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The 1990s were characterized by severe turbulence in the global economy.

Economic and financial crises occurred in Latin America, Middle and Eastern Europe

and Asia. This analysis distinguishes between the two socioeconomic criteria

“transitional” and “emerging” region. Transitional countries are former centrally planned

socialist economies and emerging countries former agricultural-oriented classical

developing economies with mostly a history of military or some other kind of autocratic

dictatorship. The resources for the analysis are data sets regarding investment, exchange

rate behavior, government finance, international liabilities of monetary authorities and

inflation. The study reveals macroeconomic patterns associated with economic

development in each socioeconomic region. It is shown that similar patterns are

responsible for successful and non-successful performance in each region. A comparison

of different regions shows many parallels between emerging economies, but only little

similarity between transitional economies.
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CHAPTER I

INTRODUCTION

The Problem

The 1990s were characterized by severe turbulence in the global economy.

Different economies with different socioeconomic histories and regional residences ran

into crises. On the one hand, crises occurred in countries with a socioeconomic history of

socialism preceding the start of the development process. These are the so-called

transitional economies. On the other hand, crises also occurred in countries with a

socioeconomic history of a military or autocratic dictatorship. These are mostly classified

as emerging economies. Both terms are usually specified with regional identifiers.

According to these customs, this thesis is about emerging and transitional economies in

Latin America, Asia and Middle and Eastern Europe.

When looking at different regional clusters an interesting phenomenon is

observable. Despite almost identical socioeconomic histories in transitional Middle and

Eastern European countries and in emerging Latin American countries, there are some

economies within each cluster that grew significantly faster than others. A similar

phenomenon applies for emerging Asian economies. Even though emerging Asian

economies are often considered as having taken the same path of economic development,
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there have been slight differences, which could be key when it comes to explaining why

some Asian economies were hit harder by the recent Asian Crisis than others.

But what are the differences? Which macroeconomic patterns guide a successful

country and which guide a non-successful one? Do booming economies and suffering

economies move hand in hand in regions with the same socioeconomic history? As can

be seen, there are many questions that the 1990s have created that demand an answer.

The 1990s have shown that different countries emphasize differently certain tools

of the portfolio of economic policy. And obviously, some policy instruments are better

than others. Thus, today economists have the chance to learn from reviewing a decade of

economic turbulence and to advance their understanding of economic development.

However, the potential gains of such a comparative analysis will be even greater in the

future than can be realized now. Often, economists are just like hungry cooks who start to

eat from the pot even if some ingredients still need to be added. This is the result of time

lags between economic events and the publishing of corresponding data. Another

problem arises from the validity of the data, which for some countries can be doubted.

Therefore, the exploratory and descriptive nature of this study has to be explicitly

emphasized.
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The Structure of the Thesis

Chapter II introduces briefly the countries in Asia, Latin America and Middle and

Eastern Europe that are analyzed. Chapter III discusses the kind of data on which the

analysis is based. Chapter IV through Chapter VII explores the macroeconomic patterns

of economic development in Latin America, Middle and Eastern Europe and Asia and

attempts to identify policy differences that may help to explain varying economic

performances. Chapter VIII discusses and summarizes the findings.
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CHAPTER II

ASIA, LATIN AMERICA, AND MIDDLE AND EASTERN EUROPE

IN THE 1990S AT A GLANCE

Some Methodological Remarks

This chapter introduces the countries in the four clusters and categorizes them

according to the successfulness of each developing economy. This is a difficult task. No

homogenous concept can be applied for any socioeconomic-regional cluster. Transitional

economies have to be evaluated differently than emerging economies, and different

criteria have to be applied to different regions. Because the primary focus of this chapter

is to introduce the economies analyzed, placements regarding their developing process

are preliminary and might be corrected later in the analysis. The following placement

rules, however, are useful to provide a first impression:

1. Emerging Latin America

“Most-recent indicators approach.” The 1990s have been a dynamic period for

Latin-America. Some economies performed very well, others ran into crisis and

recovered successfully, and others just stagnated. Whether an economy is successful or

not can best be preliminary judged by using the most recent economic indicators. By

doing so, the straightforward fast-growing economies and the ones that successfully

overcame a temporary crisis can be identified.
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2. Transitional Middle and Eastern Europe

J-valley approach. The J-valley approach posits a temporary decline of real GDP

at the beginning of the transitional process as a result of institutional changes but expects

GDP, like described by the shape of a “J”, to increase again after several, undetermined

periods.
1

3. Transitional Asia

When looking at transitional Asia, no placement rule of thumb could be applied

and it is not necessary to do so. This cluster only covers China, Laos and Mongolia.

Because China and Laos have been undergoing economic transformation for a longer

period than Mongolia, the J-valley approach could be applied for Mongolia but not for

China and Laos. However, according to the data provided it becomes apparent – at first

sight - that all three economies are rather successful transformers. Unfortunately, enough

data for other transitional economies such as Vietnam or Myanmar are not available.

4. Emerging Asia

Crisis-Analysis Approach. The Asian Crisis, which began in 1997, actually

transformed most of the emerging Asian economies into crisis economies. An exception,

however, is Singapore.

1 The J-valley approach is a different concept than the J-curve effect. The J-curve effect describes

the phenomenon that after a currency depreciation current account deficits still worsen for a

certain period (one to two years) and then begin to improve.
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Emerging Latin America at a Glance

Emerging Latin America covers the following countries: Argentina, Brazil,

Bolivia, Chile, Colombia, Ecuador, Mexico, Paraguay, Peru, Uruguay, and Venezuela.

Table 1 provides a first impression of those 11 countries.

Table 1: Emerging Latin America at a Glance

Country Average Growth

Rate of Real GDP

per Capita (Percent)

1992-1996

GDP

Per Capita

in 1996

US$

Most recent two-

years spanning

average aggregate

growth rates

Year(s)

with

negative

growth

Argentina

Brazil

Bolivia

Chile

Colombia

Ecuador

Mexico

Paraguay

Peru

Uruguay

Venezuela

3.6

1.9

3.9

6.9

2.9

0.8

-0.18

0.22

3.7

3.6

-1.3

8,446

4,909

949

4,800

2,424

1,627

3,411

1,923

2,547

5,976

3,095

6.4 (96-97)

3.5 (95-96)

4.2 (96-97)

4.9 (9-6-97)

3.9 (95-96)

2.6 (95-96)

6.1 (96-97)

3.0 (95-96)

4.9 (96-97)

5.2 (96-97)

2.4 (96-97)

1995

None

None

None

None

None

1995

None

None

1995

1994,1996

Source: IMF and author calculations.

As Table 1 shows, Chile, Peru, and Bolivia had the highest growth rates among

the non-crisis economies.  Among the economies that had experienced a temporary crisis

during the mid-1990s Mexico and Argentina recovered the most impressively. Thus, as

the analysis proceeds it is expected to find differences between the group of successful

economies (Chile, Peru, Bolivia, Mexico, and Argentina) and the group of comparably

stagnating economies (Brazil, Colombia, Ecuador, Paraguay, and Venezuela).
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Transitional Middle and Eastern Europe at a Glance

Transitional Middle and Eastern Europe covers the following countries: Belarus,

Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Russia,

Slovakia, Slovenia, and Ukraine. Table 2 introduces those 13 countries.

Table 2: Transitional Middle and Eastern Europe at a Glance

Country Average Growth

Rate of Real GDP

per Capita (Percent)

GDP per

Capita

in 1996 US$

Year when

leaving the

“J” Valley

Belarus

Bulgaria

Czech Republic

Estonia

Hungary

Latvia

Lithuania

Poland

Romania

Russia

Slovakia

Slovenia

Ukraine

-14.3 (92-94)

-9.0 (89-96)

3.6 (94-97)

-3.2 (92-96)

-1.3 (89-96)

-1.1 (93-97)

-12.0 (92-96)

0.7 (89-96)

-2.9 (89-95)

-9.2 (92-96)

5.9 (94-96)

4.7 (94-95)

-14.4 (92-96)

1,064

1,175

5,470

2,980

4,400

1,024

2,127

3,484

1,554

2,853

3,497

10,191

872

-

-

1994

1994

1994

1994

1994

1992

1993

-

-

-

-

Source: IMF, Gwartney, J. and Lawson, R. (1997), Tradecompass, and author

calculations.

Table 2 shows that the Czech Republic, Slovakia, Hungary, Poland, Slovenia,

Estonia, Latvia, and Lithuania have either reached the increasing part of the “J” or never

contracted during the periods considered (see years in parentheses in Table 2). Bulgaria

and Romania are more difficult to evaluate as will be seen later. An economic

catastrophe, however, took place in Russia, Ukraine and very likely Belarus. According
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to Gwartney and Lawson (1997), at least Russia and Ukraine have been economically

contracting each year during the 1990s.
2
 There are no convincing indicators that made

Belarus look much better than Russia or Ukraine.
3

Transitional Asia at a Glance

Transitional Asia covers China, Laos, and Mongolia (see Table 3).

Table 3: Transitional Asia at a Glance

Country Average Growth

Rate of Real GDP

per Capita (Percent)

GDP per

Capita

in 1996 US$

China

Laos

Mongolia

11.5 (92-97)

7.0 (92-96)

-1.0 (92-96)

677

1,856

971

Source: IMF and author calculations.

The reform process began in China in 1978, in Laos in 1986, and in Mongolia in

1991. From a political point of view, China and Laos are top-down transformers, which

means that the transformation process is the design of the “communist” one-party

dictatorship. Mongolia, on the other hand, allows political participation by its people and

is, therefore, a bottom-up transformer.

2 Compare Gwartney, J. and Lawson R. (1997), pp. 162 f. and pp. 190 f.
3 Official statistics from Belarus report a 5-percent rise in GDP for 1996 and a 10-percent rise for

1997. For a brief discussion regarding the doubts of the reliability of these data from Belarus

compare Bird, C. (1998) and Marples, D. (1998).
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In this regard, Mongolia can be compared to the Middle and Eastern European

transformation concept. Another similarity between Mongolia and other successful

transformers in Middle and Eastern Europe is the observable J-valley effect.

Emerging Asia at a Glance

Emerging Asia covers the countries of Indonesia, Korea, Malaysia, Philippines,

Singapore, and Thailand. Table 4 provides a first impression of those 6 countries.

Table 4: Emerging Asia at a Glance

Country Average Growth

Rate of Real GDP

per Capita (Percent)

1992-1996

GDP per

Capita

in 1996 US$

Indonesia

Korea

Malaysia

Philippines

Singapore

Thailand

7.3

7.1

8.7

3.7

8.6

7.9

1,146

10,534

4,690

1,151

25,167

3,022

Source: IMF and author calculations.

As Table 4 shows, emerging Asia indeed looks like a miracle. However, part of

the miracle obviously must be attributed to widespread “bubbles” that began to burst in

the fall of 1997. Regarding the data available at the present, it can be stated, however,

that at least Singapore was not severely hit by the crisis. Exploring the differences

between Singapore and the rest of the region might reveal some interesting patterns.
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CHAPTER III

DATA ANALAYZED

Introduction

This study explores the differences in economic performance in each regional

socioeconomic cluster. Of course, such a study would not make any sense without

theories at hand that allow a judgement on whether or not a certain indicator reflects

stability and positive perspectives. Because of the broad nature of this analysis and

constraints regarding the supply of comparable data, a limited number of indicators are

applied.

The Role of Investment

Here, the ratio of investment as a share of the GDP is examined. Classical

economic growth theory suggested that an increase in investment pushes economic

growth.
4

4 For an overview of economic growth theory compare Solow, R. (1956), pp. 65-94. A textbook

discussion of Solow’s can be found in Mankiw, G. (1997), Chapter 4.
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Current Accounts, International Liquidity and Exchange Rates

The combination of current accounts, international liquidity and exchange rates

will be analyzed with respect to whether a country’s exchange rate tends to represent

appropriately the real strength of its economy abroad. The less the foreign value of a

currency provides a manipulated picture of an economy, the more it will contribute to

successful economic development. Judgments about whether or not an exchange rate is

overvalued or undervalued depend on many factors like political stability, banking

regulations, and trade agreements. It is not feasible to take all potential factors into

account. However, a general trend can be derived from the analysis of current accounts

and international liquidity. If current account deficits are not balanced by capital inflow,

either depreciation will result or the central bank has to buy its own currency in order to

counteract depreciation pressure.
5

Government Finance

Does a nation’s budgetary balance affect economic growth? In classic

macroeconomic theory, budget deficits lead in the short run to rising interest rates,

declining investment activity, currency appreciation, and a trade deficit.
6
 Furthermore,

budget deficits are often the prelude to inflation if central banks are not independent.

5 This is known as the balance of payments theory. Compare Walter, I. (1975), pp. 320 f.
6 Whether or not a budget deficit is bad is disputable. Compare also the brief discussion of “How

big a problem are government budget deficits?” in Mankiw, G. (1997), pp. 501ff.
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International Liabilities of Monetary Authorities

What is the risk-potential associated with a country’s international banking

activities? A low ratio of total liabilities to international reserves makes a country less

likely to become a sensitive victim of speculative panics or a bank run.
7
 The same holds

true if no sudden and strong increases in liabilities occur.

Inflation

The less a country is able to guarantee price stability the more friction occurs on

the market for funds. Price stability is a crucial component of economic development and

a necessary prerequisite to create confidence in a country’s economic policy.
8

7 A brief discussion of the causes and costs of a bank run can be found in Hubbard, G. (1997),

pp. 347 f.
8 The economic impacts of inflation are discussed in any standard macroeconomic textbook. See

e.g. Mankiw, G. (1997), Chapter 6.
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CHAPTER IV

MACROECONOMIC PATTERNS IN EMERGING LATIN AMERICA

Introduction

This section asks why, towards the end of the mid-1990s, Chile, Bolivia, Peru,

Argentina, and Mexico performed economically much better than Venezuela, Brazil,

Paraguay, Ecuador, Uruguay, and Venezuela.

Analyzing Investment

Table 5 summarizes investment as a share of GDP and economic growth rates in

the corresponding year. The numbers in the first row of each country-row are the

investment/GDP ratios (I/GDP), and the numbers in the second row are the aggregate

economic growth rates (Growth).

The countries with the greatest average aggregate growth rates are Chile, Peru,

Argentina and Colombia. Chile and Peru increased their investment share of GDP almost

continuously during the study period. Argentina followed this same pattern until its crisis

in 1995. However, after the crisis, Argentina returned to the economic growth path with

increasing investment/GDP ratios. Colombia continuously increased its investment

willingness between 1992 and 1994 and grew at an average rate of 5 percent during this
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period. Beginning in 1995, investment/GDP ratios decreased again as did economic

growth. In 1996, Colombia’s economic growth rate was only 2.1 percent.

Table 5: Investment as a Share of GDP and Aggregate Growth in Latin America

92 93 94 95 96 97 Average

Aggregate

Growth Rate

Chile I/GDP

Growth

23.8

12.3

26.5

7.0

24.1

5.7

25.8

10.6

26.6

7.4

26.9

7.1 +8.35

Peru I/GDP

Growth

16.6

-1.8

18.6

6.4

21.9

13.1

24.4

7.4

23.3

2.5

24.5

7.2 +5.8

Argentina I/GDP

Growth

16.7

10.3

18.4

6.3

20.2

8.5

17.0

-4.6

17.6

4.3

19.7

8.4 +5.5

Colombia I/GDP

Growth

17.2

4.0

21.2

5.4

23.3

5.8

21.9

5.8

19.4

2.1

-

- +4.6

Uruguay I/GDP

Growth

13.3

7.2

14.6

2.3

13.8

5.7

12.9

-2.4

12.6

5.0

12.8

2.5 +3.4

Brazil I/GDP

Growth

18.9

-0.9

20.8

6.0

22.1

4.9

22.3

3.9

20.7

3.0

-

- +3.4

Bolivia I/GDP

Growth

16.7

1.6

16.6

4.3

14.4

4.7

15.2

4.7

16.6

4.1

19.8

4.2 +3.1

Ecuador I/GDP

Growth

21.2

3.6

21.1

2.0

19.0

4.4

18.7

2.3

17.3

2.9

-

- +3.0

Paraguay I/GDP

Growth

22.9

1.8

22.9

4.2

23.4

3.1

23.9

4.7

23.6

1.3

-

- +3.0

Mexico I/GDP

Growth

23.3

3.6

21.0

2.0

21.7

4.4

19.8

-6.2

23.3

5.2

26.3

7.0 +2.7

Venezuela I/GDP

Growth

23.7

6.1

18.7

0.3

14.2

-2.3

17.9

3.7

16.1

-0.4

17.7

5.1 +2.1

Source: IMF and author calculations.

Uruguay, which also faced a recession in 1995, does not show a clear trend

regarding the role of investment before the crisis. Even after the crisis, no visible

upwards-trend regarding investment activity can be identified. Correspondingly,
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Uruguay’s post-crisis growth rates were much slower than Argentina’s. For the period

between 1992 and 1995, Brazil shows a steady increase in its investment/GDP rate and

grew between 1993 and 1995 at an average rate of almost 5 percent. In 1996 investment

as a share of GDP dropped by 1.6 percent and growth slowed down. At the end of 1998

Brazil ran into a severe crisis. Bolivia shows a clear trend to increased investment

willingness since 1994 and since then has become a fast growing economy. Ecuador

shows a clear trend towards decreasing investment willingness, and its growth rates

suggest a rather general slowdown. Paraguay’s changes in investment/GDP ratios

increased by 1 percent from 1993 to 1995, leading to an average growth rate of 4 percent

for the same period. In 1996 Paraguay’s investment/GDP ratio dropped by 0.3 percent

and the economy only grew by 1.3 percent.

In 1995, Mexico experienced a severe recession after almost continuously

decreasing its investment willingness. However, during the following two post-crisis

years, the investment/GDP ratio was increased by 3.3 percent on average and Mexico

became the third-fastest growing economy in Latin America between 1996 and 1997.

Between 1992 and 1996, Venezuela’s investment/GDP ratio was generally declining and

average annual growth rates equaled 1.5 percent. In 1997, Venezuela increased its

investment ratio by 1.6 percent and aggregate GDP grew by 5.1 percent.

Referring to the classification of successful and non-successful emerging

economies in Latin America, it can be concluded that a large increase of investment as a

share of GDP contributed considerably to economic growth in Chile, Peru, Bolivia, and,

since 1996, in Mexico. However, Argentina remains a puzzling case at this point
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experiencing a great recession in 1995 after continuously increasing its investment

willingness.

The less successful emerging economies of Brazil, Colombia, Uruguay, Ecuador,

and Paraguay had shown either a decline in investment willingness or at least no

comparable increase in investment willingness when compared to the group of the

successful countries. A silver lining on the horizon, however, might be seen in the case of

Venezuela.

Current Accounts, International Liquidity and Exchange Rates

Table 6 shows that all countries except oil-abundant Venezuela run a current

account deficit, which at least partially increases the pressure on a currency. From a

market-oriented perspective, there is nothing wrong with depreciation as long as the

external value of a currency reflects the balance of payments mechanism. As in Table 5,

the countries in Table 6 are ranked from top to bottom with respect to average aggregate

growth rates with Chile the best and Venezuela the worst performing economy.

Latin American countries with low average (aggregate) growth rates lost

substantial international liquidity on at least one occasion. Essentially, there are two

explanations for a decrease in international reserves. First, the current account deficit

exceeds the inflow of funds registered on the capital and financial accounts. Second, a

country tries to counteract depreciation by buying its own currency in exchange for its

own reserves. Regardless of which scenario is responsible for the decline in reserves,

both have the same problem: the foreign sector challenges the credibility of a country
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because it has lost faith. Financial markets function as invisible judges for economic

policy.

Table 6: Current Accounts, International Liquidity and Exchange Rates in Latin America

Average

Current

Account

Deficit

(in percent)

Exchange Rate

Depreciation to

US$

(in percent)

Year(s)

When losing

Reserves

Percentage

loss in

reserves

Chile

Peru

Argentina

Colombia

Uruguay

Brazil

Bolivia

Ecuador

Paraguay

Mexico

Venezuela

-4.0 (92-97)

-5.8 (92-97)

-3.0 (92-94)

-3.4 (92-96)

-1.4 (92-97)

-0.9 (93-95)

-5.9 (92-97)

-4.4 (93-94)

-9.0 (93-94)

-6.3 (92-93)

+0.5 (93-94)

-28.3

-114.0

0.0

-36.6

-213.0

-2,769.0

-35.9

-14.5

-10.7

-0.7

-63.5

None

None

1995

1997

None

1997

None

1992,1995

1992,1996,1997

1994

1992-1995

-0.3

-0.9

-12.9

-11.7 (95)

-35.4 (96-97)

-75.0

-48.6 (92-95)

Source: IMF and author calculations.

Based on this conceptual understanding of financial markets, it can be said that

Chile, Bolivia, Peru, and Uruguay had enjoyed credibility on the financial markets. The

same actually holds for Argentina and Colombia, whose losses in international reserves

had been rather marginal.

The case of Mexico illustrates that the peso was strongly overvalued.
9
 The inflow

of capital during 1992 and 1993 exceeded the current account deficit by a considerable

9 Kildegaard, A. (1997) reviews the Mexican Peso crisis and discusses policy options that might

have counteracted the overvaluation of the peso before the crisis.
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margin. In other words, Mexico’s current account deficit was not financed by its own

reserves but by foreign credit. As long as international reserves do not change, and both

inflationary tendencies and interest rate expectations appear beneficial, which in Mexico

was the case at the beginning of the 1990s, there is no depreciation pressure. However, as

soon as productivity and corresponding price level differences are anticipated, exchange

rates will equalize those differences. Mexico’s continuous decline in investment during

the first half of the 1990s didn’t necessarily support increasing productivity expectations.

Correspondingly, in 1994 the capital inflow was much smaller than the current account

deficit, and Mexico lost 75 percent of its reserves. In 1995 the crisis reached its peak

when capital was leaving, and the Mexican peso depreciated by 90 percent to the U.S.

dollar. Beginning in 1996, Mexico returned to an economic growth path with increasing

investment/GDP ratios and an exchange rate policy more realistically reflecting the

balance of payments mechanism.

Argentina’s case can also now be explained. Contrary to Mexico, Argentina made

a commitment regarding exchange rate stability by establishing a currency board

(1 peso = 1 U.S. dollar). At first sight, the situations of both countries look very similar.

Both economies ran current account deficits, and both currencies appeared overvalued.
10

10 The overvaluation of Argentina’s peso is usually considered moderate. “Lower inflation rates and

expectations have enabled the government to maintain a fixed exchange rate and to tolerate

moderate overvaluation of the peso.” (U.S. Department of Commerce,1996)
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But Mexico and Argentina obviously received different judgments from the

financial markets. Apparently, financial markets lost faith in Mexico and bet on

Argentina. At least capital remained in Argentina whereas it fled from Mexico.

In order to keep capital in Argentina, deposit interest rates were increased from 8

percent in 1994 to 12 percent in 1995 and the lending rate from 10 percent to 18 percent,

respectively.
11

 Even though financial markets should not be personalized too much, the

case of Mexico looked like a punishment for bad economic policy and the case of

Argentina like a test to prove its commitment to monetary and exchange rate stability.

Less successful economies in Latin America, like Brazil, Venezuela, Ecuador, or

Paraguay, lack either such “rebound-effects” like in Mexico, or such a clear

“commitment” like in Argentina.

To summarize, it is concluded that a policy of exchange rate overvaluation does

not necessarily conflict with long-term economic growth. However, the likelihood that

financial markets will challenge an overvaluation policy seems to be very high.

Whenever such a challenge knocks on a country’s door, a temporary recession seems to

be unavoidable. The cases of Peru, Chile and Bolivia, however, suggest that – all other

factors being held constant and beneficial – currency depreciation is at least a good policy

to circumnavigate the risk of being challenged by the speculative attacks of financial

markets.

11 Compare the country table of Argentina in the appendix.
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Analyzing Government Finance

Low government deficits are expected to correlate with high economic growth

rates and vice versa. Table 7 shows that Latin America’s economic growth process

supports this theory.

Table 7: Budget Deficits in Latin America and Corresponding Average Aggregate

Growth Rates

92 93 94 95 96 Average

Deficit

Average

Growth

Chile 2.3 2.0 1.7 2.6 2.3 2.2 8.4

Argentina -0.5 0.0 -0.6 - - -0.6 8.4

Uruguay 0.6 -0.6 -2.8 - - -0.9 5.7

Peru -4.8 -2.7 -5.1 -1.3 2.4 -2.3 5.5

Colombia -3.3 -0.8 -1.8 -2.6 -4.2 -2.5 4.6

Bolivia -4.8 -3.3 -2.2 -2.4 -4.3 -3.4 3.9

Mexico 1.4 0.3 -0.7 - - 0.3 3.3

Brazil -3.8 -9.3 -6.8 - - -6.6 3.3

Ecuador 2.3 2.0 0.3 -0.9 -0.5 0.6 3.0

Paraguay 0.9 1.1 - - - 1.0 3.0

Venezuela -3.1 -2.3 -5.6 -3.6 1.0 -2.7 1.5

Source: IMF and author calculations.

Between 1992 and 1996, Chile grew at an average rate of 8.4 percent and

achieved, on average, a budget surplus of 2.2 percent each year. Before its crisis in 1995

Argentina also grew at an average rate of 8.4 percent and generally ran a balanced

budget. Uruguay had low budget deficit rates between 1992 and 1994, when it was

growing at an average of 5.7 percent. Among the top-performing economies between

1992 and 1995, Peru had the largest budget deficits. However, in 1996 Peru recorded the
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second highest budget surplus of the top-performing economies. Colombia’s record show

increasing budget deficits. Although between 1992 and 1995 Colombia grew at an annual

average rate of 4.6 percent, it has to be recalled that economic growth in Colombia

slowed down considerably in 1996. A similar pattern is observable in Bolivia.

During the three years preceding the crisis, Mexico created small budget surpluses

on average. Consequently, Mexico’s comparably low growth rates of 3.3 percent seem to

isolate decreasing investment even more as a main problem. Brazil is the country with the

highest propensity towards budget deficits. The recent economic and financial problems

that hit Brazil, beginning at the end of 1998, likely can be explained by Brazil’s failure to

manage its budgets.
12

Similar to Mexico, both Ecuador and Paraguay created, on average, rather small

budget surpluses but failed to create investment willingness. Finally, Venezuela tended to

create both high budget deficits and little investment willingness. Consequently,

Venezuela belongs to the worst performing economies in Latin America.

To summarize, it can be concluded that budget discipline benefits economic

growth. However, temporary deficits do not seem to have severe negative effects as long

as investment willingness is high. Peru represents this case.

12 “Brazil was forced to devalue this week because investors had lost confidence in the government’s

ability to tackle the country’s main problem: fiscal profligacy, particularly a public sector deficit

running last year at 8% of GDP.” (The Economist, January 16th 1999, p. 17)
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Furthermore, it was shown that low budget deficits are sometimes accompanied

by low investment willingness. Mexico, Ecuador, and Paraguay stand for this case. All

cases considered together suggest that investment remains the crucial part. However, the

lower the budget deficit is ceteris paribus the more it appears to have an accelerating

effect on investment activity.

Analyzing International Liabilities of Monetary Authorities

Can patterns in the banking sector be identified that distinguish successful from

non-successful economies? Table 8 shows that all Latin American economies made

considerable steps towards reducing their liabilities/reserves ratios.

The figures in the first row in each country row represent the ratio of total

liabilities of monetary authorities to total reserves. The figures in the second row

represent the change of liabilities of monetary authorities as a percentage of GDP.

In 1997, the only countries that still faced more liabilities than reserves were

Bolivia, Uruguay, Brazil, and Mexico. At the beginning of the 1990s, Uruguay faced the

highest liability level compared to its reserves but was able to reduce it from 666 percent

in 1992 to 302 percent in 1997. Uruguay still has to make many sacrifices to catch up

with its neighbors.

Brazil’s level of liabilities to reserves had fallen from 315 percent in 1992 to 99.1

percent in 1996 but jumped back again to 122.2 percent in 1997. Mexico, of course, is

still restocking international reserves as a result of the 1995 crisis. Altogether, by the end
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of 1997 Latin America’s monetary authorities don’t appear likely to become victims of

international panics. An exception, however, is Brazil.

Table 8: International Liabilities/Total Reserves Ratios of Monetary Authorities and

Changes of Liabilities as a Percentage of GDP in Latin America

92 93 94 95 96 97

Chile Liab./Res.

∆ Liab./GDP

60.0

2.5

59.2

0.5

50.8

1.8

38.6

-1.8

24.5

-2.6

12.2

-2.0

Bolivia Liab./Res.

∆ Liab./GDP

374.0

2.8

337.6

1.3

218.4

3.9

165.1

1.6

114.6

0.1

109.4

1.2

Peru Liab./Res.

∆ Liab./GDP

52.0

-0.1

33.2

-0.9

21.5

0.7

28.1

1.4

22.6

0.1

34.9

2.2

Argentina Liab./Res.

∆ Liab./GDP

102.4

-2.3

67.0

-0.4

77.0

0.6

96.0

0.9

87.8

0.7

95.0

1.6

Uruguay Liab./Res.

∆ Liab./GDP

666.4

3.1

453.7

0.3

349.7

-0.3

295.6

0.1

319.0

3.1

302.1

3.6

Colombia Liab./Res.

∆ Liab./GDP

75.8

5.9

60.0

-2.1

69.9

1.3

75.1

0.8

75.5

1.3

78.1

-

Brazil Liab./Res.

∆ Liab./GDP

315.2

-1.2

267.9

2.5

123.8

-6.6

101.3

0.6

99.3

1.0

122.2

-

Ecuador Liab./Res.

∆ Liab./GDP

523.4

-2.5

326.2

-0.3

262.9

2.1

78.1

-20.0

75.8

0.7

92.8

-

Paraguay Liab./Res.

∆ Liab./GDP

23.3

0.5

29.1

0.8

15.5

-0.3

40.5

2.9

25.6

-2

33.9

-

Mexico Liab./Res.

∆ Liab./GDP

160.0

1.4

146.0

1.6

698.7

1.7

263.8

0.2

196.1

-1.9

120.8

-0.8

Venezuela Liab./Res.

∆ Liab./GDP

21.7

0.0

30.5

1.2

29.8

-0.7

31.3

-0.6

13.2

-0.6

51.7

6.7

Source: IMF and author calculations.

As shown in Table 8, changes in liabilities are rather small and smooth. Big jumps

or structural breaks would indicate that the monetary sector suddenly attracted or lost

huge amounts of funds. A large increase of liabilities among monetary authorities can be
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a signal of investor confidence but also the prelude to investment and loan bubbles as a

consequence of the moral hazard phenomenon.
13

When looking at Table 8, there are two cases that should be considered in more

detail. First, from 1994 to 1995 Ecuador’s total liabilities decreased by an amount

totaling 20% of its 1995 GDP. Its liabilities/reserves ratio decreased during the same time

from 263 percent to 78 percent. Unfortunately, there are no data readily available that

illustrated how the decrease of liabilities was financed. Ecuador’s data, however, are

probably not reliable for 1995, which is evidenced by the huge increase in net errors and

omissions in the balance of payment data section from U.S.$ –20 Million

 in 1994 to U.S.$ 1,336 Million in 1995.

Venezuela’s 6.7 percent increase in liabilities as a share of GDP in 1997 is more

transparent. From 1996 to 1997 Venezuela more than doubled its reserves from U.S.$ 6.3

Billion to U.S.$ 14.4 Billion. This was mainly financed by an overall balance surplus of

U.S.$ 7 Billion in 1996, which made Venezuela’s banking sector again attractive for

foreign creditors who expected an appreciation of the bolivar.

Analyzing Inflation

Table 9 shows inflation rates for Latin American economies between 1992 and

1997. All economies except Venezuela evidenced considerable progress in reducing

inflation.

13 There is probably no general value of changes in liabilities as a percentage of GDP that indicates a

banking crisis. Rather, changes should be explored regarding some kind of a structural break.
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The case of Brazil, where inflation decreased from four-digit rates to single-digit

rates in four years, is remarkable. Also, Mexico’s inflation rates, which picked up during

the peso crisis, have decreased again.

Table 9: Inflation in Latin America

92 93 94 95 96 97

Chile 15.6 12.1 12.0 7.9 7.3 6.3

Bolivia 12.1 8.5 7.9 10.2 12.4 4.7

Peru 73.3 48.6 23.7 11.1 11.6 8.5

Argentina 49.3 10.6 4.3 3.3 0.2 0.5

Uruguay 68.4 54.1 44.7 42.2 28.3 19.8

Colombia 27.0 22.6 23.8 21.0 20.2 18.5

Brazil 1,020.0 1,928.6 2,076.4 66.0 15.8 6.9

Ecuador 54.4 45.0 27.4 22.9 24.4 30.7

Paraguay 15.2 18.2 20.5 13.4 9.8 7.0

Mexico 15.5 9.7 6.9 35.0 34.4 20.6

Venezuela 31.4 38.1 60.8 59.9 99.9 50.0

Source: IMF and author calculations.

To summarize, inflationary policies in Latin America as a cause for differences in

economic growth had become rather marginal during the period considered.
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Summary of the Findings

The preceding analysis of the macroeconomic patterns among Latin American

emerging economies between 1991 and 1997 suggests that successful economic

development was the result of a push in investment. Successful economies like Chile and

Peru did not counteract depreciation pressure on their currencies and never lost reserves,

whereas less successful economies like Venezuela or Brazil had to sacrifice reserves.

Exceptions, however, are Mexico and Argentina, which both followed an overvaluation

strategy. In 1995, Mexico experienced a major financial crisis as a result of an overvalued

peso. The foreign value of the peso increasingly contradicted Mexico’s reduced

investment activity. Mexico’s recession looks like a “punishment-crisis” caused by the

financial markets in order to force Mexico to higher levels of internal investment.

Argentina’s economic setback in 1995 is best described as some kind of “commitment-

crisis,” which was overcome by raising interest rates. Argentina’s commitment to

overvaluation was economically better arranged and more trusted by the foreign sector

than Mexico’s.

Generalizations should be avoided regarding the role of budget deficits among

Latin American economies. Even though there is little doubt that long-term budget

discipline benefits economic growth, temporary exceptions should not be overly

criticized. The marginal utility of certain kinds of public goods can be expected to be

high in developing economies, which occasionally might serve as an excuse for a

deviation from budget discipline. Thus, budget deficits in developing economies are
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difficult to evaluate. Brazil’s deficit, however, is probably beyond the economic tolerance

level and likely an important factor for the recent crisis.

The analysis of the banking sector’s liabilities in general did not provide any

reasons for concerns about international panics. An exception, however, is Brazil.

Finally, it was shown that inflationary tendency as a cause for differences in economic

growth play an apparent decreasing role in Latin America.



28

CHAPTER V

MACROECONOMIC PATTERNS IN TRANSITIONAL

MIDDLE AND EASTERN EUROPE

Introduction

What distinguishes successful transitional economies from unsuccessful ones,

such as Russia, Ukraine, and Belarus? The economies of these countries, at least Russia

and Ukraine, have performed more poorly every year since the USSR became the

Commonwealth of Independent States in 1991.

Analyzing Investment

The reliability of national account data for the former Soviet economies is very

suspect. This is especially true for Belarus. Therefore, data from Belarus that appear to be

unrealistic will be not reported. Rather, it will be evaluated in comparison with Russia

and Ukraine, for which more reliable data seem to be available.

Essentially, three categories of transformers are dealt with in this section. First, a

“top-3” group of countries that never slid down the J-valley. Those countries are the

Czech Republic, Slovakia, and Slovenia. Second, a “typical-7” group of economies that

slid down the J-valley but found their way back to an economic growth path, at least

temporarily. Those countries are the three Baltic States of Estonia, Lithuania, and Latvia,
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and Poland, Hungary, Bulgaria and Romania. Finally, a “worse-3” group of countries that

never reached the upward sloping part of the “J-valley.” Those countries are Russia,

Ukraine, and (likely) Belarus.

Table 10 reports investment ratios as a percentage of GDP (first row) and

economic growth rates (second row). When looking at the “top-3” group it can be

observed that all economies have substantially increased investment as a share of GDP

and enjoyed economic growth.  The “typical-7” group, however, does not show the same

straight pattern. On the contrary, investment ratios as a percentage of GDP seem to

bounce wildly, e.g., Hungary started to grow again when the investment ratio as a

percentage share of GDP was increased, but Poland, Bulgaria and Romania grew again

after decreasing their investment share. This observation is difficult to interpret at first

sight. However, the fact that some transitional economies suddenly create positive

economic growth rates after marching through the J-valley suggests that classical

economic growth theories implicitly assume a stable socioeconomic, market-oriented

framework.

Of course this does not hold for countries in transition because market-oriented

institutions need to be established first. Privatization of state-owned enterprises, the

reconstruction of property rights, the establishment of a market-oriented legal system,

and the liberalization of prices likely play more important roles during the process of

transition than investment in absolute numbers.
14

14 An analysis of institutional changes during the process of transition can be found in

Marktanner, M. (1997), pp. 87-115.
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Table 10: Investment as a Share of GDP and Aggregate Growth in Eastern Europe

Country 91 92 93 94 95 96 97

“Top-3”

I/GDP

Growth

-

-

-

-

19.3

-

20.6

5.3

23.2

4.1

23.1

-

-

-

I/GDP

Growth

-

-

-

-

26.8

-

30.1

3.2

34.1

6.4

35.5

3.9

33.9

1.0

Slovenia

Czech R.

Slovakia I/GDP

Growth

-

-

-

-

27.4 23.1

4.9

28.4

6.8

39.4

6.9

35.5

-

“Mid-7”

I/GDP

Growth

20.4

-11.9

16.1

-3.1

20.0

-0.6

22.2

2.9

24.1

1.5

26.8

1.2

-

-

Hungary

Poland I/GDP

Growth

19.9

-7.4

15.2

2.2

15.6

3.4

15.9

5.1

16.6

6.6

20.2

5.0

22.4

-

Estonia I/GDP

Growth

-

-

25.8

-9.3

26.4

-11.7

28.9

-1.8

23.0

4.2

27.7

4.0

-

11.4

Latvia I/GDP

Growth

-

-

41.2 9.2

-14.9

19.1

0.6

17.6

-0.8

18.8

3.3

19.7

6.5

Lithuania I/GDP

Growth

-

-

-

-

-

-

-

-9.8

-

3.3

-

4.7

-

5.7

Bulgaria I/GDP

Growth

22.8

-9.1

19.8

-6.9

15.4

-5.7

9.3

1.8

15.7

2.6

8.4

-9.0

11.7

-

Romania I/GDP

Growth

28.0 31.4

-13.5

28.9

1.4

24.8

4.0

24.3

6.9

24.7

-

21.5

-

“Worse-3”

Russia I/GDP

Growth

-

-

35.0

-14.5

27.5

-8.7

25.7

-12.7

23.8

-4.2

23.0

-5.7

22.6

-

Ukraine I/GDP

Growth

-

-

34.4

-14.0

36.3

-14.2

35.3

-24.3

26.7

-11.8

22.7

-7.9

20.1

-

Belarus I/GDP

Growth

-

-

31.5

-

41.0

-

32.9

-

25.2

-

24.5

-

24.7

-

Source: IMF, Gwartney, J. and Lawson, R. (1997), and author calculations.

Thus, an explanation of why some economies of the “typical-7” group suddenly

entered positive economic growth rates after actually reducing their investment share as a

percentage of GDP, is beyond the scope of this analysis.
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Countries in transition differ significantly with respect to the socialist burden

inherited at the beginning of the process of transition. During that process many factors

have to be considered. One important factor is the degree of concentration of certain

industries that need to be dismantled. Regarding this factor, Slovenia is definitely at an

advantage compared to the Ukraine. Another important factor is the dynamics resulting

from the political liberalization in transitional countries. Regarding this factor, states

seem to be more market oriented the farther they are located from Moscow and the

amount of time Moscow controlled them. The countries in the “top-3” and “mid-7” group

essentially became socialist economies after World War II, whereas in the territory of the

former USSR, communism had already been put into practice for 28 years by the end of

World War II.

Economic policy appears to be more important than investment for transitional

success. If the people in transitional countries support transitional policy, economic

growth can be either consumption or investment driven. This apparently has been the

case for the “top-3” group and the “mid-7” group. So, if people are not “seduced” to save

in order to keep an inefficient capital stock artificially alive, low savings and high

consumption will pay off. But, it might also pay off if people are convinced that their

savings contribute successfully to modernize their economy to competitive levels. Both

scenarios can create transitional success.

However, once economic and political stabilization is restored, there is little doubt

that investment and growth follow the patterns predicted by economic growth theory.

But, if economic policy fails to successfully reinforce market-oriented institutions like
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open markets, enterprises, and a strong competitive law, a consumption race and erosion

of investment activities seem to be unavoidable. Such has been the case in Russia,

Ukraine, and Belarus, where people have already lost faith in their governments.
15

To summarize, it appears that investment activity does not necessarily increase

during the process of transition. Because of different inefficient capital stocks inheritable,

either an increase or decrease of investment can contribute to finding the path towards

sustainable economic growth, as long as investors have faith in national economic policy.

If faith in the market cannot be created, then a decrease of investment seems to be

unavoidable and economic activity will decline.

Current Accounts, International Liquidity and Exchange Rates

Since the beginning of the transitional process in Middle and Eastern Europe, all

economies except Slovenia and Russia already were, or increasingly had become, current

account deficit economies. However, currency devaluation varies strongly among the

economies, as shown in Table 11.

Table 11 illustrates further that transitional economies have a high likelihood to

lose reserves, especially towards the end of the periods considered. Only Slovenia,

Estonia and Lithuania never lost reserves and thus, apparently, enjoyed confidence by

foreign investors.

15 A survey by Demidov claims that 66 percent of the Russians believe they were better off under

socialism than under the transition process. However, 69 percent do not wish a return to socialism

(Demidov, A. (1995), pp. 153 ff.)
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Table 11: Current Accounts, International Liquidity, and Exchange Rates in Middle and

Eastern Europe

Average

Current

Account

Deficit

Exchange Rate

Depreciation to

US$

Year (s) when

losing Reserves

Percentage

loss in

reserves

“Top-3”

Slovenia 3.0 (92-95) -154 None

Czech R. -0.3 (93-97) -8.6 1996-1997 -29.7

Slovakia -3.1 (93-97) -9.1 1997 -5.5

“Mid-7”

Hungary -8.8 (93-95) -68.3 1996-1997 -29.7

Poland -2.3 (91-96) -145.4 1993 -0.2

Estonia -4.7 (92-97) -96.1 None

Latvia -4.6 (95-97) -10.0 1995 -7.2

Lithuania -7.0 (93-97) -7.9 None

Bulgaria -1.6 (91-97) -9,349 1993, 1996 -27.4,-60.8

Romania -5.0 (91-96) -9,282 1995 -24.3

“Worse-3”

Russia 2.4 (94-97) -227 1994,1996 -31.8,-21.6

Ukraine -2.9 (94-97) -259.8 1993 -65.5

Belarus - -204,833 (92-97) 1997 -16.1

Source: IMF and author calculations.

As can be seen, economies appear to lose international reserves when growth is

negative or slows down, or governmental budget deficits are high. If fading confidence

leads to decreasing capital inflows at given current account deficits, a loss in reserves and

currency depreciation will be just a normal balance of payments reaction. High

deprecations suggest that exchange rates are mainly market-determined at the end of the

periods considered.
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Analyzing Government Finance

When analyzing government finance, small government deficits are expected to

influence economic growth successfully. The data available are illustrated in Table 12.

Table 12: Budget Deficits in Transitional Middle and Eastern Europe

92 93 94 95 96 97

“Top-3”

Slovenia 0.4 -0.3 -0.3 0.1

Czech R. 0.1 0.9 0.5 -0.1 -1.0

“Mid-7”

Hungary -7.3 -5.7 -7.1 -6.4 -3.1

Poland -5.9 -5.0 -5.0

Estonia 1.2 -2.1 1.4 0.0 -0.2

Latvia -1.6 0.7

Lithuania -8.1 -5.1 -5.3 -3.6

Bulgaria -4.9 -12.1 -4.7 -5.3 -15.4 1.9

Romania -4.7 -0.5 -2.5 -3.0 -4.0

“Worse-3”

Russia -23.1 -25.8 -24.1

Source: IMF and own calculations.

As can be seen from Table 12, government deficits for the countries in the “top-3“

group, and Estonia and Latvia are generally balanced. Hungary and Lithuania made

substantial progress toward reducing high budget deficits. Countries with high budget

deficits are Bulgaria, Romania, and Russia. Bulgaria especially paid a high price for its

budget deficits with a contraction of 9 percent of real GDP in 1996, which erased more

than the aggregate growth of the previous two years.
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Of course, economic catastrophe took place in Russia, which regularly created

budget deficits of approximately 25 percent of GDP. There is no doubt that in transitional

Middle and Eastern Europe budget discipline and reform progress marches hand-in-

hand.
16

Analyzing International Liabilities of Monetary Authorities

Do liabilities of monetary authorities differ among transitional Middle and

Eastern European economies? Table 13 shows the ratio of total liabilities to reserves and

the change in liabilities each year as a percentage of GDP.

Countries with high liabilities among monetary authorities compared to total

reserves are Hungary, Russia, and Latvia. Unfortunately, data for Hungary are only

available until 1994. However, in general, liabilities among monetary authorities in

Middle and Eastern Europe are moderate and annual changes as a percentage of GDP

small. Correspondingly, except for Russia, Hungary, and Latvia, there is little possibility

of sudden bank runs.

16 The Economist summarizes Russia’s economic situation in its February 6th 1999 edition as “The

country seems to be dying on its feet,” p. 17.
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Table 13: International Liabilities/Total Reserves Ratios of Monetary Authorities and

Changes of Liabilities as a Percentage of GDP in Middle and Eastern Europe

92 93 94 95 96 97

Top-3

Liab./Res.

∆ Liab./GDP

-

-

134.4

-1.0

84.0

1.4

81.5

1.2

63.5

-0.1

-

-

Slovenia

Czech R. Liab./Res.

∆ Liab./GDP

-

-

-

-

69.2

0.0

59.5

0.8

85.6

0.4

108.3

0.0

Slovakia Liab./Res.

∆ Liab./GDP

-

-

-

-

109.6

2.8

71.6

3.2

102.7

5.9

-

-

Mid-7

Hungary Liab./Res.

∆ Liab./GDP

410.3

-4.9

301.8

5.9

338.6

6.3

-

-

-

-

-

-

Poland Liab./Res.

∆ Liab./GDP

57.2

0.4

46.8

-0.5

32.5

0.0

16.5

0.5

16.8

0.4

25.2

1.6

Estonia Liab./Res.

∆ Liab./GDP

-

-

-

-

16.0

2.0

25.6

2.1

48.5

3.7

86.5

7.4

Latvia Liab./Res.

∆ Liab./GDP

-

-

-

-

21.4

9.8

82.2

0.1

89.5

7.8

216.0

12.1

Lithuania Liab./Res.

∆ Liab./GDP

-

-

-

-

15.7

1.7

11.7

0.1

24.4

1.3

27.7

1.0

Bulgaria Liab./Res.

∆ Liab./GDP

-

-

-

-

-

-

-

-

485.7

-6.9

29.5

-16.3

Romania Liab./Res.

∆ Liab./GDP

55.8

-1.3

56.3

0.4

32.9

0.4

52.1

0.4

58.9

1.2

30.2

-0.3

Worse-3

Russia Liab./Res.

∆ Liab./GDP

-

-

-

-

114.4

-0.1

47.0

0.7

96.7

1.0

142.4

1.8

Ukraine Liab./Res.

∆ Liab./GDP

-

-

-

-

-

-

30.8

-1.1

18.9

0.1

43.5

0.3

Belarus Liab./Res.

∆ Liab./GDP

-

-

-

-

-

-

11.6

0.0

43.4

1.3

33.5

-0.6

Source: IMF and author calculations.

A closer look at the case of Bulgaria, however, shows the interdependence of

economic policy and the banking sector. Bulgaria left the J-valley in 1994 and 1995. In
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1996, Bulgaria created a budget deficit of 15% of GDP. Immediately, foreign deposits

were withdrawn. The loss of liabilities totaled 6.9 percent of the current GDP. Foreign

investors selling back Bulgarian leva in exchange for international currencies increased

the depreciation pressure on the leva.

Both depreciation pressure and the withdrawal of foreign deposits in exchange for

international currencies reduced Bulgaria’s total reserves by more than 60 percent. The

depreciation of the leva finally doubled the value of the remaining deposits on time,

savings and foreign currency accounts and more than quadrupled the value of the

remaining foreign liabilities. In order to counteract the monetary collapse, deposit interest

rates were increased from 36 to 74 percent and the lending rate from 59 to 123 percent.

Correspondingly, investment as a share of GDP dropped by more than 7% in 1996.
17

The case of Bulgaria, however, was not a banking crisis in the classical sense of

moral hazard problems among deposit money banks. Rather, governmental budget

excesses ignited the crisis and the central bank helped to finance the budget deficit with

an inflation tax.
18

17 Compare also the country table of Bulgaria in the appendix.
18 For a more detailed analysis of Bulgaria’s crisis compare the contributions of Radev, M. on

Bulgaria’s economy on the Internet site of Investment Guide for Central & Eastern Europe

(http://www.kenpubs.co.uk/investguide/bulgaria/radev.htm)
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Analyzing Inflation

The “top-3” group made almost continuous progress to reduce inflation, as did

Hungary, Poland, Estonia, Latvia, and Lithuania. Bulgaria and Romania, however, were

successful in fighting inflation until 1995 and 1996, respectively. Bulgaria’s increase in

inflation correlates with its budget deficit in 1996. An explanation for Romania’s crash in

monetary stability, unfortunately, cannot be explained yet because of data constraints.

However, Romania’s recent increase in budget deficits might also be responsible for an

increase of inflation.

Table 14: Inflation in Transitional Middle and Eastern Europe

92 93 94 95 96 97

31.9 19.8 12.6 9.7 9.1

10.1 9.1 8.8 8.4

13.4 9.9 5.8 6.1

23.0 22.5 18.9 28.3 23.5 18.3

45.3 36.9 33.3 26.8 20.1 15.9

89.8 47.7 28.8 23.1 11.2

35.9 25.0 17.6 8.4

409.6 72.1 39.7 24.6 8.9

91.6 73.1 95.9 62.1 123.0

211.2 255.2 136.8 32.2 28.8 154.8

874.6 307.4 197.4 47.6 14.6

4,734.9 891.2 376.7 80.3 15.9

“Top-3”

Slovenia

Czech R.

Slovakia

“Mid-7”

Hungary

Poland

Estonia

Latvia

Lithuania

Bulgaria

Romania

“Worse-3”

Russia

Ukraine

Belarus 966.5 1,190.2 2,221.0 709.3 52.7 63.9

Source: IMF and author calculations.
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Substantial progress in fighting inflation also was achieved by Russia and

Ukraine. Belarus made a big step towards price stability in 1995 when it reduced inflation

from more than 700 percent in 1994 to 52.7 percent in 1996. However, inflation picked

up again in 1997.

Summary of the Findings

This section showed that an increase of investment as a share of GDP is not

necessarily an indicator to predict the overcoming of the J-valley. Poland, Estonia,

Bulgaria and Romania stand for this case. More important factors appear to be

privatization, good government, enforcement of the law, and security of property rights.

It is concluded that among the “top-3” and “mid-7” economies exchange rates are

not severely manipulated toward the end of the study period. Regarding government

finance, it was shown that budget discipline characterizes successful transformers without

exception. The banking sector’s liabilities/reserves ratios are rather low in transitional

Middle and Eastern Europe, except for Hungary, Latvia and Russia. The same holds for

the changes in liabilities. In general, there are no signs of a banking crisis that might be

caused by a run of foreign investors, except perhaps for Russia, Hungary, or Latvia.

Finally, it was shown that all transitional economies made progress in reducing inflation.

Bulgaria and likely Romania, however, experienced setbacks because of high budget

deficits.
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CHAPTER VI

MACROECONOMIC PATTERNS IN TRANSITIONAL ASIA

Introduction

This section explores the three former socialist economies of China, Mongolia,

and Laos. Even though it covers only three countries, transitional Asia is probably the

most heterogeneous developing region of the world. First, China dominates this cluster.

Second, different countries have started the process of transition at different times. Third,

different transitional Asian economies have different political regimes.

Analyzing Investment

Table 15 illustrates the role of investment in China (data for Mongolia and Laos

were not available). Even though China reduced its investment share as a percentage of

GDP continuously since 1993, it probably still has one of the highest investment rates in

the world. China’s average growth rate of 11.5 percent during this decade is a signal

achievement.
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Table 15: Investment as a Share of GDP and Aggregate Growth in Transitional Asia

92 93 94 95 96 97 Average

Aggregate

Growth Rate

China I/GDP

Growth

36.7

14.2

43.5

13.5

40.9

12.7

40.2

10.5

38.7

9.5

37.5

8.8 11.5

Laos I/GDP

Growth

-

7.1

-

5.9

-

8.2

-

6.9

-

6.8

-

- 7.0

Mongolia I/GDP

Growth

-

-13.6

-

-3.0

-

2.3

-

6.3

-

2.6

-

- -1.1

Source: IMF and author calculations.

Because the political situation in Laos is comparable to the one in China, it would

not be surprising if Laos had high investment rates also. Unfortunately, no data can be

provided to support this statement. Finally, while the J-valley effect can be observed in

Mongolia, investment ratios as a percentage of GDP could not be computed.

Current Accounts, International Liquidity and Exchange Rates

Historically China is a current account surplus economy. Correspondingly, the

yuan even appreciated somewhat in relation to the U.S. dollar. China increased its stock

of reserves over the period considered. Laos usually runs large current account deficits,

which is apparently associated with steady depreciation pressure and losses in reserves.

In 1993, Mongolia switched from being a current account deficit economy to

being a current account surplus economy. However, depreciation continued and in 1996

Mongolia lost 8.2 percent of its reserves.
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Table 16: Current Accounts, International Liquidity, and Exchange Rates in Transitional

Asia

Average

Current

Account

Deficit

Exchange Rate

Depreciation to

US$

Year (s) when

losing Reserves

Percentage loss in

reserves

China 1.4 (94-97) +3.4 None -

Laos  -15.3 (92-96) -28.6 92,94,97 -51.2,-3.2,-15.5

Mongolia 4.1 (95) -8.7 1996 -8.2

Source: IMF and author calculations.

Altogether, there are no indicators that suggest that any of the three exchange

rates were artificially manipulated. According to Gwartney and Lawson (1997), even the

black market exchange rate premium in China had been diminishing drastically.
19

Analyzing Government Finance

Data on government finance are only available for China and Mongolia. China’s

budget deficits are usually moderate, whereas Mongolia’s budget deficits are swinging

between a wide negative range. The 1996 budget deficit of 6.6 percent of GDP and the

slowdown in aggregate growth suggest that Mongolia benefited from more budgetary

discipline.

19 Gwartney, J. and Lawson R. (1997), p. 74.
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Table 17: Budget Deficits in Transitional Asia

92 93 94 95 96 97

China -1.0 -0.9 -1.2 -1.0 -0.8 0.0

Laos - - - - - -

Mongolia -6.0 -2.1 -9.2 -3.5 -6.6 -

Source: IMF and author calculations.

Analyzing International Liabilities of Monetary Authorities

All transitional Asian economies have low ratios of international liabilities to total

reserves. The banking sector in transitional Asia appears too underdeveloped to run into

an international payment crisis.

Table 18: International Liabilities/Total Reserves Ratios of Monetary Authorities and

Changes of Liabilities as a Percentage of GDP in Transitional Asia

92 93 94 95 96 97

Liab./Res.

∆ Liab./GDP

102.7

-0.1

104.6

+0.4

59.1

1.4

67.2

2.7

-

-

-

-

China

Laos Liab./Res.

∆ Liab./GDP

13.7

0.1

20.5

0.6

49.1

1.1

46.8

0.8

29.6

0.4

-

-

Mongolia Liab./Res.

∆ Liab./GDP

-

-

19.5

-

14.6

0.0

12.0

0.2

11.5

-0.2

8.6

Source: IMF and author calculations.

Analyzing Inflation

Since 1994, China has made substantial progress in reducing inflation. Inflation in

Laos does not show a clear downward trend over the periods considered. However,

inflation rates can be considered rather low toward the end of the periods considered
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(Table 19). Mongolia’s progress in achieving price stability slowed down in 1997,

possibly because of its 1996 budget deficit.

Table 19: Inflation in Transitional Asia

92 93 94 95 96 97

China 6.3 14.6 24.2 16.9 8.3 2.8

Laos 9.9 6.3 6.8 19.6 13.1 -

Mongolia - 268.4 87.6 60.5 45.8 44.6

Source: IMF and author calculations.

Summary of the Findings

Transitional Asia is difficult to analyze. First, China dominates the region and

there are no economies similar to China’s. Second, the database on transitional Asia is

rather thin and unreliable.
20

 Keeping those factors in mind, however, it can be concluded

that China’s high ratio of investment as a share of GDP is probably a main factor

determining economic growth.

20 Regarding China’s economical performance The Economist concludes in its October 24th 1998

issue, p. 23: “Behind the smog of official statistics the economy may well be growing at only

3-4% a year.”
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Regarding Laos, which also enjoys considerable growth rates, no references to

investment can be made. Unfortunately, the same holds for Mongolia.

The exchange rates in all three economies tend to reflect the balance of payments

mechanism. China’s budget deficits are moderate. As for Mongolia, a lack of budgetary

discipline probably counteracted economic growth. Government finance data for Laos

were not available. The ratios of the banking sector’s international liabilities to reserves

are very low in transitional Asia. Large, rapid changes in liabilities did not take place.

Finally, inflation in China and Laos seem to be under control. Mongolia probably still has

to make some sacrifices in fighting inflation.
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CHAPTER VII

MACROECONOMIC PATTERNS IN EMERGING ASIA

Introduction

Emerging Asia covers the countries of Indonesia, Korea, Malaysia, Philippines,

Singapore, and Thailand. As well as analyzing macroeconomic patterns, an explanation is

posited for the Asian Crisis beginning in late 1997.

Analyzing Investment

As Table 20 shows, all emerging Asian economies, except the Philippines, show

investment/GDP ratios that are above 30 percent. In Thailand and Malaysia those ratios

swung to around 40 percent. Among all developing regions in the world, emerging Asia

shows the strongest savings commitment.
21

 Except for 1995, the Philippines shows a

considerable increase of investment willingness, even though it lags far behind the

region’s standards.

21 Empirical research conducted by Faruquee, H./Husain, A. (1999), pp. 215 f. conclude: “Based on

country estimates and cross-country analysis, fundamental demographic shifts increasing the

relative size of the working age population appear over time to have driven up the rate of saving in

these countries.”
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However, there is little doubt that high or increasing levels of investment as a

share of GDP is responsible for Asia’s economic growth.

Table 20: Investment as a Share of GDP and Aggregate Growth in Emerging Asia

92 93 94 95 96 97 Average

Aggregate

Growth Rate

Indonesia I/GDP

Growth

35.8

6.5

29.5

6.5

31.1

7.5

31.9

8.2

30.8

8.0

31.6

4.6 +6.9

Korea I/GDP

Growth

36.4

5.1

35.0

5.8

36.2

8.6

37.3

8.9

38.8

7.1

35.3

5.5 +6.8

Malaysia I/GDP

Growth

33.5

7.8

39.4

8.4

40.4

9.2

43.5

9.5

41.5

8.6

42.8

7.8 +8.6

Philippines I/GDP

Growth

21.0

0.3

23.6

2.1

24.7

4.4

22.3

4.8

24.5

5.7

24.9

5.1 +3.7

Singapore I/GDP

Growth

35.6

6.3

37.4

10.4

32.4

10.4

33.1

8.8

35.0

7.0

-

- +8.6

Thailand I/GDP

Growth

39.7

8.1

39.6

8.4

40.3

8.9

42.2

8.8

41.5

5.5

34.7

-0.4 +6.6

Source: IMF and author calculations.

Current Accounts, International Liquidity and Exchange Rates

The analysis of current accounts, exchange rates and international liquidity,

focuses primarily on the period preceding the Asian crisis. When looking at the current

accounts to 1996, it can be seen that every emerging Asian economy, except Singapore,

ran current account deficits.

Only the cases of Indonesia and Singapore suggest that their exchange rates

reflect the balance of payments mechanism. The currencies of Malaysia, Thailand, the

Philippines and Korea look rather overvalued (Table 21). This is especially true for
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Malaysia, whose currency actually appreciated to the U.S. dollar, although Malaysia ran

one of the highest current account deficits in the region. Furthermore, in 1994 and 1995

Malaysia lost more than 6 percent per year of its reserves as a result of a balance of

payments deficit.

Table 21: Current Accounts, International Liquidity, and Exchange Rates in Transitional

Asia

Average

Current

Account

Deficit

Exchange Rate

Depreciation to

US$

Year (s) when

losing Reserves

Percentage loss

in reserves

Indonesia

Korea

Malaysia

Philippines

Singapore

Thailand

-2.3 (92-96)

-1.7 (92-96)

-5.8 (92-95)

-3.9 (92-96)

+13.5 (92-96)

-6.5 (92-96)

-15.3

-3.0

+1.6

-2.7

+13.5

-0.3

97

97

94,95,97

97

97

97

-9.1

-40

-6.7,-6.5,-23.0

-27.6

-7.2

-30.6

Source: IMF and author calculations.

The 1997 losses of reserves reflect the Asian crisis but do not reveal any insights

into what caused the crisis.

Analyzing Government Finance

Government deficits seldom occur among emerging Asian economies, and, if they

do, as in the Philippines, they are quite moderate. Table 22 provides an overview of

government finance among emerging Asian economies.
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Table 22: Budget Deficits in Emerging Asia

92 93 94 95 96 97

Indonesia -0.4 0.6 0.9 2.2 1.2 -

Korea -0.5 0.6 0.3 0.3 0.5 0.3

Malaysia -0.8 0.2 2.3 0.9 0.7 0.0

Philippines -1.2 -1.5 -1.1 - - -

Singapore - 11.7 13.7 12.0 - -

Thailand 2.8 2.1 1.8 1.9 2.9 2.3

Source: IMF and author calculations.

Analyzing International Liabilities of Monetary Authorities

Some emerging Asian economies exhibit very volatile monetary sectors and

rapidly rising liabilities. The most risky development occurred in Thailand, which more

than doubled its liabilities/total reserves ratio from 66.5 percent to 144.0 percent between

1993 and 1996. Thailand’s annual increase in banking sector’s liabilities in 1994 and

1995 was 11.8 and 9.8 percent, respectively. This provided the banking sector with huge

loan and credit making possibilities. Looking at those figures, it is no wonder that the

Asian crisis started in Thailand. First, Thailand’s liabilities were not covered by enough

reserves. Second, huge loan-making possibilities usually imply high moral hazard risk.

Whether or not moral hazard indeed characterizes loan-making decisions becomes

quickly irrelevant as soon as rumors circulate that an economy’s banking sector is built

on weak pillars. This applies to Thailand. Of course, once financial markets start to pull

money out of the economy, a panic is already born and other economies in the region will

also be quickly affected.
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Table 23: International Liabilities/Total Reserves Ratios of Monetary Authorities and

Changes of Liabilities as a Percentage of GDP in Emerging Asia

92 93 94 95 96 97

Liab./Res.

∆ Liab./GDP

75.8

+1.3

86.2

+1.1

93.4

+0.9

85.3

+0.2

68.5

+0.4

93.8

+1.4

Indonesia

Korea Liab./Res.

∆ Liab./GDP

143.0

+1.0

151.7

+1.9

167.4

+3.2

163.2

+2.3

205.9

+3.5

283.1

-2.8

Malaysia Liab./Res.

∆ Liab./GDP

41.5

+3.8

42.8

+7.3

26.1

-6.9

26.3

-0.5

32.0

+2.4

48.1

+1.4

Philippines Liab./Res.

∆ Liab./GDP

181.7

-0.7

138.7

-2.7

131.2

+2.2

157.3

+2.9

168.5

+8.3

248.5

+1.4

Singapore Liab./Res.

∆ Liab./GDP

73.9

+9.7

66.4

+4.5

70.5

+12.4

68.1

+6.7

72.0

+9.1

88.1

-

Thailand Liab./Res.

∆ Liab./GDP

42.2

+1.9

66.5

+6.1

113.7

+11.8

137.7

+9.8

144.0

+2.7

172.6

-7.7

Source: IMF and author calculations.

When the Asian crisis began in Thailand, many other Asian economies were also

ripe for a challenge by speculative attacks. In other words: good arguments justifying

why investors should keep their money in Asia suddenly became very scarce. The

Malaysian ringgit and the Philippines peso appeared strongly overvalued. Korea’s

liabilities/reserves ratio looked even worse than Thailand’s, though monetary inflow was

lower. Indonesia’s rupiah possibly was not overvalued in regard to the balance of

payments mechanism but increasingly reflected political instability in the Suharto regime.

The only country that did not show any weak points was Singapore.
22

22 An overview of the theoretical causes of the Asian crisis is provided by Radelet,S./Sachs, J.

(1998), who conclude: “In our interpretation, the East Asian crisis resulted from vulnerability to

financial panic that arose from certain emerging weaknesses in these economies (especially

growing short-term debt), combined with a series of policy mis-steps and accidents that triggered

the panic,” p. 32.
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Analyzing Inflation

Inflation rates among emerging Asian economies are summarized in Table 24.

Singapore and Malaysia have the lowest inflation rates. By the end of 1996, no emerging

Asian economy faced inflation rates that could have been interpreted as a burden on the

economic development process.

Table 24: Inflation in Emerging Asia

92 93 94 95 96 97

Indonesia 7.6 12.5 9.7 9.0 6.6 11.6

Korea 6.2 4.8 6.2 4.5 5.0 4.4

Malaysia 3.7 3.0 2.9 2.8 2.6 -

Philippines 8.9 7.6 9.1 8.1 8.4 5.1

Singapore 2.3 2.3 3.0 1.8 1.3 2.0

Thailand 4.1 3.4 5.1 5.8 5.9 5.6

Source: IMF and author calculations.

Summary of the Findings

In this section it has been illustrated, that extremely high investment shares of

GDP had driven economic growth in emerging Asia. The analysis of current accounts,

exchange rates and international liquidity suggests that the exchange rates of Thailand,

Malaysia, Korea, and the Philippines were overvalued. Regarding government finance,

all Asian economies tended to keep their budgets in order. Less order, however,

characterizes the banking sectors in Thailand, Korea and the Philippines. Thailand

seemed to encourage the creation of liabilities in the banking sector. The annual monetary

inflow between 1994 and 1995 averaged more than 10 percent of Thailand’s GDP.
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Between 1993 and 1996, Thailand’s ratio of liabilities to reserves worsened from a robust

66.5 percent to a wobbly 144 percent. Similar or even worse ratios developed in Korea

and the Philippines. Thailand’s government backed the banking sector, which led to

moral hazard. Even though there might be no identifiable concrete flash-point that started

the Asian crisis, the regional economies became very susceptible to rumors and panics.

At least it is not very surprising that the Asian crisis started in Thailand. Overvaluation,

low coverage of liabilities, and moral hazard risks increasingly made it worth speculating

against the baht and other Asian currencies. Finally, emerging Asia’s performance

regarding price stability did not provide any reasons for concerns.
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CHAPTER VIII

DESCRIPTIVE ANALYSIS

Transitional Economies Compared

Transitional economies in Europe differ strongly from that of China. Because data

about other transitional Asian economies are very scarce, a comparison between

transitional Middle and Eastern Europe and transitional Asia is not yet possible.

The 1990s have shown that investment as a percentage of GDP in transitional

Middle and Eastern Europe varies considerably. It appears, in contrary to classic

economic growth theory, that an increase of investment as a share of GDP is not a

necessary prerequisite in order to overcome the J-valley. This might suggest that

institutional changes like privatization, the liberalization of prices, a new market-oriented

legal system, and openness play a more important role during the reform process.

The fact that China’s economic growth seems to be substantially driven by

investment raises the question what creates these high savings. A possible answer is that

China is a top-down transformer and investment and savings decisions are still the results

of “human design” but not of “human action.”
23

23 It is the author’s strong convictions that Hayek’s argumentation regarding the inferiority of

“human designs” compared to “human actions” apply also for the attempt to create market-

oriented institutions in absence of democracy. Compare Hayek, F. (1967).
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Regarding exchange rates, transitional Middle and Eastern Europe and Asia’s

currencies seem to correspond with the balance of payments mechanism. Overvaluations

could not be identified at the end of the periods considered.

Government finance hasn’t stabilized yet in Middle and Eastern Europe and

budget deficits are still occurring. This applies especially for the “mid-7” group. Huge

budget deficits are one of the biggest macroeconomic barriers to economic liberalization

in Russia and Ukraine. China seems to circumnavigate successfully the problem of

budget deficits.

International liabilities of monetary authorities do not appear critical except for

Hungary, Latvia, and Russia. The values for China, Laos and Mongolia are also

moderate. Inflation is still a problem in some Middle and Eastern Europe’s transitional

economies and in Mongolia. Inflation usually correlates with high budget deficits.

Differences between transitional Middle and Eastern Europe and China and Laos

are possibly the result of different political approaches towards the transition process. In

Middle and Eastern Europe, the transition process is accompanied by democratic multi-

party competition whereas in China and Laos the communist party still rules. Apparently,

a joint political and economic liberalization is more likely to create a turbulent process of

transition. Finally, turbulent indicators can be found also in Mongolia.
24

Theory suggests that the less inefficient and irreversible the socialist heritage is,

the less reform-resistance will occur during the process of economic and political

24 Regarding the interaction among democracy, systemic change, and political instability compare

the “transformation trap theory” developed by Marktanner, M. (1997), pp. 87-120.
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liberalization. However, it can be doubted that high irreversible and inefficient capital

stocks can be transferred more efficiently into market-oriented structures as a result of

human design and not human interaction. China has avoided some of Russia’s problems,

but China will definitely face new problems when people claim political participation. Of

course, it can only be speculated about the nature of those problems. However, public-

choice and rent-seeking theory suggests that China’s political system guarantees special

rents to special interest groups and that these will be eroded during the process of

political liberalization.

Emerging Economies Compared

Emerging economies in Latin America and Asia show many similarities.
25

 First,

successful emerging economies in Latin America have increased significantly investment

as a share of GDP and high investment as a share of GDP characterizes emerging Asian

economies.

Mexico and Argentina ran into a temporary crisis because their currencies were

overvalued. Overvaluation was also identified in Thailand, the Philippines, and Malaysia.

A further parallel is that successful economies in Latin America and Asia had shown low

budget deficits.

25 Kaminsky, G. and Reinhart, C’s (1999) comparative analysis of financial crises in Asia and Latin

America concludes: “We have argued that, historically, financial crises have been more frequent

and severe in LA [Latin America] than in other regions. Yet we conclude that the severity of the

recent crises in EA [East Asia] matches LA standards more closely than the EA historical norm,”

p. 447.
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Historically, emerging Latin American economies had high liabilities/reserves

ratios in the banking sector, but were dismantling their liability burden. Thailand, Korea,

and the Philippines were moving in the opposite direction. Finally, in both regions

successful economies show no severe weaknesses regarding price stability.
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AUTHOR TRANSFORMATIONS IN COUNTRY TABLES

Data types in bold letters in the first column are regiven as provided by the

International Monetary Fund (IMF). Data types that are reported in regularly printed

letters in the first column are author transformations. These transformations are:

%-Change in Exchange Rates = )1(1001
1

−××⎟
⎟
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⎞
⎜
⎜
⎝

⎛
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−i

i

e

e
, with ei = Exchange Rate in year i

%-Change in Population = 1001
1

×⎟
⎟
⎠

⎞
⎜
⎜
⎝

⎛
−⎟⎟⎠

⎞
⎜⎜⎝

⎛

−i

i

p

p
, with pi = Population in year i

NX = Exports + Imports (in year i)

Investment = Gross Fixed Capital Formation + Decrease/Increase in Stocks (in year i)

GDP in current value = NX + Private Consumption + Government Consumption +
Investment (in year i)

%-Change in GDP in constant prices = 1001
1-yearinpricesconstantinGDP

yearinpricesconstantinGDP
×⎟⎟⎠

⎞
⎜⎜⎝
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⎞
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%-Change in GDP in U.S.$ = 1001
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Overall Balance = Current Account + Capital Account + Financial Account + Net Errors
and Omissions (in year i)
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Government Deficit = Revenue + Grants Received – Expenditure - Lending minus
Repayments (in year i)

Total Borrowing = Domestic Borrowing + Foreign Borrowing (in year i)

Domestic Borrowing Rate (%) = 100
yearinBorrowingTotal
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Foreign Borrowing Rate (%) = 100
yearinBorrowingTotal

yearinBorrowingForeign
×⎟⎟⎠
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