifi c mechanisms that link private interests to 

public policies. From there, we must understand the relationship between 

economic policies and cross-border economic linkages. There is precious 

little analytical purchase in the broad question of whether corrupt or crony-

dominated economies are more likely on average to fall victim to interna-

tional fi nancial crises. 

 Practically, we would like to off er some reassurance to Indonesian, Malay-

sian, and Filipino policymakers that they have done things that help them to 

avoid crises. We would like to tell policymakers elsewhere that the Indone-

sian, Malaysian, and Filipino governments have lessons that they may apply 

to their own countries. But the record of noncrises in Southeast Asia during 

2008–9 does not off er much beyond what we already knew from 1997–98. At 

the heart of the matter is how countries manage their fi nancial integration 

with the global economy. We learned in 1997–98 that Ronald McKinnon’s 

(1993) admonition that fi nancial liberalization should follow the establish-

ment of robust markets and regulatory systems, and that capital account lib-

eralization should only follow after fi nancial liberalization was complete, was 

all too painfully true. The AFC showed the consequences of massive capital 

infl ows under managed exchange rates that fed asset price bubbles in a po-

litically manipulated market for credit. Indonesia, Malaysia, and the Philip-

pines have not solved the problems that political-business relations created 

earlier, they have avoided the symptoms of unhealthy fi nancial market expan-

sion partially because political-business relations are today perceived to be so 

problematic. 

 And fi nally, I should observe that throughout this discussion I have set the 

bar very low for defi ning success. In essence, I have argued that the conjunc-

tion of changing investor perceptions of the viability of domestic political-

economic systems and diff erent policy settings that followed the crisis have 

protected the island Southeast Asian economies from experiencing this cri-

sis right now. But other crises loom in island Southeast Asia. Indonesia and 

the Philippines are experiencing what might be considered a “slow crisis” of 

democratic underperformance in economies plagued by corruption, crony-

ism, and bureaucratic incompetence. Malaysia is confronting the challenge 

of transforming its economy to higher value-added production and services 

while protecting the perquisites of power and favoritism that undergird the 

country’s political economy. Even Singapore struggles to create the condi-

tions where innovation—which its leaders have identifi ed as the future of 

Singaporean growth—can fl ourish; it also faces a generation of Singapor-

eans who are simply less loyal to the People’s Action Party’s vision of what 

Singapore is than their grandparents were, as well as an growing postethnic py
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162  Thomas B. Pepinsky

cleavage between long-settled Singaporeans and new immigrants. These are 

problems that speak to the viability of long-run development trajectories 

rather than to vulnerability to short-term fi nancial volatility. 

 The long-term growth prospects for all four economies here will depend 

on their ability to escape what has been termed the “middle income trap” 

(see Doner this volume; Gill and Kharas 2007). Doing so will require the 

development of fl exible yet capacious economic institutions that can identify 

globally competitive sectors and industries with growth potential. To do this 

successfully, policymakers must be insulated from the constraints of short-

termism or political interference. Nothing about the current political and 

economic institutions in Indonesia and the Philippines seems appropriate 

for those tasks. Malaysia has developed a range of institutions that are in 

principle well-suited for active and eff ective industrial policy, but the political 

constraints identifi ed above still abound. Singapore is a high-income country 

and so the middle income trap does not apply. Yet it is not clear how the 

region’s most advanced economy will be able to turn the corner from trade, 

processing, and services to build an economy based on knowledge and in-

novation. This diff erence between island Southeast Asia’s short-term success 

in managing the crisis of 2008–9 and the long-term uncertainty in nurtur-

ing sustained economic growth is striking, and no government in the region 

views the absence of a crisis today as enough to make up for the bigger chal-

lenges that these economies face.  
 
 

 

 
 
 
 
 
 
 
 

    

py
g

 
 

 
 

y 
 

 
g

 



   7 

 Success as Trap? 

 Crises and Challenges in Export-Oriented 
Southeast Asia 

  Richard Doner  

 Since the 1997 Asian Financial Crisis (AFC), the middle-income and 

 approaching-middle-income countries of Southeast Asia substantially in-

creased their reliance on exports (World Bank 2012). As such, one would 

have expected them to be especially vulnerable to the 2008 recession. And in-

deed, in May 2009, the IMF’s deputy managing director concluded that Asia’s 

growth deceleration had been sharper than in other regions, with GDP in 

Asia, excluding India and China, falling by almost 15 percent. This contrac-

tion, he argued, resulted from the region’s “integration with the global econ-

omy” (Kato 2009). Yet only three months later,  The Economist  (August  15, 

2009, 69), trumpeted “Asia’s Astonishing Rebound” and highlighted the 

10 percent average growth rate of the region’s emerging economies, led by 

industrial production’s impressive recovery. And while not at pre-1997 boom-

year levels, subsequent growth rates in Southeast Asia were quite healthy, 

resulting in Thailand joining Malaysia in upper-middle income status (World 

Bank 2011b). The region’s countries have also made signifi cant progress on 

a number of millennium development goals, including poverty reduction 

(ADB 2000). 

 Can this rebound translate into long-term, sustained growth? Viewed 

through the lens of one low-income-but-growing country (Vietnam) and two 

middle-income countries (Malaysia and Thailand), I  argue that there are 

reasons for concern. Without innovation-promoting institutional reforms, 

growth in these countries will be constrained by competition from low-wage, 

low-productivity rivals on the one hand, and by entry barriers to high-wage, 

high-productivity producers on the other. This perspective follows recent ar-

guments that avoiding “middle-income traps” involves shifts from diversifi ca-

tion to specialization and from investment to innovation-led development 

(Gill and Kharas 2007; Yusuf and Nabeshima 2009). These moves in turn py
g

 
 

 
 

y 
 

 
g

 



164  Richard Doner

require diff erent kinds of fi rm-level competencies, especially involving tech-

nology. Some such competencies result from fi rm-specifi c features, such as 

leadership, that respond to market competition (Lall 1992). But many are a 

function of innovation-supporting collective goods, such as technical train-

ing and standards, that rarely emerge naturally from the market. They re-

quire incentives and new forms of interest coordination, that is, institutional 

capacities, typically involving public and public-private, as well as purely pri-

vate activities. 

 I suggest that the emergence of new institutional capacities, and thus 

technology-supporting collective goods, has been stunted by the middle-

income countries’ otherwise successful responses to the 1997 and 2008 cri-

ses, and the political consequences of these shifts. These responses, which 

relied largely on macroeconomic measures and fi nancial sector reforms, as 

well as a proliferation of free trade agreements and participation in global 

production networks, alleviated pressure for systematic improvements in 

technology-related capacities, such as research and development and techni-

cal training. They perpetuated a broader development strategy that, while 

resulting in impressive GDP growth rates and diversifi cation, has encouraged 

capital-intensive, foreign-dominated manufacturing and weak intra- and in-

tersectoral linkages. While reducing poverty quite signifi cantly, this pattern 

of mild disarticulation has in turn spawned conditions that undermine sus-

tained growth in the face of competition from both low-wage/low-skill and 

higher-wage/higher-productivity rivals. 

 It has done so in several, related ways. First, it has dampened broad, pri-

vate sector demand for the kinds of collective goods required for movement 

to higher-income activities. It has done so in part by strengthening the posi-

tion of foreign fi rms in export-oriented manufacturing, fi rms with limited in-

terest in the public provision of innovation-related services such as technical 

training, and in part by encouraging the growth of migrant, casual, and other 

forms of informal employment that allow domestic fi rms to avoid higher-skill 

activities and discourage worker investment in skill development. Second, it 

has weakened labor’s political and economic role in the development process. 

This is of concern because it runs counter to the labor-inclusion experiences 

of not only in the corporatist states of Western Europe but also of what some 

have called “micro-corporatism,” as in the East Asian newly industrialized 

countries (NICs) (Jeong and Lawler 2007). This has, in turn, contributed to 

widening income gaps in Southeast Asia (Chongvilaivan 2013). Third, it has 

both refl ected and contributed to relatively fragmented political and bureau-

cratic institutions. Such fragmentation in turn has allowed for the persistence 

of domestic business groups relying on family ownership/control and diversi-

fi cation rather than developing core competencies necessary to compete with 

low-wage and low-skill rivals (Suehiro and Nateneapha 2004, 91). 

 My argument, in sum, is that, by promoting low demand for skills, labor 

exclusion, and weak development-related institutions, successful adjustments py
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to prior crises constitute a trap. The corollary to this argument is that move-

ment beyond middle-income status will occur only when political leaders are 

faced with signifi cant threats that amount to crises. 

  Theoretical Approaches to Growth Divergence 

  Development Stages, Development Challenges, 
Institutional Capacities 

 Recent scholarship has explored the signifi cant but declining role of sec-

toral diversifi cation for economic growth. Evidence suggests a U-shaped 

pattern in which diversifi cation increases roughly through middle-income, 

after which further growth involves greater growth in fewer sectors, with 

the shift occurring at roughly US$9,000 per capita GDP (Imbs and Waczi-

arg 2003). This line of thinking is consistent with scholarship on “middle-

income traps” noted above. Countries ranging from lower middle-income 

Philippines, Indonesia, and Thailand to upper middle-income Malaysia have 

grown through diversifi cation. They have eff ectively mobilized resources 

for investment in new activities that have raised national incomes (Waldner 

1999, 163). Their ability to do so was based on (1) institutional arrangements 

that allowed them to overcome both information and coordination failures 

inherent in new, risky activities, and (2) factor endowments, raw material ex-

ports, and low-wage labor. What they have not successfully done is to develop 

technological strengths and innovation capacities. The resulting risk for the 

middle-income countries lies in being squeezed by lower-wage rivals such as 

Vietnam while fi nding it diffi  cult to compete with higher-wage and higher-

productivity producers, such as Taiwan (Somchai 2010). 

 Continued growth, the argument goes, will require becoming more spe-

cialized in the sense of being more effi  cient and “deeper,” that is, with more 

domestic linkages, in a smaller number of sectors (Imbs and Wacziarg 2003). 

This process, which can also be understood as  upgrading,  requires relying 

less on investment and more on innovation understood as the diff usion of 

technology—a product, process, or practice—that is “new,” not necessarily 

to the world, but to a particular fi rm or group of fi rms. It requires absorptive 

capacity—an endogenous, cumulative learning process in which local pro-

ducers recognize the value of new technology, assimilate it, and apply it to 

commercial ends (Cohen and Levinthal 1990). 

 Some argue that fi rms will develop such technological capabilities on 

their own through competitive emulation of best practices under pressures 

of market mechanisms (Pack 2000). At some point in the diversifi cation pro-

cess, wage levels rise beyond levels competitive with low-cost rivals. Assuming 

an open trade regime, this will, the argument goes, encourage moves into 

labor-saving technical changes that shift the relative scarcity and prices of py
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capital and labor, and induce innovation-related investments by fi rms. But 

the adoption and development of technology is fraught with market imper-

fections and failures, such as long gestation periods subject to unpredictable 

and path-dependent learning processes, uncertain demand, lack of comple-

mentary inputs, and poaching of skilled personnel by competitors. As a re-

sult, competitive pressure from superior imports is rarely if ever suffi  cient to 

overcome such problems (Rodrik 2007, 107). 

 The expansion and deepening of fi rms’ capabilities thus requires broader 

packages of incentives and support (Pietrobelli and Rasiah 2012). These in-

clude testing and standards services, vocational and technical training, foreign 

direct investment (FDI) screening and monitoring, improved infrastructure 

(e.g., IT logistics), trade regimes that encourage upstream-downstream link-

ages, market development, and research and development diff usion. One 

source of such incentives and support might be multinationals and their 

broader global value chains. But absent signifi cant incentives from host 

countries, even the most innovative multinational subsidiary typically retains 

functions such as training, process innovation, and product development in-

house, if not at home. Indeed, as Lall (1992) argued, multinationals tend to 

transfer innovations, not innovation processes, to host country sites. 

 In sum, the need to promote technology absorption and new, effi  cient 

inputs poses diffi  culties well beyond the uncertainty and risks characteriz-

ing any new investments. Consistent with endogenous growth theory, these 

diffi  culties require going beyond a broad-brush, one-size-fi ts-all agenda to 

address specifi c policy reforms aimed at the particular challenges in specifi c 

countries at particular development stages (Pritchett 2003). Their infor-

mation requirements are higher; they require the involvement of multiple 

parties in extended implementation chains; and they pose tough distri-

butional challenges. Addressing these upgrading challenges requires sig-

nifi cant institutional capacities: consultation, monitoring, and credibility 

(Doner 2009).  

  The Politics of Institutional Origins and Evolution 

 What accounts for the presence/absence of such institutional capacities? 

Writings by economists are either silent on the issue or, more typically, 

fall back on hopeful appeals for democracy, governance, and/or able and 

 corruption-free leaders (Rodrik 2004, 19–20). These solutions are problem-

atic: the link between regime type and development is suspect; the empha-

sis on governance suff ers from both questionable measures and probable 

endogeneity problems; and while a focus on leaders highlights the political 

elites’ role as “principals” in raising the profi le of industrial transformation 

and in promoting institutional reform, it simply begs the question of political 

leaders’ motivations. A more useful approach begins from the fi nding that 

institutional change emerges out of the rough and tumble of politics (Bates py
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1995). But why would political leaders pursue diffi  cult but growth-promoting 

institutional reforms rather than channel largesse to key constituencies—

typically economic elites interested in easy profi ts through speculation and 

rent seeking? 

 Two related factors seem important: labor inclusion and crises. Past ex-

perience suggests that some form of labor inclusion is necessary for the shift 

from middle- to upper-income status in most developing countries (i.e., 

those not endowed with immense stores of valuable natural resources). Such 

inclusion is, in turn, at least in part a function of crisis—defi ned here as on-

going and imminent threats to political elites. 

  Labor as a Growth Partner 
 Scholarship on the industrialized world has demonstrated numerous devel-

opmental benefi ts of various forms of labor inclusion (Katzenstein 1985). 

Consultation with labor can discourage infl ation (by tying wage increases to 

productivity), encourage workers to invest in company-specifi c skills, and re-

duce tendencies to engage in disruptive forms of protests by providing work-

ers with some degree of security against arbitrary layoff s and other types of 

punitive actions. In Western Europe, these benefi ts occur with active, orga-

nized labor movements in corporatist arrangements that fi nd few if any di-

rect counterparts in East Asia, whether in Japan or in the NICs, where labor’s 

political position is decidedly weak. 

 But if labor has been absent from Japanese-style corporatism in terms of 

peak bargaining (Pempel and Tsunekawa 1979), unions have been active at 

the enterprise level, and numerous forms of joint consultation, including 

quality circles, have been widespread in Japanese fi rms, especially the larger 

ones (Cole 1979). And while labor in the East Asian NICs has been subor-

dinated and even brutally repressed (Deyo 1989), it has not been ignored. 

Instead, linking developmental goals and nationalist sentiments, political 

leaders in the NICs combined “strategic repression” with broad-based public 

goods, including very signifi cant investments in human capital (Gallagher 

and Hanson 2009; Freeman 1993, 2). Popular sectors were de facto growth 

partners benefi ting from compensatory measures that helped not only to fos-

ter a consensus on diffi  cult shifts of production factors but also to make that 

shift an effi  cient one. The move to export-led growth in the East Asian NICs 

prompted leaders to improve labor’s access to high-quality, especially tech-

nical, education, even as elites remained more resistant to extensive social 

insurance schemes seen in other regions (Haggard and Kaufman 2008). In-

deed, in Singapore and South Korea, labor has been an active participant in 

ongoing productivity improvement eff orts (Yuen and Lim 2000; Lee 1998). 

 As I argue below, such emphasis on improving human capital, in some 

cases involving labor in the process, contrasts sharply with the relative ne-

glect of such issues in the middle-income countries of Southeast Asia 

(Yusuf and Nabeshima 2009). This neglect is not a function of ignorance py
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or indiff erence, but rather of diff erences in threats or crises facing political 

elites (Doner et al. 2005).  

  Crises 
 Much of the now-extensive scholarship on crises and their impacts focuses on 

sudden-onset economic shocks and their consequences for macroeconomic 

reform (Nelson 1999; Corrales 1997). Although this literature is useful for 

recognizing signifi cant cross-national variation in response to similar crises, 

it is of limited utility when it comes to the kinds of upgrading challenges 

central to escaping the middle-income trap. Its emphasis is on reforms such 

as exchange rate shifts or fi scal reforms that, relative to upgrading, can be 

achieved with the “stroke of a pen” (Naim 1994). While they often do have 

distributional consequences, these fi rst-generation reforms exhibit neither 

the need for coordination and long time horizons, nor the kinds of time-, 

place-, and sector-specifi c information required by second-generation re-

forms in health and education, much less the third-stage measures inher-

ent in technology absorption and upgrading (Nelson 1999). Thus economic 

crises as “shocks” might trigger “blips” of reform, but they are unlikely to 

constitute the kinds of ongoing and severe threats leading to investment of 

political resources required to address the challenges of upgrading. 

 This chapter’s core argument is that several related sets of factors have 

moderated such severe threats in Southeast Asia, thus enabling these coun-

tries to avoid the tough policy and institutional changes required for up-

grading. First, their heretofore successful export strategies, many of which 

are based on multinational corporation (MNC) dominated global produc-

tion chains, have required neither indigenous innovation capacity nor do-

mestic linkages. Second, large informal labor forces (bolstered by migrant 

labor) undermine labor’s capacity for collective action, reduce pressure on 

wages and productivity, and lead to growth-inhibiting inequality. The result 

is that political elites (or local industrialists) do not view technology promo-

tion, including eff ective education, as key to survival. These patterns predate 

but have been intensifi ed by successful responses to both the 1997–98 and 

2008–9 crises. Although such factors are less problematic for lower-income 

Vietnam than for Malaysia and Thailand, we do see their impact in the Viet-

nam case, as described in the following section.    

  Development Trajectories and Responses to Crises 

  Low Income—Vietnam 

  Development Performance 
 Vietnam’s growth over the past twenty years has been impressive, described 

by one observer as “booming out of a poverty trap” (Pritchett 2003, 142). py
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7. Success as Trap?  169

There is general agreement that this growth has resulted from freeing up 

“enormous reservoirs of unused or underused resources, especially labour in 

the rural sector” (Riedel and Turley 1999, 11). GDP per capita grew at almost 

7 percent per year from 1993 to 1998, with the country probably meeting 

most of the Millennium Development Goals ahead of schedule (Dapice et al. 

2008, 41). But by the early years of the twenty-fi rst century, concerns emerged 

as to the sustainability of this trajectory. Below we trace the key stages of the 

country’s reform and then suggest that the political logic of these stages con-

forms to the framework presented in the previous section.  

  Reform Strategies and Stages 
  Command Economy 
 The country’s initial, postwar strategy was development via a socialist com-

mand economy. Under the Five Year Plan (1976–80), this involved full so-

cialization, including nationalizing industry and suppressing private trade; 

movement from small-scale to large-scale production; and integration of the 

North and South. The eff ort was doomed by a lack of state capacity in areas 

such as information gathering and monitoring, as well as by a failure to pro-

vide new modes of production and distribution to make up for the newly 

suppressed private activities. 

 In response, illegal markets exploded and state-owned enterprises (SOEs) 

went outside the plan to procure inputs (“fence breaking”). Although these 

local deviations from the plan probably moderated the crisis’ impact, they 

also refl ected a political problem—namely, a deterioration of public con-

fi dence in the party-based political leadership. Leaders had a stark choice: 

“Rescue the Plan by strengthening enforcement, which in the existing condi-

tions was sure to make matters worse. . . . or save the economy and recover 

public support by sanctioning some of the adaptations that had already oc-

curred” (Riedel and Turley 1999, 15).  

  Market Retrenchment 
 Leaders selected the latter option. The second Five Year Plan (1980–85) in-

volved some relaxation of controls and the introduction of a contract system. 

The overall package included abolition of price controls, unifi cation of ex-

change rates leading to a fi vefold devaluation of the dong, raising civil ser-

vants’ salaries, introduction of a contract system in agriculture, expansion of 

family farms through long-term leases, and reforms for SOEs that included 

cutting their budgets while granting them greater autonomy on pricing, pro-

duction, and investment decisions. However, this did not constitute a clear 

reform path. Along with greater autonomy for local initiatives and recogni-

tion of the need for nonsocialist sectors, various forms of regulation and 

taxes weakened small business in services and trade. 

 This awkward compromise between pressures from below and a de-

sire for recentralization had signifi cant, positive results: food production py
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increased, although it seems to have been a short-term response to growth 

in household plots. Further, the reforms resulted in speculation, corruption, 

smuggling, a fl ood of sideline activity, infl ation due to increased wages for 

offi  cials, subsidies, and a signifi cant spike in the budget defi cit (Riedel and 

Turley 1999). When combined with growing resistance to centralized restric-

tions on local initiatives, especially in the South, the compromise was not 

sustainable.  

   DOI MOI  
 These problems prompted a new set of reforms— doi moi  (renovation)—

approved by the Sixth Congress in 1986. These included enhanced SOE 

autonomy, permission of small-scale private traders, and elimination of the 

state’s monopoly over foreign trade. They provided the basis for changes 

at the margins, including cutting diff erences between offi  cial and market 

prices, ending rationing for many commodities, ending checkpoints on 

internal trade, and establishing the legal bases for foreign investment and 

trade. Yet again, these initial reforms were partial and couched within a clear 

reassertion of the government planning apparatus, government control of 

SOEs, and the maintenance of a dual pricing system. In sum, the initial stage 

of  doi moi  off ered incremental changes. But these were fraught with tensions 

that contributed to increased budget defi cits, triple-digit infl ation, and pock-

ets of famine (due to a poor harvest in 1987).  

  Reform Intensification 
 The response was an acceleration of the pace and expansion of the scope 

of  doi moi  in 1989.   The leadership ended the two-tier price system, set inter-

est rates at real positive levels, devalued the dong to rates close to market 

rates, equalized tax rates across economic sectors, cut public sector expendi-

tures, freed up agricultural prices, and relaxed foreign exchange and trade 

rules. These measures amounted essentially to a Washington Consensus–type 

shock therapy in which the government moved to get out of the way of pri-

vate producers (Riedel and Turley 1999, 22). The results were impressive: 

GDP growth rates increased, infl ation declined, savings increased, invest-

ment doubled, and Vietnam shifted from a rice importer to a rice exporter. 

Exports overall rose and diversifi ed, based in part on low wages and competi-

tive exchange rates (Agosin 2007, 31). 

 Yet by 2000, there were questions as to the sustainability of this growth. 

A  competitive exchange rate and free trade for exporters could facilitate 

strong outcomes for simple import-intensive exports such as garments. But if 

fi rms were to “graduate to a more diversifi ed and higher value-added mix of 

products,” they would require measures such as equipment modernization 

in the upstream textile industries, fewer barriers to private fi rm growth, and 

supply-side measures such as training and innovation schemes. These in turn 

require institutions, such as “a single, demand-driven, industry-responsive py
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association which could overcome important market failures and enhance 

industry effi  ciency” (Hill 2000a, 294 and 297). 

 Such institutions barely existed as of 2000. Indeed, moving into the 

twenty-fi rst century, Vietnam faced a number of challenges if growth was to 

be sustained: falling foreign investment due to poor infrastructure; domi-

nance of the fi nancial sector by large, state-controlled banks heavily involved 

with SOEs; a weak fi scal system; and reform of the state enterprise sector 

which, at the end of the 1990s, accounted for more than half of industrial 

output and contributed one-fourth of state revenues (Beresford 2008; Leung 

and Riedel 2001; Painter 2003, 31). State-owned enterprise reform was espe-

cially diffi  cult: as the only economic entities with clear property rights, they 

soaked up investments, dominated export quota allocation (which they often 

could not fi ll), and generally crowded out smaller, private fi rms. 

 This problem did not go unnoticed, and in 1994 the government ini-

tiated a transformation of the SOEs into diversifi ed,  chaebol- like “General 

Corporations.” Painter argues that this model has confused control and ac-

countability because it was imposed top-down and because, in some cases, 

the composition of the conglomerates defi ed economic logic. There was, 

however, a political logic that refl ected fragmentation within the state itself: 

the very incoherence of the reform, along with the “diff usion and sharing 

of power and authority,” enabled the transition to be managed “to accom-

modate external pressures while also  .  .  . preserving the state’s ability and 

integrity as it pursues its long-term programme of  doi moi ” (Painter 2003, 39).  

  Hints of an Early Middle-Income Trap? 
 This may have been an overly optimistic view. Writing in 2008, even before 

the current global crisis really hit, observers expressed not just skepticism but 

downright alarm at Vietnam’s trajectory. As of May 2008, price infl ation and 

the fi scal defi cit were high, FDI infl ows had slowed, and the trade defi cit had 

dramatically increased (FETP 2008, 1–2; Dapice et al. 2008). 

 Equally alarming was rising inequality: the country’s Gini coeffi  cient rose 

to 0.41 in 2004, up from 0.35 in 1998, with rural–urban income gaps espe-

cially wide (Dapice et al. 2008, 41, 43; Frizen 2002; Gill and Kharas 2007). 

This led to charges that despite Vietnamese claims of pursuing a NIC-type 

strategy of industrialization and growth with equity, the country’s growth 

trajectory, policies, and institutions are in fact closer to those of Thailand, 

Indonesia, Malaysia, and the Philippines, whose growth “began to slow down 

and plateau when they reached a level of development such as Vietnam will 

attain soon” (Dapice et al. 2008, 43). 

 Two contributing factors were of special concern: the expansion of a pri-

vate banking system without adequate supervisory institutions (FETP 2008, 

10–11), and persistent problems with the General Corporations (former 

SOEs). Despite the state-inspired consolidation, these groups have retained 

infl uence over key sectors and exhibited weak performance even as they py
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soak up a majority of credit and investment allocations and suff er from debt-

to-equity ratios that surpass even those of the Korean  chaebol  (Dapice et al. 

2008, 30). Rather than  chaebol,  the Vietnamese groups seemed to be following 

the Southeast Asian pattern of heavy dependence on “domestic markets for 

low-value added goods and on speculation and fi nancial engineering . . . [lead-

ing to] domestic vested interests that eventually became a serious obstacle to 

industrialization and national competitiveness” (Dapice et al. 2008, 47–48). 

 How then do we account for Vietnam’s initial reform stages and subse-

quent institutional lethargy, as refl ected in an inability to reform the General 

Corporations?   

  Crises and the Politics of Reform 
 Explaining Vietnam’s reform initiatives requires acknowledging a sort of re-

form spillover in that the impact of earlier changes contributed to reform 

through the 1990s: the incremental retreat from collectivization, the expan-

sion of private plots, and the emergence of a contract system built on early, 

less-noticed moves to private plots in the north (Kerkvliet 2005). Neverthe-

less, looming crises and the threat of signifi cant losses, or the absence of 

such pressure, constituted the core driver for policy change. Consider fi rst 

the factors infl uencing reform initiatives: Vietnam’s shift from a command 

economy to initial reforms in the early 1980s was clearly a response to vari-

ous threats regarding food shortages, concerns over aid, a trade embargo, 

and Khmer Rouge raids from the west. The subsequent shift to  doi moi  in the 

mid-1980s was moderate and incremental. This refl ected the achievements 

of initial reforms, along with generous Soviet support. Intensifi cation of  doi 
moi  in the late 1980s occurred only with the collapse of the Soviet Union and 

loss of broader socialist support. The resulting loss of access to cheap inputs 

for agriculture and the SOEs exacerbated internal economic problems, such 

as infl ation. These pressures pushed the leadership not only to undertake 

signifi cant policy changes, but also to initiate complementary institutional 

reforms, ranging from moderate shifts in property rights to support for busi-

ness associations. 

 These same incremental steps also contributed to a weakening of reform 

eff orts. Greater autonomy without state support for technology-related in-

vestments led the General Corporations to pursue noncore activities, to rely 

on credit and protection, and to avoid “the more uncertain task of tech-

nological upgrading and becoming internationally competitive” (Beresford 

2008, 232, 227–228). But underlying the lack of government pressure for bet-

ter performance was the fact that earlier urgency was replaced by “a sense of 

complacency and satisfaction with the status quo” (Dapice et al. 2008, 2). In 

addition to the success of prior reform eff orts, this satisfaction was a function 

of the relatively moderate pressures facing Vietnam up to 2008. Owing to 

an earlier “minicrisis” in 1996, Vietnam avoided some of the worse impacts 
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of the Asian crisis by its imposition of controls over trade, investment, and 

fi nancial fl ows (Leung and Riedel 2001, 19). More recently, it has not suf-

fered from signifi cant foreign exchange shortages. Despite the country’s 

signifi cant fi scal and trade defi cits noted above, foreign exchange has been 

fi nanced by large capital infl ows, which rose from US$9.4 billion in 2006 to 

US$15.7 billion in 2007, amounting to 15.4 percent and 22.7 percent of GDP 

(FETP 2008, 5). Vietnam has also benefi ted from high prices for its commod-

ity exports—crude oil, marine products, rice, coff ee, rubber—which domi-

nate its list of largest export earners. 

 The ability to take “the easier way out” seems to have both refl ected and 

reinforced the particular structure of Vietnam’s political leadership. In addi-

tion, the way that structure channels newly available resources seems impor-

tant. Malesky et al. (2009, 1) argue that, in contrast to China’s more unifi ed 

leadership, Vietnam’s leadership is essentially a “diff used troika” represent-

ing diff erent views of the roles of the party and military and of the bene-

fi ts of private sector growth and global integration. These divisions require 

broader policymaking coalitions, which in turn motivate leaders “to provide 

equalizing transfers that limit inequality growth among provinces.” What is 

especially signifi cant for our purposes is that these equalizing transfers are 

channeled through well-established patronage networks. Although reducing 

inequality, these transfers seem to follow more of a political logic than an 

economic one. Unlike in the East Asian NICs (Kang 2002), there seems to be 

no separation of export-oriented, effi  ciency-based sectors from those subject 

to extensive patronage. As a result, “there is reason to suspect that Vietnam’s 

architecture privileges equality over long-term growth prospects by choking 

off  development in its economic engine” (Malesky et al. 2009, 26). 

 Further, Vietnam’s export market advantages seem fragile. WTO member-

ship, despite some phaseout conditions of the Agreement on Textiles and 

Clothing (ended in 2005), has not provided Vietnamese producers with the 

extent of production experience enjoyed by most ASEAN countries. Also 

the global crisis has constrained demand from Vietnam’s largest export mar-

ket, the United States, which accounts for more than 20 percent of Vietnam’s 

exports. 1  

 The question, then, is whether these tougher conditions will be suffi  cient 

to overcome the kinds of patronage networks noted above. If not, the risk 

increases that Vietnam—an aspiring middle-income economy—will remain 

stuck in a Southeast Asian pattern of reliance on “low-cost labor and natural 

resource exploitation” (Dapice et al. 2008, 7), but that it will do so without 

the more extensive diversifi cation, the vibrant private sectors, and the sophis-

ticated fi nancial sector of the more advanced middle-income countries.   

   1.  Next in terms of importance are Japan (13.7 percent), Australia (7.4 percent), China 
6.9 percent), and Germany (4.5 percent)  CIA World Factbook—Vietnam  (2008). 
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174  Richard Doner

  Middle Income: Malaysia and Thailand 

 Despite their signifi cant diff erences on dimensions such as ethnic makeup 

and politics, population, and religion, Malaysia and Thailand share impor-

tant features, especially in contrast to the East Asian NICs. Below, I  trace 

the developmental outcomes, policies, and institutions common to these 

two middle-income countries. I argue that relatively similar levels of threats, 

involving resource endowments, external pressures, and domestic consider-

ations, are necessary to explain both their strengths and their challenges. 

  Development Performance 
 As noted at the beginning of this chapter, Malaysia and Thailand are in most 

respects—income growth, structural change, export growth, diversifi cation, 

and poverty alleviation—striking economic successes. 2  Their records are less 

impressive in two other areas: income distribution and economic upgrad-

ing. The sources of this inequality are uncertain, but at least three merit 

note: the expansion of the FIRE sector (fi nance, insurance and real estate); 

increasing skill premiums and widening wage dispersion as a result of trade, 

liberalization, and globalization; and associated labor market reforms result-

ing in growing informal sectors (Gill and Kharas 2007, 290–291; Packard and 

Nguyen 2013; Chongvilaivan 2013). 

 The two countries have also seriously lagged the NIC’s level of upgrad-

ing, that is, combining increased value added with effi  ciency, local linkages, 

and technological capacities (Yusuf and Nabeshima 2009; UNDP 2007; Gill 

and Kharas 2007). To be sure, higher value-added products have become 

more prominent in the two economies, as refl ected in the growing percent-

age of medium- and high-tech products in manufacturing exports. But this 

record is marred by limited local inputs, high trade dependency, and in some 

cases, denationalization. Local producers account for little of the value, as 

refl ected, for example, in the high trade defi cits characteristic of mid- and 

high-tech industries, and the general lack of indigenous suppliers in indus-

tries such as Malaysia’s semiconductors and Thailand’s disk drive and auto-

motive production (Doner 2009; Mckendrick et al. 2000). 

 An important puzzle, then, is the gap between the advanced nature of 

these two countries’ export structures and the much more modest techno-

logical levels in their production processes (Lall 1998). As relatively high 

wages in Malaysia and Thailand require a shift to competitive advantages 

resulting from knowledge and spillovers, rather than merely resources and 

labor costs, these capacities remain modest, especially in historical and com-

parative perspective: a 2003 analysis concluded that Thailand’s capacities for 

exploiting technology and generating innovation, as well as the commitment 

  2.  On the region’s impressive diversifi cation relative to the Latin America and the Carib-
bean, see Agosin (2007, 31, table 5). py
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7. Success as Trap?  175

to building such capacities, lag signifi cantly behind what they were in the 

NICs at similar stages in their development (Bell et al. 2003, 4). Although 

Thai and Malaysian rates of growth and degrees of diversifi cation remain 

above world and developing country averages, these weaknesses in technol-

ogy and innovation raise broader concerns about the sustainability of their 

growth (Intarakumnerd et al. 2002; Yusuf and Nabeshima 2009, 3). I suggest 

below that these weaknesses are in part a function of the labor market struc-

tures, especially the informal sectors, resulting from these countries’ other-

wise successful development strategies.  

  Reform Strategies and Stages 
 Several common elements in Malaysian and Thai growth strategies stand out. 

First, beginning in the early 1970s, both countries shifted from a combina-

tion of import substitution industrialization and commodity-based exports 

to export promotion emphasizing manufactured goods. The results were 

refl ected in the striking shift in the composition of each country’s exports 

(ADB, various years). Second, these shifts were complemented by increas-

ingly open fi nancial sectors, as well as liberal trade and investment regimes. 

Both countries have gradually reduced tariff s (although, as discussed below, 

this reduction has been uneven and incremental). Whereas Malaysia has 

been much more reliant on FDI infl ows than has Thailand, both countries’ 

development approaches have been “embedded in regional and global in-

novation systems, and . . . [their] primary linkages to sources of innovation 

are through MNC internal technology transfers” (Felker 2001, 139–140). 

Third, both have generally practiced cautious macroeconomic management 

(Rasiah 2001). 

 Fourth, however, in addition to these otherwise Washington Consensus–

like strategies, both countries’ states have intervened to alter the sectoral 

composition of their economies and deepen their technology levels and link-

ages. As suggested by their impressive diversifi cation, state eff orts were quite 

successful in the former. Research on Thailand’s tourist, sugar, textile, auto, 

and rubber industries, as well as on the country’s impressive macroeconomic 

performance, demonstrates the success of state-supported, sector-specifi c pro-

motion eff orts by public and private sector institutions, including ministries, 

the Board of Investments, sectoral institutes, and business associations, to ad-

dress information, coordination, and related risk problems (Doner 2009). 

 Similar eff orts took place in Malaysia, albeit with less even results. Promo-

tion was successful in the cases of rubber and palm oil, as well as in electrical 

and electronic products, which became the main export component of Ma-

laysia’s manufacturing sector. But in autos, Malaysian promotion eff orts have 

remained more domestically oriented and resisted the shift to the extensive 

FDI-supportive policies that Thailand adopted after the 1997 crisis, policies 

that have made Thailand the automotive hub of Southeast Asia (Doner and 

Wad, forthcoming). py
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 As suggested by our earlier review, however, neither has done well on 

linkage and technology promotion,  despite  awareness of the importance of 

upgrading by both governments. Thailand’s auto industry and Malaysia’s 

electronics industry nicely illustrate these weaknesses. Both industries are 

successful export hubs, operating within global value chains. This creation 

of effi  cient “clusters” is a very signifi cant achievement. But as a recent World 

Bank report notes, the actual tasks performed in these clusters are typically 

of low complexity, “often involving only the assembly of fi nal products. Im-

port content is high, and in the case of Malaysia a substantial fraction of the 

labor in industry is also imported” (World Bank 2010, 12). In fact, these clus-

ters are primarily  logistical  (i.e., they reduce transactions costs in production) 

rather than technological (which capitalizes on spillovers of research and 

development between diff erent players in the supply chain). 

 Overall, both countries’ technology and innovation policies suff ered from 

key strategic weaknesses. Among these are a focus on product innovation 

rather than the process innovations that were more feasible, given the MNCs’ 

control of product development; and a tendency to separate state-based re-

search and development from fi rm-level innovation processes. Also notable 

were a failure to integrate science and technology policy into broader eco-

nomic policies, that is, industrial policy, investment policy, trade policy, and 

to a lesser extent, education policies; weak technology fi nancing strategies; 

and relative neglect of policies to encourage technology diff usion (Felker 

2003). These policy problems have continued from the 1990s to the present, 

and they are refl ected in persistent  institutional  weaknesses in Malaysian and 

Thai technology-promotion eff orts.  

  Crises and the Politics of Reform 
 These weaknesses in real economy upgrading are especially striking relative 

to both countries’ strengths in macroeconomic policy and fi nancial reform. 

How do we explain this variation? My answer, noted at the beginning of this 

chapter, hinges on the degree of pressures—threats—facing political leaders. 

In the rest of this section, I assess this argument through the lens of three 

major crises as well as what might seem at fi rst glance to be outliers. 

  1980s Crisis 
 Both countries were hit hard by falling prices for agricultural commodities, 

oil price hikes, and cyclical declines in electronics in the mid-1980s. 3  GDP 

growth slowed and even fell. Both countries’ foreign indebtedness had risen, 

with Thailand’s exceeding that of the Philippines; Thailand was forced to 

borrow US$542  million from the World Bank, thus becoming the world’s 

fi fth largest recipient of bank funds at the time. As a long-time observer 

  3.  This discussion draws on Rasiah (2003) and Doner (2009, chapter 4). py
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noted for Thailand, “No previous Thai government had been under the kind 

of severe and sustained economic pressure that now brought the technocrats 

to the conclusion that a thoroughgoing shift to an export orientation could 

no longer be delayed” (Muscat 1994, 195). 

 These pressures stimulated important stabilization measures, reforms in 

trade administration, devaluations, and infrastructural development that 

helped both countries emerge from the crisis in good shape. Thailand be-

came the poster child for successful World Bank–type economic reform in 

these areas. But reform  initiatives  did not stop with macroeconomic mea-

sures. Thailand also initiated an eff ort to improve the basic competitiveness 

of local producers and to reform the enclave-nature of foreign dominated 

manufacturing. This took the form of proposals for tariff  reform and the 

creation of a Restructuring Committee (RESCOM) and, subsequently, an In-

dustrial Linkage Program designed by the Board of Investments (BUILD) to 

match indigenous suppliers with foreign fi rms. 

 Equally signifi cant is what did  not  occur. Thailand’s RESCOM was largely 

ignored and eventually abandoned. BUILD ended up as little more than a 

state-sponsored database of local suppliers largely neglected by multination-

als. In the area of trade, export-oriented reforms were grafted on to pro-

tection for local suppliers of raw materials and intermediates and for local 

downstream fi rms producing for the domestic market. In addition, the coun-

try’s overall tariff  levels actually increased in the 1980s, even as the govern-

ment proclaimed its export orientation. And while tariff  rates declined in 

the 1990s, they remained high relative to those of other large developing 

countries. The result was a combination of rising eff ective rates of protection 

for upstream fi rms, most of which were locally owned, and countervailing 

export subsidies for downstream fi rms, most of which were foreign owned. 

Added to this protection were local content requirements in the automotive 

and agricultural machinery industries and a set of specifi c business taxes and 

tariff s that discouraged linkages between fi nal exporters and domestic sup-

pliers. Finally, as Felker has argued, Thai business itself resisted eff orts by 

Thailand’s Board of Investment to take advantage of new FDI infl ows with 

promotion criteria more focused on technology development (Felker 2001, 

142–143). In Malaysia, meanwhile, technology promotion eff orts were “not 

much more than government wish lists” (Felker 2003, 144). 

 Three factors—facilitated, to be sure, by the reforms noted above—mod-

erated pressures that likely would have pushed further institutional devel-

opment. First, both countries initially used their resource endowments to 

moderate balance of payments problems. This seems to have been especially 

important for Malaysia, where new petroleum contracts provided signifi -

cant revenues (Rasiah 2003, 66). Second, both benefi ted signifi cantly from 

rapidly rising FDI infl ows, especially from Japan and the East Asian NICs 

(Gomez and Jomo 1999, 292; Doner 2009,  chapter 4 ). Finally, the availability 

of large reserves of unemployed workers, including migrant labor, attracted py
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foreign fi rms and reduced pressure to devote resources to upgrading-related 

activities such as technical and vocational training. In Malaysia’s booming 

electronics industry, the use of migrant labor grew from just over one thou-

sand in 1990 to more than forty-six thousand in 1996, roughly 10 percent of 

the workforce (Henderson and Phillips 2007, 91; Rasiah 2003, 50).  

  1997 Asian Financial Crisis 
 Haggard (2000, 1) labels the 1997–98 Asian crisis a “singular event in the 

region’s postwar economic history.” The magnitude did, however, vary by 

country. Although Thailand and Malaysia were among the four most seri-

ously hurt (along with South Korea and Indonesia), Malaysia was the least 

hard hit and responded with the most heterodox policies: Prime Minister 

Mahathir abandoned Malaysia’s currency peg in July 1997 but avoided IMF 

borrowings, fi xed its exchange rate, and imposed capital controls. However, 

Malaysia did not go it alone. Its ability to sustain capital controls without IMF 

help refl ected the availability of other funds (Haggard 2000, 83–84). Do-

mestically, the government was able to draw on funds from Petronas (the na-

tional oil company), as well from the Employee Provident Fund. Externally 

rebuff ed by international fi nancial markets, the government drew heavily 

on funds from the Export-Import Bank of Japan. A  fi nal, important part 

of this story has to do with the size and the “dispensability” of Malaysia’s 

foreign workforce. Many of the workers in the worst hit sectors, especially 

construction, were migrants who “simply left the country; in eff ect,  Malaysia 
exported a substantial part of its unemployment ”   (Haggard 2000, 196, emphasis 

added). 

 Thailand was harder hit: more than 3 million people were pushed into 

poverty; the country was in a state of insolvency; and the government ac-

cepted the IMF’s second-largest-ever support package—US$17  billion. 4  In 

addition to fi nancial sector reform, the government responded with aggres-

sive eff orts to improve productivity in both agriculture and industry. This 

took the form of an ambitious and corporatistlike Industrial Restructuring 

Program (IRP). But by 2001, the IRP was abandoned by newly elected Prime 

Minister Thaksin. Thailand’s ability to avoid the challenging upgrading tasks 

proposed in the IRP was a function of two factors. One was a devaluation-

induced jump in exports, which in turn helped improve the balance of pay-

ments, increase foreign exchange reserves, and stabilize the baht. And, as 

in Malaysia, foreign funds were important: Japan’s “Miyazawa Fund” con-

tributed US$1.5 billion for development and the Asian Development Bank 

(ADB) put in another US$300 million for agriculture. Subsequently, Thak-

sin himself announced an ambitious and explicit upgrading eff ort, aimed 

at technology, linkages, and clusters and bolstered by an aggressive plan for 

  4.  Unless noted, this discussion draws on Doner (2009, 125–30). py
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educational and bureaucratic reform. His government, overthrown in 2006, 

implemented few of these initiatives, instead relying on export-driven growth 

and baht stabilization that facilitated the use of state credits to stimulate de-

mand and fuel clientelist politics. 

 The availability of migrant workers also discouraged serious eff orts in 

areas such as education and training. While Thailand’s recovery may not 

have “benefi ted” from as large a large migrant workforce as did Malaysia’s, 

by 2000 Thailand had “become deeply dependent on legal and illegal for-

eign migrant workers” (Suehiro 2008, 272; Huguet and Punpuing 2005). It is 

also evident that the rural sector has provided a “labor sink” and, since 1999, 

that Thai growth has been driven by “the increasing employment of its large 

reserves of underemployed labor in the rural sector” (Lauridsen 2002, 158). 

The crisis stimulated more fl exible labor market policies that expanded the 

legal scope for part-time, contract, temporary, and other forms of informal 

employment. As Lauridsen (2002, 113) noted, “Crises and reform have bred 

informalization.”  

  2008–9 Crisis 
 The region’s rebound in the wake of the recent crisis seems to have resulted 

from several factors. First, as other chapters argue, relatively healthy fi nan-

cial sectors (due to post-1997 reforms of fi nancial supervision, corporate gov-

ernance, and so on) have facilitated aggressive monetary and fi scal stimulus 

programs. Thailand and Malaysia, as well as Taiwan, South Korea, and Singa-

pore, have “all had a government boost this year of at least 4 percent of GDP” 

( The Economist,  August 15, 2009). Malaysia’s ability to provide such fi nancing 

is in part a function of natural resource revenues: oil and gas now account 

for around 40 percent of government revenues (NEAC 2010, 131–132). The 

longer-term challenge involves sustaining the recovery without the expan-

sionary policies fueling asset-price bubbles. Doing this will require letting 

exchange rates rise, but this will hurt exports; and exports are, of course, 

another key component of the recovery in Malaysia and, more strikingly, in 

Thailand. 

 Although a critical strength, the countries’ export performances conceal 

two weaknesses: extensive reliance on exports and on unskilled, informal 

(temporary, contract) labor. As the World Bank (2010, 1) warned, “The Thai 

economy runs on a single engine: external demand.” A major challenge for 

both countries is thus to expand internal demand. But this has been diffi  cult 

in light of the country’s lack of upstream linkages with the potential to ab-

sorb labor and persistent inequality. In Thailand, inequality is refl ected in a 

strikingly small middle class. And while a recent ADB report highlighted the 

rise of an Asian middle class and the fact that Thailand and Malaysia were 

among the fi ve Asian countries with the largest middle classes (as a percent-

age of population), the ADB also highlighted the fragility and overall vulner-

ability of these middle classes (ADB 2010, 32–33). py
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 In addition, both countries have increased their dependence on un-

skilled and temporary/contract labor. This is refl ected in Archanun et al.’s 

fi ndings that, following the 1997–98 crisis, “many enterprises . . . adopted a 

more fl exible employment system for production in which fi rms hire both 

permanent and temporary workers at the same time. In addition, they usu-

ally run overtime to enhance their capital utilization rate and to avoid any 

possible over-investment problems” (Archanun et al. 2010, 109). The rise of 

unskilled labor is equally notable in Malaysia due to a combination of brain 

drain by ethnic Chinese and an undereducated domestic population (NEAC 

2010, 42–60). Signifi cant informal sectors have contributed to this low-skill 

equilibrium. 

 In Thailand, the level of informality has increased over the past ten years, 

with the informal sector estimated at well over 60 percent of the entire workforce 

and even a signifi cant portion of those with college education— 30 percent— 

estimated to work in the informal sector, especially in small shops and eateries 

(Amornivat 2013). Malaysia’s informal sector is much smaller than Thailand’s, 

between 8–9 percent (Department of Statistics 2013). 

 Migrants, often unskilled, are important for both economies. For Malay-

sia, offi  cial sources estimated that semi- and unskilled migrant workers ac-

counted for 13.9 percent of total manufacturing workers and fully 10 percent 

in electronics in 2000. As such, the electronics industry is running a close sec-

ond to construction as the largest user of migrant labor, with most migrants 

in electronics working as contractual production employees (Henderson and 

Phillips 2007, 92). Encouraged by immigration policies favoring low-skilled 

and cheap labor, foreign labor accounted for more than a third of the growth 

in total labor supply from 1990 to 2005, with over 90 percent of these low-

skilled, contract workers. One estimate is that the number of migrant work-

ers might have reached 2 million in 2006, roughly 20 percent of the formal 

labor force. 5  For Thailand, estimates of migrants range from 2 million to as 

high as 4 million, well over 5 percent of the labor force in 2005, contributing 

to 7–10 percent of value added in industry and 4–5 percent of value added in 

agriculture (ILO 2007; Youngyuth and Prugsamatz 2009, 4). 

 Research points to several related, negative consequences of large in-

formal sectors, especially those with sizeable numbers of migrant workers. 

One, stressed in the Malaysian literature, is wage depression (Tham and Liew 

2004; Wad 2009). This in turn discourages investments in higher value-added 

activities requiring more skilled labor and thus to reduced potential technol-

ogy spillovers from foreign investors. Ironically, this may also inhibit labor 

  5.  Personal communication from Donna Turner on October  16, 2009. See also Turner 
(2005). Many migrants to Malaysia come from neighboring Indonesia. According to the World 
Bank, the Malaysian-Indonesian migration corridor “contains the second largest fl ows of un-
documented workers—after the one between the US and Mexico” (World Bank 2007b).  
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absorption despite overall growth. In Thailand, GDP growth is driven by ex-

ports, and most of those exports are driven by a few sectors with relatively 

high import components but low employment (Sethaput 2010). The result is 

a tendency for “wageless growth” that, in the long run, will undermine eff orts 

to develop a middle class and to reduce inequality. 

 This emphasis on informality and reliance on migrants also has institu-

tional and political consequences. Institutionally, it seems to discourage the 

emergence of public, private, and public-private rules and organizations de-

signed to promote skills development. Bryan Ritchie has eff ectively docu-

mented the extensive fragmentation characterizing workforce development 

agencies in both Thailand and Malaysia (Ritchie 2010, 100–106). Reliance 

on a large informal workforce weakens labor’s potential for organizational 

cohesion and thus political infl uence. This not only reduces the possibility 

of pressure on employers to raise wages and potentially, as a result, to in-

vest in productivity measures such as technical training; it also deprives both 

business and government of active interlocutors with whom to develop such 

programs. Turner (2005, 58) argues that migrant labor contributes to a seg-

mented labor force that in turn promotes a “low wage regime,” where local 

unions make little eff ort to organize, and “where little is invested in training 

and technological advances.” 

 The further implication, refl ected in the earlier-noted work on Western 

Europe, is that weakly organized labor is associated with inequality. This last 

point is speculative, but it is consistent with the conclusion that  well-organized 

social groups are necessary for broad public goods: “Democratization with-

out well-organized social groups may lead to modes of political competition 

that promote ineffi  cient policies, targeted at narrow groups at the expense 

of the poor” (Keefer 2009, 663–664). It is also consistent with the rise of 

inequality in Malaysia and Thailand, noted earlier. The challenges to long-

run political stability are evident in Thailand’s intensifying confl ict between 

“red” and “yellow” shirts, and labor’s vulnerability to populist appeals having 

little to do with improvements in skills and productivity.     

  Conclusions and Key Questions 

 This chapter has explored the factors accounting for the success and limita-

tions of Southeast Asian responses to economic crises through the lens of 

one low, but rapidly developing income country, Vietnam, and two middle- 

income countries, Malaysia and Thailand. My overriding concern has been 

to explore the potential for sustained economic growth. In the case of Viet-

nam, this speaks to the capacity for further, effi  cient diversifi cation neces-

sary to move further into middle-income status. For Malaysia and Thailand, 

it involves the capacity for upgrading as the basis for movement out of 
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middle-income status. I have argued that two “demand” factors: (1) signifi -

cant pressures on political elites, and (2) some form of labor inclusion—

whether in the form of a macrocorporatist bargain, a more enterprise-level 

“microcorporatism,” or a “growth partnership” in which labor is repressed 

organizationally but strengthened with educational and other job-related 

resources—are necessary if the institutional capacities required for upgrad-

ing are to be “supplied.” Diff erences with regard to these factors are key to 

explaining the weaknesses of the otherwise successful Southeast Asian cases 

relative to the East Asian NICs (Jiminez et al. 2012). In the conclusion, I wish 

to address challenges to this analysis. 

  Threats as Stimuli to Institutional Development 
and Upgrading 

 The emphasis on threats as necessary for the creation of upgrading-related 

institutions and growth partnerships suff ers from two methodological weak-

nesses. One is that the threat variable is dichotomous: a country is either 

threatened or is not. The second weakness is that our cases lack “variation 

on the independent variable.” That is, since neither Vietnam, Malaysia, nor 

Thailand, at least at the national level, confronted signifi cant threats, it is 

diffi  cult to conclude that the presence of such threats would have stimu-

lated institutional strengthening and upgrading. We can address both of 

these weaknesses by expanding our cases in two ways: through within-country 

observations that allow us to see the impact of even moderate threats, and 

through comparisons with other national cases (Doner and Wad forthcom-

ing; Doner et al. 2005).  

  Foreign Investment as Alternative to Threats 

 What of the potential for improved skills and upgrading as a result of invest-

ments by multinational corporations? There are exogenous and endogenous 

obstacles to such productive spillovers. On the exogenous side, their access 

to global suppliers allows MNCs to avoid the resource-consuming eff orts to 

promote skill-based domestic suppliers. Further, in industries such as elec-

tronics and autos, fi rms tend to be capital intensive. Thus electrical and me-

chanical machinery and automotive goods account for more than a third 

of Thailand’s exports but employ well under 5 percent of the labor force 

(World Bank 2010). And fi nally, FDI-linked options are more “compressed” 

(Whittaker et al. 2010). Changes in production technology and social rela-

tions that occurred over a century and a half in the United Kingdom, some 

fi fty years in Japan, and a few decades in the NICs, now occur more rapidly 

and, in some cases, simultaneously. In addition, the disaggregated nature of 

global production chains means that, unlike South Korea, Japan, and Taiwan, 

countries such as Malaysia and Thailand have fewer if any opportunities to py
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develop complete, national production structures (i.e. upstream, midstream, 

and downstream) in industries that also have the potential to be globally 

competitive. 

 As a result, taking advantage of FDI requires ever-more assertive FDI 

promotion strategies, a deepening of the kinds of institutional capacities re-

viewed earlier in this chapter, and an educated workforce. Yet the overall 

strategy of Malaysia and Thailand is what one World Bank study labeled “pas-

sive FDI-dependent learning” that has engendered little of the spillovers as-

sumed to fl ow from the presence of foreign producers (Yusuf and Nabeshima 

2009, 59). Underlying this passive approach is the fact that political elites, un-

encumbered by resource constraints and/or some form of organized labor, 

have found it acceptable to cede key industrializing roles to multinationals 

who pay decent wages but employ relatively few workers and develop few link-

ages to local suppliers (Van der Hoeven and Saget 2004, 204).  

  Indigenous Business Demand for Upgrading 

 Large, indigenous, diversifi ed business groups have played key develop-

ment roles in Southeast Asia, as they have in Latin America (Suehiro 2008, 

 chapter 9 ). But diversifi cation by Latin American “grupos” minimizes their 

need to develop deep, core competencies that would increase their focus 

on technology absorption and transfer, and thus their demand for techni-

cal personnel (Schneider and Soskice 2009). Commodity booms, as well as 

the opportunity for profi ts in nontradable sectors, have further weakened 

pressures for technology development by local groups in Southeast Asia 

(Dixon 2010).  

  Potential for Labor Inclusion 

 The possibilities for more active labor inclusion in Southeast Asia seem lim-

ited by a number of factors. One, emphasized earlier, is the availability of a 

segmented and relatively low-skilled migrant workforce. A second is that the 

shift from mass, Fordist-type production to more fl exible or “diversifi ed qual-

ity production” reduces labor cohesion and thus leverage (Eichengreen and 

Iversen 1999). A third is the weakness of labor-party linkages. Labor’s role in 

promoting productivity increases and overall stability in industrial relations 

seems to be facilitated by union links to encompassing yet competitive politi-

cal parties. The case of Singapore would seem to provide positive support 

for this contention, whereas the more fragmented party system of Thailand 

(Brown 2004), and the ethnically fl avored parties in Malaysia, illustrate the 

results of a lack of such a party. 

 In light of labor’s organizational weakness, combined with fragmented 

political parties and access to foreign exchange from commodity and low-

skill manufactured exports, the most feasible option for labor is continued py
g

 
 

 
 

y 
 

 
g

 



184  Richard Doner

reliance on clientelist links, whether of the ethnic type, as in Malaysia, or 

of the more populist type, as in Thailand under Thaksin (Pasuk and Baker 

2008). These kinds of arrangements provide few incentives or institutional 

bases to address the tough challenges of technology absorption and upgrad-

ing. Whether such patterns develop in Vietnam, a country with a traditionally 

move active labor movement, remains to be seen.   
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 Japan 

 The Political Economy of Long Stagnation 

  Keiichi Tsunekawa  

 When the economic crisis hit East Asia in 1997–98, Japan was already in a 

deep recession that had begun with the bursting of its own bubble economy 

in the fi rst half of the 1990s. Japan’s economy looked to be recovering by the 

middle of the 2000s but found itself hit by the Global Financial Crisis (GFC) 

more seriously than the United States, the epicenter of the crisis. Japan’s 

annual GDP growth rates for 1999–2007, 2008–9, and 2010–12 were 1.3 per-

cent, 3.3 percent, and 2.0 percent. The corresponding fi gures for the U.S. 

were 2.9 percent, 1.6 percent, and 2.4 percent (IMF 2013). 

 Up until the mid-1990s, Japan was the undoubted economic leader in East 

Asia. In many respects, Japan’s developmental strength was the precursor of 

many later-developing East Asian countries. It achieved long-term super-high 

growth based on massive investments in manufacturing and the export of 

manufactured goods, a pattern followed by other East Asian countries. The 

development of industrial sectors was largely dependent on technologies im-

ported from the United States and Europe but then improved on in Japan, 

resulting in better product quality and production effi  ciency. 

 With its private fi rms demonstrating a high capacity to improve product 

and process technologies, the Japanese economy escaped the “middle in-

come trap” analyzed by Doner for several Southeast Asian countries, instead 

growing into an advanced industrial country. However, Japan’s trajectory 

thereafter demonstrates that even a high-income country risks falling into 

its own trap, one in which continuous growth is impeded by serious market 

uncertainties compounded by diffi  culties of sustaining technological innova-

tion and intense contradictions in public policies. 

 An early sign of such troubles emerged during the 1980s when Japan 

started to implement many market reforms under strong U.S. and European 

pressures, liberalizing trade and investment and deregulating fi nancial and py
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other business activities. These reforms jeopardized the established practices 

and institutions designed for coordination of interests among market play-

ers and between market and nonmarket players. Political democracy made 

this interest coordination even more complicated and diffi  cult. Similar dif-

fi culties in interest coordination have emerged in other East Asian countries 

as their polities have become more open and democratic. The basic question 

that Japan has faced for the past quarter century and other East Asian coun-

tries may face in the future is how to develop a new mode of interest coor-

dination in a globalized economic environment so as to allow continuous 

technological improvement or innovation ensuring satisfactory economic 

growth, even if such growth is not as high as before. 

 This chapter analyzes the fundamental causes of the Japanese stagnation 

from a political economy point of view. It shows that the economic diffi  culties 

of Japan cannot be explained by economic logic alone. Political factors have 

played a crucial role in shaping economic developments in Japan. This chap-

ter, however, does not intend to disprove economic explanations so much as 

to off er an alternative interpretation focusing on political factors. 

 This chapter uses Korea as a reference for comparison. Korea shares with 

Japan many of the experiences of a typical East Asian developmental state but 

its economic performance since the Asian Financial Crisis (AFC) has been 

much better than Japan’s. 1  The Korean case consequently helps to highlight 

the sources of Japanese diffi  culties. 

 The chapter  is structured as follows. Section 1 will review the existing 

literature, which tries to explain Japan’s long-term stagnation from two con-

trasting angles: the supply-side view and the demand-side view. I argue that 

both views miss the mark and point out that the real problem is that Japan’s 

political economy has fallen into a trap in which any policy, whether supply 

side or demand side, cannot be pursued for a long enough period to prove 

its validity. Japan’s continual policy fl uctuations have heightened market un-

certainties, obstructing both investment and consumption for an extended 

period of time. To examine the underlying reasons for Japan’s continual 

policy swings, section 2 fi rst lays out the nature of the developmental state 

that brought such high growth to Japan in the earlier decades. It shows that 

the developmental state in Japan was in practice accompanied fi rst by dense 

clientelist networks on top of which were subsequently overlaid additional 

welfare-state programs. By the early 1980s, this mixture of competing policy 

agendas undermined the overall strength of public fi nance while also wors-

ening economic relations with the United States. Consequently, Japan saw 

the emergence and strengthening of neoliberal policies, which started to 

   1.  Authors diff er in their judgment on which states deserve to be called developmental 
(World Bank 1993, 7; Rodan et  al. 2005). Southeast Asian countries except Singapore are 
regarded as less developmental than Northeast Asian countries. Nobody disagrees that Japan 
and Korea were the most typical cases of the developmental state. py
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weaken the preexisting developmental, clientelist, and welfare-statist orien-

tations. The result was policy uncertainty combined with a decline in the 

support base for the ruling conservative party and the emergence of a huge 

group of nonpartisan voters willing to swing widely from election to election 

based on short-term issue considerations. 

 Section 3 will examine how the intensifi ed political competition made 

the fl uctuation among diff erent policy agendas a perpetual characteristic 

of Japan’s political economy, which in turn impeded both investment and 

consumption and prolonged the economic stagnation caused originally by 

the bursting of the bubble economy and aggravated by the AFC. Section 4 is 

dedicated to the analysis of Japan’s political economy after Koizumi’s ascent 

to power and his systematic eff orts to break the longstanding logjam among 

competing policy goals of the ruling Liberal Democratic Party. Koizumi was 

relatively persistent in his neoliberal policy stance, and the Japanese econ-

omy achieved a certain recovery as a result. Investment and consumption, 

however, remained low and the economic growth of Japan became deeply 

dependent on export growth. The GFC consequently hit Japan particularly 

hard as a result of its impact on global export markets. In addition, the crisis 

reactivated the intense political competition and subsequent policy vacilla-

tions that had plagued Japan for nearly two decades. 

 Section 5 summarizes the three historical sections to demonstrate how 

the specifi c nature of the postwar state ultimately brought about Japan’s long 

economic stagnation. It will also touch on the change in the nature of tech-

nological innovation in Japan and how that too aggravated market uncertain-

ties in Japan. 

 Section 6 compares the Japanese case with the Korean experience. It 

shows that a more decisive policy shift occurred in Korea due to that coun-

try’s diff erent political and institutional confi gurations, which in turn were 

generated by diff erent experiences during the developmental state phase. 

The chapter  concludes by suggesting that the minimum condition neces-

sary for Japan to regenerate its economy would be a political realignment of 

political parties that would present more consistent and clear-cut policy op-

tions to the electorate and that the political system be reformed to guarantee 

greater longevity for its elected offi  cers. 

  Explanations for Japanese Stagnation 

 In explaining Japan’s long-term stagnation, the overwhelming majority of 

scholars—both economists and political scientists—take the supply-side view. 

One typical view off ered by Yasuyuki Todoh (2010) argues that a return to 

substantial economic growth will occur only through productivity improve-

ment brought about by technological and managerial innovation. Such in-

novation will only emerge out of global competition and the acquisition of py
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the best technologies and know-how from wherever they are available. There-

fore, existing Japanese impediments against free trade and investment must 

be lifted. 

 Many political economists and political scientists concur with this view 

although their arguments often have a more institutionalist fl avor. Such ar-

guments contend that the relational institutions characterizing the develop-

mental state—the main bank, cross-shareholding, the horizontal and vertical 

business networks, long-term employment, and close government-business 

consultations—which had helped or at least did not obstruct high economic 

growth in the early postwar period—came to impede the formation of new 

patterns or institutions more appropriate for the highly competitive global 

market that Japan increasingly faced. Typical in this line of argument is Kozo 

Yamamura’s view (2003) that the “cooperation-based capitalism” of Japan is 

institutionally inferior to the “market-driven capitalism” of the United States 

in a world that has entered the breakthrough phase dependent on a new 

technological paradigm. 

 In contrast, Pempel (1998 and 2010a) and Kingston (2004) focus on the 

wastefulness of the clientelist institutions that continue to protect noncom-

petitive producers like small constructors, farmers, and/or retailers as the 

main source of Japan’s economic weakness. 

 Rosenbluth and Thies (2010) also blame governmental protection of 

noncompetitive sectors but their main targets are the longstanding devel-

opmental institutions mentioned above. Unlike Yamamura, they argue that 

these institutions only helped maintain ineff ective industries and service sec-

tors under government protection and therefore created inevitable diffi  cul-

ties when Japan faced international pressures for liberalization. 

 Authors like Richard Katz (2003a) and Leonard Schoppa (2006) do not 

distinguish between developmental institutions and clientelist institutions, 

blaming both for the diffi  culties faced by the Japanese economy. The former 

argues that protection of backward sectors and labor market infl exibility are 

the key culprits slowing the revival of the Japanese economy. Schoppa adds 

that the infl exibility of the labor market, the binding subcontracting net-

works, and the high cost of regulated services and inputs all force Japanese 

enterprises to increasingly choose the “exit” strategy of shifting their produc-

tion abroad. 

 In comparison with such supply-side explanations, there are fewer sup-

porters of demand-side explanations. Mari Osawa (2011), for instance, argues 

that excessive deregulation and pursuit of “small government” jeopardized 

job security and weakened the social safety net in Japan. As this happened, 

income distribution deteriorated and domestic consumption shrank, caus-

ing the economy to lose an important engine of growth. To substantiate her 

contention, she cites an OECD study (Jones 2007) that compares the mem-

ber countries in terms of the reduction of poverty rate through national tax 

and social benefi t systems. In mid-2000s, Japan, among the OECD countries, py
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recorded the second lowest reduction of its poverty rate through tax and 

social benefi ts superseded only by Mexico. 

 This demand-side view was shared by the fi rst two Democratic Party of 

Japan (DPJ) administrations (2009–11). In the  New Growth Strategy  an-

nounced in June  2010, the DPJ government rejected economic policies 

based on public works (clientelism) as well as those which place a dispro-

portionate emphasis on productivity (neoliberalism). It criticized “excessive 

market fundamentalism” and proposed “the third way” by which to realize 

innovation and growth through “enlargement of employment and demand” 

in sectors such as social welfare services and environment/energy (Japanese 

Government Cabinet Offi  ce 2010b). 

 The demand-side view is rather defensive vis-à-vis the powerful supply-

side view because it does not show how demand expansion assures sustained 

growth through productivity improvement in existing and new economic 

sectors. The supply-side view, however, is also based on a shaky assump-

tion, namely that once market-oriented reforms are fully implemented, the 

Japanese economy returns to the growth path. In practice, they give little 

evidence to substantiate their contention. The fact that old relational institu-

tions have ceased to bring about high economic growth does not automati-

cally mean that their elimination and a full conversion to the American-style 

arms-length capitalism guarantees renewed (and sustained) growth. 2  

 Instead of discussing the relative merits of these two economic explana-

tions, this chapter attempts to present an alternative interpretation that the 

real problem Japan faces today is not the lack of neoliberal or aggregate-

demand policy but rather policy fragility in which economic policy zigzags 

so rapidly and inconsistently that any policy, either more neoliberal or more 

interventionist, is never sustained long enough to test its validity. As a result, 

high uncertainty has lingered in the domestic market for many years, im-

peding both investment and consumption. The change in the nature of the 

technological innovation pointed out by Kozo Yamamura is an additional 

factor that could further deepen market uncertainty. Policy fl uctuations and 

technological change together seem to have obstructed the previously eff ec-

tive practice in which market players committed resources with implicit long-

term perspectives and guarantees. 

 This chapter will also argue that the main causes of Japan’s policy drift are 

the catchall nature of the main political parties and the existence of a huge 

group of nonpartisan voters, both of which prevent the creation and con-

sistent pursuit of any single set of economic policies. These contradictions 

emerged long before the AFC and have persisted over the two major global 

crises. The source of these contradictions is found in the specifi c process of 

formation and transformation of the developmental state in postwar Japan.  

  2.  Dore (2000) casts doubts on the contention that the Japanese-style relational capitalism 
is inferior to the American model in every industrial sector. py
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  Mixed Nature of the Developmental State 
and Its Consequence 

 When Chalmers Johnson (1982) fi rst formulated the idea of the “develop-

mental state” in Japan, he emphasized the role of the state bureaucracy (MITI 

in particular) and the industrial policies the national bureaucracy allegedly 

orchestrated to transform the country’s industrial structure and enhance 

the nation’s international competitiveness. He also highlighted the role of 

a variety of institutions—lifetime employment,  keiretsu  groups, subcontract-

ing networks, company fi nancing that restricted shareholders’ infl uence, the 

government-controlled fi nancial system, and the like. All of these were re-

garded as helpful for the rapid economic growth of postwar Japan. Johnson, 

however, rejected any cultural explanation for these institutions, insisting 

that they were products of private fi rms’ and the government’s responses 

to social and economic conditions during the period following World War 

I  and the Great Depression. Tetsuji Okazaki concurs with Johnson in the 

view that institutions such as mechanisms to encourage worker participation, 

weak stockholders’ roles, and exclusive bank-fi rm relations were products of 

conscious government policies designed to mobilize fi nancial and human 

resources for Japan’s war eff orts (Okazaki 1994, 374). Such developmental 

institutions were then reinforced by postwar reforms such as the dissolution 

of the  zaibatsu  business groups and General Headquarter’s policy to utilize 

the existing bureaucracy (except for the military and a part of the police) to 

govern Japan. 

 It is not necessary to repeat a detailed explanation of the  above-mentioned 

institutions. It is suffi  cient to point out that these institutions served to guar-

antee that Japanese manufacturers enjoyed stable long-term relations with 

the government on the one hand and relevant market players (banks, sub-

contractors, and workers) on the other, thus allowing them to make their 

investment and production decisions not for the short-term profi tability of 

shareholders but for long-term growth of the fi rms (and in the process, to 

catalyze the overall growth in the country’s GDP). 

 These institutions fi t perfectly with the kind of catch-up industrialization 

characterized by Yasusuke Murakami (1996) as “decreasing average cost” 

manufacturing. Japanese fi rms imported the world’s most modern tech-

nologies and added smart improvements to products and production pro-

cesses so as to effi  ciently produce goods whose marketability had been fully 

tested in the advanced industrial countries. Anticipating market availability, 

they rushed to invest and produce. To do so, however, they needed access 

to huge fi nancial resources, which they could not raise by themselves. They 

also needed close coordination and long-term cooperation with other mar-

ket players to avoid excessive competition, to improve product quality and 

production processes on a continuous basis, to reduce the risk of failures 

stemming from high indebtedness, and to ward off  the danger of takeover py
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by quick-profi tability-oriented outsiders. The aforementioned institutions 

served to meet these needs. 

 Serious economic ineffi  ciencies were created far less in big manufactur-

ers and their subcontractors, all pillars of the developmental state, and far 

more in the sectors dominated by small producers. The developmental state 

was consolidated in postwar Japan in parallel with the formation of the cli-

entelist networks because the probusiness political order was secured under 

democracy only by votes provided by farmers and the numerous other small 

producers of goods and services. In the immediate postwar years, facing a 

sudden upsurge in the power of a radical labor movement and the political 

challenge from leftist parties, neither conservative politicians nor business 

leaders moved to embrace the European style corporatist accommodation 

between big labor and big business in the interest of industrial peace. In-

stead, they sought probusiness stability by strengthening clientelist con-

nections with farmers and other self-employed people. Kabashima (2004, 

14–16) and Pempel (2010a, 234–39) argue that these extensive clientelist 

networks were vital to the maintenance of political stability and policy consis-

tency, and these in turn contributed to economic growth and the expansion 

of fi scal resources, which became available for redistribution from Japan’s 

economically competitive to its noncompetitive sectors. Clientelist policies 

and institutions and developmentalist policies and institutions reinforced 

each other. 

 Clientelist policies, however, reached their limit by the 1970s because the 

economy had matured and the growth rate inevitably declined, a trend pre-

cipitated by currency revaluations and by the fi rst oil shock, which heavily 

hit the Japanese economy due to its high dependence on imported energy 

resources. However, clientelist policies were not reduced accordingly. On the 

contrary, they continued to expand under Kakuei Tanaka’s heavily public-

work oriented government. 

 Furthermore, during the same decade, programs designed to expand so-

cial welfare were also enhanced. Formation of the welfare state in Japan had 

begun in 1961 with the introduction of universal medical insurance and old-

age pensions, but these were expanded in the 1970s when pension benefi ts 

were raised and indexed to infl ation, and when copayment for medical ser-

vices was reduced for family members and abolished for people over seventy 

years old (Shinkawa 2005, 55–56, 72–73). 

 It was the prospect of a serious decline in its electoral support and the 

need to refurbish its popularity that led the LDP government to introduce 

generous policies enhancing clientelist and welfare-state benefi ts. The demo-

graphic transformation brought about by rapid industrialization and urban-

ization was crucial to explaining this phenomenon. Among the electoral base 

of the LDP, the primary-sector population declined sharply from 41 percent 

to 18.3 percent between 1955 and 1970. It further declined to 10.8 percent 

in 1980 and 7 percent in 1990 (Japan Statistics Bureau 2013a, table 198-a). py
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In turn, the great majority of Japan’s working population was by then salaried 

employees in the secondary and tertiary sectors. The LDP, to continue to win 

comfortable majorities within the Diet, needed to appeal to these urban sala-

ried voters while at the same time not losing its traditional support base of 

small producers. Consequently, the LDP, instead of fi ghting against the wel-

fare state agenda, which leftist opposition parties had taken advantage of to 

gain control in many important local governments, embraced such policies 

as part of its own agenda. The result was the simultaneous expansion of cli-

entelist and welfare policies. The LDP consequently became a catchall party. 

 Thanks to these policies, the LDP succeeded in maintaining its traditional 

support base. Yet, it was not similarly successful in organizing the welfare-state 

benefi ciaries into a fi rm support base because most recipients were diverse 

and amorphous individuals from cross-cutting sectors, occupations, and lo-

calities who could not be easily organized into special interest groups paral-

lel to the longstanding clientelist groups at the heart of LDP support, like 

agricultural cooperatives or shopkeepers associations. Still, the enhanced 

clientelist and welfare policies contributed to the recovery of LDP popularity 

by 1980. Such a recovery, however, was realized only through the imposition 

of heavy burdens on the government budget. As  table 8.1  demonstrates, the 

share of central government expenditure (general and special accounts) in 

GDP increased from 18.2 percent in 1970 to 29.6 percent in 1980. The Fiscal 

Investment and Loan Program (FILP) expenditure funded by the national 

postal saving and insurance revenues also expanded from 4.8  percent to 

7.4 percent of GDP. As the GDP growth rate almost halved in the 1970s there 

was a concomitant decline of revenue growth and the national debt inevita-

bly ballooned. In 1980 it accounted for 32.6 percent of the general account, 

while in 1970 its share had been a mere 4.2 percent. 

 In the face of this alarming expansion of the public defi cit, a strong call 

for budget discipline rose among leaders of the internationally competitive 

sectors and their labor unions, the Ministry of Finance, a part of the LDP, 

and some national newspapers and academics. The de facto coalition of big 

business, small producers, and welfare benefi ciaries that had supported the 

mixed agendas of developmentalism, clientelism, and welfare-statism saw its 

fi rst serious sign of fi ssures. Under strong pressures from the Second Pro-

visional Council for Administrative Reform, which preached the virtues of 

“small government,” rice price subsidies and social security benefi ts were 

curtailed. 

 These measures indicate that during the 1980s a neoliberal orientation 

clearly began to replace pure developmentalism while clientelist and welfare 

expenditures started to be restricted. As a consequence, by 1990 the national 

bond issue was reduced to 10.6 percent of the general account, a drop of 

22 percentage points from 1980 ( table 8.1 ). 

 During the 1980s and early 1990s, the LDP government also faced strong 

American pressures for market openings that would require retrenchment py
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of developmental institutions as well as the curtailment of clientelist mea-

sures protecting small producers. In practice, the institutions of Japan’s de-

velopmental state had already been weakened due to the spectacular rise in 

the fi nancial power of individual private enterprises on the one hand and 

the diminution of policy tools to control foreign-exchange transactions and 

foreign investments on the other. If certain developmental institutions such 

as cross-shareholding, enterprise unionism, and subcontracting networks 

persisted, it was mostly because market players themselves accepted these 

institutions as their own. How much they would continue to use them sub-

sequently depended on their own corporate judgments, not on any govern-

ment decision. 

 In contrast, the Japanese government was compelled to respond to the 

American challenges to its clientelist policies since it was evident that govern-

ment measures continued to protect noncompetitive sectors vis-à-vis foreign 

competitors. The Japanese government belatedly agreed to abandon its im-

port quota system for beef and oranges in 1988 (MAFF 2007, 1, 5). In the 

retail business, the LDP government reduced the restrictions against large-

scale stores in 1990–91 in spite of fi erce opposition from small shopkeepers 

and their patrons within the LDP (Kusano 1992, 24; Schoppa 1997, 175). 

 These measures could not help but weaken the existing clientelist ties 

between small producers and the LDP. At the same time, as discussed above, 

the nation’s welfare-state benefi ciaries were too amorphous to replace small 

producers as a new and dependable support base for the LDP. Furthermore, 

the generous welfare policies adopted in the early 1970s were too short-lived 

for the LDP to gain any permanent advantage. For example, as a part of the 

defi cit curtailment eff ort, the copayment by elderly patients which had been 

 TABLE 8.1 
 Public expenditure and national debt 

 Expenditure of 
central government  FILP 

 Accumulated 
national debts 

 National 
bonds issued 

 Redemption & 
interest payment 

 % of GDP  % of General Account 

 1960  19.6  3.6  –   0.0   1.5 

 1970  18.2  4.8    3.7   4.2   3.7 

 1980  29.6  7.4  28.6  32.6  12.5 

 1990  26.0  7.7  37.0  10.6  21.6 

 2000  39.7  8.7  72.0  37.0  25.8 

 2005  45.7  3.4  104.3  36.6  22.4 

 2010  41.9  2.9  132.8  44.3  22.4 

 2012  51.0  3.1  148.5  49.0  24.3 

   Sources : Calculated from Japan Statistics Bureau 2014, tables 3-1, 5-3, and 5-9; Yano Tsuneta Kinenkai 
2006, tables 3-3, 9-11, 9-19, and 9-22; MOF 2011, 2012 and 2013a.   
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194  Keiichi Tsunekawa

abolished in 1973 was reintroduced in 1982; 3  premiums for medical insur-

ance were raised and pension benefi ts were curtailed in 1984–85 (Miyamoto 

2008, 108–109). Welfare benefi ciaries were disappointed by the LDP before 

they had formed a tight allegiance to the party. 

 The general criticism against LDP rule erupted in 1989 when the LDP gov-

ernment, aiming at strengthening the long-term fi scal base of the government, 

forcefully introduced the 3 percent consumption tax. Voter anger resulted in 

the historical defeat of the LDP in the following House of Councilors election. 

The LDP lost its majority in the upper house, a situation that lasted for the fol-

lowing quarter of a century. 

 Japan’s major political parties, including the Japan Socialist Party (JSP), 

then the largest opposition party, were also losing traditional supporters while 

being unable to forge stable relationships with any new voting blocs. Tanigu-

chi (2012, 154–65) found that the newly emerging “modern  non-partisans,” 

unlike traditional voters who were just indiff erent to politics, consciously dis-

tance themselves from specifi c political parties but also have a stronger inter-

est in politics, tend to go to the poll more frequently and vote according to 

party performance. 

 According to opinion surveys conducted by NHK, the national broadcast-

ing corporation, the number of people who claimed to support no party 

increased from 32.2 percent in 1983 to 37.8 percent in 1988, 40.7 percent in 

1993, 52.3 percent in 1998, and 56.9 percent in 2003 (NHK Hoso Bunka Ken-

kyujo 2004, 106). The same tendency is indicated by polls by  Yomiuri  newspa-

per (2002, 497–501), according to which nonpartisan voters expanded from 

28.8 percent in March 1988 to 38.0 percent (March 1993) and 54.3 percent 

(March 1998). Weakening ties between political parties and the electorate 

was not just an urban phenomenon. The same NHK opinion surveys dem-

onstrate that between 1988 and 2003, support for the LDP dropped more 

sharply in villages, towns, and cities with less than 100,000 population than 

in bigger cities. The number of fl oating voters increased concomitantly in 

less-populated regions (NHK Hoso Bunka Kenkyujo 2004, 108–109). These 

fi gures refl ect the reality that winning elections was getting more diffi  cult 

every day.  

  Neoliberal Upsurge, AFC, and Policy Drift 

 The expansion of nonaligned voters, together with the postbubble economic 

stagnation and the revelation of a series of corruption scandals between the 

late-1980s and the mid-1990s, made political competition even more intense 

  3.  Furthermore, wage earners who had been exempted from payment for medical insurance-
covered services were now required to pay 10 percent of the total expense (Estevez-Abe 2008, 
217–18). py
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during the 1990s. In the process, the LDP split and lost power to a multiparty 

coalition led by Morihiro Hosokawa in August 1993, thus ending its thirty-

eight years of consecutive dominance. It regained power ten months later 

but only as a member of a coalition government headed by a Socialist prime 

minister. Not until January 1996 did the LDP recover the premiership under 

Ryutaro Hashimoto. Facing a tough electoral landscape, LDP politicians had 

strong incentives to enhance clientelist and welfare-statist policies in an ef-

fort to recover their electoral strength. 

 However, under the severe economic conditions following the bursting of 

the bubble economy, pressures for neoliberal reforms from big business and 

their allies in the government were mounting simultaneously. The neoliberal 

drive was precipitated by the U.S. government, which continued to demand 

liberalization and deregulation of the Japanese market, all challenges to the 

developmental and clientelist institutions that were so integral to Japan’s polit-

ical economy. As Japan’s economic recession deepened and dragged on, these 

institutions were challenged by neoliberals as raising business costs in Japan. 

They argued that market deregulation would lower costs and help reactivate 

the Japanese economy. Responding to this neoliberal logic, every cabinet after 

the Hosokawa administration announced hundreds or even thousands of tar-

gets for deregulation as a part of their economic reactivation policy. Such 

targets covered a number of sectors including large-scale retail business, pro-

duction and distribution of alcoholic and petro products, the electric power 

industry, and the telecommunication industry (Tsunekawa 2010). 

 In the fi nancial sector, new deregulation measures aiming at dismantling 

a variety of the developmental institutions that had supported long-term con-

nections between banks and fi rms were gradually implemented throughout 

the 1980s and 1990s and were brought to completion in 1998 by the so-called 

fi nancial Big Bang. In that year, all remaining restrictions were removed over 

foreign-exchange transactions and crisscrossing investments among fi nancial 

subsectors (Asako et al. 2011, 121; Hashimoto et al. 2011, 398–99). 

 The deregulation of labor markets was another neoliberal eff ort that cur-

tailed an important developmental institution. When the Law on Dispatched 

Workers was fi rst implemented in 1986, it covered only sixteen job categories 

such as secretarial services, software development, and accounting. By the 

1996 revision of the law, however, the job categories into which temporarily 

dispatched staff  could be employed were expanded to twenty-six. In 1999, a 

negative list scheme was introduced, and all sectors except fi ve became able 

to hire dispatched workers. 

 In addition to this general surge in neoliberal policies, the long-lasting 

stagnation made it increasingly diffi  cult for Japanese fi rms to maintain their 

established relations with  keiretsu  fi rms, subcontractors, or employees. As 

a result, the practice of cross-shareholding and subcontracting began to 

shrink during the 1990s, although many important fi rms including Toyota 

and Matsushita (Panasonic), as a matter of corporate strategy, sought to py
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maintain such relational institutions as much as possible. The share of long-

term stockholding (both mutual and one-way) dropped from 63.6 percent in 

1990 to 43.2 percent in 2000 (METI 2003, table 13–24). Small and medium-

sized enterprises that worked as other fi rms’ subcontractors decreased from 

55.9 percent in 1987 to 47.9 percent in 1998 of all SMEs (Small and Medium 

Enterprise Agency 2000, table 2261). The share of “regular” workers who en-

joyed long-term employment contracts dropped from 83.6 percent in 1985 

to 74.0 percent in 2000, while employees with short or temporary contracts 

increased from 16.4 percent to 26.0 percent (Japan Statistics Bureau 2013b). 

 Clientelist institutions were challenged as severely as developmental insti-

tutions. In the negotiation leading to WTO, the Japanese government fi nally 

agreed to a gradual tariffi  cation of rice imports and the dismantling of its 

rice control system (Francks et al. 1999, 101). New measures were adopted 

in 1995 to enhance the liberalization of the domestic rice market, which cul-

minated in the abolition of the Food Agency in 2003 (MAFF 2004). 

 Public works programs benefi ting both big and small construction fi rms 

became another major target for retrenchment because the economically 

stimulative eff ects of such public works were increasingly less visible following

the bursting of the bubble economy and consequently they could no longer 

be justifi ed given the heavy fi scal burdens they entailed. Public works spend-

ing peaked in 1995–96 and turned downward thereafter. The Hashimoto 

administration (January 1996–July 1998) decided to reform FILP to inject 

greater fi nancial discipline into the use of resources collected by the Agency 

for Postal Services. 4  As a part of the reform, the Public Corporation for Hous-

ing and Urban Development was reorganized to terminate FILP’s construc-

tion operations for public housing. The reform began to be implemented in 

2001. Almost half of the decline in the FILP budget between 2000 and 2005 

can be explained by the drop of expenditures for housing (Yano Tsuneta 

Kinenkai 2006, table 9-22). 

 Welfare programs were also curtailed in response to neoliberal infl uences. 

The pension benefi ts and premiums were revised every fi ve years to the dis-

advantage of the benefi ciaries. Furthermore, the pension eligibility age was 

raised gradually from sixty to sixty-fi ve. The copayment for medical services 

by the insured was also raised from 10 percent to 20 percent (Shinkawa 2005, 

313, 338). 

 However, neoliberal measures to deregulate market activities and to 

curtail distributive and redistributive programs met fi erce resistance from 

the aff ected sectors and ministries as well as their political patrons. Because 

  4.  By the 1998 reform (eff ective April  2001), the Finance Ministry was prohibited from 
directly transferring fi nancial resources from postal savings, life insurance, and pension funds 
to public corporations and banks. Instead, FILP projects implemented by these entities would 
be fi nanced either by the issuance of their own bonds in open markets or by FILP bonds issued 
by the Ministry of Finance (Cargill and Yoshino 2003, 152–53). py
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8. Japan  197

political competition among parties was intense regardless of who was prime 

minister, virtually all Japanese governments had little choice but to vacillate 

between neoliberal pressures on the one hand and clientelist or welfarist 

pressures on the other. To placate voter discontent, governments, both LDP 

and non-LDP, made many compromises that clashed with neoliberal pre-

scriptions. For instance, the government passed a law in 1994 earmarking 

6 trillion yen (US$60 billion) for the agricultural sector. The huge sum to 

be spent over six years was off ered as a side payment to alleviate farmers’ 

opposition to the WTO agreement (Francks et al. 1999, 100). Furthermore, 

though the government agreed in 1999 to allow rice imports, the tariff  rate 

on rice was kept prohibitively high. The government also decided in 1996 

to spend 685 billion yen of public money to rescue the bankrupt housing 

fi nance companies in which agricultural cooperatives had a huge investment 

(Muramatsu 2005, 28–29). 

 The neoliberal pressure against public works spending faced similarly 

strong counterpressures from politicians. Opponents were emboldened by 

the unusually lukewarm policy of the Finance Ministry toward fi scal disci-

pline. The Finance Ministry, fearing that large-scale rescue operations would 

  Figure 8.1  Share of expenditures in GDP (%). The actual and budgeted spending for public 

works and the social security numbers cited here are from General Account expenditures of 

the central government. The FILP numbers cover six items: housing, infrastructure for living 

environment, national land preservation and reconstruction, roads, transportation and com-

munication, and regional development. 

  Sources : Calculated from Japan Statistics Bureau various years and MOF 2013a and 2013b. 
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expose the seriousness of the situation and destabilize the fi nancial system, 

hesitated to use public money to rescue commercial banks. 5  Instead, the min-

istry expected that expansionary measures would eventually succeed in re-

activating the economy and gradually solve the nonperforming loan (NPL) 

problem, relieving itself from having to take any responsibility for the fi nan-

cial mess (Tanaka 2005, 210). An expansionary policy equally suited the in-

terest of LDP politicians who needed resources to distribute to their clients. 

Consequently, in every year following 1992, special stimulus measures were 

adopted by a succession of governments (Komine 2011a, 441). The results 

are refl ected in fi gure 8.1, which gives fi gures for public works. Between 1992 

and 2000, actual spending exceeded the general account budget for public 

works by a large margin. In addition, the FILP expenditure for public works, 

as a share of GDP, also increased between 1992 and 1996. 

 Alarmed by the recurring expansion of fi scal defi cits and believing that 

the Japanese economy was on a fi rm track of recovery, the Hashimoto admin-

istration raised the consumption tax in April 1997 from 3 to 5 percent and 

announced a fi scal structural reform the following month. In late Novem-

ber of the same year, the reform plan was enacted into a law, which aimed 

at, among other things, lowering the 1998 general account budget to levels 

lower than for 1997 and lowering the fi scal defi cit to 3 percent or less of GDP 

(Komine 2011b, 65–66). As mentioned previously, Hashimoto was also eager 

to enforce deregulation measures, including the fi nancial Big Bang. 

 Hashimoto’s neoliberal eff ort, however, was short lived because in the 

same November that the Fiscal Structural Reform Act passed the Diet, two 

major securities companies and one big bank went bankrupt and the fi nan-

cial sector of Japan was thought to be facing a “systemic crisis.” This crisis co-

incided with the outbreak of the AFC. However, Japan’s crisis was not caused 

by the AFC but by the prolonged NPL problem in the domestic fi nancial 

sector. In June 1997, a month before the collapse of the Thai baht, Japanese 

bank lending to all Asian countries except Japan itself was in a range of 

merely 3.2–7.1 percent of their outstanding loans. 6  

 Notwithstanding, the AFC certainly deepened the sense of crisis in Japan. 

One day after attending the ASEAN+3 summit on December  16, 1997 in 

which Asian leaders talked about measures to deal with the crisis, Hashimoto 

announced that his government would introduce special tax cuts to avoid 

  5.  Actually, Prime Minister Miyazawa proposed using “public assistance” to cope with the 
NPL problem as early as August 1992. Finance Ministry bureaucrats stoutly opposed the idea 
(Sugita 2005, 63, 77). 

  6.  All foreign claims by Japanese banks (on the immediate borrower basis) to Asia and 
the Pacifi c countries totaled US$132 billion (BIS data from  http://www.bis.org/statistics/cons
stats.htm ). Total outstanding loans by Japanese banks (covering only their banking-business 
account and converted into USD by the exchange rate of 114.4) were US$4.16 trillion (Bank 
of Japan data from  http://www.stat-search.boj.or.jp/ssi/cgi-bin/famecgi2 ). If city banks’ loans 
alone are counted, Japanese bank lending to Asia and the Pacifi c on June 1997 was 7.1 percent. py
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Japan’s becoming the source of a global depression. His government fur-

ther adopted a special stimulus package amounting to 16.7 trillion yen in 

April 1998 (Komine 2011b, 67). As a result, the ratio to GDP of the general 

account expenditure for public works, which had shrunk in 1996 and 1997, 

shot up in 1998 (fi gure  8.1). However, the economy continued to be de-

pressed with the political result that the LDP was badly defeated in the House 

of Councilors election in July 1998. In addition, two major investment banks 

went bankrupt in October–December 1998. To cope with the political and 

economic crises, in November  1998 the incoming Obuchi administration 

launched a 23.9 trillion yen package called Emergency Economic Measures 

(Tanaka 2005, 203, 207–208). According to Kingston (2004, 124), 120 trillion 

yen was spent for the purpose of economic reactivation between 1992 and 

1999, almost 60 percent of which was directed to public works. 

 The neoliberal targeting of welfare-state expenditures was more success-

ful than the eff orts to cut public works. Pension and health insurance benefi ts 

were indeed reduced. However, the cuts were not big enough to compensate 

for the increase in expenditures due to the aging of society. Consequently, 

as seen in fi gure 8.1, welfare-state expenditure as a share of GDP increased 

steadily between 1990 and 2012. 

 In short, public policy in the 1990s was full of contradictions. On the 

one hand, deregulation/liberalization and supply-side reforms aiming at dis-

mantling the developmental, clientelist, and welfare-state institutions were 

implemented in response to the increasing infl uence of neoliberalism. As a 

result, during the 1990s, the developmental state was seriously undercut and 

the clientelist and welfare-state benefi ts were partially curtailed. However, the 

political necessity to win elections led many politicians to defend clientelist 

and welfarist policies and institutions, thus leading to larger public spending 

for small producers and welfare benefi ciaries. Such measures would have re-

quired tax increases to refurbish government revenues, which had been in a 

long-term decline under the low-growth economy. Fearing adverse reactions 

from the electorate, however, the governments avoided such tax increases in 

favor of the issuance of national bonds to cover the increasing costs for so-

cial security and public works.  Table 8.1  shows the devastating impact of the 

combination of spending expansion and revenue constraint on the health of 

government fi nance. The expenditure of the central government, which had 

decreased from 29.6 percent in 1980 to 26.0 percent in 1990 of GDP, leaped 

up to 39.7 percent by 2000. The accumulated national debt reached 72.0 per-

cent of GDP in 2000, double the level in 1990. 

 Neither the partial dismantling of the developmental, clientelist, and 

welfare-statist institutions nor the sporadic expansion of public spending 

were suffi  cient to bring about the recovery of Japan’s stagnant economy. The 

average annual growth rate was a mere 1.2 percent during the 1990s, down 

from 4.6 percent during the 1980s. As shown in fi gure 8.2, thanks to the re-

peated introduction of stimulus packages, the contribution of government py
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consumption did not decrease in any signifi cant way between the 1980s 

and the 1990s. In contrast, the contribution of household consumption de-

creased signifi cantly. Alarmingly, gross fi xed capital formation made a zero 

or negative contribution to the growth rate during the 1990s. These trends 

signify that both investors and consumers were extremely cautious during 

the fi nal decade of the twentieth century. 

   Koizumi Reforms and Reversal 

 When Prime Minister Koizumi took power in April  2001, he declared his 

intention to return to the fi scal structural reform policy. He succeeded in 

establishing his image as a tough and uncompromising leader and, by doing 

so, gained enormous popularity among the electorate. Such popularity made 

it possible for him to take advantage of prior reforms in the electoral system, 

  Figure 8.2  Japan’s GDP growth rate and its components (% increase, annual average). 

  Sources : World Bank database available at http://databank.worldbank.org/data/home.aspx and Japanese 
Government Cabinet Offi  ce 2014. 
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party fi nancing, and administrative institutions, all of which had been imple-

mented between 1994 and 2001, and use them to strengthen his power both 

within his party and within the government. He used this in part to crush 

resistance from vested interests opposed to neoliberal reforms. In order to 

impose fi scal discipline on public work programs, the Koizumi administra-

tion reorganized the four public highway corporations into one public cor-

poration and six semiprivate companies in 2005; he also privatized the Japan 

Post as four separate companies in 2007 (Uchiyama 2007, 66, 74–75, 102). 

As a result of such reforms, the government expenditure for public works, 

especially that of FILP, slowed considerably as shown in fi gure 8.1, and the 

expansion of national debt was halted as seen in  table 8.1 . 

 Pension benefi ts were also curtailed and the copayment for medical ser-

vices was raised from 20 percent to 30 percent although expenditures for 

social security did not show any sign of decrease due to the aging of society 

as noted above. 

 Furthermore, the Koizumi administration cut deep into the fabric of the 

developmentally based labor relations by allowing manufacturing fi rms to 

temporarily employ workers sent by staff -dispatching companies. The share 

of dispatched and fi xed-term workers in the total workforce thus increased 

from 4.2  percent to 11  percent between February  2001 and March  2007, 

while the share of regular workers in long-term employment dropped from 

72.8 percent to 66.3 percent during the same period (Japan Statistics Bureau 

2013c). 

 Figure 8.2 demonstrates that the average GDP growth rate in 2001–7, dur-

ing the fi rst six years of which Koizumi was prime minister, saw a glimmer 

of improvement compared with the preceding decade. However, household 

consumption did not improve at all, while gross fi xed capital formation con-

tinued to be a drag on the growth rate. The recovery is explained mainly by 

the expansion of the national trade surplus. 

 If capital formation is disaggregated, we see that private investment in 

plant and equipment showed some signs of recovery after 2003, presumably 

thanks to Koizumi’s supply-side measures (fi gure 8.3). However, the expan-

sion of private plant and equipment investment was insuffi  cient to compen-

sate for the contraction in public investment and stagnating private housing 

investment. This latter stagnation is explained by the continuing sluggish-

ness of household expenditure. 

 Voters at the time, tired of policy drift and the long economic stagnation, 

were certainly attracted by Koizumi’s style of uncompromising leadership, 

although most did not like the shrinkage of welfare and other public benefi ts 

and the loss of regular jobs. Consequently, when Koizumi left offi  ce in Sep-

tember 2006 and when his successors could not demonstrate equally decisive 

and astute leadership, the Japanese voters quickly turned against the LDP 

government and its neoliberal reforms. The revelation of the loss and omis-

sion of tens of millions of individual social security records in February 2007, py
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though having nothing to do with Koizumi’s reforms, contributed to the sense 

that the LDP was negligent toward people’s welfare and became a severe blow 

against the party. In the House of Councilors election held in July 2007, the 

LDP won only 37 seats (out of 121), or 12 seats fewer than three years before, 

while the rival DPJ won 60, or 10 seats more than in the 2004 election. 

 The LDP government faced a further blow when the GFC hit. Although 

the exposure of Japanese banks to the “toxic” derivatives, so pervasive in 

the United States and much of Western Europe, was low, the overall econ-

omy was impacted through the severe contraction in global trade, which, as 

shown in fi gure 8.2, led to a sharp downturn in Japan’s economic recovery. 

Figure 8.2 also demonstrates that the decline of gross fi xed capital formation 

was even more conspicuous. In 2008, as seen in fi gure 8.3, all three com-

ponents of capital formation dropped sharply. Private investment (plants, 

equipment, and housing) further contracted in the following year. The 

growth of public investment, in contrast, turned positive in 2009 thanks to 

government stimulus policies. Between August 2008 and April 2009, the LDP 

government launched four stimulus packages amounting to 27.4 trillion yen 

  Figure 8.3  Contribution of three components of gross capital formation to GDP growth (%). 

  Source : Calculated from Japanese Government Cabinet Offi  ce 2010a and 2014. 
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8. Japan  203

of direct spending by the national government (Asako et al. 2011, 144–45). 

As a result, fi scal discipline was lost and the general account dependence 

on defi cit fi nancing once again started to increase, reaching 51.5 percent in 

2009 (MOF 2011). 

 These extravagant spending eff orts, however, could not deter the dete-

rioration of the LDP’s popularity. It lost heavily in the House of Representa-

tives election of August 2009 and the LDP government was replaced by the 

DPJ-led coalition government in September 2009. In that election, the DPJ 

criticized the rise in poverty and inequality allegedly brought about by the 

“excessively market-oriented” policies of the LDP governments. The DPJ’s 

election slogan was “people’s lives are the fi rst priority.” 

 Interestingly, the DPJ election manifesto was written by Ichiro Ozawa who 

had been an LDP leader until the party’s split in 1993. He took a page from 

the LDP’s electoral playbook of promising clientelist and welfarist generosity, 

except for the DPJ’s deemphasis of public works. Besides public works pro-

grams, however, the manifesto promised other distributive and redistributive 

programs such as a children’s allowance, fuel tax reduction, free access to 

highways and to high-school education, along with farm income compensa-

tion (DPJ 2009). Some DPJ leaders are known to have a neoliberal orienta-

tion, but their infl uence was muted during the fi rst two DPJ administrations. 

After taking power, the DPJ started to implement its promised programs, and 

it also enhanced unemployment benefi ts and social protection. The party 

also sought to revise the Law on Dispatched Workers so as to reduce the ease 

with which fi rms could employ “dispatched workers,” thus attempting to fa-

cilitate their “regularization.” 

 The popularity of the DPJ government, however, was quickly lost due to 

the diffi  culty in raising fi scal resources to fi nance its distributive and redis-

tributive programs as well as by its inept handling of foreign policy matters 

such as the U.S. military base relocation in Okinawa and the crash of a Chi-

nese fi shing boat with a Japan Coast Guard ship near the Senkaku/Diaoyu 

islands. 

 The coalition government led by the DPJ lost its majority in the House of 

Councilors in the election of July 2010, again making the passage of laws ex-

tremely diffi  cult. In response, the DPJ grudgingly scaled down the children’s 

allowance scheme and the free access to public highways; it also shelved its 

proposed bill revising the Law on Dispatched Workers. As had been true for 

the LDP, the initially articulated demand-side policies of the DPJ were stymied 

by the need for political accommodation, although in this case it was the com-

mitment to welfare policies and the eff ort to establish a new party constitu-

ency that gave way to fi scal demands and the resurgent power of the LDP. 

 Furthermore, the Great East Japan Earthquake of March 2011 forced the 

DPJ government to expand public work expenditures. On the other hand, Yo-

shihiko Noda who became the third DPJ prime minister in September 2011 
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204  Keiichi Tsunekawa

was known for his neoliberal orientation, and as a result he bitterly clashed 

with Ichiro Ozawa over the party’s leadership and policies. Policy inconsis-

tency was further deepened and the DPJ heavily lost the House of Repre-

sentatives election of December 2012. It won only 57 seats, down from the 

astonishing 308 seats it had won only three years before. In contrast, the LDP 

succeeded in increasing its seats from 119 to 294, allowing it to regain govern-

ment power under Prime Minister Abe ( Asahi Shimbun , December 18, 2013). 

 Abe declared that his government would prioritize economic revitaliza-

tion and take expansionary monetary and fi scal policies as well as measures 

to help expand private investment-based growth ( Asahi Shimbun , January 28, 

2013). Haruhiko Kuroda, the former Asian Development Bank president 

who was appointed on March 20, 2013 to be the new Bank of Japan governor 

by the Abe administration, announced that he was ready to enforce an “easy 

money policy for an indefi nite period” ( Asahi Shimbun , March 22, 2013). On 

February 26 the Abe administration also passed a 13.1 trillion yen supple-

mentary budget for the 2012 fi scal year and on May 15, 2013, it passed the 

2013 budget amounting to 92.6 trillion yen (2.3 trillion yen greater than the 

original 2012 budget of the DPJ government). Such fi scal expansion raised 

the accumulated national debt to a record high 154 percent of GDP ( Asahi 
Shimbun , January 16, 2013; MOF 2013c). 

 These expansionary fi scal measures were congruent with the traditional 

clientelist and welfare-statist agenda of the LDP. However, Abe’s growth strat-

egy also contained neoliberal elements such as corporate tax reduction, busi-

ness deregulation (including labor-market deregulation), the reduction of 

livelihood assistance, and participation in Trans Pacifi c Partnership (TPP) 

negotiations ( Asahi Shimbun , January 30, April 13, June 14, 2013). The Abe 

administration also expressed repeatedly that recovery of fi scal health was 

its medium and long-term focus. For that purpose, the Abe administration 

raised the consumption tax rate from 5 percent to 8 percent in April 2014, 

anticipating another increase (to 10 percent) in October 2015 ( Asahi Shim-
bun , April 1, 2014). 

 However, whether the LDP government can survive for long depends on 

whether this particular mixture of clientelist, welfare-statist, and neoliberal 

policies can successfully reenergize the economy. In its fi rst year in offi  ce, 

the Abe cabinet looked quite successful as the contribution of domestic con-

sumption and investment to GDP growth was greater in 2013 than in 2010–12 

(fi gure 8.2). However, the poor trade performance in the face of the cheap 

national currency has raised concerns about the future prospect of the Japa-

nese economy. Furthermore, fi gure 8.3 shows that the growth of the gross 

fi xed capital investment in 2013 was accounted for by public investment and 

private housing investment, but not by private-sector plant and equipment 

investment. The surge of private housing investment suggests that citizens’ 

purse strings were loosened in spite of the continuing stagnation of labor 
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8. Japan  205

wages. 7  Such optimism among consumers was partially supported by the 

Koizumi-like decisive and uncompromising leadership style that Abe took 

in both domestic and external aff airs. However, if the rise of the consump-

tion tax weakens domestic consumption and slows down economic recovery, 

the LDP will face an abrupt electoral downfall such as that it experienced in 

2009 and the rival DPJ experienced in 2012. In this regard it is important to 

underscore the fact that the LDP victory in the 2012 general election did not 

result from any long-term recovery of its popularity. The LDP’s share of votes 

among the registered electorate was actually lower in 2012 than in 2009 when 

the party suff ered its historic defeat ( Asahi Shimbun , December 18, 2012). 

The LDP won the 2012 election thanks to the majoritarian electoral system 

and the emergence of many new opposition parties who split the anti-LDP 

votes among themselves.  

  Continuity and Change in the Mixed Nature of Japan’s 
Postwar State 

 The analysis in the previous three sections has shown that the neoliberal 

challenge that emerged in the 1980s and gained strength after the 1990s 

has faced strenuous resistance from the proponents of developmental, clien-

telist, and welfare policies and institutions. The developmental institutions, 

half dissolved, have survived due to the judgment of private fi rms themselves. 

Government expenditures for public works, which were attacked as inef-

fective and wasteful, have repeatedly recovered lost ground thanks to the 

frequent introduction of stimulus packages. Welfare-state benefi ts were cur-

tailed for specifi c programs but the overall expenditure for social security 

has been growing nonetheless in response to the pressures from the aging 

society. 

 However, the neoliberal encroachment into the developmental, clien-

telist, and welfarist policies and institutions during the 1980s and 1990s was 

deep enough to loosen the ties between the LDP and its traditional support-

ers (small producers of goods and services) and to prevent the party from 

consolidating a new support base among welfare-state benefi ciaries. The re-

sult was the emergence of a new group of politically conscious nonpartisan 

voters. As the strength of the LDP declined sharply, electoral competition be-

came intense. Government popularity also fl uctuated with great volatility. As 

  7.  According to the monthly survey conducted by Japan’s Ministry of Health, Labour, and 
Welfare ( http://www.mhlw.go.jp/english/database/db-l/monthly-labour.html ), the average 
monthly wage per worker increased by a mere 0.7 percent from 274,764 yen in March 2013 
to 276,740 yen in March 2014. The consumer price went up by 1.6% during the same period 
( http://www.stat.go.jp/english/data/cpi/1581.htm ). 
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a result, few governments were able to stay in power for very long. The aver-

age length of prime ministers’ terms was 1,048 days between December 1954 

and June  1989. It declined to 549 days for the 1989–2013 period during 

which thirteen out of sixteen prime ministers served for less than two years. 8  

 Leaders of both government parties and opposition parties inevitably be-

came highly sensitive to the fi ckle shifts in the public mood. The best strat-

egy to win elections appeared to be to enact catchall measures that could 

satisfy the demands of as many sectors as possible. Such a practice, however, 

undermined fi scal balance and overall economic effi  ciency. The result has 

been the frequent vacillation or overlapping between expansionary policies 

and belt-tightening policies, between a clientelist/welfare-statist agenda and 

a neoliberal agenda, and between demand-side measures and supply-side 

measures. No policy, even if passed, has had enough time to prove its valid-

ity. Since most policies have been terminated before delivering meaningful 

results, voters continue to look for a seemingly promising alternative. Policy 

drift and voter vacillation are thus caught in a vicious circle. 

 Policy fl uctuation and inconsistency have in turn heightened market un-

certainty. For one thing, because of the weakening of the developmental, 

clientelist, and welfare-statist institutions, employees and small producers are 

uncertain of their future employment, income, and expenditure. The uncer-

tainty of future tax and social security burdens, as well as the mounting na-

tional debt, impedes both consumers and investors from making optimistic 

evaluations of the future. They cannot help but be conservative and cautious. 

The result has been the long-term decline of new fi xed capital formation 

and household consumption as we saw in fi gure 8.2, all of which resulted 

in Japan’s ongoing defl ation spiral at least until the Bank of Japan began its 

infl ation targeting policy in April 2013. 

 To make the situation worse, the change in the nature of the techno-

logical innovation for competitiveness has exacerbated the negative impacts 

of these market uncertainties. As many Japanese industries had matured 

by the 1980s, the “decreasing average cost of manufacturing” based on the 

improvement of imported technologies no longer guaranteed high growth 

rates. Japanese fi rms were now required to create new technologies to pro-

duce marketable products. Such innovation and market testing are inevitably 

full of uncertainties and, therefore, make investors cautious, especially when 

other market conditions are insecure. Figure 8.3 demonstrates that private 

plant and equipment investment has been highly volatile for the last twenty 

years. This is in a sharp contrast with the 1981–91 period in which plant and 

equipment investments signifi cantly and continuously contributed to GDP 

growth (Japanese Government Cabinet Offi  ce 2010a). 

  8.  These fi gures are calculated from data retrieved from the Prime Minister’s Offi  ce web-
page ( http://www.kantei.go.jp/jp/rekidai/ichiran.html ). py
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8. Japan  207

 In short, once the eff ectiveness of the “decreasing average cost of manu-

facturing” model was exhausted in Japan with a concomitant slowing down 

of economic growth, the mixed and confl ictual nature of the postwar Jap-

anese state made political contests highly competitive and brought policy 

volatility and inconsistency, which in turn heightened market uncertainties 

and obstructed both investment and consumption, thus bringing about long 

economic stagnation.  

  A Comparison with the Korean Experience 

 Japan and Korea share the experience of high economic growth under devel-

opmental state policies and institutions as well as their gradual dismantling. 

Yet Korea has achieved a far better economic performance in recent years. 

Consequently, a comparison between the two cases will help highlight the 

nature of the diffi  culties Japan faces today. 

 Two kinds of doubt, however, may be raised with regard to the compa-

rability of the two countries. First, as Tanaka (2005, 205) argues, the nature 

of the external sector of Japan and Korea contrasts sharply. Korea needed 

a large capital account surplus in order to cover its equally large current 

account defi cit during the years preceding the 1997 crisis. Facing sudden 

capital fl ight, Korea had no choice but to implement some quick reforms 

to regain foreign investors’ confi dence. Japan, in contrast, had a huge cur-

rent account surplus and, therefore, could postpone such reforms by taking 

an expansionary fi scal and monetary policy domestically. Furthermore, some 

may argue that the development stages diff er in the two countries. Although 

Korea is rapidly catching up to Japan and has even surpassed it in some sec-

tors, the Global Competitiveness Index compiled by the World Economic 

Forum shows that the rankings of the two economies have not narrowed for 

the last ten years. 9  This suggests that Korea still has an ample room for catch-

ing up. Japan, in contrast, is already among the most economically advanced 

countries and, therefore, cannot realize signifi cant growth without its own 

technological breakthrough. This is more diffi  cult and uncertain than catch-

ing up. 

 These arguments may have some validity. Still, there was no guarantee 

that the Korean government would implement the reforms it undertook so 

quickly. If its domestic situation had been similar to that in Japan, the coun-

try could have vacillated in its policy choices and failed to bring about re-

forms in a timely manner, falling into a long-lasting crisis like that in Japan. 

Since this did not happen, we need an explanation as to why. 

  9.  For Japan, the annual averages of ranking for 2001–4 and for 2010–13 were fi fteenth and 
eighth respectively. The corresponding fi gures for Korea were twentieth and twenty-second. py
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 Since Park Chung Hee took power in 1961, Korea has experienced three 

major economic crises in 1969–71, 1979–82, and in 1997–98. All three were 

caused by excess investment based on externally raised money, the overheat-

ing of the economy, a debt crisis, and the consequent bursting of the economic 

bubble. In all three, the Korean government successfully responded to the cri-

sis and quickly brought the economy back to a path of steady and solid growth. 

We need to consider at least three factors to explain this phenomenon. All 

three are closely related to the nature of the developmental state in Korea. 

 First, unlike the Japanese case, the developmental state in Korea was char-

acterized by a very strong executive. This was born of a military coup and the 

country was subsequently ruled by a semiauthoritarian presidential regime. Al-

though elections were held more or less regularly and the sitting government 

was frequently embarrassed by a large voter support for the opposition, activi-

ties of opposition parties remained severely restricted; even the government 

party was not allowed to consolidate itself as an entity autonomous from the 

president of the republic. The president was also powerful vis-à-vis the private 

sector, since almost all commercial banks were controlled by the state so that, 

together with public banks, the state controlled all fi nancial resources (except 

for illicit “curb market” money) including money taken in from abroad. 

 The transition to democracy in 1987 did not change the basic nature 

of the party-government relations. Korea’s political parties continued to be 

weak and such weakness helped the president maintain strong power in two 

respects. First, as the parties were not well institutionalized, the popularity 

of the top party leader and his place of birth had paramount importance in 

winning voters’ support. Second, the weakness of party identity and internal 

cohesion allowed the president to take strong policy initiatives without wor-

rying so much about the popularity of his party, unlike the pressures that 

bedeviled Japan’s prime ministers. To be sure, the presidential tenure is con-

stitutionally limited to one fi ve-year term in Korea, and the president usu-

ally becomes a lame duck toward the end of his/her term. However, exactly 

because he/she does not need to consider the prospect of reelection, the 

president can take bold policy initiatives. 

 In contrast, the prime ministers who headed the democratic develop-

mental state in postwar Japan needed to share power with their party col-

leagues. For example, in contrast to Korean presidents elected directly by 

people, Japanese prime ministers are chosen by their colleagues in the Diet. 

Furthermore, Japan had a multimember district system (until the 1994 re-

forms) in which candidates from within the LDP were forced to compete 

among themselves within the same electoral districts. As a result, within the 

LDP individual politicians’ status could become quite strong. 10  In contrast, 

  10.  The 1994 reforms changed the electoral system to one combining single-member dis-
tricts and proportional representation. They also imposed strict restrictions on monetary 
contributions to political parties while establishing a system of public fi nancial assistance to py
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8. Japan  209

Korea, upon the transition to democracy, had an electoral system combining 

single-member districts and proportional representation with a single vote. 

This system was favorable for regional parties and their top leaders, as they 

could monopolize the seats in any region where their leaders were popular 

(Onishi 2005, 174). Unlike Korean presidents, then, every Japanese prime 

minister had to worry constantly about his reputation among his colleagues 

and the popularity of his party among the electorate, and each was forced to 

resign whenever his popularity dropped to dangerously low levels with either. 

Under such a regime, strong policy initiatives were seldom expected or pos-

sible by the top executive. 

 Second, until recently, distributive and redistributive policies were po-

litically less contentious in Korea than in Japan. In contrast to Japan’s de-

velopmental state, which needed to integrate both a distributive and a 

redistributive agenda due to democratic pressures, Korea’s semiauthoritarian 

developmental state, facing a serious security threat from the north, could 

prioritize economic growth, as such growth was regarded as indispensable 

for strengthening the military defenses of the country. During the Cold War, 

class-based demands for redistribution were suppressed (Lee 2004, 248–49; 

Woo-Cumings 1991, 119, 122–23). Limited fi nancial resources were directed 

to a limited number of private fi rms most of the time. In consequence, these 

fi rms grew to be huge  chaebol  conglomerates while SMEs and farmers were 

given little attention except for periods in which the developmental state 

faced serious economic and political crises: one in the 1969–71 and another 

in 1979–81. 11  The development of welfare programs in Korea was also delayed. 

Universal pension and health care insurance began only after the transition 

to democracy in 1987, three decades later than in Japan (Hwang 2006, 145). 

 In this circumstance, the governing party’s ties with policy benefi ciaries 

were never institutionalized as tightly as they were in Japan. Neither did 

Korea see parliamentarians who formed such close links to specifi c interest 

groups and ministries as occurred in Japan. In consequence, political par-

ties in Korea never became the kind of catchall parties that the LDP (and 

DPJ) became. Until 1987 the main issue of contention in Korea was democ-

racy versus nondemocracy. Thereafter interregional rivalry became the most 

parties. Such changes were expected to reduce incentives for political corruption and 
strengthen party leadership. They certainly helped Koizumi and the DPJ strengthen their elec-
toral positions. However, the electoral base of individual politicians continued to be important 
because the 1994 electoral law allows double votes (one for single member district and the 
other for proportional representation) and double candidacy (a candidate can be run simul-
taneously for a single member district and proportional representation). 

  11.  The Food Control Law was enacted in 1969, and the government purchase price for rice 
was raised consistently. Policy to improve rural infrastructure was also launched (Cooper 1994, 
128; Kuramochi 1994, 156). SMEs also drew attention of the government in the early 1980s 
when the developmental state faced another crisis and was compelled to limit lending to chae-
bol while increasing credits for SMEs (Moon 1994, 148). In comparison with Japan, however, 
clientelist ties between the state and small noncompetitive producers in Korea were limited. py
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210  Keiichi Tsunekawa

important issue for party competition (Lee 2004, 244). Kim Dae-jung, for 

example, won the 1997 election largely thanks to this very region-based elec-

tion orientation (Kim 2000, 190–91). 

 The weakness of clientelist politics and welfare state policies was one of 

the reasons why Korea, despite the expansionary investment drives, could 

until recently maintain a relatively low level of fi scal defi cit. According to data 

published by Korea’s Ministry of Strategy and Finance, the outstanding gov-

ernment debt was far lower than that in Japan (MOSF 2011). It was 12.4 per-

cent of GDP in 1970. It expanded to 18.2 percent by 1980 but was reduced 

to 12.8 percent in 1990 and 9.9 percent in 1996. As shown in  table 8.1 , the 

corresponding fi gures for Japan were 37.0 percent in 1990 and 72.0 percent 

in 2000. 

 Third, Korean voters recognized the chaebol problem as a clear-cut sub-

ject for political contention, especially during economic crises in which the 

chaebol were frequently accused as the principal culprits of the crises. As 

mentioned above, the chaebol grew to be prosperous conglomerates largely 

thanks to the ample access to government-controlled resources, a privilege 

not available to other parts of the population. Therefore, every time excess 

investment by chaebol fi rms caused high infl ation, debt accumulation, and 

bankruptcies, voters’ disgust with them surfaced. Thanks to this clear-cut 

cleavage, the Korean government was able to dodge private-sector resistance 

and take policies restricting chaebol’s insatiable activities; by doing so, it 

could cool down an overheated economy, liquidate nonperforming fi rms, 

and bring the economy back to the path of growth. 12  

 All three factors contributed to Kim Dae-jung’s quick and decisive re-

sponse to the 1997 crisis. The chaebol were regarded by broad sectors of 

the population as responsible for the debt-based excess investment and 

the consequent crisis. Therefore, it was natural for the government to take 

policies pressing chaebol companies to correct improper business practices 

such as extremely high debt fi nancing and intragroup cross lending. The 

Kim Dae-jung administration forced the closure, merger, or nationalization 

of numerous insolvent fi nancial institutions (including  chaebol-sponsored 

or chaebol-related ones) by injecting huge amounts of public money into 

these entities. 13  It further forced the chaebol to close or dismantle superfl u-

ous businesses as well as to reduce the debt-equity ratio of their affi  liated 

fi rms. 

  12.  Anti-chaebol policies did not last long, though. Once the economy passed the worst situ-
ation, the government again began to be permissive to the chaebol for economic and political 
reasons. As for the cycle between pro- and anti-chaebol policies, refer to Onishi (2005). 

  13.  Public spending amounted to 26 percent of GDP. It is reported that fi fteen commercial 
banks, twenty-nine merchant banks, fi fteen securities houses, seventeen insurance companies, 
and eleven investment trusts disappeared between January 1998 and June 2006 (Ha and Lee 
2007, 899). py
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8. Japan  211

 Kim Dae-jung was a leader especially suitable for this job because he had 

been an opposition leader for three decades and, therefore, was ready to 

take anti-chaebol policies more decisively than Park Chung Hee in 1969–71 

or Chun Doo Hwan in 1979–81. Furthermore, since particularistic interests 

were not well institutionalized in the party structure and the political parties 

were machines still dependent on the popularity of top leaders, President 

Kim could stick to his policy preferences without worrying about short-term 

electoral or party repercussions. 14  

 The quick fi x of the turmoil in the fi nancial and industrial sectors by the 

Kim administration contributed to a swift recovery of foreign and domestic 

investors’ confi dence in the Korean market. Foreign-controlled banks came 

to account for between one-third and one-half of bank assets in Korea (Mo 

2008, 261), and foreigners’ share of the stock market surpassed 40 percent 

in 2004 (Ha and Lee 2007, 906). The general recovery of the economy was 

demonstrated by the V-shaped trajectory of the GDP growth rate as shown in 

fi gure 8.4. What is notable is that the growth in 1999–2007 was brought about 

by household consumption and capital formation just as had been occurring 

during the precrisis period. This is in a sharp contrast with the Japanese situ-

ation in which the recovery in 2001–7 was minimal and was led by a rising 

trade surplus as shown in fi gure 8.2. 

 Some authors argue that it was not the neoliberal reforms but the adop-

tion of an expansionary Keynesian policy package in the middle of 1998 that 

provides the more important explanatory factor for the quick economic re-

covery of Korea (Shin and Chang 2003, 61–65; Ha and Lee 2007, 897). It is 

true that the huge injection of public funds made the swift recapitalization 

of fi nancial institutions possible and alleviated the social costs of the reforms 

by increasing social benefi ts and public works. However, one of the reasons 

why the IMF allowed such expansionary measures was the IMF’s appreciation 

of the government’s quick and decisive response to the crisis. Similarly im-

portant is the traditionally low government defi cit in Korea (Watanabe 2007, 

197). The IMF would not have accepted Korea’s expansionary policy if the 

country’s public fi nances had been as bad as those in Japan. 

 Nor did the Korean economy slow down as badly as Japan did during the 

GFC. As fi gure 8.4 shows, capital formation declined but the other three, 

especially the external balance, compensated for that loss. 

  14.  A more troublesome factor for Kim was labor. Labor unions were mostly outside of 
party politics and some were quite radical. Financial and corporate reforms were expected 
to produce a large number of unemployed and invite fi erce resistance from labor unions. In 
exchange for the government’s acceptance of labor unions’ long-term demand for political 
rights and the unionization of school teachers, however, labor unions accepted redundancy 
dismissal and the increase of dispatched workers. In the fi nancial sector alone, the number 
of regular employees was cut from 114,000 to 67,000 between 1997 and 2001 (Kalinowski and 
Cho 2009, 232). py
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 The strong executive, weak clientelist networks, the slow development of 

the welfare state, and the existence of clear-cut issue cleavages, all of which 

originated from the specifi c nature of the authoritarian developmental state 

and its transformation, helped Korea move quickly and decisively to tackle 

the AFC. In contrast, as we saw in the previous sections, postwar Japan, where 

the developmental state was formed and transformed under parliamentarian 

democracy, evolved around a very weak executive, entrenched clientelist net-

works, expanding welfare-state expenditures, and blurred policy cleavages. 

These factors impeded any timely and decisive Japanese response to the post-

bubble crisis. 

 As the Korean economy and democracy matured, however, its political 

economy seems increasingly to resemble Japan’s. During the 2002 electoral 

campaign, regional politics took a less central role (Kimiya 2003, 135–36). 

Policy contents, rather than leaders’ native places, became more important 

for winning popular support. However, the chaebol issue lost some of its pre-

vious electoral appeal because the chaebol, under pressure from the govern-

ment, had gotten rid of marginal businesses and strengthened their capacity 

  Figure 8.4  Korea’s GDP growth rate and its components (% increase, annual average). 

  Source : Calculated from World Bank database available at http://databank.worldbank.org/data/home.aspx. 
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for self-fi nancing, 15  and consequently no longer needed privileged access to 

government-controlled resources. As a result, distributive and redistributive 

policies gained importance as electorally appealing issues. One sign of this 

change was the rapid increase in Korea’s government defi cit. The national 

debt outstanding, which almost doubled from 9.9 percent (1996) to 18.4 per-

cent (2000) of GDP due to the economic crisis, went up further to 30.7 per-

cent under the liberal Roh administration (2003–7) and to 33.7  percent 

under the conservative Lee Myung-bak administration (2008–12) (MOSF 

2011; IMF 2013). 

 This expansion is partially explained by the increase of welfare-state 

expenditures. Total public social spending as a percentage of GDP has ex-

panded from 5.1 percent in 1998 to 9.6 percent in 2009. This fi gure, how-

ever, is still low in comparison with Japan’s 22.2 percent. 16  In Korea, only in 

1999 did the national pension programs cover all the population and, there-

fore, actual pension payments remain limited. However, Korea now has one 

of the lowest birth rates in the world, while its old-age population is rapidly 

increasing. Therefore the problem of how to maintain existing welfare pro-

grams is already a contentious issue. 

 The spending for public works has also been expanding. Public works in 

Korea are mainly carried out by public corporations in charge of railways, 

housing, electricity, gas, regional development, and other things. The out-

standing debt of these public corporations reportedly reached more than 

350 trillion won by 2012 ( Joong Ang Ilbo , Japanese ed., May 29, 2013). In the 

same year, the defi cit of the central government was 438.4 trillion won (IMF 

2013). This public corporation debt is a huge hidden national debt which 

future Korean governments will be forced to tackle. 

 In short, Korea today looks like Japan around 1980 in terms of the in-

tensifying political contention over distributive and redistributive policies. 

Korea, however, has two advantages over Japan. The Korean government is 

not constrained by its agricultural and fi shery sectors to the same extent as 

its Japanese counterpart. It has been able to successfully pursue a dynamic 

free trade agreement strategy, thus helping Korean manufacturing fi rms 

gain enhanced competitiveness in the world market. Second, as discussed in 

the previous section, the catch-up phase ended in Japan in the 1980s, but the 

Korean economy still has some additional room for technological catch-up. 

Simultaneously, fi rms like Samsung Electronics are already competitive in 

the most advanced technological sectors. Helped by ample opportunities for 

technological improvement and innovation, the Korean economy may con-

tinue to grow at a much higher rate than the advanced industrial economies, 

  15.  The debt equity ratio of the top 30 chaebol went down from 512.8 percent (in 1997) to 
218.7 percent (in 1999) and 171.2 percent (in 2000) (Shin and Chang 2003, 85). 

  16.  Data retrieved from  http://stats.oecd.org/BrandedView.aspx?oecd_bv_id=socx-data-en&
doi=data-00166-en# . py
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and consequently overcome the inherent contradictions stemming from the 

expansion of clientelist and welfare-statist policies as they confront neolib-

eral pressures. If growth slows down, however, the heightening political com-

petition over distributive and redistributive policies may blur policy cleavages 

and aggravate policy drift and voter fl oat as happened in Japan in the last 

quarter century. 

 It is inaccurate to argue that the long-term economic stagnation of Japan has 

been caused by the inadequacy of neoliberal reforms such as trade liberaliza-

tion and deregulation. The neoliberal encroachment on the developmental, 

clientelist, and welfare-statist policies and institutions has indeed been seri-

ous over the last three decades. Still, the Japanese economy continued to 

stagnate. The real cause of Japan’s trouble is the lack of any consistent policy 

orientation. Both voters’ preference and government policies have switched 

too easily between neoliberal reforms and expansionary demand-side mea-

sures, thereby obstructing any quick and decisive government response to 

the postbubble NPL problem aggravated by the AFC. The resultant uncer-

tainty for future market conditions has deterred both investment and con-

sumption, thus prolonging the recession. 

 This phenomenon can be traced to the historical context in which the de-

velopmental state was formed and transformed in postwar Japan. To secure 

a stable investment climate by winning consecutive democratic elections, the 

LDP tried to integrate small producers fi rst and welfare-state benefi ciaries 

later into its support base and consequently it became a catchall party. This 

gave LDP politicians a strong incentive to press their own government to 

extend benefi ts to particular clients, thus making it diffi  cult for the execu-

tive to take autonomous policy initiatives. To compete with the LDP, opposi-

tion parties similarly needed to take on a catchall quality. As the economy 

matured and liberalized, neoliberal reformers strengthened their infl uence 

among politicians, bureaucrats, business people, and academics. However, 

since neoliberal policies weakened the ties between the LDP and policy ben-

efi ciaries and pushed them to become less committed voters, political com-

petition became even more intense, making implementation of consistent 

neoliberal policies impossible. Koizumi’s premiership was the one exception 

in this respect. The dominant pattern, however, has been a vicious circle of 

policy drift and vacillating voter demands. 

 The politically created market uncertainty has aggravated diffi  culties for 

Japan in adjusting to the changing nature of technological innovation. Since 

catch-up development was exhausted by the 1980s, Japanese fi rms needed 

technological innovations to design and produce new products whose 

marketability had not yet been tested. It is diffi  cult to expect a long-term 

commitment of investment money under such technological uncertainty, es-

pecially when insecurity is high within the fi scal, monetary, tax, labor, and 

social security policy arenas. This combination of diffi  culties in technological py
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innovation, policy contradictions, and a loss of political certainty has been 

conspicuously observed in Japan for more than twenty years, but the Japa-

nese case may share some common features with other advanced industrial 

countries in North America and Europe, many of which are similarly suff er-

ing from the lack of political consensus under low-growth economies. In that 

sense, it may be called a “high income trap.” 

 A comparison with the Korean case helps highlight the nature and the 

cause of the weakness of the Japanese political economy. Thanks to the spe-

cifi c historical conditions under which the developmental state evolved in 

Korea, a strong presidential executive was easily able to fend off  demands 

from weak interest groups and political parties. Furthermore, whenever eco-

nomic crises hit the country, the reform of allegedly defective structures and 

behaviors of the chaebol emerged as a clear-cut policy alternative. Although 

such anti-chaebol policies rarely last long, they were usually decisive and 

timely enough to crush resistance, thus allowing the Korean economy to re-

turn to renewed growth. 

 However, as the Korean economy and democracy matured, some signs 

are emerging that Korea is getting more similar to Japan with regard to party-

executive relations and the signifi cance of distributive and redistributive is-

sues. Most other East Asian countries are less developed than Korea and, as 

Doner argues in his chapter, their main concern in the short run is avoiding 

the “middle income trap.” However, since they share a semiauthoritarian 

past with Korea and many of them are experiencing rapid economic maturity 

and political democratization, they may also face the danger of falling into 

the same kind of catchall politics and policy immobilism which have bedev-

iled Japan and are bedeviling Korea. 17  

 If Japan can exit from the current stagnation and enhance its role as pro-

vider of capital, market, and technology for other East Asian countries, it will 

help these countries to obtain larger economic resources and successfully 

tackle the problems associated with economic and political maturity. To do 

so, Japan needs to overcome its vicious circle of policy drift and voter fl oat 

and enable the government to stick to a consistent policy—whether neolib-

eral, statist, or any combination of these two—for a period long enough to 

test the validity of that policy. Such stability will greatly facilitate private in-

vestment aimed at technological breakthroughs. To see this realized, Japan 

must have a fundamental realignment of political parties so that they can 

be internally more coherent and ideologically and politically more fi rm and 

consistent in their policy commitments.  

 
 
 
 
 

   

  17.  Wu (2007, 978) describes Taiwan after 2000 as such an example.  py
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   Conclusion 

 Toward a Second East Asia Miracle? 

  T. J. Pempel and Keiichi Tsunekawa  

 This conclusion makes no eff ort to summarize the material in the pre-

ceding chapters. Rather we mobilize aspects of their fi ndings to refl ect on 

the future of East Asia and its place in the global economic pecking order. 

Drawing on themes and fi ndings from the individual chapters, we specifi cally 

address the second major question raised in the Introduction: To what extent 

does East Asia’s successful navigation of the global fi nancial crisis portend 

that East Asia is on the brink of a second miracle of growth or at least well 

positioned to enjoy high levels of economic performance, implicitly at the 

expense of the United States and Western Europe? The answer to this ques-

tion depends heavily on one’s assessment of the resilience of East Asia’s re-

spective economies and their abilities to respond to the long-term challenges 

of global competition. 

 The evidence throughout the book makes clear that both the Asian Finan-

cial Crisis (AFC) of 1997–98 and the Global Financial Crisis (GFC) of 2008–9 

sprang from the power of global capital with its ever-more-sophisticated and 

chancy fi nancial instruments. But the two crises were characterized by two 

distinct kinds of interaction with domestic regimes. These diff erent patterns 

help to explain why so many East Asian economies were devastated by the 

fi rst crisis (AFC) while in general the region weathered the second fi nancial 

storm (GFC) much better than the United States and Western Europe. 

 The countries most severely aff ected during the AFC were hurt primar-

ily because of their unregulated exposure to the huge amounts of high-risk 

capital fl ooding into their markets. And even though the capital came from 

outside the region, a number of regionally endogenous causes contributed 

to how the crisis played out. Most important, the major negative eff ects of the 

crisis were concentrated in several East Asian economies that proved espe-

cially vulnerable to such fast moving global capital fl ows. From an East Asian py
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perspective, the causes of the AFC were exogenous while the consequences 

were endogenous. As a result, major steps were taken across much of East 

Asia to bolster economic resilience to exogenous capital fl ows. 

 In contrast, the epicenter of the second crisis lay in the United States. The 

crisis stemmed from extensive borrowing by an overspending and undersav-

ing United States combined with the oversaving, and underconsuming “rest 

of the world,” particularly but not exclusively countries in East Asia (Rajan 

2010, 6; Chinn and Frieden 2011). Several interlaced factors concentrated 

within the United States triggered the crisis, most predominantly the moves 

toward fi nancial deregulation, the prevalence of high-risk fi nancial instru-

ments, the increasing institutionalization of national fi scal policies based on 

higher levels of debt, and the outsized housing bubble of the 2000s (Lewis 

2010; Rajan 2010; Sheng 2009, inter alia). While the epicenter of the crisis 

lay in the United States, the devastating consequences it unleashed ripped 

though not only the United States but also most of Europe and much of the 

rest of the world. But as noted throughout the book, East Asia proved highly 

resilient to the worst of those eff ects. Thus in contrast to the AFC, from an 

East Asian perspective, the GFC was exogenous in both its causes and its con-

sequences. Just as several East Asian economies, including most notably Tai-

wan, Singapore, and China, proved resilient to the AFC, the region as a whole 

demonstrated substantial collective resilience to the far more sweeping GFC. 

  East Asian Resilience 

 External and internal shocks and challenges are inevitable and complex 

economies are periodically challenged and knocked off  course. As noted in 

the Introduction, economic resilience of a country lies in its ability to take 

such shocks and “bounce back” rather deftly. 

 A number of chapters in this book have laid out a number of positive 

moves taken by East Asian economies in the wake of the AFC that contrib-

uted to their resilience in 2008–9. Most adopted new and more fl exible ex-

change rate policies as well as rejuvenated fi nancial regulations requiring 

greater prudence by individual institutions; almost all governments across 

the region also took steps to “self-insure” against future currency attacks by 

building up what subsequently became gargantuan foreign reserves. This 

move involved not only the big holders of foreign reserves such as China, 

Taiwan, Japan, and South Korea but also smaller countries like Singapore, 

Thailand, and Malaysia. Subsequent actions showed that, across most of East 

Asia, the collective lesson delivered by the AFC was the value of strict regula-

tory regimes, fi nancial prudence, and enhanced resilience against external 

fi nancial jolts. To the extent that postcrisis reforms involved “opening up” 

fi nancial institutions, it was only the most advanced fi nancial sectors such as 

those of Japan, Singapore, and Korea that moved in that direction, and such py
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openings involved only minimal exposure to the subprime products and se-

curitized instruments that were at the core of the GFC. Few Asian fi nancial 

institutions saw exposure levels of more than 2 percent; cumulative national 

exposure was typically far lower (for data on special institutions, see Fitch 

Ratings 2007). In Taiwan, offi  cials long fearful of external vulnerability were 

especially vigilant in ensuring that the highest policy priority be given to fi -

nancial prudence. As noted by Chu, even ten years of DPP rule was unable to 

dismantle many fi nancial regulations; instead, the central bank retained its 

preeminent and prudent role in buff ering the country from signifi cant chal-

lenges from either foreign penetration or overseas borrowing. 

 The remaining East Asian countries, with less sophisticated fi nancial sys-

tems, continued to concentrate their business primarily on lending to the 

domestic manufacturing and tertiary sectors while simultaneously accommo-

dating enhanced government oversight and insulation from future currency 

attacks. In Malaysia, in the aftermath of the crisis, one saw perhaps the most 

explicit rejection of laissez-faire economics as Prime Minister Mahathir and 

his government pursued rigid capital control policies designed to retain, not 

jettison, the existing collusive business-government ties examined by Pepin-

sky. Similarly, in Indonesia, as Basri notes, policies changed but largely in the 

direction of stricter and more prudent, rather than looser, controls in fi nance. 

 Thus in contrast to the monumental deregulatory moves led by the United 

States and Britain in the 1980s and 1990s, across most of East Asia, the pat-

tern was toward maintaining or enhancing close surveillance over fi nancial 

transactions and ensuring prudent restrictions over the use of leverage by 

fi nancial institutions. As Vogel (1996) has noted more generally, during this 

period many countries both in East Asia and elsewhere added more rules and 

closer monitoring of systems undergoing nominal deregulation. 

 As such, when the GFC struck, in contrast to the AFC, East Asia’s macro-

economic fundamentals were sounder, its credit ratings were healthier, its 

corporate balance sheets were better, and its banks were stronger. The re-

sult was enhanced East Asian resilience against the unchecked movement 

of high-risk fi nancial behaviors that engulfed the United States and much 

of Europe, and the region appears well-positioned to avoid falling prey to 

such vulnerabilities in the near future. The negative consequences of the 

GFC were limited to slowdowns for a year or two as the result of the contrac-

tion in global trade. By 2011 most countries of East Asia were again enjoying 

substantial gains in their overall economies, even as Europe and the United 

States continued to suff er slow-to-negative growth rates (see table 1.1).  

  The Future of East Asia’s Political Economies 

 Despite East Asia’s demonstrated resilience in the face of the global fi nancial 

challenges that began in 2008, its future is by no means without hurdles. The py
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fundamental question is whether the recently demonstrated resilience of 

East Asian countries portends continued levels of economic growth that will 

propel them to top positions in the global economic hierarchy. The broad 

economic picture of the world in the middle of the 2010s easily provides 

many shards from which to construct a mosaic portraying such a positive East 

Asian future. But there are many potential impediments to unbridled suc-

cess, three of which we highlight as worthy of particular attention in the  short 
run , and three more of which may present  longer-term  diffi  culties. 

 In the short run, the fi rst two looming sets of problems concern domes-

tic economic and political diffi  culties. The overproduction capacities and 

the public and private debts accumulated during the pre-GFC boom and/

or during the GFC downturn must be dealt with on the economic front. And 

while these present explicit economic problems, they also trigger political 

problems involving potential strategies to deal with them. Debates on eco-

nomic strategies are sure to elicit sharp diff erences among political actors. 

As a third concern, East Asia faces pressing regional security challenges. The 

countries of the region have taken a number of collective steps to bolster 

their institutional fi rewalls against any possible repeat of the AFC and the 

specter of IMF assistance with its concomitant strictures on national sover-

eignty over policy formation. Institutionally, this resulted in a broadening 

and deepening of regional institutions from the ASEAN Plus Three (APT) 

to the East Asia Summit (EAS) (see Dent 2008; Grimes 2006; Pempel 2005; 

Ravenhill 2011). Institutional building has also fostered a measure of cross-

national political cooperation and boosted mutual trust, particularly in the 

economic and fi nancial arenas. Such achievements, however, are still precari-

ous and can be greatly jeopardized by security-related competition among 

the East Asian countries. The deterioration of such confl icts can even ob-

struct smooth functioning of the regional production chains that have sup-

ported rapid growth of many East Asian economies. 

 How these three factors evolve will deeply aff ect the  short-term  future of 

the East Asian political economy. Even if these are adequately dealt with, the 

region still faces other longer-term problems. First, there is the challenge 

of dealing with the aging of societies and the population shrinkages that 

are looming for much of the region. In addition, most governments are fac-

ing or soon will face greater popular demands for enhanced political and 

economic participation as well as greater welfare distributions precipitated 

by past economic growth; these could well jeopardize the political stability 

which has undergirded East Asian economic development for many years. Fi-

nally, the current patterns of development need to be reformulated for many 

countries if they are to successfully overcome the limitations stemming from 

the aging of their population and the diffi  culties associated with continual 

technological upgrading. 

 On the basis of these six factors, we present what we believe are three fea-

sible future scenarios: “Best Case Scenario,” “Collapse Around the Corner,” py
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and “Lost Decade Ahead?” Each of these three scenarios is designed to draw 

attention to the kinds of problems that the East Asian countries will face 

when they attempt to achieve a higher economic development. Reality is un-

likely to unfold in complete accord with any one of these three but we believe 

they alert both readers and decision makers to most powerful possibilities 

and probable problems on the horizon.  

  Three Scenarios 

  East Asia’s “Best Case Scenario” 

 A best case scenario for East Asia’s near-to-middle term future emerges as the 

consequence of a straight line continuation of the political and economic 

conditions prevalent in the early 2010s. These imply that countries manage 

their political and security problems at both the domestic and regional lev-

els while enjoying continued economic development. The result would be a 

broadly optimistic future in which the region will continue to beef up eco-

nomically, gaining enhanced shares of global production at the expense of 

previously dominant producers in Europe and the United States. Indeed, the 

individual chapters in this book off er considerable evidence to bolster such 

upbeat economic projections. 

 China, of course, with its breathtaking thirty-plus years of double-digit 

growth rates and its huge population, is usually the country pointed to as 

the iron core of any such East Asia juggernaut, often as the prelude to more 

sweeping conclusions about more extensive shifts in global economic and 

political power (e.g. Eichengreen, Wyplosz, and Park 2008; Jacques 2009; 

Mearsheimer 2001, inter alia). And indeed, Naughton’s analysis of the coun-

try highlights its economic resilience as an ongoing theme, particularly since 

the AFC. As he also notes, in the aftermath of the GFC, Chinese leaders 

themselves were particularly self-congratulatory about their country’s relative 

and absolute economic future, particularly in light of the apparent sapping 

of U.S. economic vigor and global prestige as a consequence of the subprime 

crisis and the subsequent global fi nancial debacle. 

 If the current Chinese leadership successfully proceeds with its remarketi-

zation policies and solves the accumulated debt problems stemming from its 

widespread “shadow banking”; if it can avoid further deterioration of rela-

tions with its neighbors; and if it can persuade or suppress any domestic re-

sistance against such policies, China will certainly continue to be the engine 

of economic growth, not only of East Asia, but also of the entire world. The 

hurdles may be many, but China’s leaders have in the past demonstrated 

considerable coping facility. 

 China’s neighbor Taiwan benefi ts from economic growth on the mainland 

as it has become ever more deeply woven into China’s expanding production py
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networks, particularly since the return to power of the KMT and the presi-

dency of Ma Ying-jeou. Taiwan, as Yun-han Chu emphasizes, has seen a mas-

sive amount of private investment capital fl ocking back to the island that 

has stimulated local stock and property markets. Perhaps equally important, 

foreign multinational fi rms based in the United States and Europe have sud-

denly found new possibilities by which to incorporate the island into their 

Greater China strategies. 

 Basri’s analysis of Indonesia’s future is also positive, particularly for the 

next ten to fi fteen years, despite a number of obvious impediments. Meaning-

ful reforms were made in the economic technocracy following the AFC while 

demography and natural resources promise substantial future advantages 

for a decade or more. Politically, Indonesia succeeded in shifting from an 

autocracy to a democracy without jeopardizing a close business- government 

relationship, although, as Pepinsky notes, the nature of that relationship has 

changed from predatory to rent seeking. Doner, meanwhile, despite raising 

longer-term doubts about their economic futures, demonstrates how both 

Malaysia and Thailand have benefi ted from a combination of macroeco-

nomic measures and fi nancial sector reforms allowing them to shift from 

lower to higher value-added manufacturing products, though with limited 

local inputs. 

 Having weathered the dangerous fi rst months of the GFC, South Korea’s 

economy also seems poised for sustained growth as both Okabe and Tsuneka-

wa’s analyses indicate. And as of this writing, even long-dormant Japan was 

showing signs of a perky economic turnabout as fi scal and monetary stimulus 

programs kicked in; the stock market delivered a nominal 57  percent in-

crease in 2013; and promises of domestic structural reform, including partici-

pation in the Trans-Pacifi c Partnership negotiations, held out the prospect 

that twenty years of sluggish economic growth was beginning to reverse. 

 In addition to the eff ort made by individual countries, intraregional coop-

erative mechanisms such as Chiang Mai Initiative and regional bond markets 

fused with the national steps noted above to bolster the region’s collective 

resilience against the potentially depredatious challenges of global fi nance. 

Bilateral or minilateral free trade agreements (FTA), a large number of them 

with intra-Asian partners, have helped many East Asian countries to continue 

their reliance on exports, decrease unit production costs, and reinforce the 

competitiveness of regional production chains. Additionally, they allow econ-

omies to become more open to foreign investors and foreign products and 

less protective of domestic fi rms while still ensuring a powerful governmental 

role in selectively structuring the particulars of FTA openings. In such ways, 

government-business cooperation is less likely to be fractured than it might 

have been by more comprehensive trade, fi nance, and intellectual property 

liberalization. Intraregional trade has thus deepened and most East Asian 

economies now have other East Asian economies as their most important 

export destinations, a shift that has reduced short-term national and regional py
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reliance on the U.S. market while strengthening the economic and institu-

tional interdependence of countries throughout the region. 

 Contributing to the positive evaluations for East Asia is the fact that even 

as late as 2014, the GFC continued to dampen economic performances 

across much of Europe and the United States, despite the fact that the reces-

sion it triggered offi  cially ended in 2009 and despite stock market bursts in 

the United States, Germany, Ireland, Iceland, and even Greece. Yet glittering 

stock market performances remained overshadowed by staggering levels of 

bad debt, combined with well below normal economic growth rates and un-

employment and income inequality rates that remained substantially above 

historical levels in at least a dozen countries. Europe staggered also under 

massive toxic debt levels in the range of US$1–2 trillion combined with the 

threat of sovereign debt crises in Greece, Spain, Portugal, and even Italy. 

Furthermore, the Eurozone was struggling to maneuver toward collective 

economic policies aimed at accommodating widely disparate levels of pro-

ductivity between its northern and southern segments even as it remained 

collectively cosseted by the straightjacket on monetary fl exibility imposed by 

the commitment to protect the single currency. The consequence has been 

widespread austerity and slow growth for much of Europe (Blyth 2013, 223). 

Finally, both the United States and Europe were fraught politically with bat-

tles over whether to create banking and fi nancial oversight mechanisms that 

would prevent a recurrence of the runaway irresponsibility of institutions 

“too big to fail” or too critical to the maintenance of the Euro not to require 

taxpayer rescue packages. 

 The United States and much of Europe were therefore still struggling, 

both politically and economically, to pull themselves out of the morass 

created by their fi nancial institutions fi ve years earlier. In the face of such 

troubles elsewhere, East Asia, if only by comparison, seemed redolent with 

economic resilience and broad political stability (except perhaps Thailand). 

It is thus easy to envision a scenario based on simple projections and to con-

clude that the problems in Europe and the United States combined with 

sustained growth in East Asia leave the latter region with excellent prospects 

to continue garnering ever larger shares of global GDP at the expense of the 

United States and the European Union, and as a consequence of such eco-

nomic successes to enjoy enhanced legitimacy for its current political systems. 

 Any such ceteris paribus projections must, however, quickly confront the 

reality that these linear projections rarely continue for very long, as can be re-

called from the triumphal projections about Japan’s economic future in the 

late 1980s, or those of America’s “dot.com” bubble in the early 2000s. More-

over, they are predicated on the assumption that any serious problems faced 

by East Asia will be successfully managed, an assumption that is at best ex-

ceedingly optimistic. As numerous chapters throughout the book have made 

clear, despite its present luster, East Asia faces a bevy of domestic political and 

economic hurdles while new and challenging problems are equally likely to py
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arise. Nor are international conditions likely to remain static and favorable 

either. The underlying political and economic strengths of the United States 

and Europe, for example, should not be glibly dismissed in the face of post-

GFC problems. Neither is the stability and resilience based on regionwide 

East Asian cooperation guaranteed. With this in mind it is possible to suggest 

at least two alternative and less upbeat scenarios that also hold a measure of 

plausibility.  

  Collapse around the Corner 

 Prior to the AFC, East Asian politics and economics were entwined in a posi-

tive spiral. Close business-government ties fused with rising production levels 

and an expanding global market to generate the “East Asian miracle.” Rapid 

economic growth in turn became a legitimating mantra regularly intoned 

by political leaders to enhance their popular support. And with V-shaped re-

coveries after the AFC, that positive political-economic cycle largely resumed 

and remains pervasive today. It forms an underlying premise behind the pre-

viously sketched “best case scenario.” 

 Yet a number of economic and political landmines appear to be “just 

around the corner” and short of astute near-term political and economic 

management, they could quickly unravel the positive relationship between 

politics and economics, thus toppling the region from its current perch. 

Three linked but analytically separable types of vulnerabilities demand 

attention—domestic economic problems, domestic political diffi  culties, 

and regional security challenges. Potential short-term hazards in all three 

loom large; individually or in combination they could quickly derail con-

tinued East Asian success. 

 Consider fi rst the economic challenges. Given its importance as a regional 

production hub, as the major trading partner of virtually all other East Asian 

economies, and as the long-churning engine of the region’s economic dyna-

mism, China is the likely place where economic challenges begin. 

 As Naughton notes, the basic policy directions taken by the Chinese 

leadership were diametrically opposite during the AFC and the GFC. In the 

former, despite suff ering only minimal direct eff ects from the crisis, except 

for eff orts to buff er the Hong Kong stock market from speculative attacks, 

Chinese leaders concluded that externally driven fi nancial crises could still 

pose problems that necessitated internal changes. As a result, the national 

fi nancial system was subjected to massive overhaul. Trillions of RMB in bad 

loans were written off  and the government pumped as much as 28 percent 

of GDP into the fi nancial sector, eventually inviting partnerships with over-

seas institutions and moving to list the now more solid institutions on the 

Shanghai and Hong Kong stock exchanges. In contrast, in response to the 

GFC, Chinese leaders strengthened their policy of reversing earlier market 

reforms adopted by the middle of the 2000s. As part of the 2008 G-20 eff ort py
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to stimulate the global economy following the fi nancial freeze-up, China 

put forward the largest stimulus package in its history, disbursing it mainly 

through the channels of the central and local governments. The economy 

soared but so did debt as local governments competed to push forward a 

variety of costly infrastructure projects (Pettis 2013). Moreover, China’s ex-

panding investment levels have generated overcapacity in multiple indus-

tries, including steelmaking, shipbuilding, and solar panel manufacturing. 

Government eff orts to rein in its post-GFC stimulus slowed GDP growth from 

its thirty years of double digit gains to a still respectable 7.6 percent in 2013 

(table I.1), but the country’s high debt levels remained a worrisome specter. 

Mann et al. (2013, 8–9) found China’s credit to GDP ratio to be 217 percent 

and even more ominous, its total credit has been expanding much faster 

than its GDP to the highest levels in East Asia, in eff ect indicating that ever 

greater levels of debt are needed to create a single unit of economic growth. 

 If China, as the spark plug of East Asia’s economic dynamism, confronts 

slower growth, particularly as the result of its high and rising debt levels, 

the number-two economy in the region, Japan, is not terribly well poised to 

take up the slack. Again, debt is a major problem. At 200 percent at the end 

of 2013, Japan has the developed world’s highest ratio of central and local 

government debt to GDP (MOF 2013c, 5). This debt has been the result of 

decades of slow growth, depressed government tax revenues, and a stream of 

fi scal stimulus packages. 

 To some extent, Japan’s debt reality is less worrisome than the absolute 

number might suggest. The net government debt is “only” 130 percent; total 

debt remains largely denominated in yen, limiting the threat of a sovereign 

debt crisis, and the current account has generally been positive. Moreover, 

as was noted earlier, following a landslide victory in December 2012, Prime 

Minister Abe’s widely touted “Abenomics,” with its promise to revive the 

economy by weakening the yen, increasing spending, ending defl ation, and 

promoting reforms, did indeed spur a jump in corporate profi ts, a slight but 

continuous increase in prices, and a stark rise in the stock market. 

 However, the trade balance, which supported the Japanese economy for 

many years when domestic consumption and investment stagnated, turned 

red in 2011 due fi rst to the triple disaster in Fukushima (Mann et al. 2013, 69–

71) and then to the surge of import bills caused by the decline in the value of 

the yen. By the end of 2013, Japanese GDP growth had slowed; energy costs 

were soaring as the result of widespread shutdowns in the nation’s nuclear 

plants; government policies showed little real evidence of major structural 

reforms, the key third arrow of Abenomics; and the country faced an im-

pending drag on its growth as the consumption tax was raised in April 2014. 

Moreover, high debt levels continued to absorb nearly one-quarter of the 

country’s annual budget, diverting government resources from more pro-

ductive and risking, in the words of  Der Spiegel , turning Japan into “the next 

Greece” (Seith 2013). py
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 China and Japan are by no means the only countries in the region facing 

substantial debt and leveraging problems. Korea, Hong Kong, and Singa-

pore also fl ash red for their high debt levels, while Hong Kong, Indonesia, 

and Thailand are rife with extremely high growth rates in their debt to GDP 

levels (Mann et al. 2013, 8–10). The specifi c culprits in these diverse debt 

bubbles diff er from country to country. In Vietnam and China, the heaviest 

debt burden arises from state-owned enterprises (including local develop-

ment corporations in China). Banks in Malaysia and Thailand meanwhile 

are particularly vulnerable to the buildup in household borrowing due to 

rapid growth in debt, relatively low incomes, and banks’ signifi cant exposure 

to auto, personal, and unsecured loans, which tend to have a higher risk of 

default. Household debt levels are also high in Singapore and South Korea 

(Brereton-Fukui 2013). Despite such diff erences in the sources of debt, how-

ever, the commonality across the region is rising debt and, more worryingly, 

the escalating amount of debt needed to generate additional GDP. In combi-

nation, these suggest that the underlying economies of many of these coun-

tries are less solid and resilient than would be implied by rapid rises in GDP. 

 Some of the rising debt across the region, particularly in the household 

sector, is logical enough; as households become wealthier they tend to take 

on more debt. Moreover, global capital markets are awash in cheap liquid-

ity, driven most forcefully by the US$85 billion monthly being pumped into 

fi nancial markets by the U.S. Federal Reserve. In addition, most economies 

across the region continue to have positive current account balances, and 

Asian debt levels remain below those in Europe. Still, such high and rising 

levels of debt and overcapacity will necessitate delicate political steering, par-

ticularly as the U.S. Federal Reserve moves to reduce the levels of its quanti-

tative easing and “easy money” across the world begins to dry up. Certainly 

a slowing of growth across most of the region is almost inevitable and East 

Asian governments face the bigger risk that tightening liquidity too sharply 

will completely slam the brakes on overall growth. The avoidance of up-

ward interest rate adjustment will weaken their currencies and consequently 

strengthen infl ationary pressures. Equally important, reducing overcapacity 

in manufacturing will jeopardize employment levels. The result is likely to be 

a decline in popular support for governments that have long depended for 

their legitimacy on delivering high rates of economic growth, more jobs, and 

improved lifestyles. In brief, a host of economic problems, circling around, 

but not limited to, high and rising debt levels, present immediate and serious 

challenges to continued East Asian economic success. 

 The politics of negotiating these and other imposing economic hurdles 

will be diffi  cult. And the region is not devoid of additional domestic politi-

cal problems not explicitly linked to economics. Although most political re-

gimes in the region appear secure, China confronts some 180,000 popular 

protests annually and a steady game of internet censorship and surveillance- 

avoidance; both pose ongoing challenges to the tightness of CCP control py
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(O’Brien 2008). Social diversifi cation and political awakening, as the result 

of high economic growth, are the background conditions under which the 

top-down management of social and political issues can no longer work. 

Thus many East Asian countries including Thailand, Malaysia, Indonesia, 

and Korea also face a surge of new sociopolitical forces challenging the pri-

macy of the traditional probusiness coalitions and the implicit guarantees 

they provided of a close cooperation between governments and businesses. 

For instance, since the mid-2000s, Thailand has been undergoing a recurring 

set of street battles between red shirt supporters of Thaksin largely from the 

rural areas, and yellow shirt backers of the political establishment. 

 Furthermore, Pepinsky notes the numerous problems that continue to 

fester across island Southeast Asia, not least of which is corruption, a prob-

lem hardly absent in Thailand or Vietnam as well. And Naughton warns of 

the numerous challenges facing China, where corruption is supersized to the 

point that the families of top communist leaders enjoy billion-dollar bank 

accounts, their children thrive on criminal immunity while being competi-

tively recruited by high fl ying investment fi rms, and local offi  cials engage in 

confi scatory land grabs. In short, a host of political trap doors could swallow 

up continued growth and political stability. 

 Still a third short-term set of obstacles to a “best case scenario” for East 

Asia lies in the arena of regional security. With few exceptions, state-to-state 

diplomatic and political relations across the entire region improved rather 

steadily from the 1980s until roughly 2010. For the most part, improved ties 

continued to be the case in Southeast Asia where Acharya (2009) goes so far 

as to suggest that ASEAN has become suffi  ciently adept at confl ict manage-

ment to allow the region to be classifi ed as a genuine security community, 

one in which state-to-state use of force has become highly unlikely (see also 

Ba 2009). Yet Southeast Asia’s reduction in state-to-state tensions is by no 

means paralleled by state behaviors of neighbors to the North. 

 Until roughly 2010, Northeast Asia also appeared to be moving toward 

greater security cooperation (Pempel and Lee 2012). Despite unresolved 

territorial contests and other geopolitical tensions, China, Japan and South 

Korea found a basis for cooperation in their increased economic interdepen-

dence; the Six Party Talks to address the North Korean nuclear challenge; an 

annual trilateral summit meeting that became institutionalized with an offi  ce 

in Seoul; the forging of a common investment treaty; and work on a trilat-

eral free trade pact that was active into 2012. Behind a regionwide charm of-

fensive (Kurlantzick 2007), Chinese leaders were pursuing a “peaceful rise,” 

while Japan took pride in its “Gross National Cool” (McCray 2002), and 

Korea extolled the cultural benefi ts of its K-pop and dramas. For all three 

countries, “soft power” was more frequently utilized than “hard power.” 

 That harmony was shattered over the next several years as North Korea 

carried out a sequence of missile and nuclear tests, sank a South Korean 
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corvette, and shelled the South Korean island of Yeonpyeong, leading to the 

fi rst civilian victims in North-South confl icts since the 1953 Korean armistice. 

While condemning the DPRK’s 2009 and 2011 nuclear tests, the Chinese gov-

ernment refused to assign any guilt to its North Korean ally on the latter two 

provocations. Jettisoning its prior charm off ensive, China continued to boost 

its military budget by roughly 10 percent per year; it dramatically expanded 

its maritime claims, including its presentation of a risible “nine dash line” 

that claimed virtually all of the East China and South China Seas as Chinese; 

and it took strong quasi-military actions to advance its claims over disputed 

territories in both of those waters. Further, its ships cut Vietnamese oil explo-

ration cables; it introduced a contentious Air Defense Identifi cation Zone 

(ADIZ) that overlapped with zones claimed by South Korea and Japan; and 

according to the US Navy, Chinese military vessels engaged in provocative 

actions toward US ships operating in international waters. 

 Further adding to the deterioration in relations, Japan, for its part, trig-

gered a territorial dispute with China by purchasing three islands previously 

in private hands, thus triggering a cut-off  in rare earth exports from China, 

the arrest of four Japanese businessmen, a series of well-coordinated anti-

Japanese protests in dozens of Chinese cities, as well as a steady infusion 

of Chinese vessels into waters claimed by Japan. And with the return to of-

fi ce of a conservative government headed by Abe Shinzo, Japan escalated its 

own nationalism and xenophobia by producing a steady diet of denials of 

Japanese responsibility for aggression or offi  cial promotion of sexual slavery 

during World War II, making ongoing claims to islands under South Korean 

administration, revising history textbooks, promising to revise Japan’s “peace 

constitution,” and making offi  cial governmental visits to the controversial 

Yasukuni Shrine. South Korea did its part to fuel the fi res in the run-up to the 

2012 elections as outgoing President Lee Myung-bak made an offi  cial visit to 

islands contested by Japan and Korea (Dokdo/Takeshima), and his successor 

Park Geun-hye joined Chinese premier Xi Jin-ping in refusing to meet Abe in 

any offi  cial or semioffi  cial forum. 

 This rise in tensions was at least partly the consequence of each leader 

playing to his or her domestic base, castigating neighboring countries as 

threats to national security. But artifi cial theater or not, the escalating ten-

sions resulted in a freezing of numerous top level meetings among the 

three countries, including the halting of the Trilateral Summits; the halting 

of negotiations on the trilateral trade pact; and to a cessation of security 

cooperation and intelligence sharing by purported allies Japan and South 

Korea. Although China and South Korea continued to explore a bilateral 

FTA, China-Japan trade which had dropped 26 percent between July 2012 

and February 2013 (Katz 2013b) further contracted by 5.1 percent in 2013 

( Asahi Shimbun,  evening edition, January 10, 2014). The rapid deterioration 

in geopolitical relations in Northeast Asia could not only weaken bilateral 
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economic relations but could also challenge the regional linkages so critical 

to sustained regional growth as well as the mechanisms specifi cally instituted 

to defend against a new global crisis.  

  Lost Decade Ahead? 

 Even if East Asian governments and their economies manage to clear such 

short term hurdles on issues like debt, overcapacity, political instability, and 

geopolitical tensions, they face at least three longer-term problems that could 

haunt them over the next decade or longer. These involve demographic chal-

lenges, increased demands for social spending, and the challenges of transi-

tioning from models of political economy that previously worked but whose 

future potential is limited. 

 Dangerous demographic challenges lie ahead for a number of countries 

in East Asia. In the early years of their economic growth spurt, most East Asian 

countries benefi ted from a demographic boom—a large working population 

and high birth rates combined with a limited elderly population. But eco-

nomic gains led to reductions in childhood births and increased life spans, 

meaning that family sizes tended to shrink and population pyramids that 

once were bulky in the below forty to forty-fi ve years age range thinned out. 

 Japan, which in 1990 saw only 12 percent of its population over sixty-fi ve, 

saw that percentage jump to 23 percent in 2010, and that is projected to rise 

to 28 percent in 2020 (this is compared to 16 percent in the US, 20 percent 

in both France and the UK, and 23 percent in Germany) (World Bank 2014; 

Japanese Ministry of Internal Aff airs and Communications 2010). Alterna-

tively viewed, in 2013, a baby was born every 31 seconds in Japan while some-

one died every 25. This meant a yearly drop of 244,000 in Japan’s population. 

The result is a shrinking as well as an aging population (Warnock 2013). 

 South Korea and China are poised to follow in Japan’s demographic foot-

steps. In China’s case, this would mean a population that became old be-

fore it had become rich. Vietnam, Thailand, and Singapore, among other 

countries in Southeast Asia, confront similar demographic time bombs. 

Even in youngish Indonesia, the aging population will rise quickly after 

2020–30. Overall, in Northeast Asia, the fertility rate dropped from 4.7 to 

1.7 between 1970 and 2008. Southeast Asia is now only slightly behind the 

north; the region’s total fertility rate has fallen from 6.0 to 2.3 in the same pe-

riod. Meanwhile, life expectancy has risen from fi fty-eight to seventy-two for 

Northeast Asian males and from forty-six to sixty-eight for males in Southeast 

Asia (Hugo 2008, Appendix 1). 

 Benefi cial as such changes may be for individuals and families no longer 

confronting multiple childhood deaths and short life spans, the situation 

poses a daunting problem for national political economies since fewer and 

fewer workers are contributing to production and paying taxes to support 
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ever larger numbers of the elderly and their costly retirement pensions and 

health care. The cumulative consequence for much of the region is that un-

less the demographic time bomb is addressed—through migration, higher 

retirement ages, jobs retraining, and the like—the greater the diffi  culties in 

sustaining moderate to high levels of economic growth. 

 A second potential medium-term impediment to sustained growth and 

political quietude arises with increased demands for popular (and costly) 

public social programs. The economic successes achieved by most of East 

Asia prior to the AFC was often initiated and led by authoritarian govern-

ments that were able to insist on short-term sacrifi ces by their citizens by 

promising longer-term benefi ts. Governments could also count on tradi-

tional family and village solidarity to assist the elderly, unemployed, or ill. 

Democratization in Taiwan, South Korea, Indonesia, and Thailand and en-

hanced citizen pressures in Malaysia have created a broader need for govern-

ments to legitimate their rule by delivering popular benefi ts. This has made 

it more diffi  cult to rely on past promises of future benefi ts or traditional 

social models to defl ect the rising demand for increased government social 

programs. In the wake of the AFC, even longstanding conservative govern-

ments confronted enhanced popular pressures to expand their support base 

by creating or bolstering policies for social spending. The AFC pushed these 

countries as well as others to further enhance redistributive policies in eff orts 

to recoup some of the popularity their governments had lost due to crisis-

driven austerity measures. 

 With its much longer history of postwar democracy, Japan again proved 

to be the precursor of popular social programs and their impacts on public 

fi nance. As Tsunekawa notes, postwar Japan, in contrast to most countries 

that were under more authoritarian regimes as they grew, advanced its indus-

trialization under a full and functioning democracy. This led it to develop a 

range of welfare programs that started as early as around 1960 and expanded 

in the 1970s, all under the same conservative government. Although Japa-

nese policymakers sought on numerous occasions to roll back increasingly 

costly programs, most remain intact, and in the 2009 and 2012 campaigns 

both parties outdid themselves in their eff orts to secure voter majorities by 

outbidding one another with lavish promises of government largesse. 

 Welfare programs typically focused on health care, unemployment insur-

ances, and aid to the poor. These were introduced or expanded in Korea, 

Taiwan, and Thailand as these countries began to experience democratiza-

tion in the late 1980s or early 1990s (Haggard 2008). In 2008, the Philippines 

put in place a conditional cash transfer (CCT) program designed to identify 

and target poor households, and as of July 2011, 5.2 million poor households 

were identifi ed, of which 2.3 million were enrolled in the CCT. In 2014, Indo-

nesia introduced the world’s largest single-payer health care system, which is 

to cover the whole nation by 2019. Few of East Asia’s economic success stories 
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have been able to shunt aside citizen demands for increased benefi ts and a 

more comprehensive social safety net (relatively rich Singapore is perhaps 

the most conspicuous exception). 

 The central point here is simply that political demands for greater distri-

bution are being expressed across virtually all countries in East Asia. It will 

thus become ever more diffi  cult for governments across the region to rely 

simply on annual increases in GDP as their claim to legitimacy. All will be 

under pressure to reduce the resources they devote to investment and infra-

structure and to increase the amounts given over to social spending. 

 Still a third type of medium-term problem looms on the horizon, namely 

the diffi  culties associated with letting go of past economic development 

strategies that once worked but are unlikely to achieve still higher economic 

levels. East Asian countries will all face the continual challenge of bringing 

about ongoing technological upgrading and enhanced effi  ciencies in the 

labor and capital markets; failure to do so will surely slow down their growth 

rates. 

 Institutional change is clearly diffi  cult and path dependency and policy 

stickiness tend to persist. Thus, although the Korean  chaebol  came under 

harsh attack by the Kim Dae-jung government, most rode out the eco-

nomic and political storms by disinvesting from unprofi table businesses 

and drastically reducing their debt-equity ratios, leaving them to continue 

as the leading actors of economic development of Korea. Their positions 

were bolstered further by the return of the conservative pro-chaebol   govern-

ments of Lee Myong-bak and subsequently Park Guen-hye Meanwhile, with 

the fi nancial reform process left largely to the private sector in Thailand, 

big banks successfully circumvented extensive foreign intrusion and main-

tained their infl uence on the economy and the government. In Malaysia, 

pro- bumiputera  institutions were only slightly weakened by the AFC and subse-

quent reforms, and even following Indonesia’s political democratization, the 

 business-politician nexus continued to be infl uential, although, as Pepinsky 

points out, it was much more diff used and decentralized. Despite some rising 

voices for more market-oriented reforms, state-owned enterprises and banks 

survived in China and Vietnam as strong market players even though they 

suff ered short term challenges in the immediate aftermath of the AFC. 

 Japan is a particularly nettlesome reminder of the diffi  culties associated 

with bringing about sweeping institutional change from patterns that no lon-

ger work. By the 1990s, Japan had entered the phase where technological 

breakthroughs were needed if fi rms were to continue producing profi table 

and marketable products (Yamamura and Streeck 2002). Borrowing the dis-

tinction made by Hall and Soskice (2001, 38–41) on the nature of technolog-

ical development, Japan’s and East Asia’s other highly developed companies 

are fi nding it collectively more diffi  cult to make the transition to break-

through innovations and away from the incremental improvements using 

imported technologies that for so long suffi  ced to ensure constant growth. py
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 It is not as though reforms are impossible. For instance, the mutual or 

long-term stockholdings among companies and banks in the same busi-

ness group, SMEs working as subcontractors for big manufacturers, and the 

share of regular (long-term) employment, which were all the backbone of 

the developmental state, declined signifi cantly by the end of the 1990s (see 

also Pempel 1999b). The broad aim was to transform a highly regulated, but 

often opaque, bank-oriented fi nancial system into one that was more trans-

parent and market based. Yet the Japanese case is far more demonstrative of 

the ability of the powerfully placed to resist change. As Tsunekawa’s analysis 

also shows, the country’s politics has rarely made a clear break from the past 

in favor of new directions, but rather it refl ects an ongoing layering of new 

approaches and programs on top of old patterns, the result of which has 

been a stymieing of Japan’s economic transformation. And as noted above, 

as of early 2014, Abenomics showed few indications of successfully initiating 

structural reforms. 

 Such political resilience can of course be an economic positive as was 

shown in Taiwan. There, when the opposition Democratic People’s Party 

(DPP) took offi  ce under President Chen Shui-bian in 2000, it set out on a 

politically motivated course of reforms designed to inject DPP loyalists into 

power positions while also advocating looser fi nancial regulation to soften 

existing tight fi nancial oversight. Yet such eff orts ran into considerable bu-

reaucratic, business, and fi nancial counterpressures limiting Chen’s capacity 

to eff ect the neoliberal changes he sought. Especially important, the author-

ity of the central bank remained intact. And with the return of the KMT gov-

ernment in spring 2008 large portions of the prior tight regulatory regime 

were strengthened to the benefi t of the economy. 

 The case of Taiwan demonstrates that neoliberal measures  a la Anglo-
Saxon  may not be the optimal solution for East Asian countries. Still, funda-

mental rebalancing among various market players and the government, with 

concomitant changes from past approaches and institutions, are likely to be 

needed if Japan and other industrially advanced countries in the region are 

to further advance and if certain Southeast Asian countries like Thailand, 

Malaysia, and Vietnam are to escape “the middle income trap” by upgrading 

the nature of their technological innovations. 

 The East Asian countries are likely to be further pushed to deepen mar-

ket reforms directly or indirectly by the United States and the European 

Union with which they maintain highly interdependent relations. First, al-

though the rejection of extensive protectionist measures in North America 

and Europe helped the swift recovery of East Asian economies during the 

GFC, the weakening competitiveness of the economies of the United States 

and EU countries may push them to be more sensitive to the exchange-rate 

policy, competition policy, and trade impediments in East Asia. Their govern-

ments are likely to demand broader market opening in their FTA negotia-

tion with the East Asian countries. Such direct political pressure aside, the py
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continuation of the current development pattern of the East Asian countries 

based on a large export market in the United States and Europe could be 

counterproductive in the long run. As demonstrated by the GFC, the world 

economy is now so interdependent that the excessive trade surplus of the 

East Asian countries could result in huge capital-account surplus in the form 

of accumulated debts on the American and European sides. These debts can 

lead to the recurrence of devastating fi nancial crises and the precarious re-

sponse based on their own debt accumulation in the East Asian countries. 

 In short, to deal with the aging of their societies, to cope with enhancing 

popular demands for better social welfare, and to explore new approaches 

for sustained growth, East Asian countries may face the challenge to undergo 

deep institutional reformulations of their political economies. However, 

countries rarely, if ever, assess the present as if it were a blank slate. They go 

through a continual process of evolution, as demonstrated so convincingly 

by Sven Steinmo (2010), as well as by America’s political inability or unwill-

ingness to scrap its ineffi  cient system of health care in favor of the proven 

eff ectiveness of some version of a single-payer system. Specifi c policies are 

enmeshed in and interdependent with other cognate policies as well as on 

entrenched institutions (Pierson 2002; Steinmo, Thelen, and Longstreth 

1992; Thelen 2004, inter alia). Changing, say, monetary policy cannot be 

easily decoupled from policies concerning taxes, budgets, or employment. 

Nor can such changes be easily decoupled from the existing banking and 

fi nancial structures. The implications of this for the future, of course, remain 

ambiguous. But in the eff ort to move from what worked in the past to what is 

likely to work in the future, we can by no means count on a set of governing 

philosopher-kings to quickly move those countries in new and more suitable 

directions. 

 While recent data provide strong evidence that East Asia is an economically 

vibrant region, several reasons remain to caution against excessive optimism 

about the short- and medium-term prospects of its economies. Unbridled 

optimism or pessimism in the face of any country or region’s economic for-

tunes should be tempered by the realization of how quickly these fortunes 

can change. Thus the AFC hit the region only four years after the publication 

of the fi rst  East Asian Miracle . And despite predictions of doom and gloom 

for the United States in the face of Japan’s seemingly unstoppable success in 

the 1980s, as well as that following the “dot-com” collapse, the U.S. economy 

again soared to new heights, even to the extent of the “irrational exuber-

ance” that preceded the Global Financial Crisis. Between 2003 and 2007, tiny 

Iceland went through “the most rapid expansion of a banking system in the 

history of mankind,” making it “Wall Street on the Tundra” in Michael Lewis’ 

apt term (2011, 2); in less than a year its fi nancial system was a total shambles. 

To the extent that we may collectively wish for a second East Asia miracle 

or a “best case scenario” for the region, we have pointed out the signifi -

cant medium- and longer-term impediments that could prevent successful 
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crisis management, structural changes, and adjustments in strategy needed 

to bring about its actualization. 

 Additionally, we need to acknowledge that while they may prove resilient 

to global capital fl ows, the economies of East Asia may eventually succumb to 

other underlying vulnerabilities to economic globalization, not the least chal-

lenging of which is their continued dependence on a vigorous global market 

for their exports. Should the United States and Western Europe continue to 

struggle economically or should global demand plummet, East Asian govern-

ments are likely to face diff erent challenges to their previously demonstrated 

economic resilience levels. 

 East Asia is today so much better off  than it was twenty years ago—more 

rich, more technologically sophisticated, more globally competitive, and 

more democratic. Even if problems do slow down absolute growth, the 

lifestyles of East Asians are now vastly superior to what they once were. Nu-

merous OECD countries have shown that it is possible to grow at less than 

blistering rates and still deliver comfortable and rewarding lifestyles for their 

citizens. That could well be a lesson to growth-obsessed East Asian policymak-

ers. However, even slower growth at high levels of individual productivity 

requires astute political management domestically, regionally, and globally. 

Higher levels of growth and transformation in the face of the short-term and 

long-term hurdles on the horizon for East Asia will surely pose even more 

daunting challenges.     
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