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MARKET ECONOMIES

inancial and macroeconomic conditions

in the emerging market economies have

continued to improve since the middle of

1999. Equity prices have rallied, exchange
rates have stabilized, and yield spreads in exter-
nal debt markets have begun to ease. In Latin
America, the recessions have been generally
short-lived and, in Brazil, unexpectedly shallow.
Growth in east Asia has picked up strongly in the
course of 1999, especially in Korea. This overall
improvement notwithstanding, conditions
among emerging market regions and countries
continue to differ, reflecting divergences in cycli-
cal positions and in budgetary and external bal-
ances and the need for structural reform. In
view of persistently high current account deficits
and continued subdued net private capital flows,
Latin American emerging market economies re-
main vulnerable to reversals in market sentiment
and financing flows. In east Asia, however, the
rapid pace of the recovery will require some
moderation in stimulative fiscal and monetary
policies, and additional progress in banking and
corporate sector restructuring is needed to
transform the recovery into robust and sustained
growth.

The improvement in the economic and finan-
cial outlook for Latin America and east Asia
owes much to the policy responses to the recent
crises. In addition to sound macroeconomic
policies, many countries have adopted strong
structural reform measures, including actions to
strengthen financial systems, improve fiscal and
monetary policy frameworks, and, in particular
in east Asia, promote corporate restructuring.
The welcome focus on structural reform stands
in contrast with earlier crisis episodes in emerg-
ing markets, when the emphasis was much more
on macroeconomic policies to achieve short-
term external adjustment. The current struc-
tural agenda is far from finished, however, and
the pace of reform needs to be maintained, es-
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pecially as ongoing rapid recoveries heighten
the risk of complacency. Priorities include initia-
tives to assist further financial sector and corpo-
rate restructuring, as well as broader institu-
tional, legal, and regulatory reforms aimed at
strengthening the environment for market-based
activities. Provided the reform momentum can
be maintained, the east Asian and Latin
American countries will be well placed to
achieve sustained robust growth and to reduce
the risk of new crises.

In addition to sound macroeconomic policies
and structural reform measures, other factors
are also expected to help lower the risk of re-
newed crises in the emerging market economies.
International investors have generally become
more cautious toward these economies, and are
differentiating among countries based on credit
quality. In spite of an easing in secondary mar-
ket spreads and some pickup in flows since early
1999, conditions overall remain less generous
and market access more limited than during
1996 and most of 1997, in the run-up to the ecast
Asian crisis. The easing in spreads has generally
been more pronounced for the east Asian
emerging markets than for their Latin American
counterparts, reflecting credit fundamentals.
External positions in east Asia have improved
considerably in the wake of the 1997-98 crisis
and financing patterns in the region are shifting
from debt to equity. In contrast, current account
deficits and refinancing needs remain sizable in
Latin America, although for a number of coun-
tries increases in oil and nonfuel commodity
prices have helped ease the external vulnerabili-
ties somewhat. Latin America would also be
more affected by a sharper-than-expected slow-
down in the United States. Nevertheless, ongo-
ing reforms and more realistic assessments of
risk have reduced the immediate probability of a
sudden and generalized reversal in flows fol-
lowed by extensive contagion of the type seen in



the east Asian crisis of 1997-98 and the more re-
cent crises in Brazil and Russia.

The chapter first discusses the substantial im-
provement in financial market conditions facing
the emerging market countries and the diverg-
ing forces likely to influence these economies in
the period ahead. It then assesses developments
in global commodity markets, emphasizing both
the impact of the pickup in world growth on
commodity prices and the effects of the recent
sharp increase in oil prices on the global econ-
omy. The last two sections analyze the improving
economic outlook for Latin America and east
Asia, comparing remaining vulnerabilities and
identifying key policy challenges. Russia and
other countries in transition have also been in
crisis, but the economic situation in Russia re-
mains complex and its recovery is tentative, as a
wide range of financial and structural issues still
need to be addressed. The performance of the
countries of central and eastern Europe remains
quite mixed, although most seem to be recover-
ing from the effects of the Russian crisis. Many
of these countries are also benefiting from their
ongoing reorientation toward western Europe
(see Chapter I). These and other developments
in the transition countries will receive special at-
tention in the forthcoming October 2000 World
Economic Outlook.

Financial Conditions Facing Emerging
Market Economies

Reflecting a further recovery in economic ac-
tivity and rising investor confidence, domestic fi-
nancial conditions in the emerging market
economies generally continued to improve in
the second half of 1999 and early 2000. This was,
in particular, the case for emerging equity markets,
which staged a sharp rally in the final months of
1999, as fears of higher U.S. interest rates and
Y2K-related problems eased, information tech-
nology-related stocks surged in the United
States, and economic prospects for both east
Asia and Latin America continued to improve
(Figure 2.1). Building on a strong performance
in the first half of 1999, the rally resulted in eq-
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Figure 2.1. Emerging Market Economies: Equity Prices
(U.S. dollar terms; logarithmic scale; January 1996 = 100)

Equity prices in all emerging market economies staged a strong rally during 1999.
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uity price increases in U.S. dollar terms of more
than 60 percent on average in 1999 as measured
by the Standard & Poor’s/International Finance
Corporation (IFC) investable price index. This
overall strengthening, however, masks a variety
of country experiences in economic perform-
ance and policies.

In Asia, equity prices more than doubled in
China and Korea last year and almost doubled in
Indonesia. But markets in Thailand and, espe-
cially, the Philippines lagged behind the regional
average because of concerns about the pace of
bank restructuring (Thailand) and the overall
course of economic policy (the Philippines).
Indian equities finished the year with an 81 per-
cent increase, in part driven by gains in the
country’s fast growing information technology
sector. In Latin America, Brazil and Mexico
recorded the strongest gains in 1999, in line with
favorable economic developments. In Brazil,
where the stock market soared in the last month
of the year on the improving economic outlook,
equity prices by year-end had strengthened by 67
percent since the beginning of the year, while
the Mexican market rose even more. But mar-
kets in Colombia and Venezuela closed 1999
with losses, which were attributable mainly to
deep recessions in the two countries.

Among other emerging market economies,
stock exchanges in Russia and Turkey posted ex-
ceptionally strong rebounds in 1999, in part on
the back of sharp year-end rallies. Improving eco-
nomic prospects and a successful political transi-
tion lifted Russian equity prices by 65 percent in
December, while the announcement of a macro-
economic stabilization program and positive
news on European Union accession sent Turkish
prices sharply up in the same month. The South
African market also gained momentum in late
1999, amid falling interest rates, rising commod-
ity prices, and a recovering economy.

The Czech, Hungarian, and Polish markets,
which had lagged other markets in late 1999,
registered strong gains in the first quarter of
2000 on the back of an improving growth and
external outlook, capital inflows, and rallies in
technology-related assets, while Russian equity

prices strengthened further, reflecting higher oil
prices and reduced political uncertainty. In Asia,
equity markets in Indonesia, the Philippines,
and Thailand weakened significantly during this
period, in part because these markets offer fewer
technology-related investments than competing
regional exchanges. However, China reported
price gains, as did Malaysia, where portfolio in-
flows picked up. In Latin America, the main
markets other than those in Colombia and
Venezuela posted moderate price increases.
Overall, the composite S&P/IFC investable price
index (measured in U.S. dollars) rose by 1 per-
cent in the first quarter of 2000, in contrast to
declines in many advanced economy equity mar-
kets during this period.

In foreign exchange markets, the currencies of
the emerging market economies regained a
measure of stability in the early fall of 1999 when
mid-summer pressures related to uncertainties
about U.S. interest rate movements abated
(Figure 2.2). In emerging east Asia, the
Indonesian and Thai currencies broadly re-
turned to their June—July 1999 highs against the
U.S. dollar in the fall of 1999, and the Korean
won appreciated further to a post-crisis high of
less than 1120 per U.S. dollar in March 2000.
The Philippine peso came under some down-
ward pressure in late February—March, reflecting
concerns about policy slippages, in particular in
the fiscal area. In Latin America, the Brazilian
real strengthened to below 1.75 per U.S. dollar
in March 2000, following some weakening in the
early fall of 1999, as concerns of a pickup in in-
flation eased and capital inflows rose. Elsewhere
on the continent, the Chilean and Colombian
pesos, supported by strengthening recoveries
and rising commodity export revenues, appreci-
ated against the U.S. dollar in late 1999 and, in
the case of the Chilean peso, early 2000. The
Mexican peso also strengthened against the U.S.
dollar in February—March 2000 on the back of
higher oil prices and rising capital inflows. By
contrast, Ecuador’s currency lost more than half
of its value against the U.S. dollar between
September 1999 and early January 2000, reflect-
ing the country’s deepening economic and fi-



nancial crisis, but appeared to be stabilizing fol-
lowing the announcement of the government’s
intention to move toward dollarization.

In central and eastern Europe, the Polish zloty
weakened significantly in early November 1999
amid inflation fears and political uncertainty,
but then rebounded following a tightening of
the monetary policy stance and an easing of po-
litical uncertainties. In part reflecting the weak-
ness of the euro, the zloty strengthened by
around 15 percent against the euro between
early November 1999 and the end of March
2000, as foreign inflows associated with privatiza-
tion receipts and with portfolio investments in
high yielding zloty assets surged. Several of the
other currencies in the region, in particular the
Czech and Slovak korunas, also faced upward
pressure against the euro, and the Czech and
Slovak authorities responded by intervening in
the foreign exchange market. By contrast, the
Russian ruble came under renewed downward
pressure against the U.S. dollar in late
1999-early 2000, mainly because of a temporary
easing of monetary conditions. The South
African rand broadly stabilized at around 6.1 per
U.S. dollar in the fall of 1999, but then weak-
ened somewhat in early 2000.

With exchange rates stabilizing and inflation
generally remaining under control, the mone-
tary policy stances in most emerging market
economies were eased considerably in the
course of 1999, as reflected in short-term interest
rates (Figure 2.3). In a number of cases, however,
monetary policy has been put on hold since the
early fall of 1999, either because of concerns
about potential currency pressures or because
further easing would have been inappropriate in
view of strengthening recoveries and risks of
overheating. The Bank of Korea held the
overnight call rate steady at around 4% percent
until early February 2000, when the rate was
raised to 5 percent to narrow the spread be-
tween long- and short-term interest rates. Money
market rates have stabilized in the 2 to 3 percent
range in Malaysia and Thailand and at around 9
percent in the Philippines. In mid-November
1999, China reduced the required reserve ratio
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Figure 2.2. Selected Emerging Market Economies:

Bilateral U.S. Dollar Exchange Rates
(U.S. dollars per currency unit; January 5, 1996 = 100)

The currencies of most emerging market economies have been broadly stable against

the U.S. dollar since the fall of 1999.
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Figure 2.3. Selected Emerging Market Economies:

Short-Term Interest Rates
(Percent)

Short-term interest rates in emerging markets have generally eased in the wake of

Brazil's currency crisis.
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an interest rate of 55.1 percent.
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from 8 percent to 6 percent to boost liquidity
and encourage bank lending.

In Latin America, after having lowered the
benchmark SELIC rate to 19 percent at the end
of September 1999, from a high of 45 percent in
late March, the Brazilian central bank abstained
from further interest rate reductions during a
six-month period to keep inflation under con-
trol. At the end of March 2000, the SELIC rate
was cut to 18%2 percent in view of the real’s ten-
dency toward appreciation and reduced con-
cerns of the inflationary effects of higher oil
prices. Also reflecting inflation-related consider-
ations, the Mexican central bank reduced its
daily lending to commercial banks so as to in-
crease money market rates in mid-January 2000.
By contrast, the Colombian central bank used a
move to a free-floating exchange rate in the
early fall of 1999 to ease monetary policy in sup-
port of the recovery, lowering its repo rate grad-
ually from 17 percent in mid-August 1999 to 12
percent in mid-January 2000. Monetary policy
was tightened again somewhat in February 2000
as the Colombian peso tended to weaken.

Elsewhere among the emerging market
economies, the South African Reserve Bank con-
tinued to bring its repurchase rate down gradu-
ally during the second half of 1999, until it
reached 12 percent by the late fall. At that time,
the Reserve Bank fixed the rate to help reduce
Y2K-related concerns. In mid-January 2000,
when the float of the repurchase rate was re-
sumed, the repurchase rate dropped by an addi-
tional 25 basis points. In Turkey, the introduc-
tion of a new crawling peg exchange rate regime
supported by stronger adjustment policies in
early January 2000, allowed the central bank to
substantially cut its overnight bid and offer rates
(Box 2.1). In central and eastern Europe, inter-
est rate hikes in Poland and reductions in the
Czech Republic and, in particular, Hungary, re-
flected differences not only in the growth, infla-
tion, and current account outlook, but also in
exchange rate regimes and monetary policy
frameworks.

The improved prospects for the emerging mar-
ket economies have also led to a further narrow-



ing of spreads on emerging market external debt
(Figure 2.4). Average spreads, as measured by
the JP Morgan EMBI+ index, fell from around
1100 basis points at the end of September 1999
to a year-low of 824 basis points at the end of
December, which was still well above levels ob-
served before the Russian crisis, including those
at the peak of the east Asian crisis in late 1997.
During the first quarter of 2000, average spreads
fluctuated in the 750 to 900 basis points range,
broadly in line with movements in U.S. bond and
equity markets. The overall narrowing in spreads
during the fall of 1999 masks considerable re-
gional differences, however, evidence of increas-
ing investor differentiation among emerging
markets. Spreads on bond issues by east Asian en-
tities (except from Indonesia) were broadly sta-
ble at low levels during this period, after having
eased in the first half of the year on the back of
improvements in credit fundamentals. Spreads
for Latin American countries, however, rose in
mid-1999, reflecting concerns about U.S. interest
rate movements and domestic fiscal policies, be-
fore easing again to year-lows by the end of 1999.
They remain above spreads for the major east
Asian borrowers, in line with Latin America’s rel-
atively high external vulnerability and uncertain-
ties about the prospects for fiscal consolidation.

The improvement in secondary market condi-
tions in emerging debt markets reflects a num-
ber of factors. In the early fall of 1999, investors
grew more confident that the emerging market
economies would avoid major Y2K-related prob-
lems and they began to anticipate a rally in
emerging debt markets in early 2000. Investor
pre-positioning for this expected rally brought it
forward to November—December 1999. The rally
was also supported by relatively small inflows of
new money into the market and by some coun-
try-specific developments, in particular a sharp
fall in spreads on Russia’s external debt owing to
the country’s improved economic outlook and
expectations of a restructuring agreement on
Soviet-era debt held by London Club (commer-
cial bank) creditors.

Average secondary market spreads do not ap-
pear to have been affected strongly by the fail-
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Figure 2.4. Selected Emerging Market Economies:

Eurobond Yield Spreads and Brady Bond Spreads
(Basis points)

External debt spreads for Latin American countries generally remain above those for
their east Asian counterparts.
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Box 2.1. Turkey’s IMF-Supported Disinflation Program

Macroeconomic instability—characterized by
chronic inflation, wide swings in output, volatile
interest rates, and persistent fiscal imbalances—
has been the norm for the Turkish economy dur-
ing the last two decades. The country launched at
least five disinflation programs during the 1990s,
but these were ineffective in lowering the infla-
tion rate, which averaged over 80 percent over
the period (see the first table). As a result, Turkey
has been a striking exception to the disinflation
trends observed worldwide since the 1970s.

The ultimate cause of chronic high inflation
in Turkey has been the existence of deep struc-
tural weaknesses in public sector finances.
Opaque indirect agricultural support policies,
other nontransparent fiscal and nonfiscal activi-
ties by budgetary and nonbudgetary funds and
state enterprises, and credit subsidies through
state banks have contributed to substantial pri-
mary deficits.! These deficits have persisted

IFor a more detailed analysis, see Rakia Moalla-
Fetini, “Inflation as a Fiscal Problem,” IMF Staff
Country Report No. 00/14 (Washington: International
Monetary Fund, February 2000), pp. 7-27. (This docu-
ment is also available online at wwuw.imf.org).

Disinflation Attempts
(percent change)

since the 1970s and have been consistently mon-
etized to alleviate the government’s budget con-
straint (see the second table). As the inflation
tax base eroded, however, the same level of
money creation extracted lower amounts of
seigniorage and provided further upward pres-
sure on prices. Inflation was also sustained by a
strong expectational component, which im-
peded the success of the disinflation programs
of the 1990s. In particular, in the programs im-
plemented in 1994-95 and 1998, the fiscal pri-
mary position strengthened significantly, and in-
flation performance also improved, but nominal
interest rates failed to come down as envisaged.
This was partly because financial markets re-
mained worried about the sustainability of the
situation, especially in the light of the crises in
Asia and many other emerging market countries
in 1997-98. The end result was sizable increases
in real interest rates from already very high lev-
els, thus undermining the authorities’ resolve to
continue disinflation.

The new disinflation program supported by
the Stand-By Arrangement approved by the IMF
Board on December 22, 1999 was designed to
address upfront the issue of the credibility of

T-Bill Rates Six Months
After the Beginning

Disinflation Inflation Before Inflation Target CPI Inflation of the Program
Program the Beginning for the First Year after Six In nominal  In real
(starting date) Monetary Framework of the Program!  of the Program? Months2 terms terms?3
Jan. 1990 Base money targeting 66.8 54.0 61.3 50.4 -2.3
Jan. 1992 Base money targeting 70.9 42.0 56.1 97.7 39.2
May 1994 Nonbinding crawling exchange

rate floor 115.9 45.44 71.9 113.2 47.0
Jan. 1995 “Enhanced” crawling floors 1251 40.0 100.4 103.2 44.5
Jan. 1998 Inflation targeting 90.4 50.0 46.8 92.2 28.0

1GDP deflator (annual average) for 1990; CPI (Dec./Dec.) for 1992; CPI (June/June) for 1994; CPI (Dec./Dec.) for 1995; WPI

(Dec./Dec.) for 1998.

2CPl inflation in the first six months of the program, seasonally adjusted and annualized.

3Deflated with the inflation target.

4Inflation target for the period May 1994-April 1995, derived from the annual targets for 1994 and 1995 under the Stand-By

Arrangement program.

5In addition to the announcement of quarterly exchange rate floors, the authorities were committed, in case of slack under the floor, to
avoid a rate of depreciation significantly different from the targeted inflation rate. This commitment, however, was expected to guide in-

terest rate policy, with no specific commitment on intervention policy.
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Selected Macroeconomic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

Real sector (percent change)

Real GDP 9.2 0.8 5.0 7.7 47 8.1 6.9 7.6 31 43
CPI (period average) 603 660 701 661 1063 937 823 857 846 649
WPI (period average) 523 553 621 584 1207 885 779 818 718 531

Monetary and exchange rate sector

(percent change)
Broad money 52.2 817 774 634 1447 1034 1171 879 964 857
Bank claims on central government 36.5 749 602 788 1236 839 2402 1057 186.7 1241
Interbank money market rate (percent)  51.9 728 654 628 1372 725 764 704 748 734

Exchange rate 23.0 599 647 599 1701 540 774 86.6 720 60.6

Public sector (percent of GDP)

Public sector balance -76 -113 -124 -131 -10.2 -6.4 -132 131 -159 -242
of which:

Primary balance -3.6 -62 -70 -5.6 -0.2 27 12 2.1 05 -27
Net debt of the public sector 28.8 352 357 351 447 413 465 429 445 580
External sector (percent of GDP)

Current account deficit -1.7 02 -06 35 2.8 -0.5 -1.4 -1.4 09 -05
External debt 32.6 33.0 348 36.9 50.1 424 453 470 512 56.2

the disinflation effort. To this end, the program
rests on three pillars: a large front-loaded fiscal
adjustment; a strong exchange rate commitment
underwritten by a no sterilization monetary pol-
icy rule and income policies; and a wide range
of upfront structural reform measures. This is
expected both to stabilize the fiscal situation
and to bring CPI inflation down from 65 per-
cent at the end of 1999 to 25 percent by the end
of 2000, and to single digits by the end of 2002.
The frontloaded fiscal adjustment is neces-
sary as fiscal weakness is at the root of the infla-
tionary process. A shift in the primary position
of the fiscal sector to long-term fiscal sustainabil-
ity is to be undertaken in the first year of the
program. In particular, the primary balance of
the public sector is expected to improve from a
deficit of 2.7 percent of GNP in 1999 to a sur-
plus of 2.2 percent of GNP in 2000. The achieve-
ment of these fiscal goals will be facilitated by
the tax package that was approved by Parliament
in late November 1999 (the package includes
important adjustments in a wide range of both
indirect and direct taxes), as well as by addi-
tional revenue-boosting and expenditure-cutting
measures that were included in the 2000 budget
prior to its approval in late 1999. As the disinfla-

tion will bring about a temporary rise in the
burden of interest payments relative to GDP, re-
flecting high ex post real interest rates while in-
flation falls, the improvement in the overall bal-
ance of the public sector will be more limited.
Sizable privatization receipts will be used to
keep the public debt-to-GDP ratio at its 1999
level this year.

The nominal anchor—absent in earlier pro-
grams—will be provided by a forward-looking
commitment on the exchange rate. A nominal
exchange rate anchor was chosen because of the
high visibility and strong effect on prices that
the exchange rate has in Turkey, the difficulty in
finding suitable alternatives (money demand ap-
pears unstable), and the need to facilitate a
rapid decline in interest rates. The exchange
rate commitment (a preannounced exchange
rate path with a devaluation rate of 20 percent)
is supported by strong fiscal adjustment and
consistent income policies in the government
sector (civil servant and minimum wages will
rise only in line with targeted inflation). In addi-
tion, the conduct of monetary policy will be
guided by a rule, whereby base money will only
be created by changes in the net foreign assets
of the central bank (apart from short-term fluc-
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Box 2.1 (concluded)

tuations). Finally, to avoid being locked in this
rigid monetary framework beyond the disinfla-
tion stage, a preannounced exit strategy has also
been incorporated. A gradual shift into a more
flexible exchange rate regime (with widening
symmetric bands around the preannounced ex-
change path) will be introduced in mid-2001.

A comprehensive and front-loaded structural
reform agenda, which is expected to be sup-
ported by the World Bank, will underpin the
program. The agenda includes privatization, a
restructuring and strengthening of the banking
sector, an overhaul of financial support to agri-
culture, and pension reform. In addition, fiscal
management and transparency will be strength-
ened, and tax policy and administration im-
proved. The structural reform effort is also
expected to generate efficiency gains; limit con-
tingent claims on the government; and, through
increased privatization receipts, stabilize the
level of public debt.

A breakthrough pension reform was imple-
mented in mid-summer 1999, which will allow
for a gradual but significant strengthening of
the pension system. Additional changes in ad-
ministration, coverage, compliance, and the le-
gal framework (including legislative changes al-
lowing for the creation of private pension
funds) are expected to deepen these reforms in
the coming years. In the agricultural area, the
long-term goal is to replace existing indirect
support policies with a direct income support
system. In the interim, the government has
taken several steps to contain the cost of the ex-
isting system, most notably by phasing out credit
subsidies and support to industrial crops. As re-
gards fiscal management and transparency,
changes will be implemented to strengthen
budget preparation, execution, and control,
most notably through the implementation of an
integrated financial system based on a single ac-
count and a general ledger. Fiscal transparency
will be enhanced by broadening the effective
coverage of the budget and by limiting the oper-
ations of quasi-fiscal entities. The tax system will
be improved to provide for a broad revenue
base with low and predictable tax rates.
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Far-reaching reforms are also envisaged to ad-
dress long-standing weaknesses of the banking
sector. Legislation increasing the independence
of supervisors and streamlining bank resolution
procedures has already been passed, and a fully
independent Banking Regulation and Supervi-
sion Agency has been established. Further
changes in the regulatory framework—includ-
ing the implementation of internationally ac-
cepted prudential regulations—are due to be
implemented early in 2000. The program also
includes measures to deal with the problems of
the operations of state banks by increasing trans-
parency and hardening the budget constraints
facing their management. Finally, some com-
mercial banks were taken over for restructuring
by the deposit insurance fund at the inception
of the program.

The privatization effort is another key area of
reform. The government intends to sell large
stakes in the telecommunications operator Turk
Telecom and major state enterprises and to
transfer operating rights for electricity distribu-
tion and power plants. This privatization pro-
gram is expected to lead to significant effi-
ciency gains in key sectors of the economy, and
to also generate sizable budgetary proceeds,
which will help achieve the program’s fiscal
goals. Total receipts from these operations are
expected to reach about $7' billion (about 3%
percent of GNP) during the course of 2000.
The attainment of this target has been facili-
tated by major revisions in the legislation re-
garding privatization, including a constitutional
amendment to allow for international arbitra-
tion, a law changing the role of the State
Council, a new energy law, and a new telecom-
munications law.

Initial indications of the positive impact of the
program are encouraging, including favorable
developments in the fiscal area. Interest rates
have fallen from over 90 percent in November
1999 to about 40 percent in January 2000, and
sentiment on the part of foreign and domestic
investors has been bullish, as reflected in strong
gains in equity prices and successful interna-
tional bond issues.



ures of certain emerging market economies to
fully meet external payment obligations. In
October 1999, Ecuador became the first country
to default on Brady bonds after a swap offer had
been rejected by investors. The country subse-
quently also defaulted on its other external debt,
including a Eurobond loan. In mid-November
1999, Pakistan’s government announced an of-
fer to exchange three outstanding Eurobonds
for a new six-year instrument with a three-year
grace period, which was accepted by an over-
whelming majority of the bondholders. In early
February 2000, Ukraine announced an offer to
exchange its outstanding external debt for new
seven-year euro- and U.S. dollar-denominated
Eurobonds so as to relieve its heavy debt burden
in 2000 and 2001; the offer was accepted by
bondholders owning more than 95 percent of
the outstanding debt. Finally, in mid-February
2000, Russia reached an agreement with its
London Club creditors on the rescheduling of
Soviet-era debt. The agreement, which involves
an exchange of outstanding debt for Eurobonds,
reduces significantly the net present value of the
debt and lengthens its maturity profile. The lack
of contagion from these events to the other mar-
kets was a result of investors largely anticipating
these difficulties and increasingly differentiating
between countries.

The overall improvement in secondary market
conditions since the fall of 1999 has not trans-
lated into a commensurate narrowing in average
spreads for new issues at launch. The improve-
ment was driven in part by lower secondary mar-
ket spreads for some countries, including Russia,
that still have to regain access to the primary
market. In early 2000, major U.S. dollar-denomi-
nated issues by Argentina, Brazil, and Turkey
were priced in the range of 500 to 600 basis
points above Treasuries, and a Eurobond from
Mexico carried a premium of 315 basis points;
these terms showed only a moderate improve-
ment when compared with primary market con-
ditions prevailing in early 1999. Conditions im-
proved, however, in February—March and these
four countries—as well as South Africa and
Venezuela—issued bonds at yield spreads that

FINANCIAL CONDITIONS FACING EMERGING MARKET ECONOMIES

were significantly tighter than those they had
faced in the late 1990s. Conditions were also
more favorable for issues by a range of central
and eastern European sovereigns, as they bene-
fited from improved prospects for integration
with the European Union.

Gross private financing flows (not including for-
eign direct investment flows) to emerging mar-
ket economies remained subdued in the second
half of 1999, as broader investor interest in in-
struments issued by these economies continued
to be rather weak (Table 2.1). Bond issues rose
in the final quarter of the year, but this pickup
mainly reflected exchanges of Brady bonds for
Eurobonds that generated only small amounts of
net inflows. At around $173 billion for 1999 as a
whole, gross private financing flows were only
moderately above the low level recorded in 1998
and significantly below the 1996-97 average. The
share of syndicated loan commitments contin-
ued to decline in 1999, largely because of ongo-
ing changes in risk management practices at ma-
jor banks. Equity issues, however, gained in
importance, with activity by east Asian entities
well above pre-crisis levels, as companies in the
region reduced their traditional dependence on
bank credit. Bond issues were broadly stable at
1998 levels in 1999 as a whole, with, however, a
shift in regional composition toward east Asia.
Bond issues, however, picked up considerably in
the first quarter of 2000 as a number of major
sovereigns came to the market, while activity in
the syndicated loan and equity markets declined
from end-1999 levels.

As a result of continued subdued levels of
gross flows and substantial net repayments to
banks, in particular in Asia but also in the
Western Hemisphere, net private capital flows to
emerging market economies in 1999 rose mod-
estly to $80% billion from a decade low of $75
billion in 1998 (Table 2.2). This small increase is
accounted for by a decline in net outflows from
Asia that more than offset a reduction in net in-
flows to the Western Hemisphere, where net re-
payments to foreign creditors rose and portfolio
investment fell around the time of the Brazilian
crisis. Net flows are projected to again decline to
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Table 2.1. Gross Private Financing to Emerging Market Economies

(Billions of U.S. dollars)

1999 2000

1997 1998 1999 a1

Q2 Q3 Q4 Q1 Jan. Feb. Mar.

Total 292.5 149.8 1731 32.6
Asia 128.6 35.0 62.7 11.9
Europe 37.7 35.9 26.0 3.2
Middle East and Africa 30.9 131 20.0 4.4
Western Hemisphere 95.3 66.1 64.4 13.2
Bond issues 133.2 80.2 87.0 21.8
Asia 455 124 241 7.0
Western Hemisphere 59.0 40.2 422 10.8
Other regions 28.7 27.6 20.6 41
Other fixed income 10.0 0.5 0.0 0.0
Asia 9.8 0.5 0.0 0.0
Western Hemisphere 0.0 0.0 0.0 0.0
Other regions 0.0 0.0 0.0 0.0
Loan commitments 123.2 60.0 63.0 8.4
Asia 58.9 17.7 20.3 35
Western Hemisphere 30.9 25.7 214 2.2
Other regions 334 16.6 21.2 2.7
Equity issues 26.2 94 23.2 2.4
Asia 14.4 45 18.3 14
Western Hemisphere 54 0.2 0.8 0.2
Other regions 6.4 48 441 0.8

52.0 34.7 52.8 52.7 17.8 19.4 15.5
171 17.4 16.4 20.5 2.6 12.5 5.4
7.9 5.1 9.8 7.6 2.7 1.7 3.2
6.0 2.4 7.2 7.1 4.8 0.6 1.7
22.0 9.8 19.4 17.5 7.6 4.6 5.3

215 15.9 21.8 29.5 10.3 71 12.1
6.3 6.2 4.7 6.8 1.5 1.4 3.9
141 6.9 10.5 14.7 6.1 4.3 4.4
7.1 2.9 6.5 8.0 2.7 1.4 3.9

0.0 0.0 0.0 0.0 0.0 0.0 0.0
0.0 0.0 0.0 0.0 0.0 0.0 0.0
0.0 0.0 0.0 0.0 0.0 0.0 0.0
0.0 0.0 0.0 0.0 0.0 0.0 0.0

18.9 12.6 23.0 18.1 5.3 11.1 1.7
5.1 5.9 5.8 10.8 0.3 10.2 0.3
7.9 2.7 8.5 1.4 0.2 0.3 0.9
5.9 4.0 8.6 oY 4.8 0.6 0.5

6.6 6.1 8.0 5.1 2.2 1.2 1.6
5.7 5.3 5.8 2.9 0.9 0.9 1.2
0.0 0.3 0.3 1.3 1.3 0.0 0.0
0.9 0.5 1.9 0.8 0.0 0.3 0.5

Source: Capital Data Loanware and Bondware.

$71 billion in 2000, but to pick up considerably
next year. With net direct investment expected
to be broadly stable, the recovery will probably
stem mainly from higher bond issuance and, in
particular, from lower net reimbursement of
bank loans. On a regional basis, the Western
Hemisphere is projected to remain the main
destination for funds, in line with the region’s
sizable current account deficits, which, as dis-
cussed later, increase its vulnerability to external
financial shocks. The five east Asian economies
most affected by the 1997-98 crisis are expected
to see further, and increasing, net outflows in
the form of reimbursement of bank loans and
reserve accumulation in 2000, but positive net
flows are projected to increase in the other
emerging market economies of Asia this year.
Flows to Africa are projected to remain modest
this year and next.

Pronounced adjustments in the external ac-
counts of the emerging market economies of the
Western Hemisphere and Russia and continued
sizable external surpluses in emerging Asia
swung the combined current account balance

position of the emerging markets economies
into a $14 billion surplus in 1999, compared
with a $51 billion deficit in 1998. The surplus is
projected to widen moderately this year, as more
robust growth and associated stronger import
demand in the emerging market economies will
be more than offset by the net beneficial impact
of higher commodity prices elsewhere. The sur-
plus of the east Asian countries is expected to
narrow further and the deficits of the emerging
market economies of the Western Hemisphere
are projected to begin to widen again. But the
combined current account positions of the
countries in the Africa, Middle East, and Europe
regions are projected to improve significantly in
2000, reflecting the net impact of higher com-
modity prices. Mainly owing to a further narrow-
ing of east Asia’s surplus and a widening of the
deficit in the Western Hemisphere, and also to a
renewed weakening of the current account posi-
tion of the oil exporting countries, the overall
current account position of the emerging mar-
ket economies as a group is expected to swing
into deficit again in 2001. The projected imbal-
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Table 2.2. Emerging Market Economies: Net Capital Flows?
(Billions of U.S. dollars)

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Total
Net private capital flows?2 1126 1721 136.3 226.9 2159 1476 75.1 80.5 709  127.8
Net direct investment 354 59.4 84.0 92.6 1132 1386 1433 14938 153.0 144.6
Net portfolio investment 56.1 844  109.6 36.9 77.8 52.9 8.5 23.3 304 33.5
Other net investment 21.0 283 573 97.4 249 439 -76.7 -925 1125 -50.3
Net official flows 21.2 17.2 34 11.7 0.4 23.5 447 3.0 14.4 6.6
Change in reserves? -56.9 -637 -636 -1179 -1142 -731 378 -785 1022 -100.7
Memorandum
Current account* -785 -1189 -758 -107.0 -944 -721 -509 14.0 228 -255
Africa
Net private capital flows2 -4.0 -1.8 2.9 10.9 7.5 16.7 11.5 14.8 16.1 15.9
Net direct investment 0.6 1.9 2.3 2.2 4.8 7.4 5.2 9.5 9.2 8.3
Net portfolio investment 1.8 1.0 2.0 1.4 1.3 3.7 43 4.4 2.6 2.3
Other net investment -6.4 -4.7 -1.4 7.3 1.4 5.6 2.0 0.9 4.4 5.3
Net official flows 10.4 6.3 7.7 7.3 46 -1.4 2.5 1.6 -4.5 0.7
Change in reserves? 0.7 3.2 -6.0 -3.3 -92 -11.2 1.2 -3.0 -11.7 -74
Memorandum
Current accounts -100 -112 -115 -165 -70 -74 -200 -168  -7.7 -1338
Asias
Crisis countries®
Net private capital flows?2 29.0 31.8 36.1 74.2 658 -204 -256 -246 -40.6 -18.1
Net direct investment 7.3 7.6 8.8 7.5 8.4 10.3 8.6 10.2 12.0 7.2
Net portfolio investment 6.4 17.2 9.9 17.4 20.3 12.9 -6.0 6.3 6.6 3.0
Other net investment 15.3 7.0 174 49.2 371 436 -282 -411 -59.2 —-28.3
Net official flows 2.0 0.6 0.3 0.7 -04 17.9 19.7 -4.7 5.0 -1.9
Change in reserves? -181 -20.6 6.1 -18.5 -54 305 521 445 -17.2 =203
Memorandum
Current account4 -16.1 -135 -23.2 -40.4 -53.0 -25.0 69.1 62.9 431 36.7
Other Asian emerging markets
Net private capital flows?2 -8.3 256 27.5 30.8 38.3 19.0 -17.0 2.5 10.6 10.3
Net direct investment 8.4 26.3 38.3 3941 44.6 451 49.7 39.6 41.3 39.3
Net portfolio investment 2.6 4.6 1.8 -3.2 -74 94 -119 -119 04 =a/D
Other net investment -19.3 -53 127 -5.1 11 167 547 -30.2 -30.4 —25.6
Net official flows 8.3 7.9 104 5.8 41 3.7 7.9 3.8 5.1 8.6
Change in reserves? -6.6 -166 473 —27.6 -448 -46.7 -182 -15.9 -32.9 -40.2
Memorandum
Current account4 14.0 -8.2 16.8 -4.5 16.2 48.2 445 32.9 31.7 33.7
(continued on next page)
ance of $25% billion would still be considerably to reduce spreads and boost inflows. Alterna-
below levels seen prior to the east Asian crisis. tively, unfavorable developments in the advanced
The current account outlook for the emerg- economies, in particular higher-than-projected
ing market economies remains subject to consid- interest rate hikes or a sharper slowdown in the
erable uncertainty and could be affected by op- United States, could harm the prospects for
posing forces. Stronger-than-expected recoveries emerging market economies for attracting in-
led by domestic demand in east Asia and Latin flows or boosting exports, and affect in particu-
America could result in wider-than-projected lar economies with current account deficits.
current account deficits, in part because sustain- These economies would then need to adjust in
ing the higher growth would require additional order to reduce the deficits below those pro-
imports of capital goods. These higher deficits jected in the baseline scenario. This adjustment
would probably be fully financed, to the extent would require a combination of import compres-
that increased investor confidence associated sion and lower growth and could also lead to

with the improved growth prospects would tend downward pressure on exchange rates.
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1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Middle East and Europe’

Net private capital flows?2 38.0 28.7 16.0 13.9 15.2 24.0 21.9 271 0.0 18.6
Net direct investment 1.1 43 6.1 55 2.1 2.9 2.7 3.3 8.7 9.5
Net portfolio investment 14.9 8.8 9.0 5.0 35 5.0 0.2 10.2 0.1 7.9
Other net investment 22.0 15.7 0.8 3.3 9.6 16.0 191 13.5 -8.5 1.2

Net official flows -1.3 2.3 -1.1 -1.2 -1.1 -0.7 —0.5 -1.8 0.6 -0.7

Change in reserves3 -8.7 1.6 -3.0 -9.2 215 207 147 120 —13.7 -10.1

Memorandum

Current account4 —26.7 -31.8 -7.9 -7.0 4.5 22 3141 5.5 19.7 4.7

Western Hemisphere

Net private capital flows?2 55.6 66.8 494 53.1 721 85.5 70.0 541 69.8 74.9
Net direct investment 13.9 13.4 23.1 24.7 39.5 53.1 56.1 63.6 57.0 55.4
Net portfolio investment 30.3 44.0 66.7 3.0 41.0 19.2 14.7 10.6 12.9 16.6
Other net investment 11.4 94 404 255 -8.4 13.2 -0.8 -201 0.2 2.9

Net official flows -1.8 0.5 -3.6 8.1 -4.7 -3.6 6.1 3.6 6.8 -1.1

Change in reserves3 —22.6 201 4.6 -21.9 -308 -15.3 17.4 51 -17.5 -12.0

Memorandum

Current account4 -345 -46.0 522 -36.8 -383 641 -886 542 -56.5 —60.8

Countries in transition

Net private capital flows?2 2.3 21.0 4.5 44.0 17.0 22.8 14.2 11.6 15.1 26.1
Net direct investment 42 6.0 5.4 13.6 13.7 19.7 21.0 23.5 24.8 24.8
Net portfolio investment 0.1 8.7 20.0 13.3 19.2 215 7.2 3.7 8.9 71
Other net investment -2.0 6.3 -21.0 171 -158 -184 -140 -156 -18.6 5.8

Net official flows 3.6 -04 103 -9.0 -2.1 7.6 9.0 0.6 1.4 1.0

Change in reserves3 -1.7  -11.2 5.7 -37.4 -2.4 -9.6 —0.8 -8.2 92 -10.7

Memorandum

Current account4 5.1 -8.2 2.1 -1.8 -16.9 -26.1 2438 5.3 —7.5 -16.7

Net capital flows comprise net direct investment, net portfolio investment, and other long- and short-term new investment flows, including

official and private borrowing. Emerging markets includes developing countries, countries in transition, Korea, Singapore, Taiwan Province of

China, and Israel. No data for Hong Kong SAR are available.

2Because of data limitations, other net investment may include some official flows.

3A minus sign indicates an increase.

4The sum of a current account balance, net private capital flows, net official flows, and the change in reserves equals, with the opposite sign,

the sum of the capital account and errors and omissions.

SIncludes Korea, Singapore, and Taiwan Province of China. No data for Hong Kong SAR are available.

6Indonesia, Korea, Malaysia, the Philippines, and Thailand.
7Includes Israel.

Commodity Market Developments

World commodity prices have strengthened
considerably since the middle of 1999, as re-
flected in an increase in the IMF’s overall index
of primary commodity prices by more than 25
percent in U.S. dollar terms between June 1999
and March 2000. While a large part of this has
been due to the continued increases in oil
prices, the index of nonfuel commodity prices
has also begun to pick up, rising 5 percent dur-
ing this period (Figure 2.5). This increase in
nonfuel commodity prices has, however, not
been uniform. There are significant differences
in the behavior of prices across commodity

groups, and these prices overall have yet to
recover from their late 1990s slump (see
Box 2.2).

In the oil market, the sharp rally in prices
seen in the first half of 1999 gathered pace in
the second half of the year, and in early March
2000 prices reached a nine-year high. The tight-
ness of the world oil market has been mainly a
consequence of the relatively high compliance
to production cuts agreed to by major oil pro-
ducing countries in March 1999. The one-year
agreement stipulated that the Organization of
Petroleum Exporting Countries (OPEC) mem-
bers and four non-member countries (Mexico,
Oman, Norway, and Russia) would cut supply by



4.7 million barrels a day, or about 6 percent of
world output. The rate of compliance—the ratio
of actual to agreed production cuts—declined
from more than 90 percent in the late summer
of 1999 to 75 percent in early 2000, but this de-
cline did not put significant downward pressure
on prices.

In late 1999 and early 2000, supply side con-
straints interacted with a sharp increase in de-
mand partly due to the cold weather in North
America and partly reflecting the strengthening
of global activity. The result was a marked draw-
down in commercial inventories, which fell to
their lowest level since the 1970s. Oil prices
peaked in early March 2000, but then eased on
expectations that the OPEC meeting at the end
of the month would agree to raise production.
At the meeting, nine OPEC members indeed
agreed to raise official production ceilings from
April 1 by 1.45 million barrels a day or 7% per-
cent. Iran and non-members Mexico and
Norway announced additional production and
export increases to the tune of 0.5 million bar-
rels a day. Following the end-March agreement,
oil prices stabilized at around $25 per barrel,
down by about 20 percent from the early-March
high but still up by more than two-thirds from
levels one year before.

Prospects for oil prices remain subject to con-
siderable uncertainty stemming from both de-
mand and supply factors. On the demand side,
prospects are highly dependent on the strength
of the rebound in global economic activity. The
evolution of supply will reflect compliance by
OPEC with the announced new production ceil-
ings, Iraq’s future output levels (Iraq is an OPEC
member but operates outside OPEC agreements
because of international sanctions), and the sup-
ply response to higher prices from non-con-
strained market sources. The latter could result
from either the reactivation of oil fields closed
during the 1998 oil price slump or, over a longer
period, the introduction of new capacity. As dis-
cussed in Box 2.3, price reversals in the oil mar-
ket can be abrupt and severe, and their timing
cannot be predicted by referring to the pattern
of past price cycles.

COMMODITY MARKET DEVELOPMENTS

Figure 2.5. Prices of Crude Petroleum and Nonfuel

Commodities?
(1990 = 100)

Qil prices have increased sharply since early 1999, while the recovery in nonfuel
commaodity prices has been more modest.
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TIndices in real terms are obtained by deflating the nominal U.S. dollar price series by the
unit value of manufactures exported by 20 industrial countries.
2Average Petroleum Spot index of UK Brent, Dubai, and West Texas.
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Box 2.2. Cycles in Nonfuel Commodity Prices

Cycles are a dominant feature of movements
in world commodity prices. Indeed, dealing with
the economic consequences of rapid (and often
unexpected) transitions from periods of rising
prices to falling prices is among the most chal-
lenging issues facing policymakers from the
many developing countries that rely on exports
of primary commodities. It is therefore impor-
tant to understand the properties of commodity-
price cycles, and to put recent price movements
in a longer-run perspective.!

In this Box, commodity-price cycles are identi-
fied with reference to turning points of the un-
derlying price series, and are demarcated by price
peaks and troughs that are determined using a cy-
cle-dating procedure. Periods from troughs to
peaks—that is, periods of generally rising com-
modity prices—can be described as booms, and
periods from peaks to troughs as slumps.2

Cycles in the real index of prices of nonfuel
commodities from 1957 to 1999 are depicted in
the first figure, with booms denoted by no shad-
ing and slumps by dark shading. The cycles are
demarcated by peaks (solid line) and troughs
(dashed line). The first trough in nonfuel prices
is in late 1960 and the first peak in early 1966,
while the second trough is in late 1971. The first
half of the 1960s is therefore the first boom
phase for nonfuel prices, and the period of the

IFor analyses of the time series properties of com-
modity prices, see Angus Deaton and Guy Laroque,
“On the Behaviour of Commodity Prices,” Review of
Economic Studies, Vol. 59 (1992), pp. 1-25; Angus
Deaton, “Commodity Prices and Growth in Africa,”
Journal of Economic Perspectives, Vol. 13 (1999), pp.
23-40; and Paul Cashin, Hong Liang, and C. John
McDermott, “How Persistent Are Shocks to World
Commodity Prices?” IMF Staff Papers, forthcoming.

2This is done through a pattern-recognition proce-
dure that determines the location of peaks and
troughs using rules restricting the minimum length of
booms, slumps, and complete cycles. A more detailed
description of the procedure, and its application to
dating booms and slumps in commodity prices, can be
found in Paul Cashin, C. John McDermott, and
Alasdair Scott, “Booms and Slumps in World
Commodity Prices,” IMF Working Paper 99/155
(Washington: International Monetary Fund, 1999).
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Cycles in Real Prices of Nonfuel Commaodities,

January 1957-November 19991
(1990 = 100)
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Sources: IMF, International Financial Statistics; and IMF staff
estimates.

TCycles are demarcated by peaks (solid line) and troughs (dashed
line), with periods from peaks to troughs being slumps (shaded
areas), and periods from troughs to peaks being booms (no
shading).

late 1960s and early 1970s the first (completed)
slump phase.

There have been four completed cycles in the
nonfuel index, and about 64 percent of the sam-
ple has been spent in a slump phase, indicating
that there is quite a large difference in the dura-
tion of booms and slumps. The period during
which the greatest slump in the nonfuel index
occurred was from early 1977 to early 1987—
almost an entire decade—when the index fell by
close to 50 percent; the biggest boom occurred
from late 1971 to early 1974, when the index
rose by about 44 percent in just over two years,
with almost all of the price rise occurring in the
last few months of this period.

Imbalances between world consumption and
production of commodities, related to develop-
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Three-month centered moving average, based on data for 32
advanced and emerging market economies representing about 75
percent of world output. Data through 1994 exclude one or more
countries.

ments in world industrial production, underpin
the timing and duration of many of these booms
and slumps (see the second figure). The long
slump in nonfuel commodity prices during the
period of the late 1970s to mid-1980s (which in-
cluded some temporary upward price move-
ments) was associated with a deceleration in real
economic growth in industrial countries, as well
as a number of supply factors: record produc-
tion of food, beverages, and agricultural raw ma-
terials that created large carryover stocks, and
high capacity and production of metals. The re-
covery in commodity prices over the next year-
and-a-half followed the pickup in economic ac-

COMMODITY MARKET DEVELOPMENTS

tivity in industrial countries. The recovery was
particularly pronounced for industrial inputs, af-
ter years of production cutbacks, but less so for
food and beverages, as production of these
goods had not been curtailed to the same extent
during the preceding price slump.

The subsequent short-lived recovery was fol-
lowed by another slump in commodity prices
from mid-1988 to mid-1992. The decline in prices
in the second half of 1989 was mainly due to large
decreases in the prices of metals caused by a
weakening demand from durable goods manufac-
turers, particularly in Japan and the United
States. From mid-1992 to mid-1997 there was a re-
covery in prices (punctuated by some sharp price
declines), following the strong economic per-
formance by some major industrialized countries
and many emerging market economies. From
1997 onwards the prices of nonfuel commodities
entered another slump, from which they have yet
to emerge, as the Asian crisis followed by the
Brazilian and Russian crises contributed to a
sharp downturn in commodities prices.

Several striking facts about these periods of
boom and slump can be identified. There is an
asymmetry in commodity-price cycles, as the av-
erage duration of slumps (63 months) is almost
double the average duration of booms (37
months). The magnitude of price falls in a typi-
cal slump is slightly larger than the magnitude
of price rebounds in a subsequent boom (falls
of 37 percent and rises of 28 percent, respec-
tively). This differing relative magnitude of
price changes has resulted in an overall down-
ward movement in real nonfuel commodity
prices over the past 34 years. Third, large shocks
to the nonfuel index occur quite frequently.
Finally, there is no apparent relationship be-
tween the severity of price slumps and booms
and their duration, nor does the probability of a
boom or slump ending depend on the length of
time already spent in the boom or slump.

There is a common perception that the prices
of individual primary commodities move to-
gether. This proposition is broadly supported us-
ing correlations of prices for a set of unrelated
commodities (cocoa, copper, cotton, crude oil,
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gold, lumber, and wheat)—unrelated in that
they are not coproduced, are not obvious substi-
tutes or complements, and are not inputs to the
production of another.> When co-movement is
defined in terms the proportion of time that the
prices of pairs of commodities are both in a
boom or slump period, however, there is much
less evidence that prices for these six commodi-
ties move together over the last 34 years, except
for gold and oil prices, which may be linked by
inflation expectations. Consequently, there is
some doubt as to the validity of the notion that
prices of unrelated commodities move
together.# This reflects the importance of supply
factors in the behavior of individual commodity
prices. Movements in world demand can affect
many commodity prices in a similar manner, but
the supply side of markets for individual com-
modities differs considerably, limiting comove-
ment in prices across individual commodities.

These results suggest that caution is warranted
when drawing policy implications for developing
countries from analyses of movements in aggre-
gate commodity price indices, such as the IMF’s
index of nonoil commodity prices. For industrial
countries, which import a wide range of com-
modities, aggregate commodity price indices
may be useful indicators of general movements
in commodity prices. But developing countries
often export only a limited range of such goods.
In such cases, market conditions faced by a par-
ticular commodity-exporting country will not be
well-represented by an aggregate index formed
from indices of individual commodities, whose
prices do not move synchronously. Accordingly,
it is important to examine developments in the
prices of individual commodities.

Given the limited co-movement in the prices
of individual commodities, an analysis of the key
features of cycles in the prices of six important

3See Robert Pindyck and Julio Rotemberg, “The
Excess Co-Movement of Commodity Prices,” Economic
Journal, Vol. 100 (1990), pp. 1173-89.

4See Paul Cashin, C. John McDermott, and Alasdair
Scott, “The Myth of Comoving Commodity Prices,”
IMF Working Paper 99/169 (Washington:
International Monetary Fund, 1999).
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Features of Cycles in Selected Commodity
Prices, January 1957-August 1999
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nonfuel commodities—cocoa, coffee (arabica),
copper, cotton, soybean meal, and wheat—can
be informative. These commodities are also rep-
resentative of the range of outcomes observed



for the 36 individual commodities that comprise
the IMF’s index of nonfuel commodities.?

For the six selected commodities, complete cy-
cles range from a low of five for cocoa to a high
of eight for wheat (see the third figure). The
length of booms and slumps appears to be nearly
symmetric for copper, yet the price of soybean
meal has spent a clear majority of its time in a
slump. Apart from the beverages (cocoa and ara-
bica coffee), the biggest booms in prices coin-
cide with the first oil shock of the early 1970s
and largest slumps in prices (apart from cocoa
and cotton) in the years immediately following
this oil shock. For three of the six individual
commodities (cocoa, arabica coffee, and wheat),
there is some evidence that there is a relation-
ship between the severity of commodity price
slumps and their duration, yet for no commodity
is there evidence of a relationship between the
severity of price booms and their duration.6

5Monthly data on the real price of these commodi-
ties is taken from the International Monetary Fund’s
International Financial Statistics.

SThese results are consistent with earlier findings in
the literature, in particular of commodity prices

Indications are that OPEC members intend to
keep oil prices at relatively moderate levels and
want to avoid the large price swings observed be-
tween the end of 1998 and early 2000. They have
announced more frequent meetings to review
market developments and output adjustments if
prices were to move outside the $22 to $28 per
barrel range. As a result, the sharp price fluctua-
tions seen in the first quarter of 2000 may be
dampened and the “backwardation” (a situation
whereby futures prices for the nearest months
are higher than those for delivery in later
months) in the oil futures markets reduced. The
baseline assumption is for oil prices this year to
average $24Y5 per barrel compared with $18Y4 in
1999, an increase by 35 percent.

The higher level of world oil prices in 2000 is
expected to raise significantly the export re-
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The asymmetry in duration of slumps and
booms observed in the aggregate index can also
be seen for the six selected commodities in the
third figure, which orders the commodities by
the (decreasing) duration of slumps. The dura-
tion of the phases varies quite dramatically across
the six commodities, ranging from an average
slump of about 59 months for soybean meal to
an average slump of 25 months for the price of
arabica coffee. The average price decline during
commodity price slumps is in most cases slightly
larger than average price rise during commodity
price booms. Indeed, for each of the six com-
modities analyzed, the differing relative magni-
tude of price movements in booms and slumps
results in a downward trend in real prices.

These findings suggest that there is relatively lit-
tle consistent pattern to cycles in the prices of in-
dividual nonfuel commodities, and emphasize the
importance of examining developments in indi-
vidual commodity markets, in addition to move-
ments in aggregate commodity price indices.

declining at a steady rate, interspersed with sharp
booms (see Angus Deaton and Guy Laroque, “On the
Behaviour of Commodity Prices”).

ceipts of the oil exporting countries, with a cor-
responding increase in costs to oil importers.
The direct (first round) effect on oil exports
and imports of a $5 per barrel increase in world
oil prices from their 1999 average levels is esti-
mated to be around $60 billion, assuming the
volume of oil trade was unchanged at 1999 lev-
els. On a regional basis, the bulk of the higher
oil export revenues would accrue to the Middle
Eastern exporters, to the tune of almost $30 bil-
lion. Outside of the Middle East, oil trade is
largely balanced across the main emerging mar-
ket economy regions, so that oil importing ad-
vanced economies would absorb most of the
higher oil import costs. Taking into account sec-
ond round effects, however, the impact on cur-
rent account positions would be significantly
more limited. Oil exporting countries are likely
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Box 2.3. Booms and Slumps in the World 0il Market

Movements in world petroleum prices have
traditionally played an important part in world
economic activity and inflation. Following the
high-price period of the mid-1970s to mid-
1980s, real petroleum prices have remained rel-
atively flat. However, petroleum prices rose
strongly during 1999 and early 2000, due
largely to supply constraints, after having
sharply declined during 1998. This Box pres-
ents a discussion of some stylized facts of cycles
in oil prices.

Monthly data on the real price of oil, taken
from the IMF’s International Financial Statistics
for the period 1957 to 1999, are shown in the
figure. Also depicted are the results of the appli-
cation of the cycle-dating procedure described
in Box 2.2. The cycles are demarcated by peaks
(solid line) and troughs (dashed line), with peri-
ods from peaks to troughs being slumps (dark

Cycles in Real Petroleum Prices,

January 1957-November 19991
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'Cycles are demarcated by peaks (solid line) and troughs (dashed line),
with periods from peaks to troughs being slumps (shaded areas), and
periods from troughs to peaks being booms (no shading).

shading), and periods from troughs to peaks be-
ing booms (no shading).!

The first completed boom and slump phases,
in the early 1960s and from the middle of 1962
to early 1971, are likely to be artifacts of the
structure of world oil markets. During this pe-
riod, oil prices were largely unchanged in nomi-
nal terms as a result of price-setting by the Seven
Sisters oil oligopoly, but eroded in real terms in
line with world inflation, with cyclical move-
ments in real oil prices reflecting fluctuations in
the relative price of manufactures. Oil prices
rose sharply following the first and second
Organization of Petroleum Exporting Countries
(OPEC) oil shocks, and these shocks were the
main factors underpinning the boom periods of
the early and late 1970s. Following the short-
lived 1978-79 boom, there was a long slump in
prices from the end of 1979 until mid-1986, in-
terspersed by some short-term ups and downs,
particularly at the beginning of the period. The
1979-86 slump was largely attributable to the
breakdown of OPEC’s constraints on produc-
tion, with almost all of the price decline occur-
ring in the last few months of this period.
During the rest of the 1980s, there were consec-
utive booms and slumps as OPEC’s effectiveness
in constraining supply waxed and waned, and
demand for oil remained relatively flat.
Following the sharp jump in oil prices caused by
the 1990-91 Gulf crisis, the slump in the early
1990s was largely caused by the industrial coun-
try recession during that period. Oil prices
boomed again between the end of 1993 and
early 1997, due to rising demand for oil, but
then entered another slump phase (distin-
guished by a rather sharp fall in prices of 2.8
percent a month), largely due to weak Asian de-
mand for oil and excess supply. At present oil
prices are in another boom phase, having

For further details see Paul Cashin, C. John
McDermott, and Alasdair Scott, “Booms and Slumps
in World Commodity Prices,” IMF Working Paper
99/155 (Washington: International Monetary Fund,
1999).



reached their lowpoint in December 1998, with
price rises largely driven by high compliance
with the latest OPEC agreement to curtail
production.

The oil market has had six completed cycles
over the sample period, spending 71 percent of
the time in a slump phase. This indicates that
oil price changes are not symmetric in duration.
On average, the duration of slumps (51 months)
is more than double the duration of booms (22
months). When they occur, price slumps and
booms can sometimes be severe—the maximum
change in oil prices during slumps is a fall of 79
percent and during booms a rise of 78 percent.
Not surprisingly, the biggest boom period for oil
occurred between early 1971 and early 1974 (at
the time of the first oil shock), while the great-
est slump occurred between late 1979 and mid-
1986. On average, the magnitude of price falls
in a slump is slightly smaller than the magnitude
of price rebounds in a subsequent boom (falls
of 45 percent and rebounds of 48 percent,
respectively).

These features of past cycles, however, do not
allow us to make inferences about the duration
and shape of future cycles. There is little evi-
dence of a consistent “pattern” to oil price cy-

to use some of the additional export revenue to
ease spending restraints adopted during the
1997-98 price slump, and increase non-oil im-
ports. A MULTIMOD simulation suggests that
the overall deterioration in the current account
positions of the oil importing main industrial
countries could be about $20 billion. Financially
constrained oil importing developing countries,
however, would cut other imports to the extent
the higher oil import bill could not be covered
through additional external financing.

The projected higher level of oil prices will
have an impact on other macroeconomic vari-
ables as well. As discussed in Box 1.4 of the
October 1999 World Economic Outlook, the overall
effect on inflation and growth in both the major
industrial countries and the oil importing
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cles, as there is no relationship between the
severity of oil price slumps and booms and their
duration. There is also no indication that the
probability of ending a slump or boom in oil
prices is dependent on the time already spent in
that slump or boom.

Consistent with earlier work, these empirical
findings support the view that oil price shocks
tend to be long-lived, with prices steadily declin-
ing in slumps, interspersed by sharp booms.2
These booms and slumps are typically associated
with institutional changes in the world oil mar-
ket, such as the implementation and collapse of
supply-constraining agreements among major oil
producers. Following sharp and virtually uninter-
rupted increases since the beginning of 1999, oil
prices in February 2000 were two-and-a-half
times as high as one year earlier. Despite their
pronounced character, these recent price move-
ments are not informative for determining when
the current boom in oil prices might end, which
appears to depend much more on supply condi-
tions and, in particular, the behavior of OPEC.

2The behavior of real oil prices exhibits a substantial
asymmetry, as there are few large downward spikes to
balance the many large upward spikes in prices.

emerging market economies should remain rela-
tively modest, in contrast to the early 1970s, due
to the reduced importance of oil in world pro-
duction and consumption. The scenario would
become more unfavorable if the increase in oil
prices were large enough to trigger a significant
increase in inflationary pressures, which would
necessitate preemptive monetary tightening in
the industrial countries. However, the impact ef-
fect on inflation so far has been limited to the
energy components of general price indices,
without second round effects on wages and
other costs. According to MULTIMOD, the over-
all inflationary effect of a $5 per barrel price in-
crease is not expected to exceed ¥ of 1 percent
in the United States and the euro area and Y of
1 percent in Japan in the first year. The impact
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on real GDP is also expected to be relatively
small in both oil importers and exporters be-
cause rising oil prices have only limited effects
on incentives to produce. The more important
impact is on real incomes and domestic demand
through the terms of trade. The simulation indi-
cates that in response to a $5 per barrel oil price
increase, domestic demand could decline by
around % of 1 percent in the euro zone and by
somewhat more than % of 1 percent in Japan
and the United States—about double the impact
on real GDP in all three cases. The oil importing
emerging market economies are expected to ex-
perience significant terms-of-trade losses, al-
though these will be moderated in a number of
cases, most notably Brazil and South Africa, by
the impact of higher nonfuel commodity prices.
The oil exporting countries will benefit from
considerable terms-of-trade and real income
gains. Outside the Middle East region,
Indonesia, Mexico, Russia, and Venezuela will be
the main beneficiaries.

With regard to nonfuel commodity prices, all
the main aggregate price indices appear to have
bottomed out since the summer of 1999. This
has brought to an end a cyclical decline in non-
fuel commodity prices by over 30 percent from
their peak in May 1996 (Box 2.2). This decline
had been longer and deeper than the two previ-
ous cyclical declines in the early and late 1980s.
Part of the reason for the severity of the declines
this cycle was a stronger than usual confluence
of significant supply and demand shocks, with a
deceleration in the rate of growth of world con-
sumption that coincided with sustained produc-
tion increases. The slowdown in consumption
was associated particularly with the economic
difficulties in east Asia: several of the Asian crisis
countries had exhibited rapid growth in the con-
sumption of primary commodities prior to the
1997-98 crisis. At the same time, production of
many commodities had continued to increase
rapidly, owing to technological innovations that
lowered production costs, and, in the case of
agricultural commodities, lengthy periods of fa-
vorable weather that resulted in exceptionally
good harvests.

The recent pickup in nonfuel commodity
prices is due to a reversal of these supply/de-
mand factors. The story is somewhat different
for specific commodities. For most agricultural
products, tighter supply conditions due to bad
weather and a pickup in demand growth have
led to some limited price increases. The increase
in prices for agricultural raw materials reflects
mainly timber prices, which strengthened
throughout 1999 due to strong demand in the
U.S. housing sector and tight supplies of tropical
timber in Asian markets. For industrial metals,
prices tend to be driven by the cycle in world in-
dustrial production, and the upturn in the pro-
duction cycle since the summer of 1999 has con-
tinued to push metals prices up. This has been
aided by cuts in production, as in the case of
copper, and supply disruptions, as in the case of
nickel.

The prospects for the nonfuel commodity
prices this year are mixed. The high level of
stocks for most agricultural commodities are
likely to preclude a significant rise in prices. In
the case of metals, although stocks generally also
remain at high levels, the synchronized increase
in world growth is increasing demand rapidly.
Metals prices are expected to continue to in-
crease over the near term.

For exporters of nonfuel commodities, the net
effects of this year’s projected 5 percent average
price increase depend on the specific commodi-
ties that they export (in addition to quantity ef-
fects related to weather and other supply distur-
bances) and on the extent of their dependence
on imported oil. On balance, growth prospects
this year for nonfuel commodity exporters ap-
pear to be marginally worse than had been pro-
jected in the October 1999 World Economic
Outlook, but these countries’ external imbalances
would be reduced.

Policy Responses and Vulnerabilities in
Latin America

The Latin American economies experienced
recessions in varying degrees in 1998-99 as they
adjusted to contagion from the east Asian crisis



and from Brazil’s currency devaluation in
January 1999.! However, they generally avoided
the sharp economic downturns observed in east
Asia during the regional crisis. With a few no-
table exceptions, the recessions were mostly
shortlived, and recoveries were already under
way by the third quarter of 1999 as demand for
the region’s exports rose and conditions in inter-
national financial markets improved. Inflation
continued to decline in most cases and, in spite
of sizable currency depreciations, increased only
moderately in Brazil and Colombia, held back by
significant output gaps and, in Brazil, tight fiscal
and monetary policies.

Compared with the generally similar output
and inflation patterns among countries in east
Asia during the 1997-98 crisis, developments
during Latin America’s region-wide recessions of
1999 were considerably more heterogeneous
(Figure 2.6). In Mexico, year-on-year growth,
while remaining positive, slowed in late 1998 and
further in early 1999, but picked up to above 4
percent in the second half of the year. In Brazil,
where growth had already turned negative in the
latter part of 1998, the additional adverse output
effects from the January 1999 financial crisis
were shallow and shortlived, and output growth
rebounded to 3 percent in the last quarter of the
year compared with one year before. By contrast,
Argentina, Chile, Colombia, and Venezuela con-
tinued to be confronted with rather sharp reces-
sions in the first half of 1999, followed by recov-
eries in the fourth quarter (although year-on-year
growth remained negative in Colombia and
Venezuela in late 1999). Ecuador has yet to re-
cover from its deep recession. The inflation pic-
ture was equally diverse, with consumer price in-
flation at the end of 1999 ranging from below
zero in Argentina to 61 percent in Ecuador.

The recessions generally did not lead the au-
thorities to relax macroeconomic policies, in
marked contrast to episodes in earlier decades.
Reflecting the heterogeneity in cyclical patterns,
however, policy responses, while aimed overall at

POLICY RESPONSES AND VULNERABILITIES IN LATIN AMERICA

maintaining macroeconomic stability, were quite
diverse. Moreover, underlying fiscal deficits in
Latin America remain rather large, contributing
to the region’s relatively low national saving rates
and sizable external financing needs, as dis-
cussed below. In a number of countries, the fi-
nancial crises and ensuing weakness of activity
also prompted the authorities to abandon fixed
exchange rate regimes. Brazil, Chile, and
Colombia adopted flexible exchange rate
arrangements, while Ecuador moved toward
dollarization.

Brazil and Mexico generally pursued stability-
oriented policies. Brazil’s monetary policy was
partially supportive of the recovery from April
until late September 1999, but then turned
more restrictive as concerns over a pickup in
consumer price inflation and continuing pres-
sure on the exchange rate prompted the central
bank to refrain from further interest rate reduc-
tions. The fiscal authorities sustained their ad-
justment efforts in 1999 through a combination
of tight expenditure controls and revenue en-
hancing measures, and the primary balance of
the consolidated public sector swung into a sur-
plus of just over 3 percent of GDP from a deficit
of 1 percent in 1998; further consolidation and a
surplus of 34 percent of GDP are targeted for
2000. In Mexico, monetary policy continued to
focus on bringing down inflation to single digits,
with progress toward this objective providing
scope for further interest rate reductions.
Sustained fiscal consolidation, facilitated by solid
growth, helped Mexico achieve an overall fiscal
deficit target of 1% percent of GDP for 1999
(Table 2.3). Chile, by contrast, was able to pur-
sue counter-cyclical monetary and fiscal policies
in response to the sharp downturn in early 1999.
Real interest rates were brought down sharply
and a fiscal stimulus package involving addi-
tional spending was introduced. Monetary policy
was tightened in January 2000 and further in
March to prevent inflation from picking up as
the recovery gained momentum.

IFor the purpose of this section, the Latin American economies comprise the Western Hemisphere developing countries
for which private flows are the main source of external financing.
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Figure 2.6. Selected Emerging Market Economies: Quarterly Real GDP

(Percent change from four quarters earlier)

The emerging market economies of Latin America experienced recessions of varying degrees in 1999. The east Asian countries have rebounded strongly from deep

recessions.
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Table 2.3. General Government Balance
(Percent of GDP)

Country 1994 1995 1996 1997 1998 1999
Argentina -1.8 -2.3 -32 20 -21 -3.8

Brazil -33 -70 -59 -63 -81 -10.0
Chile 2.5 3.9 3.1 25 0.1 -2.0
Colombia -08 -08 -25 -30 36 64
Mexico -0.1 -09 -03 -14 -2 -16
Indonesia 0.0 0.8 12 -07 -9 -2.3
Korea 1.0 1.3 10 -09 -40 -29
Malaysia 2.2 21 40 10 41

3.3
Philippines -18 -14 -04 -08 -27 -44
Thailand 1.9 3.0 25 -09 -25 30

Of which: central government
Argentina -0.5 -1.5 22 -1.1 -1.3 -2.5

Brazil 0.1 -23 26 -26 55 74
Chile 2.5 3.9 3.1 25 0.1 -2.0
Colombia -1.4 -2.8 -45 -35 52 =71
Mexico -04 16 10 -16 -16 -11

Venezuela -7.3 -4.3 0.6 16 -26 -3.0
Indonesia 0.0 0.8 1.2 -07 -1.9 -2.3

Korea 0.1 0.3 00 17 44 -3.5
Malaysia 14 1.3 1.1 24 15 =35
Philippines -18 -14 06 -08 -27 44
Thailand 2.0 2.5 10 -7 =29 =37

The macroeconomic policy mix has been
somewhat less balanced in Argentina, Colombia,
and Venezuela. In Argentina, the fiscal deficit
widened considerably toward the end of 1999,
despite the incipient recovery, largely as a conse-
quence of an election-related weakening in tax
compliance and spending overruns at both the
federal and provincial levels of government.
Faced with the risk of a further deterioration of
the public sector finances in 2000, the federal
government at the beginning of the year intro-
duced selective cutbacks in spending and en-
acted a package of tax measures so as to reduce
the federal budget deficit to 1%2 percent of GDP,
down from 2Y: percent in 1999. In Colombia,
the fiscal position deteriorated markedly during
the first half of 1999, as the economy contracted.
A widening deficit was not so much the result of
deliberate counter-cyclical measures but rather
the consequence of unintended additional
spending, in part because of an adjustment in
nominal salaries and pensions based on inflation
projections that exceeded the outturn.
Subsequently, the authorities sought to tighten
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the fiscal stance and also introduced measures to
address structural imbalances in the fiscal ac-
counts, but loosened monetary policy. In
Venezuela, monetary policy has continued to
support an exchange rate crawl aimed at bring-
ing down inflation. The use of a crawl as a disin-
flationary tool without the full backing of macro-
economic policies has proven costly in terms of
losses in external competitiveness. The authori-
ties adopted a moderately expansionary fiscal
policy stance in late 1999 to provide a boost to
activity, as the economy was slow to emerge from
recession.

In Ecuador, assistance to troubled banks has
both undermined monetary policy and severely
weakened the fiscal position. Massive liquidity as-
sistance to the banking sector led to a sharp ac-
celeration in money growth. Substantial losses
on central bank operations and higher costs of
servicing U.S. dollar-denominated debt also off-
set the improvements in the fiscal accounts stem-
ming from higher oil-related revenues and ex-
penditure restraint.

In contrast with east Asia during its 1997-98
crisis, Latin America avoided generalized finan-
cial distress in the banking and corporate sec-
tors, although severe problems emerged in some
cases—particularly in Ecuador. Policy efforts to
strengthen financial systems were maintained or
intensified. In most countries, however, bank
lending to the private sector stagnated or even
declined during the recession (Figure 2.7). As
bank loans are still the dominant outside financ-
ing source for the region’s corporate sector, con-
tinuation of this weakness could slow the pace of
the recovery.

Financial sectors in Brazil and Mexico were lit-
tle affected by the less favorable economic devel-
opments between late 1998 and early 1999. In
Brazil, the corporate and financial sectors had
largely hedged the risk of a devaluation, while in
Mexico the growth slowdown was too short and
shallow to have a significant impact on the qual-
ity of loan portfolios. Both countries made fur-
ther progress in strengthening prudential regu-
lations and supervision. In Brazil, authorities are
auditing and evaluating the (publicly owned)
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Figure 2.7. Selected Emerging Market Economies: Claims on Private Sector
(Real terms; January 1996 = 100)

Bank lending to Latin America’s private sector stagnated or declined during the 1999 recession. Except in Korea, east Asia’s recovery has not led to a
pickup in bank credit to the private sector.
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federal banks and preparing the privatization of
9 of the remaining 16 state banks. In Mexico,
new legislation on bankruptcy and credit guar-
antees is expected to improve financial disci-
pline. But the country also continues to deal
with the consequences of the 1994-95 banking
crisis, including a rising fiscal burden from the
associated recapitalization measures and de-
pressed bank lending activity.

The banking system in Argentina in 1999 re-
mained generally sound, as in previous years,
despite a relatively sharp fall in activity. Bank de-
posits grew and restructuring continued with in-
creasing participation of foreign capital, al-
though the recession and a related increase in
nonperforming loans led to greater caution in
bank lending. In Colombia, by contrast, the
banking system was more affected by falling out-
put, and pressures on the system already appar-
ent in late 1998 intensified in 1999. The ratio of
nonperforming to total loans continued to rise
during most of the year, and solvency and liquid-
ity indicators deteriorated further, particularly
among public banks. The Colombian authorities
responded by strengthening banking supervision
and regulation. They also began to liquidate the
largest public bank and introduced a recapital-
ization plan for viable private institutions.

In Ecuador, the banking sector entered a full-
blown crisis as the country’s recession deepened
in early 1999. In the wake of the declaration of
an early-March bank holiday, bank balance
sheets continued to deteriorate as a result of a
reduction in external credit lines, an increase in
nonperforming loans—to more than 40 percent
of total loans by the end of 1999—and capital
flight. Following successive interventions by the
country’s deposit guarantee agency, the share of
total banking system assets that remains privately
owned has fallen to less than one-third. In the
context of the country’s dollarization, which was
formally approved in early March 2000, the
Ecuadorian authorities have taken steps to ad-
dress major liquidity problems in the banking
system and have designed a strategy for a more
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comprehensive restructuring of the banking
system.

In addition to focusing attention on reducing
financial sector vulnerabilities, the Latin
American countries also remained generally
committed to structural reform in other areas.2
Fiscal reforms were introduced in a range of
countries, and in some cases advanced signifi-
cantly. Argentina and Brazil strengthened their
overall fiscal policy framework by approving laws
that establish limits on the deficit and public
debt and improve the management and trans-
parency of the public finances. In Mexico, the
authorities have improved the efficiency of the
tax system, and they are preparing a comprehen-
sive tax reform aimed at broadening the tax
base. In addition, Brazil and Colombia took
steps to put their social security systems on a
sounder financial footing. Also in Brazil, the au-
thorities have initiated public debt management
reforms to reduce the costs and interest rate sen-
sitivity of debt service. To strengthen monetary
policy credibility, Brazil adopted an inflation tar-
geting framework in July 1999. In Chile, where
such a framework is also in place, the authorities
in the fall of 1999 announced their intention to
target an inflation range (rather than a level) in
2001. Colombia and Mexico have been moving
toward the introduction of an inflation targeting
framework. In Argentina, the authorities took
steps toward further deregulation of the labor
market so as to increase the economy’s resilience
to shocks—an important direction of reform
given that the exchange rate cannot be adjusted
under the currency board arrangement.

Latin America avoided a sharp region-wide
contraction during 1999, and maintained its
commitment to prudent macroeconomic poli-
cies and structural reform. The region remains
vulnerable, however, in view of sizable net exter-
nal financing requirements stemming from
rather large and persistent current account
deficits. These deficits partly reflect the region’s
significant external interest burden, and have as
domestic counterpart relatively low national sav-

2See Box 2.3 of the October 1999 World Economic Outlook for a more detailed description.
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Figure 2.8. Selected Latin American and East Asian Economies:

Balance of Trade

(Billions of U.S. dollars; three-month centered moving average of annualized

monthly data)

The trade balances of the Latin American economies generally improved in 1999. The
east Asian crisis countries have consolidated the trade balance gains achieved in 1998.
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THE ONGOING RECOVERY IN EMERGING MARKET ECONOMIES

ing rates that fail to fully match investment
needs. Moreover, Latin America each year needs
to refinance a significant fraction of its outstand-
ing external debt owing to a relatively unfavor-
able debt maturity profile.

The current account deficit of the Latin
American countries narrowed to around $55
billion in 1999 from a decade high of almost
$90 billion in 1998 as trade balances improved
on the back of contractions in domestic de-
mand (Figure 2.8). For Brazil and Colombia
real effective exchange rate depreciations and,
for Mexico, robust import demand in the
United States also helped improve trade bal-
ances (Figure 2.9). Despite this improvement,
the regional current account deficit remained
relatively high by the standards of the early
1990s. Moreover, it is expected to widen again
in 2000 and 2001 owing to a robust recovery in
imports that will only partially be offset by an
increase in export revenues in line with
stronger world demand and higher commodity
prices.

Latin America’s current account deficits are
large compared with the pool of external financ-
ing projected to be available for the emerging
markets. In view of the relatively closed nature of
the region’s economies and sizable net external
interest payments, the deficits are also large rela-
tive to underlying export and import levels.
Current account adjustment prompted by re-
duced availability of external financing would
therefore require significant exchange rate de-
preciation or domestic demand contraction to
generate the needed expansion in exports and
reduction in imports. In addition, in view of un-
favorable conditions in local capital markets, do-
mestic borrowers, including the public sector,
have turned to international markets to cover a
substantial portion of their financing require-
ments. This lack of domestic intermediation,
which mainly reflects financial market imperfec-
tions and the consequences of high inflation in
the past, has increased even more the region’s
foreign currency debt exposure (Table 2.4).

In view of these financial vulnerabilities, the
most significant risk to Latin America’s near-



Table 2.4. External Debt
(Percent of GDP)

Country 1994 1995 1996 1997 1998 1999
Argentina 333 382 403 425 469 @ 521

Brazil 182 226 232 249 314 397
Chile! 422 333 335 353 435 495
Colombia 274 279 316 315 358 417
Mexico 337 587 495 381 381 33.0

Venezuela 68.7 493 531 411 393 367

Indonesia’ 570 563 534 639 1494 955
Korea 241 26.0 316 334 469 33.0
Malaysia 386 376 384 440 588 553
Philippines  60.4  53.1 50.5 553 733 68.0
Thailand 449 491 498 620 768 615

Of which: short-term debt
Argentina 35 48 5.0 6.5 7.2 6.8

Brazil 35 43 49 46 3.0 41
Chile? 10.7 7.9 6.5 4.8 5.4 5.7
Colombia 5.4 5.8 51 4.4 46 43
Mexico 75 9.1 7.7 56 6.6 55

Venezuela 43 1.9 2.6 2.7 2.2 1.5

Indonesia’ 6.5 8.7 75 275 764 451
Korea 13.3 14.6 179 134 9.6 10.9
Malaysia 7.5 7.2 99 1141 1.7 94
Philippines 8.1 71 8.7 103 11.0 3.6
Thailand 20.2 245 251 24.6 27.0 21.1

1The data for Chile and Indonesia exclude trade credits.

term outlook stems from potential unfavorable
developments in the advanced economies, in
particular higher-than-expected interest rate
hikes in the United States and associated reduc-
tions in private capital flows. A considerable ex-
ternal adjustment effort would be required in
this case, mostly in countries such as Argentina
and Brazil that combine sizable current account
deficits with large refinancing requirements on
maturing external debt.

In addition, the move toward a more bal-
anced growth pattern among the major ad-
vanced economies may involve a sharper-than-
expected growth slowdown in the United States
or strong movements among the three major
exchange rates. Such developments would also
have an impact on the emerging market
economies of Latin America, but on a differen-
tiated basis. A sharp slowdown and fall in im-
port demand in the United States would mostly
affect countries with strong trade links to the
United States, especially Mexico, while a weak-
ening of the U.S. dollar could benefit

POLICY RESPONSES AND VULNERABILITIES IN LATIN AMERICA

Figure 2.8 (concluded)
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Figure 2.9. Selected Emerging Market Economies: Real Effective Exchange Rates?
(June 1997 = 100)

Real effective exchange rates have depreciated in Brazil and Colombia since early 1999, but have strengthened in Mexico. They remain significantly
below pre-crisis levels in east Asia.
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Argentina and possibly also Brazil and Chile,
reflecting these countries’ trade orientation
and exchange rate regimes. Some of the Latin
American countries are also major commodity
exporters and hence are also exposed to risks
stemming from fluctuations in commodity
prices. Overall, however, the external position
of these commodity exporters has improved as
a result of the recent increases in oil and non-

fuel commodity prices.

Improved Outlook in East Asia,
But Policy Challenges Remain

The adjustment efforts in the emerging mar-
ket economies of east Asia in the wake of the
1997-98 crisis have reduced the region’s exter-
nal vulnerabilities substantially. Foreign currency
liabilities, especially those with short maturities,
have fallen; current account balances have
swung strongly into surplus; and exchange rate
misalignments have been corrected. The
strength of the recovery that is now under way in
part mirrors the depth of the recession earlier,
however, and the region now faces the challenge
of transforming the recovery into high and sus-
tained growth. This will require rebalancing
macroeconomic policies toward a more neutral
stance and stepping up structural reform
efforts.

The external adjustment process following the
onset of the east Asian crisis has resulted in a
sharp turnaround in the current account bal-
ances of the crisis countries (Figure 2.10).
Reflecting a deep import contraction, the coun-
tries’ combined trade balances improved by al-
most $100 billion in 1998, or an average of more
than 10 percent of GDP. Imports fell by more
than 25 percent in U.S. dollars in Indonesia,
Korea, Thailand, and Malaysia. Exports in U.S.
dollar terms also declined in 1998, by an average
of around 5 percent. The value of exports failed
to pick up due to a number of factors, including
lower worldwide commodity and electronics
prices, currency adjustments and demand con-
traction in other crisis countries, and a pass-
through to export prices of depreciations vis-a-

Figure 2.10. Selected East Asian and Latin American Economies:

Current Account Balancel
(Percent of GDP)

The current account positions of the east Asian economies have improved
considerably since the crisis, but those of the Latin American countries remain
relatively weak.
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vis the U.S. dollar.3 In addition, export volumes
responded with a considerable lag to improve-
ments in overall competitiveness in the wake of
substantial currency depreciations.

The current account gains achieved in 1998
were largely consolidated in 1999, as more ro-
bust export growth for the most part offset a
sharp rebound in imports. Exports were boosted
by the competitiveness gains from currency re-
alignments, the effects of which began to be felt
in late 1998. A surge in worldwide sales of elec-
tronics, robust import demand in the United
States, and, in the second half of 1999, further
currency depreciations relative to the Japanese
yen had additional positive effects. The export
recovery was outpaced, however, by an even
faster rebound in imports, which surged in U.S.
dollar terms by more than 40 percent in Korea,
more than 30 percent in Thailand, and more
than 20 percent in Malaysia in the fourth quar-
ter of 1999 compared with corresponding levels
one year before. In most of the east Asian coun-
tries, this import surge has been underpinned by
the very strong revival in domestic demand asso-
ciated with the arrival of the more advanced
stages of the recovery, and has been accompa-
nied by a self-sustaining rebound in intrare-
gional trade.

Despite narrowing current account surpluses
and also significant repayments on external
loans, the overall balance of payments positions
of the emerging market economies of east Asia
continued to improve in 1999, as net portfolio
and foreign direct investment inflows picked up,
in particular in Korea. These inflows reflected
improved market sentiment, with expectations
of further currency appreciation and more eq-
uity price gains. In Korea, an increase in foreign
equity participation in the financial sector has
been an additional source of inflows. Balance of
payments surpluses have allowed the crisis coun-
tries to accumulate additional international re-
serves and let currencies gradually appreciate
(Figure 2.11). Unlike the early 1990s, the recent

capital inflows in Korea have been mostly non-
debt creating, and so the country has been able
to reduce further its total external liabilities.
With short-term liabilities in particular being re-
deemed, the maturity profile of the external
debt has improved significantly.

Robust current account surpluses and re-
newed non-debt-creating capital flows have re-
duced east Asia’s external vulnerabilities consid-
erably, but they also confront authorities with
new policy challenges. This is particularly the
case for Korea, where the recovery has been very
robust and the rebound in inflows strong and
where the exchange rate has been under upward
pressure. On a more prospective basis, other
countries in the region, including Malaysia and
Thailand, face similar challenges. To meet these
challenges, exchange rate policies need to find
the right balance between additional reserve ac-
cumulation through intervention and further
gradual currency appreciations. A case can be
made for acquiring some additional interna-
tional reserves in view of still relatively high ra-
tios of short-term external debt obligations to in-
ternational reserves. At the same time, the
sizable current account surpluses and other indi-
cators of relatively strong external competitive-
ness, including real effective exchange rates that
are still significantly below pre-crisis levels, sug-
gest that there is still scope for further currency
strengthening before possible overvaluation be-
comes an issue.

In this regard, the implications for monetary
policy also need to be considered. As interest
rates have to be kept at relatively low levels to fa-
cilitate corporate and financial restructuring,
further exchange rate appreciation could pro-
vide the tightening in monetary conditions that
is required to keep inflationary pressures in
check. In view of its potentially strong impact on
banking sector soundness, the composition of
the new capital inflows also requires careful
monitoring. In particular, a shift toward short-
term debt-creating inflows could increase the

3For a discussion of these factors, see Rupa Duttagupta and Antonio Spilimbergo, “What Happened to Asian Trade During
the Crisis?” IMF Working Paper (Washington: International Monetary Fund, forthcoming).
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Figure 2.11. Selected Emerging Market Economies: Total Reserves Excluding Gold
(Billions of U.S. dollars)

Brazil’s international reserve position has stabilized in the wake of the currency crisis in early 1999. The east Asian countries, in particular Korea, have
strengthened their international reserve positions since 1998.
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Table 2.5. Indonesia, Korea, and Thailand: Sources of Changes in the Fiscal Balance
(Percent of GDP as of October 1999; a negative number indicates a fiscal deterioration)

Indonesia’ Korea Thailand?
1997/98 1998/99  1999/00 1997 1998 1999 1996/97 1997/98  1998/99

Fiscal balance (level)3 -0.9 2.2 -6.8 0.0 -3.2 -5.6 -1.6 =51 -5.3

Changes in fiscal balance —2.2 -1.0 4.7 -0.3 -34 -2.5 -4.0 -3.0 -0.2
Changes due to economic

environment4 —4.2 -3.7 2.2 -1.6 -0.4 -0.3 -2.8 0.6

Policy changes 2.7 2.6 7.4 -2.1 -1.4 -2.6 -0.2 -0.9

Expenditures 2.7 2.2 -6.7 -3.6 -1.7 -2.6 0.3 -0.3

Bank restructuring 0.0 0.4 -6.9 -0.3 -0.8 -0.7 -1.9 0.5

Other® 2.7 2.6 0.2 -3.3 -0.9 -1.9 2.2 -0.8

Statutary revenue change 0.0 0.4 0.7 1.4 0.4 0.0 -0.4 -0.6

Residual (unexplained) 0.7 0.1 0.5 0.3 -0.7 -1.1 0.0 0.0

Source: Jack Boorman and others, “Managing Financial Crises: The Experience in East Asia,” Carnegie—Rochester Public Policy Conference

Series, forthcoming; and IMF staff estimates.
1For Indonesia, the fiscal year runs from April 1 to March 31.

2For Thailand, the fiscal year runs from October 1 to September 30.

3According to data as of March 2000, the fiscal balance for Indonesia was estimated at —3.8 percent of GDP in 1999/00 and for Korea at —2.9

percent of GDP in 1999.

4Comprises changes in fiscal position attributable to economic activity, the exchange rate, interest rates, and (in the case of Indonesia) oil prices.

SIncludes outlays for social safety nets and other expenditures.

vulnerability of the financial system if the associ-
ated risks are not well managed. To avoid diffi-
culties in this area, authorities need to ensure
that prudential regulation and supervision are
effectively enforced.

A key feature of the east Asian recovery
process has been the supportive role of mone-
tary and fiscal policy.* Monetary policies re-
mained accommodative in the second half of
1999 and early 2000. In Korea, Malaysia, and
Thailand, money market interest rates have been
broadly unchanged since the middle of 1999 at
levels significantly below those observed before
the crisis in 1997. In Indonesia, a market-led de-
cline in short-term interest rates resumed in the
late fall of 1999 as political uncertainty eased,
but interest rate levels continue to exceed those
elsewhere in the region. Lower interest rates
have helped reduce the pressure on heavily in-
debted corporates and contain the nonperform-
ing loans problem. With the exception of Korea,
however, the transmission of lower money mar-
ket rates to bank lending rates has been slow,
and credit to the private sector has stagnated or
fallen in real terms.

Fiscal policies generally have provided further
support for the recovery (Table 2.5). In Korea, a
supplementary budget adopted in August 1999
was aimed at providing additional stimulus,
while targeting a consolidated central govern-
ment deficit of 5 percent of GDP for 1999. Even
higher deficit targets for the financial years cov-
ering the bulk of calendar year 1999 were
adopted in Indonesia and Thailand, with the
Thai budget also including measures to stimu-
late specific components of domestic demand.
In all three cases, however, actual deficits have
fallen short of the budget targets. In Indonesia,
this was due to spending delays, while in Korea,
the shortfall stemmed primarily from the opera-
tion of automatic stabilizers, as the robust recov-
ery boosted tax revenues and reduced unem-
ploymentrelated outlays. In the Philippines,
however, the 1999 deficit overshot the budget
target, mainly owing to weaknesses in the coun-
try’s revenue management.

While stimulative fiscal policies generally have
been appropriate, such support has to be bal-
anced against the objective of reducing the pub-
lic debt burden. Rising deficits in combination

4For an in-depth analysis, see Jack Boorman and others, “Managing Financial Crises: The Experience in East Asia,”

Carnegie-Rochester Public Policy Conference Series, forthcoming.
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Table 2.6. Gross Public Debt in the East
Asian Countries

(Percent of GDP)
Country 1996 1997 1998 1999
Indonesia’ 245 1064 1034  96.0
of which financial sector
restructuring o 39.9 55.3  60.1
Korea 8.8 12.7 244 296
of which financial sector
restructuring o 15 85 129
Malaysia 47.7 49.0 535 56.4
Philippines 68.2 66.4 729 744
Thailand 145 3141 495  56.3
of which financial sector
restructuring 1.2 13.8 289 310

Source: IMF staff estimates.
TFinancial years running through the end of March.

with very substantial financial sector restructur-
ing costs have contributed to a rapid increase in
public sector debt since the onset of the crisis.
Relative to GDP, Indonesia and Thailand have
experienced the largest debt buildup since 1996,
much of which is the result of financial sector re-
structuring, and they now face very considerable
debt burdens (Table 2.6).5 Despite a rapid debt
buildup for similar reasons, Korea’s debt-to-GDP
ratio remains relatively low, reflecting the coun-
try’s favorable debt position before the crisis.
Public debt accumulation during the crisis was
less rapid in Malaysia and the Philippines, but
these countries started with higher pre-crisis
public debt burdens. While a resumption of out-
put growth and, for foreign currency denomi-
nated debt, real exchange rate appreciations are
expected to help bring down public debt-to-GDP
ratios from their current peak levels, deficit re-
duction and asset recovery from nonperforming
loans taken over from the financial sector will
also be required.

The case for a gradual shift in fiscal policies to-
ward a more neutral stance is reinforced by the
need for macroeconomic restraint as output gaps
narrow and inflationary pressures may reemerge.
Since interest rates need to be kept at low levels

to facilitate corporate and financial sector re-
structuring, the bulk of the adjustment in the
macroeconomic policy stance should be borne by
fiscal policy. The more than usual uncertainty re-
garding the sustainability of the ongoing sharp
output recovery, which could be interpreted ei-
ther as a cyclical rebound from the steep output
falls during the initial crisis stages or as an indica-
tor of incipient overheating risks, strengthens the
argument for fiscal caution. This argument holds
in particular for Korea, where the output gap
could close as early as 2001 and where there is
also considerable uncertainty about the outlook
for cost-price behavior as the gap closes.
Appropriately, Korea intends to bring down the
budget deficit target from 5 percent of GDP in
1999 to 3%2 percent in 2000 and to eliminate the
deficit in the next few years. In Thailand, the
public sector deficit in 2000 is projected to re-
main relatively large, at more than 5 percent of
GDP, and additional tax revenue from faster-
than-expected growth should be used to bring
down the fiscal deficit below this target.

A particularly acute fiscal challenge faces
Indonesia’s authorities, as they have to weigh
carefully the balance between supporting the re-
covery and beginning fiscal consolidation. A tar-
get for the fiscal deficit of 5 percent of GDP in
2000 is appropriate given the depth of the eco-
nomic downturn during the crisis and the
lagged recovery compared with the other east
Asian economies. But public debt is now above
90 percent of GDP, and further rounds of bank
recapitalization are still required, with interest
payments on outstanding bank restructuring
bonds expected to already reach 4% percent of
GDP in 2000. The deficit could be even higher if
authorities fail to properly sequence and imple-
ment a far-reaching fiscal decentralization pro-
gram. Moreover, authorities will have to meet
the financing needs stemming from the budget
deficit. Financing for around half the deficit is
expected to come from privatization proceeds
and asset sales from state controlled banks,

5These numbers should be interpreted with caution as the coverage of the public sector and the costs of financial sector

restructuring is not uniform across the east Asian countries.
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where results to date have been generally below
target. As room for noninflationary domestic fi-
nancing is still limited, in the absence of a devel-
oped bond market, the remainder of the deficit
is expected to be financed from external public
sources, including a rescheduling of external
debt held by Paris Club creditors.

A distinguishing characteristic of east Asia’s fi-
nancial crisis has been the extent of corporate
and financial sector distress it has caused. The
distress resulted from a combination of heavy de-
pendence on bank financing and associated
high debt-equity ratios in the corporate sector
and lax risk management practices, as mani-
fested in considerable external exposures.
Nonperforming loans have risen to levels far in
excess of those observed in other crises in
emerging markets, including the 1994-95
tequila crisis. This is particularly the case in
Indonesia and Thailand. In view of the scope of
the financial crisis, authorities in the east Asian
countries have given high priority to financial
and corporate sector restructuring.® Both the re-
structuring strategies and progress toward corre-
sponding reform objectives continue to vary
from country to country, and the reform agenda
is far from completed.”

Korea and Malaysia have achieved the most
progress in restructuring and strengthening the
financial sector. In Korea, the government asset
management company set up to take over non-
performing loans from the financial sector has
been relatively successful in terms of both the
overall transfer rate and the subsequent liquida-
tion of claims. Nonperforming loans of the fi-
nancial system in the fall of 1999 stabilized at
around 10 percent of total loans in the financial
system (equivalent to 12 percent of GDP), and
Korean banks have strengthened further their
capital bases with both public and private
money, including significant foreign investment.
The reform agenda is far from finished, how-

ever, and weaknesses remain, in particular in the
nonbank financial sector. These weaknesses were
exposed in the early fall of 1999, when the in-
vestment trust industry faced considerable re-
demption pressure in the wake of debt servicing
problems by the major chaebol Daewoo, which
prompted financial institutions to establish a
bond market stabilization fund to stabilize mar-
kets. Malaysia has also adopted the asset manage-
ment company approach, and this company has
been relatively successful in taking over nonper-
forming loans, with a view to rehabilitating
them. By the end of 1999, recapitalization re-
quirements for the financial sector had been
largely met, and the ratio of nonperforming to
total loans in the financial system (including
those held by the asset management company
Danaharta) had fallen to around 25 percent.
Malaysia has also made progress in its plans to
streamline the financial sector through extensive
mergers between problem institutions and prof-
itable banks.

In Thailand, which has opted for a strategy of
virtually closing the nonbank financial sector but
letting banks deal with problem loans on a de-
centralized basis, the major commercial banks
have met Bank for International Settlements
(BIS) capital adequacy ratios through raising ad-
ditional capital, including from foreign in-
vestors. While private banks formally meet regu-
latory requirements, concerns exist that their
underlying value is less than that derived from
the application of prudential regulations. The
public banks continue to be in a weak financial
position. Despite a significant reduction in the
second half of 1999, the nonperforming loans
ratio remains relatively high, at around 39 per-
cent at the end of the year (equivalent to 45 per-
cent of GDP).

Financial sector restructuring is less advanced
in Indonesia, in part because the financial dis-
tress induced by the crisis has been deeper and

6For a more detailed analysis, see Carl-Johan Lindgren and others, Financial Sector Crisis and Restructuring; Lessons from
Asia, Occasional Paper No. 188 (Washington: International Monetary Fund, 2000.)

"The Philippines largely avoided the systemic banking sector problems that afflicted other emerging market economies
in east Asia. This can be attributed in part to the beneficial effects of reforms implemented in the mid-1990s.
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more widespread. The ratio of nonperforming
loans to total loans remains above 60 percent
(equivalent to more than 40 percent of GDP).
The Indonesian Bank Recovery Agency has
taken over the bulk of nonperforming loans, but
the agency’s asset recovery efforts have only
been partially successful. Most of the financial
sector is still in a precarious financial position,
and less than 30 percent of the banking system
remains privately held. Financial sector restruc-
turing in Indonesia needs to remain focused on
operational restructuring of the state banks and
on moving ahead with loan recovery efforts.
Authorities in the east Asian economies most
affected by the crisis have also been confronted
with large-scale financial distress in the corpo-
rate sector, the counterpart to the nonperform-
ing loan problem. In response, they have estab-
lished out-of-court procedures to settle claims,
and also introduced institutional and legal re-
forms, where needed, to strengthen bankruptcy
systems and improve financial transparency and
corporate governance. This corporate reform
process has advanced the most in Korea and
Malaysia, which have made the best use of out-
of-court arrangements, in part because of
stronger legal enforceability, and in part because
of the relatively small number of cases. To
streamline the process, and recognizing that the
country’s top five chaebol were too large and
complex to be involved in an out-of-court work
process, Korean authorities let these companies
develop their own restructuring plans. In the
wake of Daewoo’s debt servicing problems in
mid-1999, however, the authorities strengthened
the restructuring framework for the other chaebol
in the top five groups. Reform efforts now need
to be extended into broader operational restruc-
turing among the smaller chaebol as well.
Voluntary debt restructuring has met with less
success in Thailand, however, in part because of
more widespread balance sheet problems—by
the end of 1999, almost 2,000 debtor firms were
involved in voluntary arrangements—and in part
because of a bankruptcy legislation that failed to
provide strong incentives to comply with such
arrangements. The bankruptcy law was reformed

in March 1999, but shortcomings in the bank-
ruptcy procedures remain. Indications are that
corporate debt restructuring arrangements have
mainly involved rescheduling debt to longer ma-
turities at temporarily low interest rates, but with
little debt relief in net present value terms.
Corporate sector restructuring is less ad-
vanced in Indonesia, where authorities have
been unable to sustain the implementation of
the corporate restructuring program. Continued
weakness in the procedural capacities of key in-
stitutions established for this purpose, including
the bank recovery agency and the Jakarta
Initiative Task Force, and of the court system has
been an important factor. Improvements in ac-
countability and transparency in corporate gov-
ernance have also fallen short of expectations.
The strength of the recoveries that are under
way has not changed the need to make further
progress toward financial and corporate sector
restructuring in the east Asian crisis countries.
As capital markets in the region are developing
only slowly, bank credit will remain the main
outside funding source for the corporate sector.
Absent further reductions in nonperforming
loans and improvements in corporate sector bal-
ance sheets, the lending capacity of the banking
sector and corporate incentives to invest will re-
main impaired, and investment efforts, much
curtailed during the crisis, will fail to return to
levels required for robust and sustained growth.
In view of the deep corporate sector weaknesses
brought to the fore by the crisis, the transforma-
tion of the current recoveries into long-term
growth will also require stepped-up efforts to-
ward corporate restructuring, supported by
higher rates of capital accumulation. The need
to limit the risks stemming from renewed private
inflows commonly associated with an improving
growth outlook provides an additional rationale
for further corporate and financial sector re-
form, including a strengthening of risk manage-
ment practices. Ultimately, such reforms provide
the best safeguards against a repetition of the
1997-98 financial turmoil and social hardship.
The tentative conclusions that emerge from
this chapter suggest that the likelihood of an
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early repetition of the turmoil in emerging mar-
kets seen in recent years has declined consider-
ably as a result of a variety of factors. These in-
clude notably the macroeconomic adjustment
and structural reform efforts by many emerging
market economies; the recoveries in commodity
prices, in particular oil prices, which have
helped improve the external position of many
countries; and greater risk awareness on the part
of international investors. Some Latin American
economies nevertheless remain vulnerable to po-

tential changes in investor sentiment and to de-

velopments that would adversely affect their ex-
ternal positions and the cost and availability of
external financing. These vulnerabilities under-
score the need for continued efforts to safe-
guard macroeconomic stability, increase national
saving, and attain sustained growth through in-
creases in efficiency and productivity. The
emerging market economies more generally, in-
cluding the east Asian countries that have
achieved current account surpluses, still need to
persevere with structural reforms to reduce the
risk of a repetition of the recent crises.
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