LAEBA

Latin America/Caribbean and Asia/Pacific
Economics and Business Association
An initiative of the Inter-American Development Bank and Asian Development Bank Partnership Agreement

WORKING PAPER No.32
December 2004

Financial Liberalization, Crisis, and Rescue: Lessons
for China from Latin America and East Asia?

By Barbara Stallings, Brown University

PRESENTED AT THE 2004 LAEBA ANNUAL CONFERENCE, BEIJING, PEOPLE’S REPUBLIC OF
CHINA ¢ DECEMBER 3-4, 2004

Sponsored by:

Inter-American Development Bank Asian Development Bank
Integration and Regional Programs #] ADB Institute
Department L]

The Japan Program

Institute for the Integration of Latin

America and the Caribbean (INTAL)




WORKING PAPER SERIES No.32
December 2004

Financial Liberalization, Crisis, and Rescue: Lessons
for China from Latin America and East Asia?

Barbara Stallings, Brown University



LAEBA OVERVIEW

The Inter-American Development Bank (IADB), through the Integration and Regional
Programs Department, and the Asian Development Bank (ADB), through the ADB Institute
jointly coordinate the “Latin America/Caribbean and Asia/Pacific Economics and Business
Association (LAEBA).” LAEBA is dedicated to advancing economic linkages between the two
regions through cross-regional and comparative research and exchange.

The LAEBA initiative results from an inter-agency Partnership Agreement signed on March
17th, 2001 between the IADB and ADB at the 42nd Annual Meetings of the Board of
Governors of the IADB and the Inter-American Investment Corporation (IIC) in Santiago,
Chile. The Partnership Agreement promotes the exchange of knowledge, experiences, and
expertise to support regional development assistance.

The mission of LAEBA is to:

e Encourage comparative and applied research in the areas of economics, finance,
business economics, and public policy of both regions.

e  Provide an inter-regional framework for professional networks to collaborate on issues
of mutual interest between the regions.

e Facilitate and inform the process of economic policy-making and private sector
decisions through enhanced interaction among policymakers, academia, and the
business community.

WWW.LAEBA.ORG

These publications are also available online at http://www.laeba.org.

Copyright © 2004 Inter-American Development Bank and the Author. All rights reserved. Produced under the
LAEBA IADB-ADB Partnership Agreement.
Edited by the Integration and Regional Programs Department (INT) of the IADB

The Working Paper Series is sponsored by LAEBA, an initiative of the IADB-ADB (Inter-American
Development Bank - Asian Development Bank) Partnership Agreement. The Series primarily disseminates
selected work in progress to facilitate an exchange of ideas within LAEBA and the wider academic and policy-
making communities. The opinions expressed herein are solely those of the author/s and do not necessarily
reflect the position of the sponsoring institutions. Thus, LAEBA and its sponsoring institutions accept no
responsibility whatsoever for any consequences of its use. The authors, in the exercise of their academic
freedom, choose names of countries or economies mentioned in this series and LAEBA and its institutional
sponsors are in no way responsible for such usage.




29

the pre-crisis period. In addition, all governments took over some or most banks and later began
to reprivatize them.

These various types of support — together with assistance for debtors, both households
and corporations — are likely to be extremely costly to the countries involved. The most
commonly cited costs are fiscal outlays. As shown in Table 8, these range from 4% of GDP to
52% in the cases we are examining. The median was 28%, with Latin America and East Asia
being very similar. Although not shown in the table, the countries without twin crises had
substantially lower costs. Several studies have tried to determine why fiscal costs vary across
cases.”® Here we are mainly interested in underlining the magnitude of lost opportunities —
obviously, the government funds that go into bank rescues cannot be used for other activities,
whether public-sector investment projects or social services — and asking how Latin America
fared in comparison with East Asia.

But the costs are not limited to absorption of government revenues. Others include lost
GDP, larger government debt, lack of credit, weaker firms, perhaps higher inflation. Moreover,
there is frequently an income transfer to the wealthiest groups in society, which can be
debilitating to a government in political terms, and poverty is likely to be negatively affected,
which also has political as well as social and economic costs.” Table 8 provides indicators of
some of these other costs. GDP loss in the worst year of the crises averaged nearly 10%, while
interest rates and inflation rose substantially and asset prices plummeted. The main differences
between Latin America and East Asia on these other measures was much higher real interest
rates in the former, but a steeper fall in asset prices in the latter.

A final point to keep in mind is that crises are usually not resolved quickly. On the
contrary, the effects of a serious crisis will last for years. Although measuring the lingering
impact of a crisis is very difficult, Table 9 provides some tentative estimates by looking at the
variables mentioned earlier — GDP growth, investment, and credit to the private sector — five
years after a crisis. GDP, corrected to eliminate the recovery portion of post-crisis growth, in all
cases except Mexico was substantially lower in the five years after the crisis than in the
comparable period before. The regional data for both Latin America and East Asia show that

corrected growth rates fell more than two thirds on average. In the case of the investment ratio,

¥ Honohan and Klingebiel (2003), for example, argue that accommodating policies lead to higher fiscal costs, while
Claessens, Klingebiel, and Laeven (2004) stress the role of institutions in determining the cost of crises.
%% On poverty and crises, see Cline (2002), Baldacci, de Mello, and Inchauste (2004).
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all East Asian countries suffered a large decline from the peak just before the crisis to the end of
the five-year post-crisis period. In Latin America, this fall did not occur, perhaps because
investment ratios were already at such low levels. With respect to credit to the private sector,
there was a general tendency for the ratio to remain much lower five years after the crisis than in
the prior peak. There were, however, two exceptions. Chile and Korea, the two countries that
arguably did the best job of which responding to their respective financial crises, saw credit

either remain at the same level or even increase.

VI. LESSONS FOR CHINA FROM EMERGING MARKET ECONOMIES

At the beginning of the twenty-first century, despite its impressive economic trajectory, China
faces a number of challenges with respect to its financial sector. These are magnified by the
deadlines for liberalization accepted in the WTO accession process. The main challenges can be
summarized as follows:

e Domestic financial liberalization — to provide individual institutions with greater liberty
to make decisions on who receives credit and at what price — will have to be expanded.

¢ Prudential regulation and supervision need to be strengthened, and macroeconomic
stability secured, preferably before the liberalization process proceeds much further.

e The capital account must be liberalized in due course, but it should be done in a gradual
and orderly manner and, if possible, after the domestic financial system is strong enough
to deal with the new challenges that will result.

e NPLs must be rapidly reduced and a more transparent process established for funding
them. A means should be developed to avoid incurring large volumes of additional bad
loans in the future.

e The trend toward diversification of ownership will have to be stepped up, but some well-
run public-sector banks may have a useful role to play in terms of expanding access to
finance.

e Over time, the stock and bond markets should be strengthened to provide alternative
sources of finance for firms and investments for households.

This paper has concentrated on the first four challenges. Since the financial sector plays
such a central role in the economy, and it is such a fragile institution, the liberalization process

must be very carefully thought out. Three areas of policy were hypothesized to be important —
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the speed and extent of the domestic financial liberalization process, the policies that accompany
domestic financial liberalization, and the institutions that are needed to support a liberalized
financial system. China lags behind most developing countries in terms of financial
liberalization, which means that it can take advantage of their experiences, despite the difference
in size and background. As China moves toward a western-style financial system, similarities
will become more important than differences.

First, with respect to domestic financial liberalization, no hard evidence was found to link
the speed of this process and the stability of the new systems in Latin America or East Asia. But
the Chinese case may be different because of the lack of experience in decision-making at the
micro level. This would seem to auger for a gradual liberalization process insofar as WTO
obligations permit. In particular, it will be important to improve the balance sheets of the
individual financial institutions — by cleaning up the NPLs and raising capital ratios — and to
strengthen their ability to engage in credit analysis before current regulations are lifted.

Second, the policies that accompany domestic financial liberalization must be selected
with great care, and the sequencing must be well planned. China’s difficulties in macroeconomic
management have been on display in recent months in terms of lack of instruments to slow an
overheated economy. Our cases show that stability in the real economy is an essential
prerequisite for financial stability; even the best-managed financial system is hard pressed to
function well in a volatile setting. Likewise, the international aspects of financial liberalization
have often undermined sensible domestic financial and macroeconomic policies. China is
currently under substantial pressure to open its capital account completely and to float the RMB.
Others have cautioned prudence, however, precisely because of the potential negative effects on
the banking system. Our evidence supports the latter position: most financial crises have been
detonated by overambitious and poorly planed international financial openings. Fortunately, less
controversy exists with respect to the need for improved prudential regulation and supervision of
the banking system. Powerful international institutions, especially the BIS and IMF, have been
pushing in this direction (although some at the World Bank believe their colleagues are
promoting too much regulation). Again, our evidence suggests that liberalization without prior
strengthening of regulation and supervision is a recipe for trouble. The typical reaction was a
lending boom without concern for quality, which led to the accumulation of non-performing

loans and falling capital ratios.
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Third, and closely interrelated with both of the previous points, institutional development
is essential for a successful financial liberalization process. In overall terms, the rule of law and a
strong judicial system are prerequisites. In addition, regulatory and supervisory agencies, central
banks, macroeconomic ministries, and individual banks themselves all need to be nurtured — and
this takes time. While China has such institutions in the formal sense, of course, they are not
fully prepared to deal with the challenges that will arise once the current controls on the financial
system are relaxed. The same was true in most of our cases in Latin America and Asia as well,
but important strides have been made in these two regions — usually after crises have occurred —
and their experiences should prove useful to Chinese authorities.

Like most other developing countries, China has opted for a market-based economy, and
an autonomous financial sector is a crucial part of such a system. So it is not a question of
whether financial liberalization will occur, but whether it will be an orderly process or a crisis-
ridden one. We have shown evidence of the costs that crises incur, costs that persist for a lengthy
period and bring great harm to the economies that suffer them. If China can learn some lessons,
both positive and negative, from other countries that have already gone through the liberalization
process, it may have a chance of escaping the ills that a poorly managed process is bound to

bring.
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Table 1. China: Domestic Credit, Bonds, and Stock Market Capitalization, 1992-2000 (% of GDP)

1992 1993 1994 1995 1996 1997 1998 1999 2000

Domestic credit 94.7 103.6 92.3 91.1 97.2 106.2 119.5 130.4 132.7
Bonds 8.4 7.2 6.6 9.6 11.0 13.0 17.2 21.7 24.3

Government 4.8 4.6 4.9 5.6 6.4 7.4 9.9 12.9 15.3

Corporate* 3.6 2.6 1.7 4.0 4.6 5.6 7.3 8.8 9.2
Total stock market 3.9 10.2 7.9 59 14.5 23.4 24.5 32.3 53.8
capitalization

A shares 9.6 7.5 5.7 13.9 22.9 24.3 31.9 53.1

B shares 0.6 0.4 0.3 0.6 0.5 0.3 04 0.7
Negotiable market na 25 2.1 1.6 4.2 7.0 7.2 10.0 18.0
capitalization

A shares 2.0 1.7 14 3.7 6.5 7.0 9.7 17.4

B shares 0.5 0.3 0.3 0.5 0.5 0.3 0.3 0.6
Total (1)** 107.0 121.0 106.8 106.6 122.7 142.6 161.2 184.4 211.0
Total (2)*** na 113.3 101.0 102.3 112.4 126.2 143.9 162.1 175.2

* Includes bonds isued by financial institutions.
** Total based on total market capitalization.
*** Total based on negotiable market capitalization.

Source: Calculated from Shirai (2002a:13).
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Table 2. China: Concentration among Deposit-Taking Financial Institutions, end 2000
(billion yaun and percent)

Type of institution Total assets Loans Deposits
State-owned 10,144 7,606 7,751
commercial banks [72.9%] [74.7%] [68.4%]
Publicly-listed 1,529 846 1,187
commercial banks [11.0] [8.3] [10.5]
Credit cooperatives 2,073 1586 2,192
[14.9] [15.6] [19.4]

Finance companies 162 143 194
[1.2] [1.4] [1.7]

Total 13,908 10,181 11,324
[100.0] [100.0] [100.0]

Source: Calculated from Fitch Ratings (2002).
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Table 3. Relationship between Financial Liberalization and Outcomes

Dimensions Positive Outcomes Negative Outcomes

Implementation Gradual and extensive Rapid and complete

Other economic policies

* Macroeconomic Prices and real economy stable Instability in one or both
* International Partial liberalization Complete liberalization
* Regulatory Tight regulation/supervision Loose regulation/supervision

Institutions Strong Weak
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Table 4. Latin America: Financial Liberalization Index, 1973-2002

Year Argentina  Brazil  Chile Colombia  Mexico Peru Venezuela
1973 1.0 1.3 1.0 1.0 1.7 1.7 1.7
1974 1.0 1.3 1.3 1.1 2.0 1.7 1.7
1975 1.0 1.3 1.6 1.3 2.0 1.7 1.7
1976 1.3 2.0 1.7 1.3 2.0 1.7 1.7
1977 23 2.0 1.7 1.3 2.0 1.7 23
1978 24 2.0 1.7 1.3 2.0 1.7 23
1979 27 1.3 1.9 1.3 2.0 1.7 23
1980 27 1.3 2.0 1.4 2.0 1.7 23
1981 2.7 1.3 2.0 1.7 2.0 1.7 26
1982 1.6 1.3 1.9 1.7 1.6 1.3 3.0
1983 1.0 1.3 1.0 1.7 1.0 1.3 24
1984 1.0 1.3 1.3 1.7 1.0 1.3 1.7
1985 1.0 1.3 1.7 1.7 1.0 1.3 1.7
1986 1.0 1.3 1.7 1.3 1.0 1.3 1.7
1987 1.2 1.3 2.0 1.7 1.0 1.0 1.7
1988 1.7 1.7 2.0 1.7 1.1 1.0 1.0
1989 24 2.0 2.0 1.7 1.9 1.0 2.2
1990 3.0 23 25 1.7 2.0 1.0 3.0
1991 3.0 25 25 23 24 23 3.0
1992 3.0 27 2.7 23 3.0 3.0 3.0
1993 3.0 27 2.7 23 3.0 3.0 27
1994 3.0 23 2.7 23 3.0 3.0 1.4
1995 3.0 26 27 23 3.0 3.0 1.4
1996 3.0 2.7 2.7 23 3.0 3.0 2.7
1997 3.0 27 2.7 23 3.0 3.0 3.0
1998 3.0 27 28 24 3.0 3.0 3.0
1999 3.0 3.0 3.0 27 3.0 3.0 3.0
2000 3.0 3.0 3.0 27 3.0 3.0 3.0
2001 27 3.0 3.0 27 3.0 3.0 3.0
2002 1.1 3.0 3.0 2.7 3.0 3.0 3.0

For definitions of indexes, see text.

Source: Sergio Schmukler website.
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Table 5. Latin America: Domestic Financial Liberalization Index, 1973-2002

Year Argentina  Brazil Chile Colombia  Mexico Peru Venezuela
1973 1.0 1.0 1.0 1.0 1.0 20 1.0
1974 1.0 1.0 2.0 2.0 20 20 1.0
1975 1.0 1.0 27 2.0 20 20 1.0
1976 1.0 3.0 3.0 2.0 20 20 1.0
1977 3.0 3.0 3.0 2.0 20 20 1.0
1978 3.0 3.0 3.0 2.0 20 20 1.0
1979 3.0 1.0 3.0 2.0 20 20 1.0
1980 3.0 1.0 3.0 23 20 20 1.0
1981 3.0 1.0 3.0 3.0 20 20 1.8
1982 2.0 1.0 2.8 3.0 1.7 1.0 3.0
1983 1.0 1.0 1.0 3.0 1.0 1.0 3.0
1984 1.0 1.0 2.0 3.0 1.0 1.0 1.2
1985 1.0 1.0 2.0 3.0 1.0 1.0 1.0
1986 1.0 1.0 2.0 2.0 1.0 1.0 1.0
1987 1.5 1.0 2.0 3.0 1.0 1.0 3.0
1988 3.0 2.0 2.0 3.0 1.3 1.0 3.0
1989 3.0 3.0 3.0 3.0 2.8 1.0 3.0
1990 3.0 3.0 3.0 3.0 3.0 1.0 3.0
1991 3.0 3.0 3.0 3.0 3.0 3.0 3.0
1992 3.0 3.0 3.0 3.0 3.0 3.0 3.0
1993 3.0 3.0 3.0 3.0 3.0 3.0 3.0
1994 3.0 3.0 3.0 3.0 3.0 3.0 23
1995 3.0 3.0 3.0 3.0 3.0 3.0 1.0
1996 3.0 3.0 3.0 3.0 3.0 3.0 25
1997 3.0 3.0 3.0 3.0 3.0 3.0 3.0
1998 3.0 3.0 3.0 3.0 3.0 3.0 3.0
1999 3.0 3.0 3.0 3.0 3.0 3.0 3.0
2000 3.0 3.0 3.0 3.0 3.0 3.0 3.0
2001 2.8 3.0 3.0 3.0 3.0 3.0 3.0
2002 1.0 3.0 3.0 3.0 3.0 3.0 3.0

For definition of index, see text

Source: Sergio Schmukler website.
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Table 6. East Asia: Financial Liberalization Index, 1973-2002

Date Indonesia Korea Malaysia  Philippines Taiwan Thailand
1973 1.0 1.0 1.3 1.0 1.0 1.0
1974 1.0 1.0 1.7 1.0 1.0 1.0
1975 1.0 1.0 1.3 1.0 1.0 1.0
1976 1.0 1.0 1.3 1.3 1.0 1.0
1977 1.0 1.0 1.3 1.3 1.0 1.0
1978 1.7 1.0 14 1.3 1.0 1.0
1979 1.7 1.0 1.9 1.3 1.0 1.3
1980 1.7 1.0 2.0 1.3 1.0 1.3
1981 1.7 1.0 2.0 1.5 1.0 1.3
1982 1.7 1.0 2.0 1.7 1.0 1.0
1983 2.0 1.0 2.0 1.7 1.0 1.0
1984 2.0 1.0 2.3 1.7 1.1 1.0
1985 2.0 1.0 2.3 1.7 1.3 1.0
1986 2.0 1.0 2.0 1.9 1.3 1.0
1987 2.0 1.0 2.0 2.0 2.0 1.0
1988 2.4 1.3 2.0 2.0 2.0 1.3
1989 2.8 1.3 2.0 2.0 2.2 2.0
1990 3.0 1.3 2.0 2.0 23 2.0
1991 2.4 1.7 2.6 2.0 2.3 2.0
1992 2.3 1.7 2.7 2.0 2.3 29
1993 2.3 2.0 2.7 2.0 23 3.0
1994 2.3 2.0 2.6 2.7 2.3 3.0
1995 23 2.3 3.0 2.7 2.3 2.9
1996 2.3 2.7 3.0 2.7 2.3 2.7
1997 2.3 2.7 3.0 2.7 2.7 2.4
1998 2.3 2.7 2.1 2.7 2.9 3.0
1999 2.3 2.3 2.0 2.7 3.0 3.0
2000 2.3 2.3 23 2.7 3.0 3.0
2001 2.3 2.3 2.3 2.7 3.0 3.0
2002 2.3 2.3 2.3 2.7 3.0 3.0

For definition of index, see text

Source: Sergio Schmukler website.
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Table 7. Latin America and East Asia: Characteristics preceding Financial Crises

Region/ Crisis Liberalization Index* Fiscal Curr Acct Sh-term debt A Credit™ NPLs*
country Date Domestic International + GDP* + GDP* + Reserves* Priv Sector + Credit
Latin America 3.0 26 -14 -4.0 149.2 10.5

Argentina 2001 3.0 3.0 -2.4 -3.2 112.6 -7.2

Brazil [1999] 3.0 2.0 -1.7 -4.3 70.2 4.9

Chile 1981 3.0 2.0 5.4 =71 82.0 36.8

Colombia 1998 3.0 20 -3.7 -4.9 58.7 8.2

Mexico 1994 3.0 3.0 0.0 -7.0 610.5 26.9

Peru [1994-99] 3.0 3.0 0.7 -5.9 76.5 23.0

Venezuela 1994 3.0 3.0 -2.3 4.3 34.2 -19.0
East Asia 3.0 2.0 -0.5 -2.5 167.9 17.0

Indonesia 1997 3.0 1.0 -0.7 -2.3 198.1 15.1

Korea 1997 3.0 2.0 -1.5 -1.6 262.8 13.8

Malaysia 1997 3.0 3.0 24 -5.9 71.9 21.0

Philippines [1997] 3.0 2.0 0.1 -5.3 162.3 30.8

Taiwan [1997] 3.0 2.0 -1.6 2.4 na 7.7

Thailand 1997 3.0 2.0 -1.9 -2.0 144.5 13.5

Crisis date=year when crisis started
[ ] = date when crisis might have been expected
* One year prior to crisis; Mexico data for 1994 and Asian countries for 1997 (because crisis occurred near

end of year)

** Three years prior to crisis (including year of crisis)

Sources: Liberalization index (Schmukler website); fiscal/GDP, curr acct/GDP, Acredit (International Financial
Statistics); short-term debt/reserves (Global Development Finance); NPLs/loans (country sources).

Taiwan data from Asian Development Outlook.
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Table 8. Latin America and East Asia: Cost of Financial Crises

Region/ Crisis  Fiscal GDP Interest Asset Inflation

country Year Cost  Loss Rate Prices

Latin America 26.4 10.2 38.4 -54 41.6
Argentina 2002 na -11.0 44.6 -54.7 40.3
Chile 1982 335 -134 46.0 na 31.2
Mexico 1995 19.3 -6.2 247 -53.3 53.3

East Asia 28.6 -9.5 11.9 70.4 47.2
Indonesia 1998 523 -13.1 3.3 -78.5 79.4
Korea 1998 23.1 -6.7 21.6 -45.9 7.2
Malaysia* 1998 4.0 -74 53 -79.9 5.0
Thailand 1998 34.8 -10.8 17.2 -77.4 10.7

Crisis year=peak year of crisis

Fiscal cost=net fiscal cost as share of GDP

GDP loss=decline in GDP in first year of crisis

Interest rate=peak real money market rate during crisis year

Asset price=largest monthly drop in (real?) stock market index during crisis year
relative to January of previous year

Inflation=cumulative CPI for 12 months beginning 1 month prior to crisis

* Honohan and Klingibiel (2003), an alternative source on fiscal cost, whose data
are generally similar to the source used here, have a very different figure for
Malaysia (16.4%).

Sources: Fiscal cost (Hoelscher and Quintin, 2003:41); GDP loss (Collyns and Kinkaid,
2003:27,30); interest rates (Claessens, Klingebiel, and Laeven, 2002:3, except Argentina
and Chile, which were calculated from IFS using similar methodology); asset prices
(Claessens, Klingebiel, and Laevan, 2003:3, except Argentina, which was calculated
from Standard and Poors using similar methodology); CPI (Collyns and Kinkaid, 2003:
29,31, except Argentina, which was calculated from IFS using similar methodology).
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Table 9. Latin America and East Asia: Performance Five Years after Twin Crises

Region/ AGDP AGDP Inv/GDP Inv/GDP Credit/GDP Credit/GDP
country pre-crisis post-crisis pre-crisis post-crisis pre-crisis  post-crisis
Latin America 4.8 1.5 20.3 20.7 38.7 27.7
Argentina* 26 -2.0 16 15 24 11
Chile 7.9 29 23 23 53 54
Mexico 3.9 3.5 22 24 39 18
East Asia 7.8 25 38.4 23.1 114.5 93.3
Indonesia 7.6 0.6 31.6 16.0 61 24
Korea 7.1 4.2 38.2 29.4 73 104
Malaysia 8.7 2.8 42.0 21.8 158 142
Thailand 7.9 2.2 41.7 25.2 166 103

GDP pre-crisis=5 years before crisis
GDP post-crisis=5 years after crisis (subtracting crisis decline to correct for recovery)
Inv/GDP pre-crisis=year of highest ratio in couple of years before crisis
Inv/GDP post-crisis=ratio 5 years after crisis
Credit to private sector/GDP pre-crisis=highest ratio in couple of years before crisis

Credit to private sector/GDP post-crisis=ratio 5 years after crisis

* Argentina=1 year after crisis (2003)

Source: World Bank, World Development Indicators, online version.
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Figure 1. Financial Liberalization Index by Region, 1973-2002
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Figure 2. Domestic Financial Liberalization Index by Region, 1973-2002
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Components of Latin American Financial Index, 1973-2002
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