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Abstract 

LESSONS FROM THE CRISIS: DANGERS AND OPPORTUNITIES IN THE ASIAN 

FINANCIAL CRISIS 

 

Yan Li 

 

This study generates an overview of the 1997 Asian financial crisis, from its causes to the 

consequences. At the same time, it examines the context of the crisis, which includes the 

review of historical Asian development and the role of the International Monetary Fund 

(IMF) in the financial crisis. Particular attention is given to the crisis‘ impact on the local 

economy and people. In this it differs from existing research that analyses the impact on 

its own, this study links the crisis‘ impact to the foreign direct investment (FDI). The 

impact of the crisis, therefore, is reflected by examining the control power of the FDI 

money. 

 

It examines the crisis‘ impact through focusing on a unique angle of the two elements in 

the crisis – danger and opportunity. The results show that the social impact of the crisis 

put local people in danger of unemployment, underemployment, falling real wages and 

growing social inequality and lowered land and commodity prices, which dramatically 

reduced the cost of production. Accordingly, the control power of the FDI money 

increased extensively in the crisis, which represents the increasing danger of unfair 

exploitation of local labour and enclosure of land and resources which can be seen as 

opportunities beneficial to the international capitalists. 
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Chapter 1 Introduction 

In 2005, I started my postgraduate study. I was taught the fundamentals of the global 

financial system and political economy. For one of the class modules, I was assigned to 

write a report about the 1997 Asian financial crisis. Writing the report recalled my 

memory to when I was in China at the time of the crisis. I heard people on the street 

talking about the neighbouring countries‘ tragedy and being cheerful that China was not a 

part of it. I heard people arguing that the crisis was a U.S. conspiracy aiming to destroy 

the fast growing Asian economies who were seen as a ―threat‖ to the U.S. as the largest 

and most powerful economy in the world. I heard people worrying about the dangers of 

the crisis and globalization – the Western invasion into the Asian economy and local 

workers are given more pitiful wages, and believe the government will handle it. My 

father thought the crisis was inevitable – ―the crisis was a necessary step towards a better 

future, we, as developing countries, have no choice but to take it‖, he said. 

I was in junior high school at that time and was not quite sure of what all this meant, as 

financial crises seemed to be far removed from my life. I was, however, puzzled by many 

questions such as what a financial crisis is? Why had it happened to our neighbours? 

What the consequences were? But it was ―water under the bridge‖ because I did not think 

it was something especially serious, until after a discussion with a Korean friend. In 

preparing for my assignment, I discussed the crisis with my friend: ―Imagine this: both 

you and your wife lost your job as the company is bankrupted and your family has lost 

source of income … rumours and panic are circling around about inflation and more 
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bankruptcies … people rush to withdraw money from banks … desperate people jump 

out buildings to end their lives… there was no hope for life‖, said my friend. I was 

shocked because I never thought the crisis resulted in a situation terrible enough for wage 

workers to kill themselves
1
, leading South Korea to have ―one of the highest suicide rates 

among developed countries‖ (Bello, 2007). 

Entering the academy gave me a chance to rethink all these problems. I started my 

research from the very beginning. I learned that not long before the crisis, East Asian 

economies were generally considered the world‘s most economically dynamic region 

among the few developing countries that have overcome underdevelopment. In 1993, the 

World Bank undertook a study of the strong Asian economic growth in the second half of 

the twentieth century and published a report under the title ―The East Asian Miracle: 

Economic Growth and Public Policy‖. Since then, the unprecedented and pervasively 

high rate of growth all over the East Asian countries started in the 1950s was 

encapsulated in the popular term of ―East Asian miracle‖ (World Bank, 1993). 

Then the crisis suddenly reversed the growing trend in almost all Southeast and East 

Asian countries. It first erupted in Thailand in July 1997, and soon spread to other East 

                                                 

1 According to the Korea Times newspaper, the suicide rate in Korea was 13 of every 100,000 people in 

1997 and has been an ongoing trend since the late 1990s because of economic and health problems, leading 

the number of suicides in Korea doubled over the decade of 2010 to reach the highest suicide rate in the 

world. Source: http://www.koreatimes.co.kr/www/news/biz/2009/10/123_30829.html; 

http://www.koreatimes.co.kr/www/news/biz/2010/09/123_72820.html 

Chang et al. (2009) shows that the impact of economic crisis was closely associated with suicides in Korea 

and the changes in unemployment rates were most closely associated with the rises in suicide after the 

Asian economic crisis. 

http://www.koreatimes.co.kr/www/news/biz/2009/10/123_30829.html
http://www.koreatimes.co.kr/www/news/biz/2010/09/123_72820.html
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and Southeast Asian countries, namely, Indonesia, Malaysia, and the Philippines. By 

October that year the crisis had spread to Korea and Hong Kong, resulting in a severe 

regional economic shock. In economic terms, the crisis-hit countries suffered tumbling 

asset prices and exchange rates. Asian countries soon started to suffer more serious 

economic crises and struggled against plunging GDP and economic recession (IMF, 

1997; World Bank, 1998: 1999a; Goldstein, 1998). 

Apart from the economic effects, I am, however, more surprised by the enormous effects 

of the crisis on people‘s lives. I am shocked by the violent demonstrations by the local 

workers and chaos on the streets in Southeast Asian countries and by Korea‘s top suicide 

rate among OECD countries in the crisis
2
. I am particularly concerned about the local 

wage labour. Most people growing up in China, at my age, can tell a story about poor 

working conditions in foreign owned or joint venture companies. As I was writing this 

thesis, six Chinese university students performed an under-cover investigation and 

interviewed more than 100 workers in five Chinese contractor factories that produce toys 

and stationeries for Disney and wrote a report titled ―Mickey Mouse is no longer cute‖, 

revealing terrible working conditions in these factories (Shanghaiist, 2009). My 

experience in China made me particularly worried about labour in other Southeast and 

East Asian countries in the crisis, because I know we had similar experiences in attracting 

foreign investment and adopting an export-oriented industrialization strategy (UNCTAD, 

1993; 1994; World Bank, 1993; OECD, 2002). Just like China – the ―world factory‖ 

                                                 

2 An average 24.3 people per 100,000 die from suicide in Korea in 2008, the highest suicide rate among 

OECD countries. Source: http://joongangdaily.joins.com/article/view.asp?aid=2918314 

http://joongangdaily.joins.com/article/view.asp?aid=2918314
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(Zhang, 2006), many Asian countries also provide assembly lines for Western products 

(Naomi, 2000). While foreign capital plays an important role in Asia‘s industrialization in 

history, it brings the problems of labour exploitation including low wages, poor working 

conditions and inadequate health care (Henderson, 1989: 74; Fröbel et al., 1980: 350-

364). 

The labour exploitation frequently involved violent resistance in East Asia. McNally 

(1998: 148) notes the labour movement in Asia stimulated the emergence of new, 

independent unions and labour federation. New federations of independent unions 

emerged in Taiwan, South Korea, Bangladesh and Indonesia to resist the collaborationism 

of the older, state-tolerated unions. Berger (1997: 185) finds that from 1965 until the 

1980s the number of strikes was relatively low but continuously rising in Indonesia. Until 

the late 1970s, it never rose above 35 annually and was often much lower. But in 1979 the 

figure rose to 72, and then to over 100 a year in 1980 and 1981, and over 200 in 1982. By 

1990 the number of strikes per year had reached pre-1965 levels and these strikes were 

centred on export-oriented manufacturing industries with large MNCs presents which 

produce garments, textiles and footwear. 

Workers‘ movement came more frequently during the 1997 financial crisis to fight 

against poverty, layoffs and the dictates of the International Monetary Fund (IMF), 

especially in the three worst-hit countries including the Indonesia, South Korea and 

Thailand. In July 1995, the Indonesian Centre for Labour Struggle (PBBI) led a 13,000-

strong strike of garment workers in Bogor. In July 1997, the PBBI organized community 

protest movement of 20,000 in Surabaya. In October 1997, when the financial crisis led 
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to rumours of IMF-dictated layoffs, the PBBI organize a protest of 16,000 workers in 

Bandung. On 3rd May 1998, more than 300 factory workers in Jakarta joined the student 

demonstration. On 8th June 1998, 50,000 workers in Maspion Corporation in Surabaya 

launched the largest protest since the fall of Suharto, with more than 10,000 workers 

clashed with police (McNally, 1998: 149). 

In Korea, more working-class resistance occurred against the IMF dictation. A massive 

strike led by KCTU occurred in January 1997, involving 630,000 workers to protest new 

labour law that aims to make mass layoffs possible.  Worker protests led by the Korean 

Confederation of Trade Unions (KCTU) forced the government to negotiate an 

agreement, when the IMF insisted mass layoffs in exchange for its 57 billion US dollar 

rescue package. However, the leaders of the KCTU accepted mass layoffs and all the 

basic terms of the IMF restructuring program. As a result, 120,000 Angry KCTU 

members organized a large strike against layoffs on 27th May 1998 (McNally, 1998: 150-

151). 

In Thailand, Ungpakorn (1999: 11) notes workers responded to the unemployment and 

cutting wages in various ways during the crisis. The less violent way, as in the case of 

Thai American Textiles and Dynamic Toys Group, is an organized campaign where 

workers set up camps outside the factory and waited to negotiate with the boss. If this 

failed, they walked to Government House or the Ministry of Labour and camped there 

instead, waiting for a response from the government. The more radical activities include 

setting fire to the Sanyo factory and blocking a main highway at Thai Summit Auto Parts. 

Another radical way of struggling is to occupy factories. In February 1998 workers at 
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Century Textile company occupied their factories in order to fight a reduction in bonus 

payments and other benefits. They sat down outside the main entrance at the company 

headquarter and sang songs for life, which contained the phrase ―the capitalists have long 

arms, they just keep pulling in the profits‖ (Ungpakorn, 1999: 66). 

While the working class and the poor throughout East Asia are battling against 

international capital and its agencies such as IMF and the World Bank, Wolf (2005: 171) 

argues that foreign investment, which offers an opportunity for labours in developing 

countries to involve in international production chain, can increase the welfare of the 

labour. He claims that: ―The problem of the poorest is not that they are exploited, but that 

they are almost entirely unexploited: they live outside the world economy. The soaring 

growth of the rapidly integrating developing economies has transformed the world for the 

better. The challenge is to bring those who have failed so far into the new web of 

productive and profitable economic relations.‖ For Wolf, what is more important for the 

labour in developing countries is to become wage labour to get involved in the global 

production chain, even being exploited, as it will still increase their welfare. 

As McNally (1998: 143) points out, in much of the world, the best model of globalization 

is Asia. Most parts of Asia have been more systematically incorporated into the global 

circuits of capital
3
. Or in line with the argument of Martin Wolf, the Asian people have 

                                                 

3 Asia‘s quick integration in world trade in the second half of the twentieth century has been noted by 

various World Bank and United Nations reports. For example, the World Bank (1993: 38) shows between 

1966 and 1990 the share in world exports for seven East Asian economies (South Korea, Hong Kong, 

Singapore, Taiwan, Indonesia, Malaysia and Thailand) increased from 7.9 to 18.2 per cent, while that of the 

developing countries as a whole down from 24.2 to 19.8 per cent. The Asian region was the largest 
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got involved in the global capitalism. However, with all signs of working-class resistance 

to privatization, liberalization, unemployment and poverty, East Asia has become the 

focal-point of the international class struggle. The old ―Asian miracle‖ has become a new 

Asian model of working-class resistance to capitalist globalization. 

1.1 Purpose of the research 

The purpose of this research is to generate an overview of the Asian financial crisis, from 

its causes to the consequences, with a stress on the crisis‘s impacts on local economy and 

workers. It examines these questions through focusing on a unique angle of the two 

elements in the crisis – danger and opportunity. 

Some observers found that the two Chinese characters for the word ―crisis‖ – ―wei ji‖ that 

literally mean ―danger‖ (wei) and ―opportunity‖ (ji) and point to these two elements in 

the Asian crisis (Henderson, 1998: 191). Victor H. Mair argues the word ji does not mean 

―opportunity‖ in this context, rather an ―incipient moment; crucial point (when something 

begins or changes)‖ (quoted in Swaine, 2006: 3). The single Chinese character usually is 

not sufficient to provide a true meaning and it is often the combination of two or a few 

characters that do, as ji can also means ―mechanism‖ in the word ―ji qi‖, which literally 

means ―machine‖. 

However, the Chinese character for the word ―crisis‖ draws my attention that a crisis can 

                                                                                                                                                  

developing-country FDI recipient and investor in 1995, accounting for 65 per cent of total developing-

country FDI inflows and for 90 per cent of all developing-country outflows (UNCTAD, 1996: 52). 
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carry two elements – danger and opportunity. Swaine (2006: 3) also notes that Chinese 

analysts often recognize that a crisis can – under some circumstances – present both a 

threat and an opportunity. As in the Chinese saying:  

Opportunity is always present in the midst of crisis. Every crisis carries two 

elements, danger and opportunity. No matter the difficulty of the circumstances, no 

matter how dangerous the situation ... At the heart of each crisis lies a tremendous 

opportunity. Great blessings lie ahead for the one who knows the secret of finding 

the opportunity within each crisis (quoted in Kelly, 2004: vii). 

In determining and evaluating the dangers and opportunities of the Asian crisis, this study 

focuses on two groups of people – the local wage labours and the international capitalist 

class, to examine their benefits and losses in the crisis. As Marx (1887) claims, wage 

labourers are not natural beings and they have to be created. The way that wage labourers 

are created is through forcefully driving people out of existing subsistence that depends 

on the commons (the land, water, air) so they have to look for a miserable wage. Karl 

Marx (1887) told a story about the history of enclosure movement in the English 

countryside, where farmers were expropriated from their common land by the state and 

landlords and were turned into beggars, and later into wage workers who is called the 

proletariat. The land was used to produce the agricultural commodities for international 

market. Marx described this process of ―enclosure movement‖ as ―primitive 

accumulation‖ that marks the starting point of capitalist society. 

Midnight Notes Collective (1990; 2004) claims this ―Old Enclosure‖ is not a onetime 

thing as the capital always expands appropriation of new resources and new labour 

power. Today the ―New Enclosure‖ of the commons continues with the global extension 
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of capitalist relations as the ―capital is ever watchful to enclose any new commons that 

might be constituted by workers … the structural adjustment plans imposed by the World 

Bank and International Monetary Fund (IMF) are substantially designed to eliminate all 

forms of shared subsistence, from the right to the land, to food subsidize, to public 

schooling and health care‖ (Midnight Notes Collective, 2004: 63). 

The financial crisis and crisis-related reform and the IMF restructuring led a new wage of 

the ―new enclosures‖ and the ―primitive accumulation‖ in Asia, by destroying the 

commons through privatization and commercialization of public services and basic 

resources such as land and water, by preventing dispossessed people from finding 

alternatives to exploitative wage work, and by affecting the living standard of wage 

workers through massive layoffs and wage cut. The commodification of people and land 

was and still is a component of what Marx called ―primitive accumulation‖. Marx (1887) 

famously insisted that ―conquest, enslavement, robbery, murder, in sum, force‖ is critical 

and often hidden components of both the primitive accumulation process and on-going 

forms of accumulation and state power. Violence, whether structural or brute force, is 

what enables the creation of a subject population ―free‖ to work as wage labours for 

commodity producers. The labour effects of the crisis will be unfolded in the following 

research. The crisis raises great danger of enclosures which involves extensive seizures of 

land and resources and exploitation of people. 

Meanwhile, the crisis can also be seen as an opportunity for the transnational capitalist 

class to change local production norms, ideologies, and practices to comply with the 

globalization of capitalism. Indeed, Marx and Engels (1967 [1848]: 83) not only point out 
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the necessity for capitalist class to change the relations of the social class, but also 

provided the classic description of the bourgeoisie‘s globalizing mission without 

explicitly defining a transnational capitalist class as: 

[The] bourgeoisie cannot exist without constantly revolutionising the instruments of 

production, and thereby the relations of production, and with them the whole 

relations of society … The need of a constantly expanding market for its products 

chases the bourgeoisie over the entire surface of the globe. It must nestle 

everywhere, settle everywhere, establish connexions everywhere. 

As the capitalist mode of production globalizes and the circulation of capital crosses 

national borders, the relations of production and the forces of production also globalize. 

In the early 1970s, Hymer (1979: 262) notes: 

[A]n international capitalist class is emerging whose interests lie in the world 

economy as a whole and a system of inter-national private property which allows 

free movement of capital between countries . . . there is a strong tendency for the 

most powerful segments of the capitalist class increasingly to see their future in the 

further growth of the world market rather than its curtailment. 

Sklair (2001: 17) divides the transnational capitalist class into four fractions – the 

executives of transnational corporations, the ―globalizing bureaucrats and politicians‖, the 

―globalizing professionals‖, and the ―consumerist elites‖ in the media and commercial 

sector. Together, these groups constitute a global power elite and ruling class that ―seeks 

to exert economic control in the workplace, political control in domestic and international 

politics, and culture-ideology control in every-day life through specific forms of global 

competitive and consumerist rhetoric and practice‖ Sklair (2001: 19) and ―used the 
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discourses of national competitiveness and sustainable development to further the 

interests of global capital‖ (Sklair, 2000: 67). 

In the case of the East Asian crisis, attempts to restructure a society by the transnational 

capitalist class have led to ―a domestic hegemonic struggle‖ (Moore, 2007: 120). In 

Korea the crisis-related reforms and restructurings was ―elite-led and transnationally 

motivated‖ and Korean elite has constructed a reformist strategy to secure control over a 

potential revolutionary worker movement against IMF and transnationally-led 

development and promote the reform of work practices, aiming to lead adoption of 

globally standardized norms of capitalist production (Moore, 2007: 121-122). 

The neoliberal restructuring following the crisis not only increased Asia‘s incorporation 

into the expansive network of capitalist norms, but also brought investment opportunities 

to the capitalist class. The IMF required the East Asian economies to invite a fresh wave 

of FDI, which was expected to mend corporate instabilities and debts that had partly 

―caused‖ the crisis. As a result, barriers to foreign investment were removed and even 

hostile take-overs were permitted. Investment and mergers and acquisitions were 

welcomed with the logic that foreigners‘ investment would be an excellent source of 

capital to repair the crisis-hit economies (Goldstein, 1998; Dixon, 2004; ADB, 2001). 

However, what this meant in practice was a widespread termination of several banks and 

business bankruptcies, and a significant impact on thousands of workers‘ lives. 

1.2 Methodology 

This research adopts a quantitative deductive research strategy. Through my reading of 
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the relevant books, journals and documents, I feel that there are some arguments that are 

inaccurate and contrary to my experiences and beliefs about the crisis. Therefore, this 

research tries to examine the dangers and opportunities through theory testing, that is, the 

propositions are regarded as being tentative and the conclusion is what has to be tested 

against some quantitative data. 

Known also as the hypothetico-deductive method, or falsificationism, the deductive 

strategy was developed by Karl Popper, the founding father of the philosophy of science 

known as ―Critical Rationalism‖ (Blaikie, 2000: 104). The hypothetico-deductive method 

is commonly referred to as the ―scientific method‖ (Walliman, 2006: 18), which is an 

important empirical theory verification method for various scientific disciplines (Elster, 

1983: 15). The hypothetico-deductive method combines inductive and deductive 

reasoning (Walliman, 2006: 18). While the logic of inductive research is to produce 

generalizations based on observations and investigation, the deductive research works in 

a reversal way. It tries to refute and falsify the theories and hypothesis, aiming to test the 

theory by deducing one or more hypotheses from it and then collecting the appropriate 

data to test if they support the theory (Blaikie, 1993: 144; Bryman, 2008: 9).  

Blaikie (2000: 105) further explains that in deductive approaches to generating new 

knowledge, ―data are used in the service of deductive reasoning, and theories are invented 

to account for observation, not derived from them. Rather than scientists waiting for the 

social world to reveal its regularities, they must impose theories on the world and, by a 

process of trial and error, use data to try to reject false theories.‖ As Bryman (2008: 11) 

argues, theories need to be tested before they can be considered valid or useful. 
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Nevertheless, Blaikie (2000: 105) points out that in deductive research, theories that 

survive the critical process are provisionally accepted, but never proven to be true and all 

knowledge is tentative and subject to on-going critical evaluation. The hypothetical-

deductive method, according to its developer – Karl Popper (1960: 131), ―does not 

achieve absolute certainty for any of the scientific statements which it tests; rather, these 

statements always retain the character of tentative hypotheses, even though their 

character of tentativeness may cease to be obvious after they have passed a great number 

of severe tests.‖ 

The deductive method is not without its criticisms. In this approach, the propositions 

derived from mathematical systems are taken to be ―axiom‖ without proof and these 

propositions are used to test theories. But Pawson (1989: 87) argues the axiomatization of 

mathematical system is not completed, so the mathematical proof does not coincide 

impeccably with the doctrines of the axiomatic deductive approach and ―there is an 

irreducible level of presupposition built into any mathematical system.‖ Moreover, 

Blaikie (1993: 150) argues the deductive method necessarily involves induction. Other 

criticisms include: ―those concerned with the sources of the proposition that make up 

deductive theories; those concerned with practical aspects of marking observations; those 

related to the theory-dependence of observations; and those associated with the fact that 

scientists are members of scientific communities‖ (Blaikie, 1993: 152). 

In spite of these criticisms, the deductive approach has value in its logic that, for any 

theory to be regard as scientific it must be possible, at least in principle, to falsify it and 

to use evidence to challenge it (Blaikie, 1993: 145). The sequence of the deductive 
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approach can be divided into four stages: first, identify the theories and hypothesis to be 

tested; secondly, gathering the data and do appropriate analysis in relation to the concepts 

of propositions; thirdly, relating the findings to propositions to check whether they are 

correct; fourth, if the data supports the hypothesis, then the hypothesis is confirmed. If 

not, then the hypothesis is disconfirmed (Blaikie, 2000: 106; Bryman, 2008: 10). In the 

deductive research, data is used to test the answers to see if the data matches the theory. 

Therefore, the deductive approach is usually associated with quantitative research 

(Bryman, 2008: 10). Similarly, Punch (2005: 235) points out that quantitative research is 

more concerned with the deductive testing of hypotheses and theories, whereas 

qualitative research is more concerned with exploring a topic, and with inductively 

generating hypotheses and theories. 

When quantitative methods and tests of hypotheses are involved in a research, the 

hypothesis can be tested by operationalizing the concepts in the hypothesis, collecting the 

appropriate data, and then exploring the nature of the relationship between the measures 

of the concept by some form of statistical analysis, such as correlation or regression 

(Blaikie, 2000: 164). However, the methods of correlation or regression tests are often 

adopted to address a number of specific issues. This research, on the other hand, aims to 

generate an overall picture about the crisis. For this reason, descriptive statistics are 

employed. As noted by Agresti and Finlay (1997: 3), descriptive statistics are summary 

descriptions for presentation of statistical information and it helps to summarize basic 

characteristics of a sample. 

In the discussion of historical Asian development in chapter 2, the data will mainly cover 
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the 40-year period from 1960-1990, quite a few years leading up to the crisis, with the 

assumption that the ―East Asian Miracle‖ is a post-WWII phenomenon. Forty years is a 

reasonably long enough period to give evidence of a growth pattern and the initial 

condition of the crisis. In the discussion of the Asian financial crisis in 1997 specifically 

in the following chapters, data are more concentrated in the second half of 1990s. 

In order to get the standardized data across the economies that allows a quantitative 

comparison and also to ensure an authoritative quality of data, I mainly use data available 

from major international organizations, primarily the International Monetary Fund (IMF), 

the World Bank, and the United Nations, including numbers of UN organizations, such as 

UN Development Program (UNDP), UN Industrial Development Organization (UNIDO) 

and UN Conference on Trade and Development (UNCTAD). In addition, national 

statistics from central banks have also been used for many indicators where necessary and 

appropriate. The data used and presented in this study are the most up-to-date, 

comprehensive at this time. While the official statistics offer social researchers obvious 

advantages, such as their high quality, ease to obtain and standardization, allowing for 

cross-country analysis, problems of official statistics also exist, such as the figures often 

fail to include comprehensive samples (Bryman, 2008: 304). 

1.3 Review of the chapters 

This research includes four major parts: the review of historical Asian development, the 

causes of the crisis, the role of the International Monetary Fund (IMF) in the financial 

crisis, and the consequences of the Asian crisis. The research begins with a historical 

review of economic development in East Asia and a re-examination of the ―Asian 
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development model‖ in chapter 2. It examines the two rival economic theories of East 

Asian industrialization – the neoliberal and the developmental state. The major debate in 

the study of the East Asian newly industrializing countries (NICs) concerns whether state 

intervention was central to the NICs‘ economic success – the debate of state versus the 

market. The neoliberal explanation for economic growth in East Asia emphasizes that 

state intervention in the NICs was lower than what was typical in developing countries 

and that a stable macroeconomic environment and an exports-oriented promotion of 

domestic and international competitiveness. The developmental state explanation, led by 

Alice Amsden and Robert Wade, focuses on the state‘s positive intervention in the 

market, forming both national companies and the market itself in ways compatible with 

economic growth. 

Chapter 3 provides an analytical discussion over the causes of the East Asian crisis. It 

also focuses on two rival explanations – the domestic weaknesses view vis-à-vis the 

international financial system view. The domestic weaknesses view holds that a number 

of domestic weaknesses lie in the ―Asian development model‖, including ―crony 

capitalism‖, moral hazard and the lack of transparency that constituted vulnerabilities in 

both the financial and corporate sectors, leading to a crisis. On the other hand, the 

international financial system view focuses on the volatility of international capital flows 

that have led to a liquidity problem in Asia, triggering the crisis. 

Chapter 4 examines the role of the IMF in recent financial crises. It begins with a 

discussion of the history of the IMF and looks at the IMF‘s program in a number of 

financial crises in the 1990s. The behaviour of the IMF in dealing with the financial crisis 
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incurs harsh criticisms, which is led by Joseph Stiglitz – former chief economist and vice 

president of the World Bank, and Professor Jeffery Sachs of Harvard University. 

According to them, the IMF was decidedly autocratic and paid no regard to the 

particulars and fundamentals of the country in crisis. In addition, it did not care about the 

alternatives, rather blindly pushing for market-based reforms before the proper social, 

legal and economic infrastructure was in place, which was needed for markets to work 

properly. Moreover, Stiglitz (2002) believes policymakers at the IMF were inherently 

biased towards the economic interests of the developed countries by which they were 

appointed. This chapter examines the IMF programme in the Asian crisis. 

In chapter 5 and 6, the consequences of the East Asian crisis are examined in both 

economic and social aspects, in relation to the effects of large inflows of foreign direct 

investment (FDI) in the crisis time. These two chapters aim to lay down the foundations 

for exploring the implications of FDI money in chapter 7. Chapter 5 focuses on the 

economic consequences of the crisis, including the currency devaluation effects on the 

FDI, the drop in commodity and land prices, and the increase in merger and acquisitions 

(M&As) as a form of FDI. Chapter 6 turns to analysing the social consequences, 

including increasing unemployment, falling wages and rising poverty in the crisis 

countries. Moreover, it also examines the problem of labour exploitation by the FDI 

money. 

Given the large crisis effects on the local economy and labour, chapter 7 focuses on 

examining the losses and opportunities in the crisis through examining the labour-

commanded power and purchasing power of FDI. It argues that the crisis benefited the 
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international capitalists armed with US dollars through increasing control over local 

labours and assets, while putting a great burden on local economy and labour. 

Chapter 8 concludes this research. The concluding remarks first outline the main points 

that emerged from the previous chapters, then examine the macroeconomic policies in the 

East and Southeast Asian economies after the crisis, and then suggest further theoretical 

and empirical investigations extended from this research.  

The final point to make is, when I refer to East Asian countries, or East and Southeast 

Asian countries, or simply Asian countries in this thesis, I mean the five crisis-hit 

countries, namely, Indonesia, Korea, Malaysia, the Philippines, and Thailand, unless 

otherwise stated. 
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Chapter 2 The Asian miracle 

2.1 Introduction 

During the second half of the twentieth century, several East Asian countries got on the 

historical stage and gave an impressive economic performance which was a revolutionary 

turning-point in the region‘s social and economic history. These countries‘ uninterrupted 

high economic growth attracted the attention of governors, scholars and investors all over 

the world. There have been many detailed and critical appraisals in the economic 

literature for the East Asian growth, such as what contributed to it, and whether there are 

lessons that can be learned for other developing countries. In 1993, the World Bank 

undertook a comparative study of economic growth and public policy and published a 

report under the title ―The East Asian Miracle: Economic Growth and Public Policy‖ 

(World Bank, 1993). From then on, the unprecedented and pervasively high rate of 

growth all over the East Asian countries started in the 1950s was encapsulated in the term 

of ―East Asian miracle‖. 

After decades of extensive growth, the several East Asian countries experienced a 

completely unexpected financial crisis in 1997. The same Asian economies that 

experienced high growth were suddenly put off the track of economic development and 

turned into severe recessions. This unique East Asia experience of a high growth period 

followed by a sudden economic turmoil is of great interest to many economists and offers 

valuable empirical evidence on the evolution of the economic development theories. 

While the main focus of the study is on the nature and the effects of East Asian financial 
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crisis, this chapter calls for a rethinking of the historical development in the region. 

Since the onset of the Asian crisis, there are debates about the nature of the East Asian 

miracle. It is well-known that economic policy has long lag effects on economies. There 

are doubts that despite the impressive economic achievement, the East Asian model has 

its own inherent defects rooted in its development approach that will inevitably lead to a 

crisis. A particularly interesting point in explaining the long track of East Asian historical 

economic development is that scholars trying to explain both the economic ―miracle‖ and 

turmoil are often found to contradict themselves, that is, the frequently recognized 

policies that contributed to the economic growth can end up being exactly the factors that 

contributed to the crisis. One clear example is regarding the role of government in the 

Asian economic development history – that ―Those who put their faith in the market tend 

to downplay the role of government during the miracle period … but they can, at times, 

elevate its role when it comes to the crisis of 1997‖ (Stiglitz, 2001: 517). Therefore, 

examining the causes of the crisis requires an inspection to the policies implemented prior 

the crisis. 

Another reason to recall the historical economic development is that it offers a cultural, 

social and political ―base‖ for the crisis to occur. The financial crisis did not happen on its 

own, in the sense that it is related to all these conditions. The occurrence of the crisis has 

raised doubts about the macroeconomic and industrial policy, institutional framework, 

business practice and regulatory and legal capability in East Asia, which calls for a 

reappraisal of the whole East Asian model and its underlying dynamics. 
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This chapter serves two purposes. First, it offers a comprehensive review on the theories 

explaining East Asian growth and tests these theories against empirical evidence. 

Secondly, it also reviews the policies implemented by Asian governments prior to the 

crisis to examine whether there were any domestic policies that were responsible for the 

crisis. This also lays down a foundation for the discussion over the causes of the crisis in 

the next chapter. 

2.2 Industrialization in East Asia 

The East Asian economies have traditionally been considered as large agricultural 

exporters. Throughout the process of industrialization in the second half of 1990s, the 

East Asian NICs experienced a great change in their economic structure. The industry and 

service sector showed strong dynamism in East Asian countries NICs after 1960 and East 

Asia became a new industrial centre in the world economy by 1980 (table 2.1). 

The development of the industrial sector in the East Asian NICs in this research is 

measured by two indicators – the industrial employment within total employment and 

industrial value added in total gross domestic product (GDP). Table 2.2 shows the 

sectoral reallocation of employment in several East Asian economies since 1960s. The 

employment in the agricultural sector dropped dramatically in Korea, Malaysia, 

Singapore, Hong Kong and Japan, when one compares the 1960s to 1990s, with 

agricultural employment falling 73%, 57%, 99%, 88% and 79% respectively. The labour 

surplus in agriculture was absorbed by the industry and service sectors, with the average 

increase of the latter sectors among these countries exceed 93% and 67% respectively. 

The structure of employment over the 40 years demonstrates a clear view of the structural 
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change that the labour force was shifting from agriculture to industry and service sector 

in all the East Asian counties. 

Another indicator of this industrialization process is the sectoral contribution to GDP 

(table 2.3). This indicator, too, shows that there had been substantial structural change in 

the East Asian economies. One can also observe the significant development shifting 

from the agriculture sector to the industry and service sectors in all the East Asian 

economies, the pattern detected earlier. The share of industry and service sectors 

increased quite substantially in all these economies. The manufacturing sector, within the 

industry sector, played an important role in the industrialization process and its share in 

total GDP increased dramatically (table 2.3). By the end of 1990, for all counties except 

Indonesia and Hong Kong, more than a quarter of their GDP came from their 

manufacturing sector. The rapid growth in manufacturing provided the impetus for 

structural change.  

However, the extent of structural change varies depending on the base and initial 

conditions. Among the East Asian countries, Korea, Thailand, Indonesia, and Malaysia 

had a relatively large agriculture sector that contributed almost half of their GDP and a  

relatively small industrial base in the 1960s (table 2.3). Consequently, they experienced 

the greatest absolute changes of more than 50 per cent in the distribution of GDP among 

agriculture, industry and services between 1960 and 1990. 

While all the East Asian economies experienced a declining agricultural sector and an 

expanding industry and service sector, Hong Kong and Japan, on the other hand, 
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displayed a somewhat different picture. Their shares of manufacturing value added 

(MVA) in GDP declined after 1960 (table 2.3). This is perhaps because they were 

relatively industrialized in the early 1960s as is evident from their high shares of 

industrial output in GDP in 1960. Therefore, they followed the same declining trend of 

manufacturing share in GDP and a slight increase in their service sectors, as observed in 

the developed countries. 

Overall, the degree of industrialization in the East Asian countries is quite remarkable by 

the developing country standard (table 2.3). The shares of service in GDP in these 

countries stand well above the average share of service in developing counties as a group 

in the 1970s and 1980s. Through the whole period, the production structures of these 

economies became very similar to that of developed economies in 1990. 

Along with industrialization, there have been significant structural changes within the 

manufacturing sector itself. All of the East Asian economies, in particular Korea and 

Singapore, have been moving away from labour-intensive simple production to more 

complex and skill-intensive technology-related production. The share of complex 

activities like iron and steel products, machinery and transport equipment in MVA went 

up while the importance of food, beverages and tobacco declined in all five East Asian 

economies (table 2.4). 

This structural change is also depicted by an index produced by United Nation Industrial 

Development Organization. UNIDO (1985) calculated the index to measure the degree of 

correlation between the value added shares of sixteen manufacturing branches in 1965 
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and 1980. According to this index, Singapore, among other East Asian economies, 

experienced the greatest structural change during 1965-80, followed by Korea. The 

degree of structural change in East Asian economies is well above the average of the 

developing country group except Hong Kong, which is dominated by textiles and apparel 

production (OECD, 1988: 48). However, Chowdhury and Islam (1993: 92) note that the 

textile industry in Hong Kong itself has also undergone changes. It has continued to move 

towards to high-quality, high-value and fashion products. 

2.3 Explaining the “miracle” – theories and debates 

The East Asian economies‘ great achievements were under the spotlight for over a half 

century. In relation to the successful Asian story, attentions have been focused especially 

on the four East Asian economies – South Korea, Taiwan, Hong Kong and Singapore. 

Several slogans have been used to describe their spectacular performance, such as 

―miracle economies‖, ―gang of four‖, ―four little tigers‖ and a more frequently used term 

is ―newly industrializing countries‖ (NICs) (Chowdhury and Islam, 1993: 1). 

The relevant analysis of East Asian development starts from what Japanese scholar 

Kaname Akamatsu (1962:11) calls a ―wild-geese-flying‖ pattern. That is, according to 

OECD (2006: 13), the region‘s ―clustered, sequential development and neighbourhood 

effects linking economies at different levels of industrial development‖. It shows clearly 

that Japan started its rapid growth period in the early 1950s and ended in the early 1970s; 

the ―first-tier countries‖, including South Korea, Taiwan, Hong Kong and Singapore 

started in the early 1960s and ended in early 1980s; the ―second-tier countries‖ including 

Malaysia, Indonesia, Philippines and Thailand began rapid growth period from the 1970s 
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to 1990s; China‘s development comes a bit later, from the late 1980s and is still 

continuing (table 2.5). 

The OECD report (2006: 23) argues that Asia‘s ―sequential‖ industrialization process is 

reflected in two senses. First, the industrialization follows the process of upgrading from 

labour-intensive to capital intensive sectors, such as heavy industries and petrochemical, 

and finally to technology-intensive sectors such as machinery and electronics industry. 

Secondly, East Asian countries are following a similar industrialization pattern in a 

―sequential‖ way – after the first country upgraded their industry, another group follows. 

By focusing on the embedded conflict of capitalist social relations of production and the 

hidden value struggles in the ―wild-geese-flying‖ industrialization, De Angelis (2007: 

127) argues the FDI governed by shifting comparative advantage that changes the 

―community composition‖ in both leader and follower countries cannot eliminate 

conflict, but only creates the conditions for new forms of social conflict. He (2007: 128) 

also stresses that the precondition for shaping the production in the follower countries is a 

previous wave of enclosure that creates the large pool of cheap labour and the policies 

that making the poor a desirable wage. 

Three approaches dominated the general account of East Asian economic growth – the 

market-centred, developmental state and culturist theories (Jessop, 2005: 22). The 

culturist view holds that Confucian culture, which emphasizes authority and obedience, 

hierarchical order and discipline, stresses on formal education and the priority of the 

collective over the individual, underlies the success of these economies (Peng, 1997). 

Peng (1997) believes the Confucianism alone has no strong influence on economic 
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development, but when it works with other fundamental factors like political and 

economic systems, as it always does, it does play a role in economic development.  

Tipton (1998: 408) argues the success of government policy depends on the willingness 

of the people to accept and act on it, and the policies must have a responsive chord in 

their subjects. In the context of Asia, he believes the chord is Confucianism. Tu (1989: 

70) points out that the ―values people cherish or unconsciously uphold provide guidance 

for their actions‖, particularly in the economic sphere, and Confucian ―habits of the 

heart‖ is ―pervasive‖ in the East Asian ―Sinitic sphere‖, including Korea, Japan, Vietnam, 

Singapore, China, Hong Kong and Taiwan, and ―overseas‖ Chinese everywhere. 

Peng (1997: 174) argues that Confucianism does not only help at the micro level, 

including an ―affectionate‖ relationship between business and labour, diligence in work, 

frugality in life and emphasis on education, but also contributes to a strong and effective 

bureaucracy, which was able to carry out radical reforms, such as the economic 

transformation from import-substitution to export-orientation, which failed to be 

implemented in Latin American countries due to resistance from major interest groups. 

Moreover, Peng (1997: 176) points out that Confucianism also contributes to the close 

government-business relationship and the implementation of industrial policies, which is 

an important part of Asia‘s success. 

Nevertheless, some scholars note that Confucianism can act as an obstacle to the 

development of capitalism, modern sciences, technology and there was ―no 

modernization nor Western-type capitalism until the last thirty or forty years‖ and in 
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Taiwan, ―the economic miracle only started from the 1950s on‖ (Cheng, 1989: 24). Eto 

(1997:29) argues Japan‘s success was based on sufficient human resources and the market 

mechanism and he does not believe Confucianism has helped the economic development 

in anyway, since Confucianism is by its nature not compatible with production 

development or modern market mechanisms. However, Tipton (1998: 409) is not 

convinced and he believes Confucian ethics can ―open up‖ a way toward democracy and 

science, demonstrated by the ―May Fourth Movement‖ in China, and also by the modern 

Chinese who have understood the modern life and the modern world. 

For authors who support the idea that Confucianism helps economic development, there 

is always a problem – the Asian regions have been under Confucian influence for many 

centuries, but only modernized in the 20
th

 century while other countries around the world 

which have no Confucianism modernized long before that. While Confucianism may 

have played a part in Asian economic development, it is certainly not the whole story. 

Another interpretation has been proposed from a historical and geo-political perspective. 

It holds that the fast economic development in Asia, especially in Japan and the NICs 

who became the alliances of the US, have been based on the vital aid from, the US and 

other European countries. Western countries invested heavily and transferred technology 

and management know-how, opened domestic markets for their products, so that the 

economic developments in those countries have been greatly accelerated (Haggard, 1988: 

265). However, this looks more likely to be a supplementary factor rather than a decisive 

factor for Asia‘s extraordinarily high economic growth, as it is obviously impossible to 

achieve such economic success only with foreign aid alone while regardless of the 
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domestic policies. On the other hand, the NICs were only a little group among many 

countries helped by the West and other countries, such as Latin American countries that 

experienced intense financial crisis in the 1960s and 1970s. Given this, the following 

work looks at the domestic economic policies which could contribute to the economic 

success in Asia. The greatest divergence in explaining these economic factors are 

between the orthodox view that maintains the East Asian success was based on the 

improvement of ―more market-oriented, less state intervention‖ and the free trade and 

liberalization, and the development state view that believes the strong government 

intervention and interference with the economic development contributed to Asia‘s 

success. 

According to an OECD (2006) report, East Asia‘s growth experience is regarded as ―still 

not well understood‖. The core issue is the role of Asian government in economic 

development, in line with the old dichotomy ―state versus market‖. While the orthodox 

view believes the ―engine of growth‖ for Asia was market mechanism and free trade, plus 

sound macroeconomic policies that ―get the price right‖ (World Bank, 1993), the Asian 

states clearly did more than just facilitating the market mechanism, promoting trade and 

financial liberalization and implementing sound macroeconomic policies. There were 

clear state interventions in the economy, including government directions of the 

economic development through industrial policies, overwhelming government support for 

businesses, and state protectionism for infant industries through trade barriers and foreign 

exchange controls (see, for example, Chowdhury and Islam, 1993; Wade, 1990; Jomo, 

2001). 
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The Asian countries‘ experiences are hard to explain in the sense that some of the 

elements in their development process are contrary to or challenge the mainstream 

theories and models in political science, development studies, economics and 

international relations. Moreover, Asia‘s development incorporated the traditional ―Asian 

value‖ and the capitalist economic way of thinking and more importantly, the 

interchanges between them. 

While the common similarity for the East Asian economies is that they all achieved high 

economic growth, Burgess and Connell (2007:1) argue these countries differ in many 

respects on the individual county‘s perspective. For example, while some counties have a 

relatively low GDP per capital (the Philippines, Malaysia, and Thailand), there are other 

countries with comparatively higher living standards (South Korea and Japan). There are 

counties competing to attract foreign investment (Taiwan, Singapore) while other others 

maintain a relatively closed economy (Indonesia, Malaysia). There are counties trying to 

move surplus labour from agriculture to manufacturing industry and from rural to urban 

area (China) whereas others had to adjust to rationalizing their service industries 

confronting the loss of manufacturing job in the International competition (Japan and 

South Korea). They conclude that the Asian experience is one of ―heterogeneity and 

dissimilarity‖.  

In seeking to explain the ―myth‖ of Asian miracle, my preferred explanation turns on the 

critical distinction between the orthodox market friendly view and the development state 

view. This is because of the major divergence in their argument – the debate of ―state 

versus market‖, which gives important implications in explaining the 1997 financial 
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crisis. 

Asian “miracle” in the neoliberal explanation 

The growing dominance of neoliberal development economics in the 1980s has 

concentrated on one paradigm of development. The term ―neoliberalism‖ was first used 

by the Germany Freiburg School for their program of reviving classical liberalism 

theories of Adam Smith and David Ricardo (Steger and Roy, 2010: ix). The neoliberals 

also held to Adam Smith‘s view that the ―invisible hand‖ of the market was the best 

device for mobilizing resources for the benefit of all. Neoliberal doctrine was therefore 

deeply opposed to state interventionist theories, such as the Keynesianism (Harvey, 2007: 

20). 

As argued by Sanjaya Lall (1996: 1), the main elements of the neoliberalism paradigm 

are: first, markets are basically efficient and the government is inefficient; secondly, 

resource allocation is optimized by agents responding to free markets; and thirdly, the 

best development policy is to remove all interventions which are seen as distortionary and 

counterproductive. 

The 1980s witnessed a downgrading of the role of the state in both developed and less 

developed countries and the rise of market-oriented deregulation, liberalization and 

privatization in the transition economies as well as in developing countries (Chia, 1993a: 

7). Observing these changes, Fallows (1994: 192) claims ―With a few exceptions ... it 

seems that the ideas of Adam Smith, of Alfred Marshall, of Milton Friedman, have 

triumphed. We are all capitalists now.‖ 
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Neoliberals obtained controlling votes on the boards of the world‘s two most powerful 

international financial agencies – the World Bank and the International Monetary Fund 

(IMF), with the simultaneous influence of other international organizations including the 

International Labour Organization (ILO), the U.N. and its sister organizations such as the 

United Nations Development Programme (UNDP) and United Nations Conference on 

Trade and Development (UNCTAD) which fully represent the views of less developing 

countries (Todaro and Smith, 2009: 127). 

The neoliberal economists have their intellectual roots in Adam Smith‘s ―invisible hand‖ 

and the basic idea is dependent on market-oriented economic development to ―get the 

price right‖ (World Bank, 1993). It emphasized the benefit of free markets, open 

economies, and in developing countries. It calls for the dismantling of public ownership 

and statist planning. Failure to develop, according to this theory, is primarily the result of 

too much government intervention and regulation of the economy (Todaro and Smith, 

2009: 110). Moreover, the neoliberal economists emphasize the ―rent-seeking‖ behaviour 

and the special interests of politicians, bureaucrats and government officials and their 

interactions in the social system. The results of these are called ―government failure‖ that 

leads to misallocation of resources and the distortion of economic efficiency (Chowdhury 

and Islam, 1993: 53; Krueger, 1974; Buchanan et al., 1980). 

In explaining the fast economic growth in East Asia, the basic idea for the neo-liberals is 

that the East Asia economies were following an outward-oriented market-led 

development, and thus subject to fewer price distortions, and more appropriate and 

efficient resources allocations (World Bank, 1993). Regarding the role of government in 
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economic development, they reason the East Asian success is a result of maximizing the 

role of a free market economy and minimizing the role of government intervention 

(World Bank, 1991; 1993). 

Neo-liberals tend to stress the laissez-faire elements of Asian policies, including the 

elimination of exchange rate controls and restrictions on international trade, deregulation 

of the financial sector, privatization of state enterprises, and maintain a minimum role for 

the state in development (Balassa, 1981; 1991; Bhagwati 1986; Krueger, 1986; Lal, 1983; 

Sachs, 1985). Patrick (1977: 239) claims Japanese economic performance is ―due 

primarily to the actions and efforts of private individuals and enterprises responding to 

the opportunities provided in quite free markets for commodities and labour … the 

government has been supportive and indeed has done much to create the environment for 

growth‖. Friedman and Friedman (1980: 57) claim that in the 1970s, Malaysia, 

Singapore, Korea, Taiwan, Hong Kong, and Japan, all relying extensively on private 

markets, are thriving, while India, Indonesia, and Communist China, all relying heavily 

on central planning, have experienced economic stagnation and political repression. 

More inputs for more outputs 

Neo-classical economists have traditionally been following the endogenous growth 

model, which relies upon the estimation of input relative to the output and the total factor 

production (TFP) to measure the contributions to economic growth (Fine, 2003: 115; 

Devinney and Kirchner, 1997). As Krugman (1994) and Lucas (1993) point out, growth 

in output can be explained either by the growth in input, such as expansion of 

employment, growth in education level and in physical capital, or by the improvement in 
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efficiency, resulting from better management or better economic policy or advancement 

in technology. Based on the estimation of Asian total factor production (TFP), Krugman 

(1994) argues that Asian economic achievement was due to the improving utilization of 

capacity, not by improving efficiency. Without any significantly proved TFP, Asia‘s 

development was considered to be based on the increase in financial and human resources 

inputs. 

Taking Singapore as an example, Krugman (1994) argues that Singapore‘s 8.5 per cent 

annual growth in per capita GDP during 1966-90 was a result of the increases in 

investment and in the quality of labour input. The domestic saving rate in Singapore 

increased from 11 per cent of GDP in 1966 to 40 per cent in 1990, while the education 

level increased from ―half of the population had no formal education‖ to ―66% people 

had at least 12 years of schooling‖. With the clear evidence of the increase in both quality 

and quantity of inputs, Krugman (1994) questions the sustainability of Asia‘s growth 

when there is no longer any room for the increasing inputs. 

Krugman‘s argument is supported by the fact that saving is much higher in Asia (figure 

2.1), therefore there were more financial resources available for production. However, 

this argument stresses the relationship running from high saving to high investment and 

growth (see also Horioka, 1994; Feldstein and Horioka, 1980), with much less concern on 

the reverse direction, running from high growth rates to high saving rates. Therefore, the 

main problem with this argument is that the high growth in savings and education levels 

could only be a consequence of the economic growth and in turn helped for further 

economic development, rather than the initial impetus that help the Asian industry to take 
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off. 

Adams and Prazmowski (2003) argue the rapid growth rates account for high saving 

which in turn accounts for rapid growth. The causality may depend on the position of the 

cycle we are looking at. This is an egg-and-chicken problem regarding savings and 

development: if there were not fast economic growth how can there be more savings, and 

if there were not high savings how can there be fast economic growth? Moreover, 

Devinney and Kirchner (1997: 408) argue, the problem with the traditional growth theory 

is that it postulates that growth arises from random and purposeful developments or 

innovations within the economy. It only takes into account the ―pure‖ inputs, including 

technical and labour productivity as the cause of the growth, while these ―pure‖ inputs 

have been assumed to be diminishing. 

Export-oriented development and liberalization 

Modern orthodox liberalization theory attempts to explain the Asian miracle in their 

remarkable progress toward trade and financial liberalization, and especially the adoption 

of an export-oriented industrialization (EOI) strategy. Chowdhury and Islam (1993) offer 

detailed discussion about the importance of EOI strategy in Asia‘s historical 

development. Over the 1950s and 1960s, developing countries, including the Asian 

economies, passed through the initial stage of import substitution industrialization (ISI), a 

process to build up domestic production in order to replace the imports of nondurable 

consumer goods, such as clothing, textiles, leather and furniture which require little 

technology and sophisticated industrial structure. When the local market is fulfilled, the 

economy would slow down. After this initial development, developing countries chose a 
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different way for their further economic growth. Latin American countries, represented 

by Brazil, Mexico and Argentina chose for a continuing import substitution, which means 

to further replace the imports of more sophisticated durable and intermediate products. 

Balassa (1988) argues as the second stage of import substitution requires more 

complicated industrial structures to provide parts, components and accessories with 

precision for producing intermediate products such as chemicals and machineries, this 

strategy proved to be very costly to Latin American countries. 

On the other hand, the East Asian economies, especially the Asian NICs, chose an 

alternative policy regime – an export-oriented industrialization strategy that focused on 

exporting goods for which the nation has a comparative advantage. James, Naya and 

Meier (1989: 27) point out the EOI strategy tends to involve fewer and smaller departures 

from free trade/market supported by neoliberals than do the import-substitution 

industrialization (ISI). Neo-liberal prescriptions for trade liberalization often contrasted 

the faster growth permitted by export promotion with the slower growth resulting from 

import substitution. The EOI growth strategy of the Asian NICs, is considered to contrast 

with excessive state intervention and ISI strategies in other developing countries, 

especially in Latin America (for example, Brohman, 1996: 108; Lal and Rajapatirana, 

1987; Fishlow, 1990). 

While Asian NICs created conditions for sustained export-led growth based on 

international competitiveness, Latin American countries depended on inward oriented 

development models through increasing state intervention and expanded international 

borrowing, resulting in distorted prices and severe macroeconomic imbalances. For neo-
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liberals, this divergence in development strategies explains the contrast between high 

growth rates in Asian NICs and the indebtedness, inflationary pressure and stagnant 

growth in Latin America (Balassa, 1991; Lin, 1988; World Bank, 1987). 

James, Naya and Meier (1989: 27) and Krueger (1995) claim that the countries that 

adopted an EOI strategy had greater openness and competition, therefore more efficient 

resource allocation according to the comparative advantage, and consequently enhancing 

international competitiveness. In addition, Balassa (1988: 280) argues it makes possible 

for Asian NICs to overcome the limitations of their domestic markets in exploring 

economies of scale and ensuring full capacity utilization. Lall (1996: 3) points out that the 

EOI strategy was identified by neo-liberals equally with free trade, openness to foreign 

transactions, such as financial investments and technology flows. With ―neutrality‖ in 

domestic resource allocation and liberal government that provided basic public goods, a 

legal framework of Asian markets was established. 

The EOI involved the trade liberalization including the dismantling of import barriers and 

the encouragement of export-oriented manufacturing productions (Hollingsworth, 2007: 

6). In Korea, exporters obtained tariff exemptions on imported intermediate inputs used 

in export production in 1959. Exporters were granted exemption from indirect taxes on 

both imported and domestically purchased intermediate inputs and a half income tax was 

reduced on foreign exchange earnings from exporting in 1962. From 1966 onwards, 

imports of capital goods and equipment used in export production, both directly and 

indirectly through input supplies, were exempted from tariffs. Meanwhile, import 

controls have been liberalized and partial or complete tariff exemptions have been 
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increasingly granted since the mid-1960s, although the basic tariff structure that had been 

designed to protect import substituting industries remained essentially unchanged 

(Verbruggen, 1987: 319). 

The dramatic increase of Asian exports can be reflected in the two indicators: the share of 

world export and the ratio of export/GDP. Data from the UNCTAD shows positive results 

for both of these indicators (figure 2.2). As a result of the trade liberalization and the EOI 

strategy, shares of the six East Asian economies in the world exports rose from 2.19 per 

cent in 1970 to almost 10 per cent in 2000. The constant increase in export growth 

occurred despite the slowdown environment in the growth rate of world trade during the 

two oil crisis in 1970s and the increased trade barriers in developed countries. Another 

measure of an economy‘s export orientation is its share of exports in gross domestic 

product. Putting the six East Asian economies together, the data shows the export/GDP 

ratio raised substantially from 18.3 per cent in 1970 to 40 per cent in 1997, significantly 

higher than the average ratio of approximately 23 per cent for the developing economies 

in the same year (World Bank, 1999a). On the individual countries‘ perspective, Hong 

Kong and Singapore had extremely high ratios. The export/GDP ratio for Singapore 

raised from 81.9 per cent in 1970 to 140.9 per cent in 1995. Although high, the ratio of 

Taiwan and South Korea declined from mid-1980s to mid-1990s due to rapid increase in 

GDP. Other East Asian economies, namely Thailand, Indonesia, Malaysia and the 

Philippines show an increase in the export/GDP ratio, reflecting faster growth in exports 

(Kawai and Urata, 2004: 16). 

Data from the World Bank also show that the export structures of these economies have 
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also undergone significant changes (table 2.6). The share of more capital-intensive 

products like machinery and transport equipment in merchandize exports has gone up 

quite significantly in all four NICs. The shares of fuel, minerals and other primary 

products in total exports have been reduced to 9 per cent or less in these economies, while 

the shares of machinery and transport equipment increased by amounts ranging from 

200% to more than 1100% from 1965 to 1989. With the manufacturing upgrades and 

structural change, the East Asian economies have shifted the composition of their 

manufactured exports from labour-intensive to more sophisticated production. Given 

such changes, the structure of East Asian NICs‘ merchandize exports by the 1990s looked 

more similar to that of industrial market economies than that of middle-income 

economies. 

In addition to trade liberalization, Asia‘s export-oriented industrialization process was 

associated with the progressive financial liberalization and the removal of capital flows. 

As EOI was well underway after the 1970s, liberalization of the banking sector began to 

take place and included the admittance of foreign banks into the domestic markets of East 

Asian countries and the deregulation of interest rates in order to encourage savings (Tan, 

2000: 19). In Korea, the government has taken major steps to liberalize the financial 

market in the 1960s and 1970s. In order to avoid banking domination of the financial 

sector, the government reduced the regulation on non-banking financial intermediates, 

many of which have long been controlled by private chaebols
4
, resulting in an increase in 

                                                 

4 It is a Korean word for ―business family‖ and it is usually used to refer business conglomerate. 
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their share of total deposit liabilities in the 1980s. The denationalization of commercial 

banks led to a significant shift from government control to the chaebols. The conversion 

of local short-term financing firms to either securities firms or commercial banks in the 

1990s marked another important step forward in liberalizing the financial sector, allowing 

increased participation of private firms (Kim, 1997: 36). 

The result of the trade and financial liberalization was that large external financial 

resources flowed into Asia, especially from 1980 onwards (table 2.7). Financial 

liberalization also promoted a steady decline in the flow of foreign capital from official 

sources and a rise in private financing, except Korea, where official source still occupied 

more than 50 per cent in the 1980s. 

James, Naya and Meier (1989: 100) found Japan and the United States were the largest 

investors in Asia in the 1970s and 1980s, accounting for more than half of all flows. 

Japan invested in Asia more than it did to other developing countries, while the U.S.‘s 

share was somewhat smaller in Asia than they were for other developing countries as a 

whole. 

The foreign direct investment (FDI), being one of the most important types of private 

capital flows, is also mentioned as a factor contributing to the fast growth of Asian NICs. 

FDI is considered as an important source of technical transfer (World Bank, 1993: 304; 

Ostry, 1997: 137; Leipziger and Thomas, 1993: 8). With their export-oriented strategy, 

East Asian economies achieved remarkable success in attracting foreign direct 

investment, compared to other developing countries (UNCTAD, 1994, Chen, 1993). This
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is proved by the fact that over the 1970s and the first half of 1980s, East and Southeast 

Asia attracted about one third of all the FDIs flowing to developing countries (figure 2.3). 

Nearly all the FDI flowing into Asia was absorbed within the newly industrializing 

countries. From the second half of 1980s onward, the East and Southeast Asia region 

attracted even more FDIs, reaching to almost 70 per cent in the mid of 1990s. However, 

the NICs show a declining share in FDI flowing to Asia, due to the rise of China as a 

main recipient of FDI. 

Lall (1996: 202) divided East Asian economies into four categories in terms of FDI and 

industrial strategies. First, countries that followed passive open-door policy on FDI and 

did not intervene in other ways to selectively promote industrial development (e.g. Hong 

Kong); secondly, countries that promoted local enterprises in certain activities, but 

adopted effectively open-door non-interventionist polices in most export-oriented sector 

(e.g. Thailand, Malaysia); thirdly, countries that did not seek to promote local 

industrialists, but intervened pervasively and selectively to guide and induce investors to 

upgrade their activities and increase local technological activity (e.g. Singapore);  

fourthly, countries that selectively restricted FDI and sought to maximize technology 

transfers in the context of comprehensive industrial policy to intervene in trade, finance, 

skills, technology and institution building (e.g. Korea, Taiwan, and Japan). 

State vs. market – the World Bank’s market-friendly approach 

The World Bank‘s (1993) ―miracle‖ report interprets the Southeast Asian economic 

success as the result of outward orientation and market-friendly policies, including 

maintaining macroeconomic stability, promoting human-capital accumulation, opening to 
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international trade, and an environment that fosters private investments and competition. 

The report concludes that industrial policies were ―largely ineffective‖ (World Bank, 

1993: 312) and also argues that most of the government interventions in East Asian 

economies in the 1990s are either too risky or too impractical, for other developing 

countries to imitate. 

In an earlier published 1991 World Investment Report, the World Bank proposed the 

market-friendly approach that looks at the relationship between the state and the market. 

On one hand, the World Bank seems to pay more attention to the role of the state, when it 

stresses that government should do more than what neo-classical orthodoxy would allow, 

which is merely stepping up for market when they fail to work, and the market must be 

completed by government policies such as investing in education, providing 

macroeconomic stability, encouraging competition and building a better regulatory 

system (World Bank, 1991: 11). On the other hand, it emphasizes that beyond these roles, 

governments tend to ―do more harm than good‖ (World Bank, 1991: 147), and that 

―governments need to do less in those areas where markets work, or can be made to 

work, reasonably well‖ (World Bank, 1991: 9). While admitting the widespread market 

failures in development countries and some state invention is necessary, the report 

stresses the extent of intervening must be within the ―market-friendly‖ scope. 

In explaining the role of governments in the economic achievements of East Asia and 

Japan, World Bank (1991: 5) argues these governments disciplined their interventions 

with international and domestic competition to anticipate (rather than resist) the market 

competition, and it was careful to ensure that intervention did not end up distorting 
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relative prices unduly. Moreover, the Bank concludes government intervention in East 

Asia was more moderate than in most other developing countries, as East Asian countries 

refuse both extremes of ―dirigisme‖ and that of ―laissez-faire‖. 

A number of scholars notice the politics involved in making the ―miracle‖ study. The 

miracle report was done largely due to the strong requests of the Japanese government 

(Wade, 1990; 1996; Jomo, 1996; Lall, 1996). Wade (1996) documented the Japanese 

challenge to the World Bank‘s free market ideology and the political process for the Bank 

to make the ―miracle‖ study in detail. Japan‘s challenge was based on its more 

strategically and interventionist idea about the role of the state in economic development, 

illustrated by the actual benefits from the industrial policies of Japan, Taiwan and South 

Korea and the extraordinary economic achievement in other East Asian economies. The 

dispute between Japan and the Bank also comes from the benefits of delivering ―direct‖ 

credit to priority uses, which according to the Japanese, was a vital part of the 

organizational infrastructure of these policies realized in a ―non-liberalized‖ financial 

system. 

On the World Bank‘s side, this was seen as a serious threat. Wade (1996: 15) gives a 

number of reasons why the Bank felt the threatened, and most of these reasons were 

political, such as concern for its role as a main credit lender, undermining its strong 

advocate for financial system deregulation, running against the strategic and diplomatic 

power of the US, etc. Under the pressure of Japan and its willingness to pay for the 

project, the Bank reluctantly permits to carry out the ―miracle‖ study. When drafting the 

study, John Page – head of the study, said: ―We were eager to find a story that would be 
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new, all the more so because the Bank‘s standard ‗market-friendly‘ story had already been 

told in World Development Report 1991‖ (cited in Wade, 1996: 19). While the Bank 

found it is difficult to reconcile the Asian experiences with its ‗market-friendly‘ orthodox 

view, the ―miracle‖ study attributes the Asian economic success to a number of factors for 

―getting the fundamentals right‖, including controlling inflation and maintaining 

competitive exchange rates, while deliberately underestimating the role of government. 

Stiglitz (2002: 91) criticizes the ―miracle‖ report by stating that: 

 The IMF and the World Bank had almost consciously avoided studying the region, 

though presumably, because of its success, it would have seemed natural for them 

to turn to it for lessons for others. It was only under the pressure from the Japanese 

that the World Bank had undertaken the study of economic growth in East Asia … 

and then only after the Japanese had offered to pay for it. The reason was obvious: 

The countries had been successful not only in spite of the fact that they had not 

followed most of the dictates of the Washington Consensus, but because they had 

not. 

Lall (1994: 647) argues the market-friendly approach drops some of the assumptions of 

the neo-classical approach in two aspects. First, it maintains that the market may not 

operate perfectly and ―market friendly‖ interventions can be accepted, such as the 

education markets that need intervention to create human capital for industrialization. 

Secondly, it accepts that markets may fail in coordinating investment decisions within 

industry.  

Todaro and Smith (2009: 128) argue the market-friendly approach is a ―variant‖ on the 

neoliberal principle, as it recognizes there are many market imperfections in developing 
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countries and governments do have a role in facilitating the operation of markets through 

―non-selective‖ ―market-friendly‖ innovations such as investing in infrastructure, health 

care and education. 

Hayashi (2006: 73) describes the market-friendly approach as a ―middle ground‖ between 

neo-classical orthodoxy and the revisionist view, because while reaffirming the 

importance of market-based decision-making, the approach also accepts the effective but 

carefully delimited government activism. With Japan‘s hope for the miracle study to 

embrace a larger role of government in economic development, Hayashi (2006: 74) 

points out the miracle report gives a negative view about the effectiveness of industrial 

policy in general and that it never went outside the confines of neoliberal economics. 

The ―miracle report‖ and the market friendly approach incurred a lot of criticisms by 

many authors (Wade, 1994; Amsden, 1994; Singh, 1994; Chang, 1994; Jomo, 1996; Lall, 

1996, among others). The first type of criticisms argue the ―market friendly‖ explanation 

does not accurately reflect the nature of the policies followed by East Asian governments, 

as irrefutable evidence shows that East Asian governments clearly did more than just 

remedy market failures (Amsden, 1989; 1994; Jacobsson, 1993; Pack and Westphal, 

1986; Kwon, 1994; Singh, 1994; Wade, 1990). According to these authors, the Asian 

industrialization was completed largely under the government direction and government 

policies were modified to support the whole process. As Haggard (1990: 127) argues, the 

process of industrial development in East Asia NICs was completely ―shaped‖ by the 

institutionalized pattern of policy making and government interventions through the 

highly centralized leadership style, the state-owned financial sector as an instrument of 
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industrial policy, and the political relationship between governments and the private 

sector. As Bhagwati argues: 

The Far Eastern economies (with the exemption of Hong Kong) and others that 

have come close to the EP (export promotion) strategy have been characterized by 

considerable government activity in the economic system. In my judgment, such 

intervention can be of great value, and almost certainly has been so, in making the 

EP strategy work successfully (quoted in Wade, 1990: 23). 

There is overwhelming evidence that the East Asian governments did not intervene either 

reluctantly or transparently (Thompson, 1998; Chiu and Lui, 1998). Asian governments 

aggressively picked up or created sector-specific industries to develop by intervening in 

trade, credit allocation, technology import, education and much more. In fact, Singh 

(1998: 70) argues the East Asian economies did not follow the ―market friendly‖ 

approach at all, because they did all the things that a ―market friendly‖ development is 

not supposed to do, including ―import controls; control over foreign exchange 

allocations; provision of subsidized credit, often at negative real interest rates, to 

favoured firms and industries; control over multinational investment and foreign equity 

ownership; heavy subsidization and ‗coercion‘ of exports, particularly in south Korea; a 

highly active state technology policy; restrictions on domestic competition and 

government encouragement of a variety of cartel arrangements in the product markets; 

promotion of conglomerate enterprises through merges and other government measures; 

wide use of ‗administrative guidance‘, indicating non-transparency of government 

intervention.‖ All these anti-market interventions presented a difficult question to the 

neo-liberals, as to whether these interventions are desirable or relevant to the economic 
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growth. 

The second type of criticism comes from the Bank‘s effort to draw a distinction between 

the so called desirable ―market friendly‖ interventions and other undesirable selective 

interventions. Lall (1996: 6; 1994: 648) argues there are no theoretical grounds for 

distinguishing between market ―friendly‖ interventions and other selective interventions, 

as any policy that remedies market failure is ―friendly‖ to the market. Therefore, there is 

no reason to argue that beyond ―market friendly‖ intervention, the intervention tends to 

do more harm than good. 

Moreover, Lall (1996: 7) argues the definition of market-friendly intervention by the 

Bank is also suspect, according to which the education and formation of skill are broadly 

non-selective. But the East Asian university-level education or the specialized industry 

training can be extremely selective. There is evidence to suggest that education in Asia 

was in fact selective with close government direction to provide skills needed for the 

targeted industries (Chen and Jan, 2005 for semiconductor industry in Taiwan; Kohli, 

1994 for Japan and Korea). In fact, East Asian industrialization was characterized by 

intentional intervention and the ―picking the winner‖ strategy through the conducting of 

industrial policy (Park, 2006: 12; Chowdhury and Islam, 1993: 106; Leipziger and 

Thomas, 1993: 26). 

Other criticisms focus on the ―miracle‖ report‘s conclusion that industrial policies were 

―largely ineffective‖ (World Bank, 1993: 312). Stiglitz (2001: 518) points out the 

controversy surrounding the industrial policy leads to two questions – the counterfactual 
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and the aggregative quantitative significance of these interventions, that is, what would 

have happened without industrial policies? And did they work and did they make much 

difference? This is also noticed by Wade (1994: 28), who argues the way the Bank 

examines this question is problematic because the conclusion did not rest on an 

examination of the effectiveness of specific policy instruments used to promote targeted 

industries. 

Jomo (2001: 483) argues the consequences of state industrial policy have been mixed, 

because much of the intervention had objectives other than industrial promotion. Such 

objectives include the credit control with the purpose to create a system of supervision 

and control (Woo-Cumings, 2001: 360). Accordingly, Jomo (2001: 483) argues 

interventions should be judged on their own terms, and specific negative consequences 

should not be taken to reflect all state intervention nor all industrial policy. 

Amsden (1994: 630) points out the Bank‘s conclusion was based on its two arguments: 

first, the industrial policy created a ―market conforming‖ industrial structure (World 

Bank, 1993: 315), that is, the same structure that neo-classical theory predicts would have 

evolved if East Asian economies had had no industrial policy at all; and secondly, the 

targeted industries had lower productivity growth than some other industries. Amsden 

(1994: 629) argues that while the first argument is weak, the Bank‘s second argument was 

based on an ambiguous definition of ―targeted industries‖ and a small number (only 

three) sample studies. Amsden (1994: 630) concludes that ―All in all, the evidence is 

either unbelievably weak or altogether inadmissible to support the report‘s controversial 

conclusion that industrial policy in the world's industrial policy meccas was ‗largely 
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ineffective.‘‖ 

Asian “miracle” in the developmental-state explanation 

Contrary to the ideas of neoliberal economics, the development state view holds that the 

market mechanism alone is insufficient, and states intervention is necessary to ensure the 

market works, through government planning to promote economic growth (Kohli, 2004; 

Amsden, 1989; Wade, 1990). Radice (2008: 1153) points out that: 

Given the marginalisation of dependency theory and of Marxism more broadly in 

the past twenty years, the DS (development state) became by about 1990 the major 

ideological rallying point for those who wish to contest the appropriateness of 

neoliberalism and the Washington Consensus as a framework for effective 

governance and economic development in the global South. 

The development state concept, with the idea that the state can play a central role in 

economic development, has a very long history, since the 19
th

 century critiques of free 

trade by Alexander Hamilton and Friedrich List (Radice, 2008). The Gerschenkron‘s 

(1962) analysis of the first ―late‖ industrializations (i.e. Germany, Switzerland, and 

Belgium) in catching up with Britain clearly demonstrated the major role of governments 

and banks in those countries in initiating industrial expansion. 

Gerschenkron (1962) argues in these countries the banks stepped into business to not only 

provide necessary funding for entrepreneurs, but also make key investment decisions and 

in the even more backward Hungarian and Russian states, the government created, 

funded and directed much of the new industrialization. What Gerschenkron considers to 

be important is that the further behind the state was, the stronger the ideology required to 
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mobilize resource for development, demonstrated by elitist St. Simonianism in France, 

nationalism in Germany and Stalinist Marxism in Russia (Tipton, 1998: 408). The 

developmental state approach was also applied to the development of Latin America 

countries, where the states act like entrepreneurs and bankers, and stepped in as a chief 

investor in industry because of the weakness in the financial system (Woo-Cumings, 

1999a). 

In contrast to the neoliberal model of liberal free-market capitalism and the socialist state-

planned economy, political scientists such as Wade (1988, 1990), Johnson (1982), White 

(1988), Amsden (1989), Weiss and Hobson (1995) focus on the developmental state 

theory which is depicted as a distinctive political economy that combines elements of 

both market and plan. Development state advocates have recognized regionally specific 

factors that have shaped both policy practice and the practice of politics, and particularly 

in the work of Amsden (1989) on South Korea, Johnson (1982 and 1995) on Japan and 

Wade (1990) on Taiwan. 

Amsden (1989) and Wade (1990), argues that the core of East Asia‘s success is not 

attributed to the free market, as the neo-classical economists have postulated, but lies in 

the policy activism of national governments. Amsden (1989) proposes a new paradigm in 

development – the ―late industrialising model‖, which emphasizes learning, as opposed to 

invention and innovation in the earlier industrialization. In the case of Korea, Amsden 

highlights two critical features of the Korean industrialization. First, ―the state intervenes 

with subsidies deliberately to distort relative prices in order to stimulate economic 

activity‖, and secondly, ―in exchange for subsidies, the state has imposed performance 



56 

standards on private firms‖ (Amsden, 1989: 8). These are made possible by a strong state, 

because ―Industrialization was late in coming to ‗backward‘ countries because they were 

too weak to mobilize forces to inaugurate economic development‖ (Amsden, 1989: 12). 

Drawing on the experiences of industrialization in Taiwan, Wade (1990) gives a number 

of reasons to challenge the neoliberal explanations. After examining the state and foreign 

trade and investment, the politics of investment and industrial policy, the bureaucracy and 

the domestic political system, Wade (1990: 301-2) found a large role of government in 

the industrialization process in Taiwan: 

First … The government has acted to alter the (social structure of investment) 

profoundly, making it more conducive to industrial investment ... Second, the 

government has affected relative prices in such a way as to ... encourage 

investment … Third, the government has used a number of more direct methods to 

shape the investment patterns. This is clearest in the case of the public enterprise 

sector, one of the biggest in the non-communist world. 

Therefore, Wade concludes that ―the state in Taiwan has been doing much more than the 

neoliberal accounts recognize to increase supply responsiveness and to steer the direction 

of industrial growth‖ (Wade, 1990: 73). 

There is widespread evidence that the East Asian governments have intervened heavily in 

their industrialization process, through influencing the structure of the economy by 

protecting infant industries (Jomo, 2001: 484), and by choosing key industrial sectors for 

expansion (Meaney, 1994 on Taiwan semiconductors; Chowdhury and Islam, 1993: 93 on 

consumer electronics and automobiles in Korea; Chu, 1994 on the automobile industries 
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in Taiwan and Korea; and Chaturvedi, 2005 on biomedical sector in Singapore). Radice 

(2008: 1154) notes that the strong East Asian states intervene heavily to deliberately ―get 

the prices wrong‖ in order to boost industries, and claims that: 

[The development state model] is designed around the principle that existing price 

relativities and other market signals should be deliberately distorted, through 

selective tariffs, subsidies and access to finance, in order to induce a step-change in 

the pace and direction of capital accumulation … Meanwhile, the authoritarian 

character of the state ensures that competing interests based on class, class fraction 

or sector are subordinated to the state‘s goals, which are presented as largely 

determined by the requirements of industrialization and technological change. The 

state can also, insofar as it wishes, command through taxation the resources 

required to provide public goods such as education and public health. 

Jomo (2001: 484) points out developing international competitiveness requires 

government protection and support for the infant industry, including temporary tariff 

protection, subsidies, human resources training, and this involves a ―learning-by-doing‖ 

process in East Asia, from infant-industry protection to export promotion and gradual 

exposure to the international market, while ensuring productive efficiency, cost 

competitiveness and production quality improvements. Stiglitz (2001: 517) says it was 

clear the government intervened in the allocation of resources because they promoted 

exports by making credits more available to successful exporters and by directing credit 

to selected sectors. Woo-Cumings (2001) gives more evidence on credit allocation in 

Korea. 

Kohli (2004) makes an important point, that industrialization requires state initiatives 

because it involves social change, rather than merely its narrow outcome – the increase in 
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industrial production from existing or new factories. The social change includes ―a 

situation of political stability, the availability of experienced entrepreneurs and of a 

capable urban work force and mobilisable capital, the emergence of a market for 

industrial goods, and the presence of a growing body of technological knowledge‖ 

(Kohli, 2004: 8). Quoting on Alexander Gerschenkron‘s argument that in contrary to 

England‘s ―spontaneous‖ model, the European ―late-industrializers‖ require ―a movement 

on a broad front‖ by the state to help industry to take off by mobilizing capital, creating a 

work force and facilitating technological transfer, Kohli (2004) argues an organized 

initiative from the state is needed more in the ―late-late-industrializers‖ including Asia, 

Africa and Latin American developing countries. 

The orthodox explanation has been challenged since government intervention was a 

common occurrence in these economies, together with barriers to competition, price 

distortions and trade protection and so much more that violates the laissez-faire. 

However, the East Asian development states have also incurred criticism as states taking 

over markets are often associated with the prevalence of corruption, rent-seeking, 

favouritism and cronyism (Doner and Ramsay, 2000 for Thailand; Kang, 2002 for Korea 

and Philippines). As Wade and Veneroso (1998: 6) point out, in a government controlled 

banking system with high savings and large amounts of inflowing foreign capital to be 

intermediated, a certain level of corruption is inevitable. 

The development states in Asia were certainly not immune to these problems. However, 

the distinctive feature of Asian development states is that the ―resources generated from 

corruption seemed … to be put to productive use rather than … siphoned off for private 
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consumption‖ (Putzel, 2002: 166). Khan (2000: 21) clarified this distinctive feature by 

contrasting South Asia‘s relatively low-growing economies with East Asia‘s fast 

developers. In East Asia, resources were channelled to capitalists to produce a pattern of 

―growth-enhancing accumulation‖, while in South Asia resources were directed to non-

capitalists and resulted in ―growth-retarding accumulation‖. Moreover, Jomo (2001: 472) 

argues a coordinating role by the East Asian states can overcome the corruption and rent-

seeking problem as it is capable to create, deploy and allocate rents to induce investments 

in state-targeted priority areas. 

The East Asian government intervened directly with markets and utilized selective 

incentives through carrying out the industrial policy, especially in Korea, Japan and 

Taiwan. The relevant discussions on East Asian industry policy often focus on two things. 

First, it was often referred to as ―selective‖ industry policy, illustrated by the fact that 

government is picking up particular industries over others to develop. Secondly, the 

planning and implementation of industry policy in the East Asian NICs suggests a strong 

government control over the market in the overall industry development (Chang, Park 

and Yoo, 1998; Chang, 1994; and Amsden, 1989 for Korea; Johnson, 1982 for Japan; 

Wade, 1990 for Taiwan). 

A major problem with the relevant talk on industry policy is that the concept of industry 

policy is not clearly defined as to what kind of policy is accountable to industry policy. 

For either proponents or opponents of industry policy, the definition seems rather broad. 

For instance, Reich (1982: 75) widely defines that the industry policies are those that are 

―favouring promising industries, creating skilled workforces, developing infrastructure, 
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regional policy‖ Pinder (1982: 44-52) goes a step further to explain the components of 

industrial policy in some detail, which includes: general industrial support policies such 

as manpower policy, fiscal and financial incentives for investment; public investment 

programmes; public procurement policies; fiscal inventive for R&D; firm-level policies 

such as specific R&D support; antirust policy; merger polices to create national 

champions; support for small firms; regional policies such as the development of physical 

and social infrastructure and the establishment of industrial complexes; generalized trade 

protection; sectored policies such as the organization of recession cartels in depressed 

industries; product upgrading in labour-intensive industries. Opponents of industry policy 

give a somewhat similar definition. Donges (1980: 189) simply defines industry policy as 

a policy that ―embraces all government actions which affect industry.‖ Corden (1980: 

182-3) complements that: 

The best industrial policy may be to provide an adequate infrastructure, some limits 

on the powers of monopolies and cartels, an education system that helps to generate 

the human capital for industrial success, indicative guidance about industrial 

prospects (without compulsion or subsidies), stability and simplicity in the system 

of taxation, a free and flexible capital market and a steady movement towards zero 

sectional protection, whether direct and indirect. 

Without stress on any specific policies, these definitions hold that industrial policy is 

effectively relevant to any policies that affect industrial development. True, all the above 

policies would have implications on industrial development, but such a broad definition 

makes it hard to analyse the effects of the component of industrial policy and the possible 

interactions among these policies.  
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2.4 Conclusion 

This chapter has discussed the various theories explaining the fast economic development 

in East and Southeast Asia. The myth of the Asian miracle lies in the fact that it seems to 

confirm both the orthodox view of a free market and the development state view of a 

larger role of government in the economic development. On one hand, opening to foreign 

capital to upgrade industrial and technological capabilities in Southeast Asia has had 

tremendous implications for the industrialization progress in the region. On the other 

hand, there was vast extensive government connection with the private sector. In order to 

ensure a fast development of the ―targeted‖ sector, the state played an important role not 

only in the industrial policies, but also in the financial sector and trade sector. East Asian 

governments mobilized financial resources through a banking dominated financial 

system, and liberalized trade policies to promote exports while maintaining certain level 

of trade barriers to protect the infant industry and adopted macroeconomic policy (either 

or both the interest rate and exchange rate policies) to ensure a favoured environment to 

upgrade the ―targeted‖ industry. 

The two rival theories of free market and developmental state both have some validity in 

explaining the ―miracle‖, although criticisms mainly focusing on the free market 

argument, given the numerous evidence that the ―East Asian miracle‖ was promoted 

under the ―tailored‖ industrial policies, financial policies, trade policies and 

macroeconomic policies by the government. In almost every East Asian NIC, 

governments designed a legal and policy framework for its institutional and industrial 

development and promoted the development in many ways, and more importantly, 
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designed a monitoring mechanism to ensure the achievement of these policies. 

However, for global financial institutions such as the World Bank and the IMF, in spite of 

the significant state intervention, East and Southeast Asia was the paragon of supposedly 

neoliberal free market development through much of the 1990s. These international 

neoliberal promoters advocate that through the implementation of neoliberal policies with 

the goal of facilitating economic growth through increased investment and growth in 

export, East Asian economies achieved success in reducing poverty and inequality and 

increasing national income and living standards. However, as Nevins and Peluso (2008: 

8) point out, the neoliberal policies and practices need to curtail alternative forms of 

accumulation to capitalist accumulation. All sorts of commons, such as public schools or 

unpaid domestic labour, serve to limit possibilities for private investment and profit and 

undermine the ability of capital to expand. The state-led industrialization in Asia involves 

numerous neoliberal projects that have entailed not only privatizing such public goods, 

but also weakening the social welfare activities of the state. 

Through focusing on the ―community composition‖, De Angelis (2007: 126-128) argues 

the ―flying-geese-pattern‖ industrialization directs FDI to seek for cheaper labour, which 

does not eliminate conflict of capitalist social relations of production and the hidden class 

struggles but only creates the conditions for new forms of its reoccurrence. Indeed, the 

industrialization process in the East Asia has been accompanied by a large number of 

working-class strikes. In Korea, for example, large working-class upheaval began in the 

late 1980s. Between 1986 and 1990 the labour union membership doubled from one to 

two million and the ―sit-down strike‖ became common. In industrial cities of Masan and 
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Changwon, a virtual worker‘s revolt took place in 1987-88 when company assaults on a 

group of women strikers provoked an outpouring of solidarity strikes and the joining 

together of thirty new independent unions. With member of half a million, the Korean 

Confederation of Trade Unions (KCTU) organized several worker protests in the 1990s. 

In the decade of 1990-2000, South Korea had one of the most combative union 

movements in the world (McNally, 1998: 150). 

To the later financial crisis, the fast economic development in the miracle years has had 

two important implications. First, while the trade and financial liberalization that 

accompanied the Asian development was helpful in bringing in foreign capital, 

technology, management skills and entrepreneurship, the East Asian economies were 

becoming increasingly integrated into the world market, and especially world financial 

market. This brings more risks as Asian countries expose themselves to large capital 

flows which require sophisticated policies to monitor and regulate. Secondly, the 

government interferences with the business sector, while providing strong impetus for the 

industrialization, can also make many structural problems ―hidden‖ in these economies. 

The next chapter focuses on the causes of the crisis and gives more discussions about 

these implications. 
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Chapter 3 Causes of the crisis 

3.1 Introduction 

A great deal has been written on the origins and nature of the Asian crisis since its onset. 

The basic divide in these debates, over the causes of the crisis, is between those who 

attribute blame to the financial panic and capital flows, reflecting inherent instabilities in 

international capital market (Radelet and Sachs, 1998; Wade, 2000; Furman and Stiglitz, 

1998), and those fundamentalists who see that the primary cause lies in domestic 

weaknesses and policy errors (Alba et al., 1999; Corsetti, Pesenti and Roubini, 1999a; 

Krugman, 1998a; Goldstein, 1998; Fischer, 1998a). 

These two explanations are not mutually exclusive, but they differ greatly in their 

emphasis. Forcefully advocated by Radelet and Sachs (1998), the first line of thought 

reasons that the Asian financial crisis was a consequence of self-fulfilling panic-induced 

illiquidity of capital markets which was worsened by the ―herding‖ effects. The crisis was 

seen as an illiquidity rather than an insolvency problem. The view also stresses the 

vulnerability of global capital flows and the effects of economic liberalization, especially 

the capital account liberalization that leads to increased instability in developing countries 

(see Furman and Stiglitz, 1998; Stiglitz et al, 2006: 175). 

In the second line of thought, the crisis was not a temporary shortage of liquidity, but can 

best be understood as the consequence of structural defects in the defective Asian 

development model that deviated from the principles of free market economics. 

Supporters of this view argue the root cause of the crisis lies in the moral hazard, 
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cronyism and nepotism derived from widespread political interference with market 

processes (see such as Goldstein, 1998; Haggard, 2000) and they propose arms-length 

relations between banks and firms, increased transparency and stronger corporate 

governance (Estanislao et al., 2000). 

Regarding these two rival explanations, some scholars argue the answer for the cause of 

the Asian crisis is, some of both (such as Wade, 1998; Estanislao et al., 2000), while some 

believes there is a choice between fundamental-based explanations and the financial 

panic-based explanations (such as Corsetti, Pesenti and Roubini, 1999a, 1999b) and they 

choose to believe the former. However, Corbett and Vines (1999: 69) argue that their 

choice, it is not at all clear why. Instead, they believe the crisis is an outcome of a flawed 

process of financial liberalization. 

3.2 The crisis and the Asian development model 

The recession in Japan and the financial crises in a number of other East Asian economies 

in the 1990s have made popular the view that it was industrial policy that was behind the 

―downfall‖ of the East Asian model, creating economic problems rather than miracles in 

the region. According to orthodox economists, the root of the economic vulnerabilities in 

Asia were regarded in the political and institutional weaknesses that are typically 

referring to the problem of interventionist industrial policy and the close business-

government relationship involving cronyism and nepotism, with many other internal 

factors that have been encapsulated in the term ―crony capitalism‖ (Haggard, 2000: 15). 

This in turn, encouraged widespread ―rent-seeking‖ activity and created a severe ‗moral 

hazard‘ problem because international investors believe they will be bailed out if their 
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loans became bad (Krugman, 1998a). The ultimate consequence of this has been a serious 

misallocation of resources and structural imbalances in the economy because investment 

decisions have effectively been made on the basis of political rather than economic 

criteria (Cathie, 1997). 

The Asian domestic weaknesses are thought to be prevalent in both banking and 

corporate sectors. In the banking sector, the problem consists of the over exposure to the 

property and equity market and the building-up of non-performing loans (Goldstein, 

1998: 7; Alba et al, 1999: 20). In the corporate sector, the problems are over investment, 

declining profitability and excessive borrowing of short-term foreign loans under the 

government‘s implicit guarantees (Alba et al, 1999: 24; Claessens, Djankov and Lang, 

1998a; Driffield and Pal, 2001). I shall now examine these problems in details. 

Fragility in banking sector 

Much of the analysis about banking sector vulnerabilities in East Asia starts with the 

surge of foreign capital inflows in the pre-crisis time, which was documented in a number 

of reports by many international organizations and scholars (see for example UNCTAD, 

1992: 22; Thomsen, 1999; World Bank, 1993 among others). This dramatic increase of 

foreign capital was shaped by two reasons – one internal and one external. From the 

domestic perspective, policy regimes support these large capital inflows, which is an 

integrated part of the Asian development model (World Bank, 1993). These domestic 

policy regimes include a fixed exchange rate to US dollars and maintaining an interest 

rate higher than the world market rate (Lee, 1998: 20). Other factors include the lower 

labour costs, sizable current account and fiscal surplus, and a strong economic growth 
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performance that all contributed to the optimistic market expectations about the East 

Asian economies (Alba et al., 1999: 13). From global capitalism‘s perspective, the capital 

inflows to Asia, and to developing countries as a whole, were totally supply rather than 

demand driven. Due to oil prices skyrocking in the 1970s, billions of dollars were 

deposited in international banks by OPEC countries that were seeking profitable 

investment. The elimination of restrictions on capital movements, accompanied by the 

wave of liberalization of trade and capital accounts in the 1980s helped to channel the 

funds flowing from industrial countries to developing countries (Bello et al., 2000: 3). 

East Asian economies generally have a bank-dominated financial system with 

underdevelopment in equity and bond markets, which is criticized as not being sufficient 

to cope with the rapid and quick fluctuations of asset prices (Masuyama, 1999: 6). The 

surge of capital inflows poses a challenge on the Asian financial system in channelling 

these funds to the most productive sectors where the expected returns can be met. 

Problems derive from both the quantity of loans (i.e. over-lending) and the quality of the 

loans (i.e. non-performing loans). 

Regarding the quantity of the loans, a number of scholars focus on the problem of ―over-

lending‖. Using a synthetic measure of the lending boom by calculating the rate of 

growth of bank lending as a percentage of GDP ratios, Corsetti, Pesenti and Roubini 

(1999a) argue there were sustained lending booms in the crisis-hit countries during the 

1990s, especially in Philippines, Thailand and Malaysi. Corsetti, Pesenti and Roubini 

(1999c: 1222) argue the over-lending is driven by the presumption of implicit 

government guarantees which leads the international investors to under-estimated the 
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actual risk involved. Krugman (1998a) shows moral hazard in financial intermediaries 

can lead to serious over-investment at the aggregate level and contribute to asset bubbles. 

Similarly, Bhattacharya and Miller (1999: 372) point out the combination of poor 

regulation and widespread deposit insurance lead to over-lending, excessive investment 

and asset bubbles. 

Prior to the crisis, East Asian countries saw a sharp credit expansion, combined with 

stable GDP growth rate and domestic savings rate. Lending growth outpaced growth in 

GDP and domestic savings by substantial margins (table 3.1). In Thailand, the increase in 

domestic credit to private sector averaged over 113 per cent of GDP from 1990 to 1996, 

while annual GDP growth rate was down from 11.2 to 5.9 per cent. Malaysia saw a sharp 

increase in credit expansion to over 100 per cent of GDP as well. All the countries had a 

higher credit/GDP ratio than the saving rate, indicating the Asian countries were relying 

more on the foreign capital in the 1990s. 

The quantity of loans is considered to be ―excessive‖ only when the loans are considered 

to be misused or what economists call ―not performing‖. This is regarding the quality of 

loans. The general idea is that increasing foreign capital inflows were improperly used 

with diminishing returns on investments. In the relevant literature, the problem of the low 

quality of Asian loans is demonstrated in two ways: first, the loans are channelled for 

speculation in the high risk stock and real estate sectors, rather than to the production 

sector; second is the increasing number of non-performing loans (NPLs) in Asian 

countries. 
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Scholars argue the bank-dominated financial system channelled most of the foreign 

borrowings to the high risk property and stock market, creating the asset bubbles (World 

Bank, 1998: 9; 1999a: 67; Nidhiprabha, 1998: 216; Collyns and Senhadji, 2002; Koh et 

al, 2005). As Sachs and Woo (2000: 23) noticed, that ―too much money was poured into 

speculative real estate projects, e.g., in downtown Bangkok.‖ 

In order to illustrate the problem, data is used from many studies. In Malaysia, the share 

of bank credit to the property sector rose from 8.8 per cent in 1966-70 to 33.5 per cent in 

1986-90, before it dropped slightly to 30.5 per cent in 1990-96. This is in contrast with 

the bank credit to manufacturing sector, which increased modestly from 20.1 in 1986-90 

to 22.6 per cent in 1990-96 (Chin and Jomo, 2003: 111). Similarly, property in Indonesia 

is estimated to account for 25-30 per cent of total bank loans and in Thailand is 30-40 per 

cent (World Bank, 1999a: 67). Corsetti, Pesenti and Roubini (1999a) show very high 

property exposure in Hong Kong, Malaysia, Singapore and Thailand, ranging from 30 to 

40 per cent of the total loans, while it is relatively low in the Philippines and Korea (from 

15 to 25 per cent). 

However, different datasets show mixed results for this argument. Data from the Bank of 

Thailand online database show a stable sectoral distribution of banks loans from 1990 to 

1997, with commercial loans to real estate taking up about 10 per cent of total loans. It 

does not quite indicate a dramatic bank loan surge into real estate sector in Thailand 

(figure 3.1). 

This is in consistent with the data adopted in Radelet and Sachs (1998: 37), which also
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shows very small shifts in lending by the commercial banks in all the five crisis-affected 

countries, namely, Malaysia, Indonesia, South Korea, Thailand and the Philippines. Chin 

and Jomo, (2003: 111) argue property booms reflect the banks‘ preference to make loans 

for short-term high rates of return, rather than for long-term productive investment. 

However, data in table 3.1 and in Radelet and Sachs (1998: 37) suggest only a moderate 

lending shift from manufacturing to the real estate sector. But as Radelet and Sachs (1998: 

36) mentioned, this data does not accurately reflect on the loan composition, since a 

borrower could claim to use a loan for expanding manufacturing by buying a property or 

equity shares. Alba et al. (1999: 24) also points out that the data on real-estate lending 

probably under-estimates the exposure of the banking system to the real-estate sector as 

loans to developers are not classified as lending for real-estate. 

If the banking crisis was indeed triggered by the burst of price bubble in stock and real 

estate markets, a ―boom-bust cycle‖ should exist in the Asian asset markets during the 

crisis. That is, as Krugman (1998a) argues, the stock and land prices soared, then 

plunged. While Krugman (1998a) does not include any data to support his argument, the 

data shown in figure 3.2 and 3.4 actually give a mixed result for this argument. For all 

three crisis-affected countries, the dramatic increase in stock prices occurred in the 

second half of the 1980s, then began to fall in the mid of the 1990s. The ―boom-bust 

cycle‖ in stock prices is more apparent in Thailand and perhaps in Korea to a less extent, 

but not in Indonesia (figure 3.2). 

Comparing to the stock prices, there is an apparent lack of increase in land prices prior to 

the crisis to build up the economic bubbles, especially for Korea where the land price was 
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extremely stable in the 1990s (figure 3.3). This is also noted by OECD (1999a: 30), 

pointing out that land prices in Korea, after rising at a rapid pace in the second half of 

1980s, were basically stable in the 1990s prior to the crisis and foreign borrowing 

primarily financed the expansion of industrial capacity (rather than financing the real 

estate bubbles). Radelet and Sachs (1998: 38) conclude that, in both stock and real estate 

markets, the ―boom-bust cycle‖ seems to fit the feature of the crisis in Thailand, to a less 

degree in Korea, but not in Indonesia. 

The low quality of bank loans can also be demonstrated by the increasing non-performing 

loans (NPLs), which have been noted by various scholars (Corsetti, Pesenti and Roubini, 

1999a: 331; Burnside, Eichenbaum and Rebelo, 1999; Alba et al., 1999: 51-52). To 

illustrate the problem of NPLs in the Asian region, a number of authors compare the level 

of NPLs before and after the crisis in the manner of both a time-series comparison and 

cross-country comparison. A common problem here is that NPL data is ―estimated‖ 

according to different standards by different agencies. The data adopted in different 

researches show great divergence regarding the problem. For the pre-crisis NPLs, a 

frequently adopted dataset is constituted by the Bank for International Settlements (BIS) 

(table 3.2) and that for the post-crisis NPLs is constituted by the various international 

investment banks which are quoted in Goldstein (1998: 10) (table 3.3). Studies that used 

these dataset include Choe and Jung (2002: 30), Corsetti, Pesenti and Roubini (1999a: 

331), Hussain and Wihlborg (1999: 30), Koh et al. (2005), Thacher et al. (2007: 21) and 

Ariff and Skully (2004: 106). 

According to BIS pre-crisis data (table 3.2), the Asian economies show a very low level 
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of NPLs, except the Indonesia. NPL in Korea was extremely low, which was actually 

lower than all the listed countries, including several Latin American countries, industrial 

countries and the Scandinavian countries. NPLs were high in Malaysia in the beginning 

of the 1990s but then declined dramatically to reach the level of Japan prior the crisis. 

Both the time-series comparison and cross-country comparison show no serious problems 

of NPLs in Asia before the crisis. All the East Asian economies experienced a slight 

decline in NPLs just before the crisis. 

Thacher et al. (2007: 21) argues ―substantial financial misreporting means that the pre-

crisis NPL measures should be interpreted cautiously … they are almost certainly 

underestimates.‖ Similarly, Hussain and Wihlborg (1999: 30) also argue the datasets 

provided by official agencies to the BIS underestimates the NPLs. These studies then start 

to analyse the problem of NPLs based on the data generated by international investment 

banks (table 3.3). Goldstein (1998: 10) summarized a number of studies quoting NPL 

data done by international investment banks. According to their data, all the East Asian 

economies had much higher levels of NPLs in 1997 and 1998, especially in the three hit 

hardest countries, namely, Korea, Thailand and Indonesia. 

Studies analysing the Asian NPLs problem seem to believe either that the international 

investment banks know the Asian economies better than the local governments, so they 

can provide better data, or that the Asian governments‘ data is not as credible as that 

provided by the investment banks. However, the data provided by the investment banks 

are post-crisis data, which do not necessarily reflect the question that the NPLs were the 

sign of banking vulnerability that could trigger a crisis. As Corsetti, Pesenti and Roubini 
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(1999a: 331) argue, since the 1997 crisis may have crippled otherwise healthy loans, it is 

appropriate to refer exclusively to data on nonperforming loans at the onset of the crisis. 

Stiglitz (2002: 116) argues the NPL problem was actually exacerbated with the IMF 

stepping in to rescue the Asian economies because of the ―triage‖ process involved in its 

financial restructuring – separating the really sick banks that needed to be closed 

immediately, from the healthy banks, by imposing the capital adequacy ratio. As most 

banks were experiencing trouble raising capital during the crisis, they could only meet 

that ratio by reducing outstanding loans. But as each banks call back their loans, 

companies are forced to cut back their production. The downward spiral is exacerbated 

and with more firms in distress, the problem of NPLs can even be worsened. Moreover, 

the bursting of stock price or property market bubbles can also attribute to the dramatic 

increase in NPLs in the crisis. 

The analysis of NPLs using 1997-1998 data is not appropriate as the reason to look at 

NPLs is in examining the reasons for the crisis, rather than the consequences of the crisis. 

The low NPLs showing in the BIS data (table 3.2) give evidence that the Asian banks 

were doing fine within the ―Asian development model‖. With the common consensus that 

the problem of NPLs did exist in East Asia prior the crisis, the question remains as to how 

serious the NPL problem was and was it bad enough to trigger a crisis? 

According to a number of authors, the reasons behind all these problems – the over-

investment, large exposure to the property and equity market and the building-up of non-

performing loans, are considered to be ―crony capitalism‖. Haggard (2000) provides
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considerable evidence of a moral hazard problem in the financial sector associated with 

several financial crises in Asia since the 1980s. The mismanagement of Bangkok Bank of 

Commerce (BBC) in Thailand, the powerful ―Suharto connection‖ in Indonesia, the 

government support of local Bumiputera enterprises and banks in Malaysia and the 

extensive involvement of the Korean government in the banking sector and its key role in 

building up the large conglomerates (chaebols) all demonstrate the serious moral hazard 

problem in the region. Corsetti, Pesenti and Roubini (1999a) demonstrate a situation in 

which foreign creditors are even willing to lend to unprofitable projects, given the public 

guarantee of bail-out. Krugman (1998a) also argues the banking sector vulnerability was 

due to implicit government guarantees which lead to a ―Pangloss‖ investment. In 

addition, the moral hazard view argues that the Asian banking sectors also have the 

problem of poor public disclosure and transparency, under-regulating and insufficient 

capital adequacy, which may lead to an inadequate evaluation of local banks and 

companies by international investors (Alba et al., 1999; Goldstein, 1998: 13).  

Furman and Stiglitz (1998) argue several of the affected countries have statistical services 

that are far better than average within the developing world. While the ―lack of 

transparency‖ hypothesis seems to suggest that lenders lent more than they would have, if 

they had been better informed about balance sheets, foreign exchange reserves and 

foreign debts, Wade (1998: 703) points out that in fact there were plenty of relevant 

information publicly available. For example, the BIS (1996a: 5; 1996b: 141) 

commentaries from early 1995 onwards stressed the build-up of short-term foreign debt. 

This argument has also been confirmed by Radelet and Sachs (1998) and Park (2006: 67), 

who conclude that although the lack of transparency as a problem in the Asian countries, 
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it was not the key factor precipitating the crisis. 

Even if one accepts that the poor transparency and lack of available information truly 

exists, this cannot affect the international investors for two reasons. First, under the 

explicit and implicit government guarantee, international lenders have less worry to 

check the credit information of the domestic banks because they believe the government 

would never let the financial institutions fail. Secondly, investors probably either ignore 

the information or do not even care what information was available because they were 

just following the herd, so if the large banks were lending, that means their loans were 

guaranteed so they do not need any information about the local companies or banks 

(Park, 2006: 67). 

While the ―crony capitalism‖ was certainly a reality – the excesses of Thai financial 

companies, the Suharto family, the megalomaniac chaebols are undeniable, this 

explanation has come to seem inadequate to the task of explaining the severity of the 

event. Krugman (1999a: 462) points out that the moral hazard argument can be validated 

by the fact that there should be over-investment and excessive risk-taking by foreign 

investors with access to guaranteed finance, or that the availability of implicit guarantees 

should tend to crowd out ―legitimate‖ investment that bears the full burden of risk, or one 

might still point to the severity of the problem of non-performing loans after the crisis as 

evidence that bad banking was a key problem in the crisis economies. But as many 

observers have noted, these were not in evidence. Radelet and Sachs (1998) found in the 

run-up to the crisis all forms of investment in the emerging Asian economies were 

booming, including foreign direct investment of purchasing equity and real estate, which 
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were clearly not protected by any form of implicit guarantee.  

In the case of Korea, Chang, Park and Yoo (1998: 742) argue the ―moral hazard‖ view is 

not applicable for three reasons. First, there has been no instance where Korean 

government has bailed out a failing chaebol, at least in the decades of 1980s and 1990s. 

Between 1990 and 1996 alone, three of the 30 biggest chaebols went bankrupt (i.e. 

Hanyang, Yoowon, and Woosung), and another six went bankrupt in 1997 (Kia, Hanbo, 

Sammi, Haitai, Jinro, and Halla). They argue the important point in relation to the moral 

hazard story is not whether some struggling enterprises have been helped out by the 

government (which they have), but whether or not bad management is punished, and as in 

Korea, the managers know that they will lose control over the enterprise if they fail to 

perform, so there is little room for moral hazard. Secondly, chaebols exposure to the non-

bank financial institutions (NBFIs), such as the merchant banks, was high – something 

that would not happen if chaebols counted on government bail-outs, since it was 

generally accepted that NBFIs were themselves highly unlikely to be bailed out in cases 

of failure, given their greater freedom from government regulation and their small size. 

And thirdly, prior the crisis chaebols made their investments mainly in industries with 

stable returns, rather than ―high risk, high return‖ industries, which those investors 

operating under moral hazard will prefer to choose. 

The World Bank (1998) points out the bad loan problem was a consequence, not the 

causes of the crisis, as the problem emerged due to the severe recessions and currency 

depreciations that followed the collapse of capital inflows. Krugman (1999a: 462) 

continues to argue that since nobody expected a crisis of anything like this severity, the 
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prevalence of bad loans we observe ex post does not mean that anything like the same 

amount of bad lending was taking place ex ante. 

The real meaning of the term ―crony capitalism‖ in the orthodox thinking is ambiguous. 

If it means corruption and favouritism in close relationships between politicians and 

entrepreneurs, then these things happen all around the world. Evidence includes the 

cronyism of US capitalism, generated by the electoral finance regime (Wade and 

Veneroso, 1998: 7). As argued by Bhagwati (2004: 201), ―it is indeed true that many of 

these leaders had cronies, but which politicians do not? Are President Suharto‘s entourage 

―cronies‖, whereas people at Bechtel and Halliburton are Vice President Dick Cheney‘s 

―friends‖? Are Barbra Streisand and Steven Spielberg President Clinton‘s ―friends‖, while 

President Mahathir‘s celebrity friends are his ―cronies‖? What is the difference?‖ On the 

other hand, the Scandinavian countries – Sweden, Norway and Finland, which were 

thought to be corruption free countries, were also unable to avoid a crisis in the early 

1990s (Rodrik, 1999).  

Krugman (2008: 96) and Furman and Stiglitz (1998: 7) argue while cronyism and 

corruption were very real in Asia, they were nothing new. The new emphasis on crony 

capitalism could lead to the belief that it became significantly worse than before. In fact, 

several measures of corruption suggested that the risk of corruption had declined or 

remained unchanged before the crisis (Park, 2006: 67). Furman and Stiglitz (1998: 59) 

found no evidence showing that corruption increased dramatically in the run-up to the 

crisis. Their assessment of ―corruption risk‖ shows corruption was lowered in the 1990s 

for Indonesia and Korea, but rose after the onset of the crisis in Indonesia, Korea, and 
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Thailand, due to the reflection on economic performance. They further point out there is a 

plausible case for Indonesia that the exact opposite was true – the crisis may have been 

due to the expectation that corruption was going to be reduced, so that the connections to 

Suharto regime or favors might dry up, causing large outflow of capital (Furman and 

Stiglitz, 1998: 71).  

All in all, there is little evidence that when the East Asian economies got hit by the crisis, 

they were experiencing the worst situation under the inefficiencies of a ―crony capitalist‖ 

system that could bring the rapid growth to an end, and when the economy resurged, they 

were implementing various reforms that greatly improved the domestic weaknesses. In 

fact, the Demirguc-Kunt and Levine‘s study (2001) shows that there had been a great deal 

of improvement in the soundness and efficiency of East Asian financial systems before 

the crisis. 

Vulnerability in corporate sector 

The discussion over the vulnerability in the corporate sector has been focused on the 

profitability, high leverage and moral hazard. A domestic weaknesses view maintains that 

the Asian corporate sector is combined with high investment and relatively low 

profitability, which is demonstrated by the increasing corporate leverage with 

diminishing returns on assets and slowdown in exports. 

The pre-crisis high corporate leverage in East Asian countries has also been noted in a 

number of IMF reports (for example Kim and Stone, 1999) and the World Bank papers 

(Caprio, 1998; Pomerleano, 1998; World Bank, 1998). Kim and Stone (1999) and 
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Haggard (2000: 17) note the pre-crisis extent of corporate leverage in several East Asian 

countries was quite high by international standards, especially in Indonesia, Korea and 

Thailand. Kim and Stone (1999) argue a high leveraged corporate sector can magnify the 

impact of an abrupt pervasive cutoff of external credit on the real economy, and can cause 

large contractions on output, as seems to be the cause of the Asian crisis. Similar views 

can also be found in Kaminsky and Reinhart (1998) and Goldstein, Kaminsky and 

Reinhart (2000). 

Claessens, Djankov, and Lang (1998a) examined the investment rate and the corporate 

leverage of East Asian companies. Their study shows that over the period of 1988-1996, 

the investment growth, measured as new dollar investments as a share of existing fixed 

assets, was highest in Indonesia, Korea and Thailand, up to 13%, and in some year even 

more. In Malaysia, Singapore and the Philippines the growth was about 10% and Hong 

Kong, Japan and Taiwan had growth in investment in fixed assets of about 8%, compared 

to 2.5% in Germany and 3.4% in the United States. High investment rates were 

accompanied by high corporate leverage, Corporate leverage, defined as total debt over 

equity, was high for many East Asian countries, much higher than in other  developing 

countries and many developed countries. Some increase in leverage also occurred in the 

last few years leading to the crisis in Japan, Korea, Malaysia and Thailand. 

An international comparison of debt-equity ratios is shown in table 3.4. The debt-equity 

ratio of Korean corporations was over 317 per cent by the end of 1996, twice the U.S. 

ratio, and four times the Taiwanese ratio. The top 30 Korean chaebols had even higher 

leverage, on average more than 400 per cent in 1996. 
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The Work Bank (1998: 54) blames the export-oriented growth strategy and system of 

corporate finance for attributing to a high leverage financial structure of East Asian firms. 

Governments provided incentives to exporters, including directed credit, subsidized loans 

and tax benefits. Firms required massive resources to continuously upgrade technology 

and remain competitive in global markets. Retained earnings were insufficient to sustain 

such an ambitious strategy and equity markets were not well developed; as a result, firms 

borrowed heavily. Moreover, a lot of Asian family-dominated businesses who are 

concerned with ownership control will prefer debt financing over equity financing which 

may reduce power of control by separating the ownership (Chung, Lee and Jung, 1997: 

62). 

Table 3.4 International comparisons of average debt-equity ratios in the 
manufacturing sector, % 

 1991 1992 1993 1994 1995 1996 

Korea 307 319 295 303 287 317 

   Of which the 30 largest chaebols 403 426 398 403 388 450 

US 147 168 175 167 160 154 

Japan 209 202 202 196 196 187 

Taiwan 98 93 88 87 86  

Source: Chang (1999:9) 

The high leverage of Asian companies derives from the Asian development model. In 

fact, Wade and Veneroso (1998) have developed an argument that the Asian development 

has been based on a ―high-debt‖ model that is not amenable to Western financial and 

cultural practices. The Asian savings were high, so banks had to lend. When neither 

households nor the government are significant net borrowers, the system is biased 

towards borrowing by firms. The high-debt model encourages and relies upon the close 
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links between banks and businesses, involving significant government direction and 

participation.  

Park (2006: 68) argues that given the underdevelopment of equity markets and a bank-

dominated financial system, it is only natural that the Asian corporations would have a 

higher debt-to-equity ratio than those in a capital market dominated financial system. 

While structural weaknesses are found in Asia‘s bank-based financial systems, the crisis 

does not prove that the Anglo-American market-oriented financial system is superior and 

more resilient to speculative attack (Demirguc-Kunt and Levine, 1999).  Barth et al. 

(2000) show that there is no clear empirical evidence on which type of the financial 

structure – bank-oriented or market-oriented – are more likely to reduce the likelihood of 

a financial crisis. 

A detailed review of Asian corporate performance and financing structures for 5,550 East 

Asian companies before the crisis was in Claessens, Djankov, and Lang (1998a). Using 

the firm-level data from annual reports of the companies listed on the major stock 

exchanges in the region and the Worldscope databases, Claessens, Djankov, and Lang 

(1998a) find the profitability, as measured by the real return on assets (ROA), the 

operational margin and the real sales growth, was much higher in East Asian economies 

than those in the industrial countries such as Germany and the United States over the 

period of 1990-96. However, in 1994-96 prior to the crisis, the profitability declined 

somewhat in several East Asian countries, especially in Japan and Korea. Haggard (2000: 

18) notes that Thai and Indonesian companies saw declines in rates of return of nearly 30 

per cent over the 1990s. South Korea saw a decline in returns on assets that was already 
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much lower than other countries in the region. Driffield and Pal (2001: 508) found the 

return on capital in many of the firms in the crisis-affected countries was very low. 

Largely relying on the domestic banks‘ lending, domestic companies, especially those in 

the ―targeted industry‖ still enjoyed a high growth due to over-investment. 

Krugman (1994) argues that Asian growth is based on expansion of inputs, rather than on 

growth in output per unit of input. In other words, the Asian growth is totally investment-

driven, not by increases in total factor productivity (TFP), so that ―if the capital piling up 

there is beginning to yield diminishing returns‖ (Krugman, 1994: 77). However, the 

empirical literature does not indicate a clear trend in TFP during the 1990s. Some studies, 

including Collins and Bosworth (1996) and Sarel (1997), actually indicate an increase for 

East Asia. A study by Asian Development Bank (Yoshitomi and ADBI Staff, 2003) 

suggests the growth rates of TFP in East and Southeast Asia were indeed higher than 

other developing countries and also higher than the United States in the 1970s and 1980s, 

implying the Asian countries were working towards the international best practice in 

production. The World Bank (2000c: 17) also suggests the East Asian economies 

managed to invest their saving productively, reflected by the higher returns on capital 

investment comparing to other developing countries. 

With high leverage of the East Asian companies and their profitability in question, the 

ability to serve debt is critical.  Analysts notice the high leverage and the declining 

profitability of East Asian firms led to a large increase in external financing needs. 

Therefore, a large amount of corporate debt was in foreign currency, US dollars primarily. 

Krugman (1998a) argues that part of Asian economic growth was based on foreign debt 
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and once this process become unsustainable, poor performance of the corporate sector 

would become apparent and their inability to serve foreign debt would become apparent. 

The Asian corporations‘ capacity to pay back foreign debt was reduced for three factors: 

high leverage, poor profitability and the declining export due to weakened demand in 

world markets. 

The corporate sector‘s excessive borrowing compared with its declining earnings meant 

that an increasing share of profit went to cover interest costs. Both Thailand and Korea 

saw a dramatic increase of interest/profit ratio prior the crisis. By 1997, interest costs 

skyrocketed in relation to profits in Thailand, with more than two-thirds of all profits of 

listed Thai firms going to cover interest expenses. Korean firms had higher interest costs 

compared to other companies in the region, due to their traditionally higher leverage. But 

the interest cost increased to an even higher level in 1997 – more than 80 per cent of the 

profit in Korea firms went to cover the interest expenses (World Bank, 1998: 58 figure 

4.5). 

However, Chang, Park and Yoo (1998: 742) found Korea‘s post-interest-payments 

profitability was low owing to high corporate gearing, and this should not be interpreted 

as showing Korean corporate inefficiency, as Korea's corporate profitability before 

interest payments (measured by die ratio of ―operating income‖ to sales) had not been 

low by international standards. 

There was indeed heavy pressure for Asian companies to service the debt. The share of 

the companies whose interest expenses exceeded its profits had risen dramatically for 
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Thailand and Korea since 1995. This is especially true for the companies in the sectors 

with most foreign debts and fastest dropping profits, including the construction sector 

(with debt/equity ratio to 406 per cent in 1996) in Thailand and electronics industry in 

Korea (World Bank, 1998: 58 figure 4.8). Alba et al. (1999: 27) noticed, by the end of 

1996, the median firm‘s interest coverage in Korea and Thailand was below investment-

grade standards – that is, the median Standard and Poor‘s (S&P) single B firm in the USA 

during 1994-6. 

Table 3.5 Annual export growth rates, % 

 1994 1995 1996 1997 

Hong Kong 11.9 14.8 4.0 4.0 

Korea 16.8 30.3 3.7 5.0 

Singapore 30.8 22.1 5.7 0 

Taiwan 9.6 20.2 3.7 5.2 

Indonesia 8.8 13.4 9.7 7.3 

Malaysia 24.7 26.0 5.8 2.2 

Philippines 20.0 31.6 16.7 22.9 

Thailand 22.7 25.1 -1.3 3.2 

Source: Das, 1999 

The declining ability of servicing the foreign debt was not a result of declining corporate 

profitability but due to reduced earning in foreign currency in face of the slowing down 

export market. In any country with large amounts of external debt, made up of a large 

proportion of short-term debt, there would be greater sensitivity to changes in global 

financial conditions. Several international organizations have documented the slowing 

down of exports and increasing current account deficits in Asia since 1996 in their 

reports, including Asian Development Bank (Asian Development Outlook 1997 and 

1998), Bank for International Settlements annual report (BIS, 1997), UNCTAD (Trade 
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and Development Report, 1997) and World Bank (World Development Report, 1997). 

As shown in table 3.5, export growth has remained slow throughout the region since 

1996, with the exception of the Philippines, Thailand was the worst affected, recording 

negative export growth in nominal terms in 1996, followed by Korea and Taiwan. 

The slowing down of exports in Asia was taken to be the result of the changing 

international environment. This includes the weakened demand in industrial countries 

leading to a large fall in world trade growth, the depreciation of Japan‘s Yen against US 

dollars and the real exchange rate appreciations in some East Asian countries (as the 

Asian currency was pegged to US dollars) reversing the export competitiveness of many 

Asian economies, and the significant price drop for major export products in East Asian 

countries, such as semiconductors and other  electronic products depressed the exports of 

Asian countries that are specialized in manufacturing these products (World Bank, 1998: 

20; BIS, 1997: 40).  

Corporate governance 

A large number of orthodox economists pin these corporate problems on the poor 

corporate governance, for example Stiglitz (1998), Harvey and Roper (1999) and 

Greenspan (1999), Joh (2004), Alba, Claessens and Djankov (1998) and Mitton (2002) 

among others. Problems in the Asian corporate governance model that are often 

mentioned in this literature include the highly concentrated ownership, weak legal and 

regulatory systems to protect minority shareholders, weak market incentives, poor 

disclosure and accounting practices, close government/bank and business relationships 
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etc. Among these, the most serious problem in Asian corporate governance is thought to 

be the concentrated ownership and family controlled business (OECD, 2001a; Claessens, 

Djankov and Lang, 1998b; Capulong, Edwards and Zhuang, 2001). 

One thing that is obvious, is that the companies in East Asian economies have far more 

concentrated ownership compared to those in the industrial countries, such as United 

States, the United Kingdom, and Japan (figure 3.4). According to La Porta et al. (1998), 

the average ownership of the three largest shareholders among the 10 largest publicly 

traded companies in Asian economies reaches nearly half of total shares. Korea‘s 

ownership concentration (23 per cent) is similar to that of the industrial countries. La 

Porta et al. (1998) argues the figure does not take into account shareholder affiliation and 

cross shareholdings between firms and the pyramidal structures that corporate 

shareholders themselves have owners, so will almost certainly underestimate the true 

concentration. Capulong, Edwards and Zhuang (2001: 74) argue that the ownership of 

most Korean listed firms is highly concentrated. Founding families are mostly still the 

largest shareholders and, more importantly, a pyramidal structure of corporate ownership 

is prevalent. Chung, Lee and Jung (1997: 61) and Joh and Kim (2003: 108) stress the 

interlocking ownership structure of the Korean chaebols. They argue that in Korea, 

families that run chaebols own less than 50 per cent of related companies, but they have 

almost total control over the combined business groups. Interlocking ownership allows 

them to control related companies with little equity of their own, with each member 

company holding every other member company‘s shares. 

Claessens, Djankov and Lang (1998b) find large family control in more than half of East 
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Asian corporations. On the individual basis, corporations in Japan are generally widely-

held and corporations in Indonesia and Thailand are mainly family-controlled, while 

state-control is significant in Indonesia, Korea, Malaysia, Singapore, and Thailand. 

In a report by the Asian Development Bank, Capulong, Edwards and Zhuang (2001) offer 

a detailed view about the company ownership in Korea, Thailand, Indonesia and the 

Philippines. They find the five largest shareholders owned an average of 68.9 per cent of 

total outstanding shares of publicly listed companies during 1993-1997 in Indonesia, 

where the single largest shareholder owns an average of 48.6 per cent. The pattern of 

ownership concentration changed little over the period. They also show that between 

1993 and 1997, about two thirds of publicly listed companies‘ outstanding shares were 

owned by corporations that were directly or indirectly controlled by families. When a 

company goes public, the founder usually continues to own the majority of shares 

through a fully-owned limited liability company. Thus the founder keeps the proportion 

of shares necessary to retain control over management of the listed firm. Most of the five 

largest owners of Indonesian publicly listed companies are limited liability companies 

rather than individuals. This is confirmed by the work of Claessens, Djankov and Lang 

(1998b), which shows that in 1996, two thirds (67.1 per cent) of Indonesian publicly 

listed companies were in family hands, and only 0.6 per cent were widely held. 

In the Philippines, public listing rules of the Philippine Stock Exchange require that a 

minimum of 10 to 20 per cent of outstanding shares, depending on the size of the 

company, must be available for trading in the stock exchange. As companies usually only 

issue the minimum required number of shares, large blocs of controlling shareholders 



93 

often dominate corporate decision making in publicly listed companies. The largest 

shareholder owned 40.8 per cent of the market value of an average nonfinancial company 

in 1997. The shareholding of the top shareholder varied across sectors, with the highest 

being 54.8 per cent for the property sector (Capulong, Edwards and Zhuang, 2001: 172). 

In Thailand, between 1990 and 1998, the top five shareholders of each of the publicly 

listed Thai companies held, on average, 56.4 per cent of outstanding shares, with the top 

three shareholders accounting for almost 50 per cent. This implies that the top five 

shareholders enjoyed full control over the outcomes of shareholder meetings. Across 

industries, there were only slight variations in the pattern. Ownership was most 

concentrated in the packaging, agribusiness, and building and furnishing industries, with 

a top-five ownership concentration of at least 60 per cent (Capulong, Edwards and 

Zhuang, 2001: 242). 

The composition of controlling shareholders shows that affiliated corporations comprise 

the largest group among the top five shareholders of publicly listed companies, owning 

26.7 per cent of outstanding shares on average. It is the practice of Thai corporate 

founding families to set up holding companies to own shares in affiliated companies or 

subsidiaries. Through these holding companies, founding families maintain effective 

control of entire groups, including those that are publicly listed on the Stock Exchange of 

Thailand (Capulong, Edwards and Zhuang, 2001: 242). 

This is also confirmed in OECD (2001a: 93), which shows that through holding 

companies, individual and family shareholders in Thailand own more than 60% of 
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corporations while banks and institutional investors do not directly own a large block 

non-financial firm. 

Given this highly concentrated ownership in Ear Asian corporations, and the fact that 

presumably, family shareholders should be focusing increasing profitability on their own 

family holdings, then why did profitability drops before the crisis? As Prowse (1998: 21) 

argues, while large shareholders in Germany and Japan are often criticized for being too 

weak in protecting their own interests, large family shareholders in East Asia are, no 

doubt, highly motivated to maximize the returns on their family holdings, if need be at 

the expense of outsider investors. The low profitability in East Asian companies prior the 

crisis seems to contradict this argument, especially in Korean chaebols where the return 

on assets were strikingly poor. 

Joh and Kim (2003) test the relationship of the corporate performance and the corporate 

governance structure, as measured by the controlling shareholder‘s ownership 

concentration in Korea firms from 1993 to 1997. They found a ―robust‖ relationship 

between ownership concentration and profitability and productivity – higher ownership 

concentration is associated with stronger company performance. However, their data does 

not differentiate the ―direct‖ control from the ―ultimate‖ control. Because of the 

interlocking ownership in Korean companies, a lot of companies are chaebol-affiliated. 

Joh and Kim (2003) indeed find a negative impact of chaebol affiliation on corporate 

performance. In these chaebol-affiliated companies controlled by large families, the 

controlling shareholders do not have adequate ownership stakes in the companies they 

control, so the incentive of expropriation is greater. 
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The family controlled firms in Asia are also highly diversified. The unrelated 

diversification is most prevalent in Korea (Jung, 1991) and in Thailand (Alba et al., 

1999). In 1994, the number of affiliated companies for the top five Korean chaebols 

averaged about 40, with a total of 210 companies. The top 30 chaebols had some 616 

affiliated companies (Woo-Cumings, 1999b: 24). Almost all Korean chaebols began in 

the 1960s when Korea was in a phase of export-led, light-industrial production.  In the 

early 1970s, under the state-directed ―big push‖, they began to develop heavy industries, 

including steel, chemicals, machine tools, automobiles, shipbuilding, and power-

generation. By the 1980s, electronics had also become an important part of the chaebol 

expansion. 

For Korea, Oh (2001) gives an important reason for diversification. Korean chaebols 

diversify in order to gain big business status because the government favours big business 

as the instrument of the nation‘s economic development. Given that the government 

supports and protects big business from domestic and foreign competition and rescues 

them when they fail, chaebols expanded through diversification without any risk to 

themselves. Because of the ―too-big-to-fail‖ belief, many companies expanded quickly 

through diversification and debt-financing. Other than focusing on increasing the 

profitability of their own family holdings, what family shareholders were more concerned 

about, besides efficiency or profitability, is the oligopolistic position. Given the 

government‘s encouragement and implicit guarantee, the fact that chaebols were 

competing for expansion becomes understandable. Woo-cumings (2000) points out that 

heavily influenced by the Japanese family-owned economic conglomerates (the  

―zaibatsu‖), the goal of the Korean chaebol is not high-market occupancy of one, two, or
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a few related markets, but an oligopolistic position running the gamut of the modern 

sector of the economy. 

What is more important is the efficiency of investment by diversified firms. Using 

company specific data, Claessens, Djankov and Lang (1998a) find a significant negative 

impact of diversification on short-term performance of the companies in Indonesia, 

Korea, Taiwan and Thailand and conclude that the misallocation-of-capital hypothesis is 

appropriate for Korea and Malaysia. Yu (1996: 39) finds that in 1994, out of Samsung‘s 

50 affiliated firms, Hyundai‘s 49, LG‘s 53, Daewoo‘s 25, and Sunkyung‘s 33, only a few 

firms in a few sectors were contributing to the bulk of total sales. Samsung has only 3 

firms that were responsible for 67 per cent of sales, and for Hyundai, 5 affiliated firms 

accounted for 70 per cent of total sales, for Daewoo, 4 firms accounted for 85 per cent of 

total sales. While the extensive diversification of chaebols has been criticized for failing 

to nurture ―core competence‖, Woo-Cumings (2000: 31) argues there are also benefits of 

the diversification, such as the gains from economies of scale and the reduced risk by 

portfolio diversification. More importantly, he points out that the chaebols were not 

aspiring to win in all the sectors, but the incentive system pushed them in that direction, 

given that government protects domestic producers through residual industrial policy, 

especially by limiting foreign competition, and limits domestic competition through the 

system of ―controlled competition‖.  

Chung, Lee and Jung (1997: 59) point out as chaebols are becoming increasingly 

powerful, it raises concerns about their legitimacy and economic efficiency. Concentrated 

ownership can also lead to problems like empire building, undue risk-taking and a more 
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close relationship with financial institutions which creates risky investments, especially in 

developing countries, where the regulatory environment is ineffective and disclosure 

practices are weak. As Alba et al. (1999: 10) points out, regarding developing countries, 

controlling ownership may also lead to increased risk taking behaviour since other 

stakeholders such as creditors and employees share the same risks in bad times but not to 

the same degree in the benefits. The potential for this type of behaviour is greater if there 

are ownerships and/or family inter-relationships between banks and corporations, bank 

incentives are skewed towards risk taking, and bank supervision is inadequate. Under the 

weak legal and regulatory protection against abuse by corporate insiders, ownership 

concentration means that the investors would be better able to monitor and control 

management. Therefore these investors may pursue both empire-building strategies and 

other benefits of control and excessive risk-taking behaviour. Because of large political 

power, shareholders may try to delay improvements in disclosure and governance so they 

could get good control of the company and insider benefits. 

There are also problems regarding the incomplete accounting standards and poor investor 

protection. Alba et al. (1999) gives strong evidence showing that the accounting practices 

in this region were not yet up to the international standards. Many of the accounting and 

auditing standards in the region are generally inconsistent with those issued by the 

International Accounting Standards Committee and need further improvement. One study 

by La Porta et al. (1998) drew up rankings according to four measures – the degrees of 

shareholders protection, creditor protection, accounting standards and judicial 

enforcement. The results of the study are hardly surprizing, finding that shareholder 

protection is weaker in East Asia than in the industrial countries.  
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Given the fact that large shareholders are also the controllers/managers of Asian 

companies, Prowse (1998: 1) claims the corporate governance issue in Asia is not how 

outside financiers can control the actions of management (as it is in the Anglo-American 

model) but how outside financiers can exert control over big insider shareholders. He 

further points out that the extensive use of debt financing by East Asian firms did not 

increase the monitoring of large shareholders by banks because the controlling power of 

the banking sector was weakened by government influence which reduced incentives to 

ensure good governance practices, and the high ownership concentration creates the 

problem of ―who monitors the monitor‖. 

These problems of corporate governance, and to a larger extent, the Asian way of doing 

business was put into question. Westerners have been remarkably consistent in the way 

they have discussed the problems they have seen in East Asia capitalism. Much of the 

mainstream economists blame the inefficient Asian corporate governance, again on 

―crony capitalism‖ – poor transparency, moral hazard, and failure of the rule of law etc., 

all characteristics considered ubiquitous throughout the region. The Asian corporate 

governance is depicted to be a ―family-based corporate governance system‖, under which 

―neither the banks nor the equity markets ultimately control the family business 

groups … This can give rise to serious agency problems necessitating reforms‖ (Khan, 

2003: 16). With regard to Korea‘s corporate reforms, international demands come for 

better transparency and accountability, to reduce their reliance on debt financing, to sell 

off their ―non-core‖ subsidiaries and to stop diversifying into unrelated fields and develop 

a governance system to enhance the power of minority shareholders and outside directors 

(Woo-Cumings, 2000: 1).   
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Many critics of Asian corporate governance are based on the comparison of the model to 

the Anglo-American model. The problems of Asian model are therefore derived from 

simply equating Asian corporate governance with the ―ideal‖ type of Anglo-American 

business practice. For example, Rohwer (1996: 18) argues ―the biggest flaw in the 

success stories of modern Asia – including Japan – has been their failure to develop the 

transparent and objective public institutions needed to run the more sophisticated 

societies and economies that their fabulous economic growth is producing.‖ In addition, 

Prowse (1999: 134) claims: 

Market and regulatory institutions that play an important role in ensuring market 

discipline are relatively undeveloped in the East and South-East Asian countries. In 

a less evolved regulatory, legal and institutional environment, informational 

asymmetries are more severe, contracting costs are higher because standard 

practices have not yet developed, enforcement of contracts is more problematic 

because of weak courts, market participants and regulators are less experienced, 

and the economy itself is likely to be undergoing more rapid change than in 

developed countries. In such circumstances it is not surprizing that the competitive 

environment is weaker and markets do not work as well as in the developed 

countries. 

Corporate governance systems are complex and they vary across countries. Economists 

generalize several models from different corporate governance practices around the 

globe. In spite of some divergence, the corporate governance models can be broadly 

divided into the Anglo-American model, the continental Europe model represented by the 

Germany, and the Asian model represented by Japan (Woo-Cumings, 2000; Roche, 2005: 

28; Kester, 1996). They differ greatly with each other. 
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Roche (2005: 29) argues the corporate governance model that characterizes continental 

Europe and Japan is an insider model, in which the control over the company is executed 

by a small number of significant shareholders structured in relatively closed networks and 

committees through planning and industrial policy mechanisms. These countries tend to 

have a less developed stock market and high concentration of owners. Under this model, 

special attention was paid to the relationship between the state and industry, in realizing 

long-term economic goals. Kester (1992) argues the Asian governance model is 

―contractual governance‖ that emphasizes on reducing transaction costs by building 

stable and long term business relationships among transaction companies. However, 

Woo-Cumings (2000: 2) argues the Asian model of corporate governance does not mean 

that all the Asian countries fall into the same category of the ―contractual governance‖. 

Woo-Cumings (2001: 347) distinguishes Northeast Asia from Southeast Asia and finds 

two highly distinctive patterns of corporate governance. The Northeast Asia model is 

shaped by Japan, which influences Taiwan, South Korea and the current leadership in 

China. The governance model in Southeast Asia is the Chinese business-practice model 

having roots at least for 150 years that is market-adaptive and has even greater 

differences from the Anglo-American model than the Japanese model does. 

Chang and Park (2004: 49) characterize the Korean corporate governance system as a 

―state-controlled insider system‖, in which the owners/managers of the chaebols are 

insulated from the influence of outside investors through an intricately developed system 

of inter-group shareholding. However, the system is fundamentally state-controlled, in 

the sense that the government exercises a strong influence on corporate investment 

decisions and mediates the change in corporate control, using industrial and financial 
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policy tools.  

The Anglo-American way of doing business, in contrast, is an outsider model relying on 

outside independent board members to monitor managerial behaviour and keep it in 

check. This model stresses on the separation of ownership from control and shareholders 

tend not to be involved in management decisions or policies, while maintaining dispersed 

ownerships – a large number of shareholders each hold a small number of company 

shares (Roche, 2005: 29). Under this model, the good governance is virtually about 

holding corporate management accountable to the interests of shareholders, or reducing 

agency costs, relying heavily on formal, legal mechanisms to order business relationships 

among different parties (Kester, 1996: 108). The Anglo-American model also has its pros 

and cons. The outsider system is considered more accountable and less corrupt but it 

tends to generate policies focusing on short-term gains, that may not necessarily promote 

long-term company performance (Roche, 2005: 30). 

On the question of which one is the ideal type of business practice, Woo-Cumings (2000: 

4) argues that both the Asian and the Anglo-American model contain some advantages 

and are economically rational to solve the problem of coordination and control. Best 

business practice needs the formal shareholder protection from the Anglo-American 

model and the informal business ties in the Asian model that increase the competition 

ability of vertical company networks by sharing information and retaining excess capital 

(rather than returning to shareholders) to achieve long-term investment strategies.  

Wong (2005) notices current constructs of international corporate governance rooted in 
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an idealized Anglo-American view. It is both influenced and shaped by the North 

American ethos. Moore (1993) argues the ideological nature of ―governance‖ as a 

product and points to the doctrine of Anglo-American liberalism that dominates World 

Bank thinking. As a result, he believes, the governance experience of East Asian 

countries with successful economic performance ―appears to be largely ignored‖ (Moore, 

1993: 41) and he concludes ―the World Bank is willing to … keep a close eye on the 

state ... But it is unwilling to … take state-building seriously and to provide equivalent 

resources to support political learning‖ (Moore, 1993: 49). 

As argued by Hansmann and Kraakman (2001: 449), the corporate governance model is 

best exemplified in the US shareholder-oriented model, which is simply irresistible and 

―has emerged as the normative consensus‖. Moreover, they claim ―no important 

competitors to the standard model of corporate governance remain persuasive today … 

the triumph of the shareholder-oriented model of the corporation over its principal 

competitors is now assured‖ (Hansmann and Kraakman, 2001: 468). However, this view 

is challenged by Bebchuk and Roe (1999), who argue despite globalization‘s demands for 

ever-greater efficiency, key differences in corporate governance persists and even among 

the western advanced economies notions and practices of corporate governance differ in 

different business organizations. This is also confirmed by Turnbull (1997) and Moerland 

(1995). 

Discussions of the Asian model are often around the debate of ―state versus market‖, 

which is the main difference between the ―foundation‖ of Anglo-American model and the 

Asian model. To assume what is necessary to reform the Asian governance is directly an 
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adoption of Anglo-American international governance and regulatory systems, 

underestimates the distinctive cultural foundations of governance systems. Woo-Cumings 

(2000: 10) and Wong (2008) argue the issue of Asian corporate governance must be 

understood in time and place, and in historical and political context, because corporate 

governance depended on a host of country-specific circumstances, including legal, social, 

cultural, historical and institutional factors, and in the context of Asia it been seriously 

affected by these factors. Woo-Cumings (2000: 60) points out that during the miracle 

years, public good and private interests in the Asian region (and more specifically – 

Korea) are rolled together into one large complex that is bent on rapid industrial growth. 

The Asian governments adopted an interventionist approach to create and support the 

globally competitive companies through industrial policy and the primary task was 

focusing on development. Therefore, the Asian governments are likely to think of the 

whole issue, not in terms of legislating a new atmosphere in which the rule of law 

prevails, but in terms of what policy makes world-competitive firms. Asian countries 

have long been a ―developmental‖ rather than ―regulatory‖ political economy. To the 

contrary, at the root of the Western concern for regulation is a doctrine of fairness, of 

creating playing fields with equality and competitiveness. Woo-Cumings believes this 

mode of regulating the corporate sector is not likely to work in the near future, because 

the concept of regulation carries different meaning and intent in the Asian context.  

Roche (2005) argues the insider system can minimize the potential for mismanagement 

and fraud because of the power and the incentive the insiders have. Moreover, because of 

the significant ownership and control rights, insiders tend to support decisions that will 

enhance a firm‘s long-term performance as opposed to decisions designed to maximize 
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short-term gains. Compared to the dispersed owners in the Anglo-American model who 

tend to be interested in short-term profit maximization, this was viewed as the core of 

Japan‘s competitive edge (Woo-Cumings, 2000: 4). However, the Asian model has certain 

risks. Dominant owners may use their power to influence board decisions that may 

directly benefit them at the company‘s expense, or expropriate firm assets at the expense 

of minority shareholders. This is a significant risk in developing countries where minority 

shareholders do not enjoy legal rights. 

While the sins of the Asian model are widely discussed, its coordination function 

including information sharing and a stable relationship for long-term business planning is 

often neglected. Stiglitz (2002: 91) argues that while there are academics who claim that 

the East Asian miracle was about to save heavily and invest well, this view misses the 

point – no other set of countries had managed to do both well and Asian government 

policies played an important role to accomplish both things simultaneously. Chang and 

Park (2004: 50) argue the most important role of government in the Korean corporate 

governance system is to minimize over-investment through various policy of ex ante 

investment coordination involving restrictions on entry, exit and capacity expansion, and 

the ex post facilitation of industrial and corporate restructuring including government 

mediation of merger and acquisitions, business swaps and market-sharing managements. 

In the state-controlled insider system, the chaebols have no need to worry about short-

term profitability but they have pressure to deliver results in the long run, if they were to 

get continued government support. This was because of the government‘s ability to 

discipline bad-performers through credit controls, foreign exchange allocation and force 

to transfer corporate control (Amsden, 1989). 
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Chang and Park (2004: 50) point out that what made the Korean state-controlled 

governance system effective was not just the government control of financial resources 

and policy measures, but the widely spread view of chaebols as ―social‖ entities that are 

an integral part of the national project of industrial development, not just merely the 

property of shareholders. Chang, Park and Yoo (1998), Jomo (1998) and Wade (1998) 

point out the implicit model of human activity in the Western corporate model is highly 

individualistic and fails to account for a socially contextual form of corporate behavior.  

Chang, Park and Yoo (1998), Singh and Zammit (2006) and Stiglitz (1999) all conclude 

that Asian corporate governance was neither a main cause of the crisis, nor something 

that needs radial restructuring in the Anglo-American direction. It was not a great system 

by Western standards and it surely has certain problems, but it functioned very well for 

more than three decades and there was no evidence that it went particularly wrong in the 

run-up of the crisis and it cannot constitute a sufficient explanation of the crisis.  

As Singh and Zammit (2006: 223) claim, to those who attribute the East Asian crisis to 

this Asian way of doing business, there are two immediate difficult questions. First, 

analysis must be drawn to explain not just the failure of the system, but its previous 

success. In other words, it needs to explain why a model that for so long was able to 

generate sustained industrialization and historically unprecedented growth then became 

the root cause of an unanticipated and devastating economic crisis. Estanislao, Manzano 

and Pasadilla (2000) also argue that economic fundamentals in crisis countries, including 

government policies, may not have been satisfactory but the required corrections are not 

necessarily the reason that can trigger the crisis. Any explanation of the crisis must deal 
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jointly with the crisis and the region‘s remarkable performance and stability in the 

previous decade. Secondly, if the crisis is to be attributed to the Asian model, it is 

incumbent on the critics of the Asian model to explain the suddenness of the financial and 

economic crash. This has led to the scholars seeking for another explanation of the crisis 

– the financial panic. 

The first problem is precisely that the orthodox economists, including the International 

Monetary Fund (IMF) and the World Bank had to address. The ―Asian Miracle‖ gave 

neoliberals a hard task in seeking to reconcile the undeniable achievements of state 

intervention with the neoliberal thrust of the dominant Washington consensus. Wade 

(1996) documented the Japanese challenge to the World Bank and its core ideas about the 

role of the state in the strategy for economic development, demonstrated by the 

successful Asian economic development in the last three decades. Under the pressure of 

Japan and its willingness to pay for the project, the World Bank (1993) carried out a study 

– ―The East Asian Miracle: Economic Growth and Public Policy‖. While the Bank found 

it is difficult to reconcile the Asian experiences with its ‗market-friendly‘ orthodox view 

based on the ―Washington consensus‖, the study attributes the Asian Miracle to the factor 

of ―getting the fundamentals right‖, including controlling inflation and maintaining 

competitive exchange rates, while deliberately underestimating the role of government.  

When the crisis broke out, it was almost as if many of the region‘s critics were glad – 

their perspective has been vindicated (Stiglitz, 2002: 91). But they still had to explain the 

crisis. Not long before the crisis, the IMF had forecast strong growth and praised its good 

pupils – Thailand and Korea, for moving far down the road to full financial liberalization. 
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When Thailand approached the IMF for assistance after the collapse of the Baht in July 

1997, the IMF was ―busily rewriting the history‖, saying that it had warned the Thai 

authorities all along (Bullard, Bello and Mallhotra, 1998: 507). Sachs (1998: 17) 

documented that: 

[The] IMF arrived in Thailand in July filled with ostentatious declarations that all 

was wrong and that fundamental and immediate surgery was needed. Ironically, the 

ink was not even dry on the IMF‘s 1997 annual report, which gave Thailand and its 

neighbours high marks on economic management! 

While the role of the IMF and the World Bank in the Asian crisis will be discussed in the 

next chapter, the rest of this chapter will deal with the financial panic view of the crisis.  

3.3 Liberalization, financial panics and the crisis 

In contrast to the orthodox prescription that focusing purely on the domestic weaknesses, 

another notable explanation claim the cause of the crisis was external – the financial 

liberalization makes small economies helpless in the vulnerable global financial system 

that makes sharp capital flow reversals possible. The story goes like this: the financial 

liberalization and integration into the global financial system exposes East Asian 

economies to volatile short-term capital flows and induces policy changes that undermine 

the traditional mechanism of the Asia model that provides safeguards against a sudden 

change in capital flows. Then there was a market panic in investor sentiment, which 

reversed huge capital inflows to huge outflows, triggering the crisis. 

In this line of thinking, the evolution of the Asian crisis starts from the mismanaged 

financial liberalization that speeds up dramatically in the 1990s. In a ―traditional‖ Asian 
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financial system, the government controls all the internal and especially cross-border 

financial flows very tightly (Chang, 1993 for Korea; Schenk, 2007: 81 for Japan; Yang, 

1998: 128 for Taiwan). The system can be characterized as bank-dominated capital 

market with heavy government controls, no free capital convertibility, and fixed, often 

dollar-pegged currency. 

More attention had been paid to the benefits of financial liberalization since the financial 

deepening theory was proposed by Ronald I. Mckinnon (1973) and Edward Shaw (1973) 

in the 1970s. Fry (1989: 14) notices that, in part due to the influence of McKinnon and 

Shaw, in developing countries governments have expressed commitments to improve the 

mobilization and allocation of domestic resources through financial development and 

liberalization, making various changes in the structure and operations of their financial 

systems. However, these changes had been modest in developing countries, notably in 

Asia, compared with changes that had taken place in most developed countries. In Korea, 

although there was series of financial liberalization in the 1980s, they were running an 

―erratic course‖ (Underhill and Zhang, 2005: 57) and those were ―cautions and slow in 

terms of … order and speed‖ (Park, 1996: 252). While the non-bank financial sector 

developed fast and entry barriers were lowered, the interest rate liberalization, police loan 

reduction and capital decontrol followed a slow and selective process in Korea. In the 

case of Taiwan, tight control of the financial sector and capital flows has been maintained 

until the end of 1980s (Underhill and Zhang, 2005: 58). 

Several developing countries adopted the McKinnon-Shaw approach and implemented 

programmes of financial liberalization and reform since 1970s. Their liberalization shows 



110 

different results, especially between Asian and Latin American countries. While the 

gradual financial sector reform bridging the high investment and high saving in East 

Asian countries has created what is called a ―virtuous circle of sustained economic 

growth‖ (Wong and Liu, 2002: 374), the financial liberalization experiments in Latin 

American countries have ended in disaster – characterized by severe financial crises that 

lead to ―Good-bye financial repression, hello financial crash‖ (Dfaz-Alejandro, 1985). 

Fry (1989: 26) concludes this sharp divergence indicates the importance of the 

prerequisites for successful financial liberalization – the macroeconomic stability, 

adequate prudential supervision and regulation of the banks, as McKinnon (1986: 326) 

admits: ―Successful liberalization is not simply a question of removing all regulations.‖ 

This slow and cautionary liberalization process in Asia was dramatically changed in the 

1990s. In 1993, the Kim Young Sam government in Korea abolished the practice of five-

year planning, which had provided an overarching policy coordination framework since 

its introduction in 1962, and dismantled the selective industrial policy that had started in 

the late 1980s, in favour of the poorly constructed ―100-day Plan for the New Economy‖, 

a financial liberalization plan which is now regarded by many Korean people as little 

more than a publicity stunt (Chang, Park and Yoo, 1998: 739). The Kim Young Sam 

administration accelerated the liberalization process by promoting market opening and 

abolished foreign exchange control, in order to expedite the ―globalization‖ of the Korean 

economy. One of the examples of the accelerated liberalization was that before the Kim 

Young Sam administration, there was a four-stage interest rate deregulation plan that the 

previous Roh Tae Woo announced in 1991. It was based on the principle of gradually 

changing from long-term to short-term rates, from the stock market to bank interest rates, 
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and from large- to small- denomination instruments. The Kim Young Sam administration 

accelerated this plan in a way that lacked a clear logic and deviated from what was 

formally announced before (Cho, 2001: 159). The financial deregulation was even 

implemented ahead of schedule in order to meet the requirement of becoming a member 

of OECD by the end of 1996 (Cho, 2001: 161). Most importantly, (Choi, 1993) notes the 

Kim Young Sam, administration liberalization includes, among other things, the capital 

account liberalization, something that Korea‘s previous plans for financial liberalization 

had characteristically failed to include. 

While the orthodox free-market view holds that the Asian crisis had its roots in the 

extensive government interference with businesses, Chang, Park and Yoo (1998) claim 

the opposite – it was the dismantling of government control and the traditional 

mechanism of industrial policy and financial regulation through financial liberalization 

that generated the crisis. The theoretical discussion by Chang (1993; 1994) shows that 

one of the important functions of Korean industrial policy is that it provided an 

investment coordination mechanism that checked ―excessive competition‖, in order to 

control ―overinvestment‖ and ―social waste‖. Illustrated by the case of Hanbo and 

Samsung, Chang, Park and Yoo (1998: 740) shows the seriously weakened industrial 

policy measures in the liberalization process has led to overinvestment, falling 

profitability owing to low capacity utilization and/or falling export prices, and eventually 

major corporate failures in a number of leading industries, including electronics (more 

specifically, semiconductors), cars, steel, petrochemicals, and shipbuilding. The high debt 

Korean model is also regarded as a problem to sustainable economic development by the 

Orthodoxists. With a comparison to the high debt-to-equity ratio of Japanese 
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manufacturing during its high-growth period, Chang, Park and Yoo (1998: 744) suggests 

that high corporate debt in Korea would not have produced a crisis, had it not been for the 

ill designed financial liberalization policy and the demise of industrial policy that led to 

overinvestment. 

The real problem in relation to the high-debt Korean model was the large share of short-

term debt. Wade (1998: 699) recorded the event that: 

In October to December, Japanese, US and European bankers demanded full 

repayment of interest and principal from their Korean borrowers as short-term loans 

came due … In mid-December the Koreans revealed that their short-term debt was 

nearly double what they had said just the previous week, or $95 billion. 

Chang, Park and Yoo (1998: 739) argue the large amount of short-term debt was the 

result of the liberalization process. First, liberalization in Korea was much more extensive 

in relation to short-term foreign borrowing than to long-term foreign borrowing, as 

contrary to short-term borrowers, those who were contracting long-term loans were 

required to meet stricter information requirements and obtain permission from the 

Ministry of Finance and the Economy (MOFE). Secondly, with the Kim government‘s 

commitment to financial liberalization, there were international expectations that Korea‘s 

credit rating would improve and international lending rates for Korean banks and 

companies would fall. On the other hand, uncertainties arose when different liberalization 

measures were announced step-by-step. Therefore, many Korean borrowers are 

encouraged to borrow foreign currency but at the same time, take a ―wait and see‖ 

approach by continuously rolling over short-term loans rather than taking long-term ones, 
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an approach supported by the international lenders who were perfectly willing to roll over 

Korean loans until the onset of the crisis. 

One of the consequences of the financial liberalization is that the Asian economies 

accumulated a large amount of short-term external debts. The ratio of short-term debts to 

reserves, as a rough measure of a country‘s ability to meet its current obligations from its 

own liquid resources, rose sharply from 1993 to 1997 (table 3.6). The problem of large 

short-term foreign exchange loans to Asian borrowers, and the problem of free capital 

mobility, were also noticed by Wade (1998) and Bhagwati (1998a). In fact, Eichengreen 

(1999) puts forward short-term debts as a major source of financial fragility and 

demonstrates short-term debts to reserve ratio is a robust predictor of financial crisis. In 

the three worst-hit countries, namely Korea, Thailand and Indonesia, short-term debts to 

reserve had risen to over 150 per cent by mid-1997. 

Table 3.6 Short-term external debts as a % of foreign exchange reserves 

 Indonesia Korea Malaysia Philippines Thailand 

End-1993 171 148 28 52 89 

Mid-1997 182 214 62 88 153 

Source: Bank for International Settlements, Annual Report 1998 

Many economists have pointed out the problem of currency mismatch – the accumulation 

of unhedged short-term foreign debt exceeding foreign reserves by a large margin and 

short-term foreign currency borrowing was increasingly used to finance long-term (Alba 

et al., 1999: 29; Bleakley and Cowan, 2004; Hamann, 1999: 9; UNESCAP, 2001: 16; 

World Bank, 1998: 54).  Yu (2001: 15) noticed the East Asian countries worst hit by the 

financial crisis were those with heavy external debt accumulation. From the end of 1995 
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to June 1997, the sum total of short-term debts in Korea accounted for 68.2%, in Thailand 

66.6%, in Indonesia 60.9%, and in Malaysia 52.2%. These countries clearly had too much 

short-term external debt, which they had to repay, together with the accrued interest, 

within one year. As Dani Rodrik (1998: 3) remarks: 

Thailand and Indonesia would have been far better off restricting borrowing from 

abroad instead of encouraging it. Korea might just have avoided a run on its 

reserves if controls on short-term borrowing had kept its short-term exposure to 

foreign banks, say, at 30% rather than 70% of its liabilities. 

The reason for the quick build-up in short-term debt is that, on one hand, most East Asian 

corporations and financial institutions had limited access to the long-term loans from 

international markets due to the lack of an investment rating on their bond or shares. On 

the other hand, the international investors control their loans in the short term, as a means 

of reducing the risks involved due to their doubts on the transparency and governance in 

the region (Rajan and Zingales, 1998).  

More importantly, this short-term debt reflected the enthusiasm of international investors 

in expanding Asian investment (Wade and Veneroso, 1998: 9), and the fact that most 

capital inflows to Asia prior the crisis were in the form of portfolio investments or 

banking lending – the type of capital flows that were encouraged by capital account 

liberalization, rather than direct investment (UNCTAD, 1998a). World Bank (1998: 54) 

notes that: 

Lenders and borrowers assumed that the fast economic growth would continue and 

that the exchange rate would remain stable; foreign lenders also ignored their own 
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prudential limits on lending to highly leveraged companies because East Asia was 

only a small share of their portfolio and they wanted the business. Foreign debt, 

mostly private and short term, rose and large unhedged positions developed. 

In the case of Thailand, Ariff and Khalid (2000: 199) summarized the major financial 

sector reforms, and they found that the reform in Thailand indeed followed a gradual and 

well-planned manner, initiated in the 1970s and continued in the 1990s. By the time of 

the mid 1980s, Thailand, compared to its neighbours, already maintained relatively open 

current and capital accounts, with liberal treatment of foreign direct and portfolio 

investments, although exchange controls still applied to the repatriation of interest, 

dividends and principal of portfolio investment (Alba, Hernandez and Klingebiel, 1999: 

17).  

In 1990s, the Thai government conducted even more intensive financial liberalization 

reforms, including the total dismantling of interest rate controls, liberalizing current 

account transactions, relaxation of portfolio restrictions, promoting foreign direct 

investment by granting 100% foreign ownership of firms that export all their output, and 

gradually eliminating foreign exchange controls. By end of 1994, Thailand was free of 

foreign exchange restrictions on current account transactions, and had a very open and 

favourable regime for foreign investment (Alba, Hernandez and Klingebiel, 1999). The 

acceptance of Article VIII of the IMF Articles of Agreements was announced in 1990, 

when interest rate ceilings were abolished to enhance the efficient allocation of savings, 

and the capital account was opened, allowing the free flow of trade and investment 

transactions. Underlying these policy developments was the idea that the economy would 

grow more rapidly with minimum public intervention and a greater reliance on market 
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forces (Nidhiprabha, 2003: 27). 

From 1991-92 some Thai firms were able to get dollar loans from international markets. 

The Bangkok International Banking Facility (BIBF), an offshore banking facility 

established in 1993, became the main channel for inflow of foreign loans and the access 

to foreign loans became significantly easier (Phongpaichit and Baker, 1999: 200; Alba, 

Hernandez and Klingebiel, 1999: 18: Nidhiprabha, 2003: 34). Newly established firms 

expanded very rapidly through their increased ability to get resources in the capital 

market. Often the growth of business size and the acquisition of assets were more 

important than cash flow and short-term profitability in securing access to successive new 

sources of capital (Handley, 1997). 

Phongpaichit and Baker (2001a: 84; 1999: 197) notice that behind the Thai liberalization, 

there was a significant transfer of power over economic policy-making into the hands of 

technocrats, who were educated in the US and Japan and were drawn to free-market 

policies. They argued that the potential of the Thai economy was restricted by oligopolies 

and particularly by the power of the banking cartel. In 1991-93, they enthusiastically fell 

in with the World Bank/IMF project to liberalize financial markets. Tarrin 

Nimmanhaeminda, a US-educated professional who had had a meteoric career at the 

establishment Siam Commercial Bank, was appointed as the finance minister in 1992 to 

promote the policy of liberalization. Full capital convertibility was introduced, the role of 

the stock market greatly expanded, and the financial sector broadened. 

But having liberalized the financial market, this alliance was unable to control the 
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economic and political consequences. Following capital account liberalization, portfolio 

and loan funds poured in, doubling the level of private sector foreign debt within two 

years, then doubling it again in another two years. At the same time, the technocrats lost 

control over economic management. From 1995, the cabinet was dominated by provincial 

business-politicians and new entrepreneurs, many of whom were made richer by the 

inflows (Handley, 1997), and none of whom had a background in economics. Technocrats 

who tried to impose restraint were removed, while others simply withdrew (Phongpaichit 

and Baker, 2001a: 85). 

Nidhiprabha (2003: 33) and Phongpaichit and Baker (1999: 194) claim the deregulation 

and capital account convertibility in 1991-93 – carried out in the context of over-

enthusiasm about Asia in the international financial markets – led to massive money 

inflows. In the absence of any policing of these inflows, a large proportion of the debt 

was denominated short-term (portfolio holdings and bank loans), and vulnerable to 

market sentiment. 

Stiglitz (2002) gives a detailed discussion of over how the financial liberalization 

destroyed the traditional Asian governance mechanism and brings instability to the local 

economy. He first stresses that the successful East Asia economies in the miracle year 

were due to the fact that they opened themselves to the outside world slowly and in a 

sequenced way, such that ―they dropped protective barriers carefully and systematically, 

phasing them out only when new jobs were created … ensured that there was capital 

available for new jobs and enterprise creation, and they even took an entrepreneurial role 

in promoting new enterprise‖ (Stiglitz, 2002: 60). Stiglitz (2002: 65) continued to discuss 
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the potential risks of liberalization, particularly the capital account liberalization, such 

that: 

 [C]apital market liberalization entails stripping away the regulation intended to 

control the flow of hot money in and out of the country – short term loans and 

contracts that are usually no more than bets on exchange rate movements … This 

speculative money cannot be used to … create jobs, and such money makes long-

term investment in a developing country less attractive … there is a further 

problem: a mismatch of incentives. With capital market liberalization, it is firms in 

a country‘s private sector that get to decide whether to borrow short-term fund from 

the American banks, but it is the government that mush accommodate itself, adding 

to its reserves if it wishes to maintain its prudential standing. 

In another comprehensive evaluation of the effects of capital account liberalization in 

developing countries, Stiglitz et al. (2006: 175) conclude that while capital account 

liberalization can bring developing countries more sources of funds, and increases the 

welfare of demotic investors by diversifying the risks through investing aboard, the main 

problem with capital account liberalization is: ―it brings instability‖, through market 

manipulation of capital flows including speculative flows, bank loans, portfolio flows and 

other financial derivatives.  

Capital market liberalization, according to Camdessus (1998), enhances the countries‘ 

economic stability by allowing more diversification of sources of funding. Stiglitz (2002: 

100) argues this makes no sense, and just to its contrary, it brings instability to Asia. 

Capital flows in Asia during a boom, exacerbating inflationary pressure and built up 

bubbles in the miracle years, then flowed out as the bankers ask for their money back, at 

the time the countries needed outside funds. Taking Thailand is an example, Stiglitz 
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(2002: 101) argues that speculative real estate lending by liberalization is a major source 

of economic instability: 

Before liberalisation, Thailand had severe limitations on the extent to which banks 

could lend for speculative real estate. It had imposed these limits because it was a 

poor country that wanted to grow, and it believed that investing the country‘s scarce 

capital in manufacturing would both create jobs and enhance growth. … The 

pattern is familiar: …as real estate prices rise, banks feel they can lend more on the 

basis of the collateral; as investors see prices going up, they want to get in on the 

game before it‘s too late – and the bankers give them the money to do it. Real estate 

developers see quick profits by putting up new buildings, until excess capacity 

results. The developers can‘t rent their space, they default on their loans, and the 

bubble bursts. 

Capital flows and panics 

Through the above discussions, it is obvious that the Asian economy can be affected by 

financial liberalization in a variety of ways, by undermining the economic stability in the 

traditional Asian model and contributing to high short-term indebtedness, the large capital 

flows associated with market sentiment and speculations posed more risks. As Stiglitz 

(2002: 94) argues, the crisis in Korea followed a pattern of sudden capital reverses due to 

a self-fulfilling panic and the crisis in Thailand was attributed to the speculations and 

large short-term debts. 

International comparisons show that the five crisis-affected countries received more 

capital inflows than other developing countries, especially in the previous two years 

leading up to the crisis (figure 3.5). The capital flowing to the five crisis-affected 

countries almost reached the level of that in the Western countries, peaking at 74.2 billion 
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US dollars in 1995, before a sudden reverse in absolute capital outflows in 1997. 

If one reviews the long history of attracting investments by the Asian economies (figure 

3.6), it is more obvious that in spite of the Asian governments‘ long effort to attract 

foreign investment starting in their initial development back in the 1970s, the real surge 

of capital inflows occurred in the 1990s, when East Asia had high savings rates and 

hardly needed additional funds, when it was already facing a daunting challenge in 

investing the savings well, and when it was fighting inflation and economic bubbles 

(Stiglitz, 2002: 67). The surge of capital inflows was reserved in 1997 for Indonesia and 

Thailand, and same thing happened to Korea a year later. 

The examination of the financial accounts gives a clue of the composition of capital 

flowing into the three worst-hit countries (figure 3.7). The net capital flows were divided 

into three categories – foreign direct investment (FDI), portfolio investment and other 

flows, which is primarily bank lending. In the three worst-hit countries, it was clear that 

the surge in capital flows in the 1990s was due to the large increase in portfolio 

investment and bank lending, both of which are short-term investments encouraged by 

the financial liberalization. The private capital flow trend reflects a clear speculative 

nature of the foreign investment in Asia – large amount of money flows in the years of 

1995 and 1996 and quickly flows out in the year of 1997 onward. For Korea, the foreign 

direct investment was roughly in balance throughout the last three decades and remains 

unchanged in 1998, while other investments show clear vulnerabilities in the crisis. All 

three types of capital flows were reversed to negative for Indonesia, indicating its 

changing role from a capital-importing country to capital-exporting country. This also
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justifies the previously discussed problem of the large amount short-term foreign 

exchange loans that was posed on Asian borrowers before the crisis. 

Lindgren et al. (1999: 9) conclude that the capital flows in the 1990s in Asia were 

encouraged by high economic growth, low inflation, relatively healthy fiscal 

performance, financial sector and capital account liberalization, integration into global 

capital markets, formal or informal exchange rate pegs, and various incentives created by 

the government. These conditions remained unchanged in 1997, yet the capital inflows 

and the good reputation of the Asian market seemed to disappear overnight. Figures of 

capital flow movement clearly show that capital outflows, comparing to the unaltered 

long Asian history of capital attractions, were too sudden and too quick. As Furman and 

Stiglitz (1998: 6) point out, ―In models that focus on vulnerability, it may not always be 

possible to explain the shocks.‖ 

The shock in capital flows is better explained by the self-fulfilling financial panic view, 

which is put forward first by Radelet and Sachs (1998), and elaborated on by Krugman 

(2008), Furman and Stiglitz (1998) and Stiglitz (2002). In this view, the crisis was created 

and accentuated by unforeseeable financial panic from different players in the market and 

the government. The crisis was triggered by the sudden reverse of capital flows that were 

affected by dramatic sentiment change of investors‘ expectation about the behaviour of 

other creditors, and this created a self-fulfilling (but individually rational) financial panic 

and liquidity crisis (Radelet and Sachs, 1998: 43). Joseph Stiglitz (1998: 94) describes the 

early unfolding of the Korean crisis as follows: 
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[W]hereas in the early days of its transformation it [the Korea] had tightly 

controlled its financial market, under pressure from the United States it had 

reluctantly allowed its firms to borrow abroad … the firms exposed themselves to 

the vagaries of the international market: in late 1997, rumors flashed through Wall 

Street that Korea was in trouble … Such rumors can be self-fulfilling prophecies … 

Quickly, the banks which such a short time earlier were so eager to lend money to 

Korean firms decided not to roll over their loans … their prophecy came true: 

Korea was in trouble. 

Wade and Veneroso (1998: 9) claim the Asian crisis was doomed by a process of 

―investment-in‖ and ―investment-out‖, such that: 

[O]ver the 1990s Western and Japanese banks and investment houses lent heavily to 

Asian companies, assuming fast growth (four times the OECD average) would 

continue, and consequently that exchange rates would remain stable … Meanwhile, 

Asian governments undertook radical financial deregulation, encouraged by the 

IMF, the OECD, and by Western governments, banks and firms. They removed or 

loosened controls on companies‘ foreign borrowings, abandoned coordination of 

borrowings and investments, and failed to strengthen bank supervision … When, 

later, foreign lenders began to worry about currency falls, they ―discovered‖ their 

heavy exposure to companies with debt/equity ratios far above their prudential 

limits. More exactly, they discovered the possibility that others might make a 

similar ―discovery‖, the aggregation of which would precipitate falls in the 

exchange rate – multiplying the loan burden and the risks of default. Hence they 

have tried in every way to call in their loans and not make new ones. 

The self-fulfilling panic view is contradicted to the orthodox view in two ways. First, it 

considers the financial crisis was primarily triggered by investors‘ confidence, rather than 

the domestic weaknesses maintained in the orthodox view. Even though the lack of 

confidence may depend on domestic weaknesses, it claims that the domestic weaknesses 
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are not new things and investors have noticed for a long time, yet they were still lending 

to Asian economies in the miracle years. Jagdish Bhagwati observes that the crisis-

affected Asian economies had nothing wrong with their economic fundamentals but it 

was panic that reversed the huge capital inflows and the only explanation for massive 

capital outflow in a short time was panic (Bhagwati, 1998b). 

Secondly, the panic view stresses that the Asian crisis was a liquidity crisis rather than a 

debt solvency crisis. After testing the relative strength of various risk indicators in 

predicting a financial crisis, Radelet and Sachs (1998) conclude that a high ratio of short-

term debt to short-term assets, private credit to GDP ratio, and capital inflow to GDP 

proved statistically very significant in explaining the probability of a financial crisis. On 

the other hand, the economic fundamental indicators, such as the current account to GDP 

ratio were weakly significant and real exchange rate overvaluation was insignificant. 

The liquidity crisis view was shared by some of the largest banks and financial 

institutions around the globe. The Financial Times article on the 30
th

 December 1997, 

with the title ―Global Bank‘s Reaction to South Korea crisis‖ reports that ― … The 

following statement was issued on behalf of Chase, Citibank, J.P. Morgan, Merrill Lynch, 

Banca Commerciale Italiana, Bank of Montreal, Bank of Tokyo-Mitsubishi, Deutsche 

Bank, First Chicago, HSBC Holding, Royal Bank of Canada, Société Générale and Swiss 

Bank Corporation … The institutions attending share the view that the Korean economy 

is strong and that the present situation is due to a liquidity squeeze‖.  

Radelet and Sachs (1998) argue the primary reason for a liquidity crisis is a problem of 
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collective action. International investors were acting collectively and they were following 

a ―herd‖ – that is, creditors act on the basis of the actions of other creditors, not on the 

basis of the debtor‘s fundamentals. Individual creditors probably do not sufficiently have 

and cannot therefore make, choices based on the evaluation of market information. Their 

actions were based on the forecast of other creditors‘ further actions, if he/she sees or 

feels other creditors would withdraw their money, a rational investor would follow. 

However, things seem to be rational to individuals are not irrational for the whole system. 

Winters (1998: 100) notes: 

The chain reaction was set in motion by currency traders and managers of large 

pools of portfolio capital who operate under intense competitive pressures that 

cause them to behave in a manner that is objectively rational and destructive for the 

whole system, especially for the countries involved, but subjectively both rational 

and necessary for any hope of individual survival. 

This ―herding‖ behaviour was very clear in both the investment boom period and the time 

of fleeing investment. Wade and Veneroso (1998: 9) note before the crisis, ―Investors 

ignored their own prudential limits on lending to companies with high debt/equity ratios, 

because everyone else was ignoring the limits and they each wanted to win business. 

International bankers have a powerful incentive to follow the herd, because the banker 

who does not make money where others are making it risks being seen as incompetent 

but does not suffer by making losses when everyone else is making losses too‖, and later 

when they ―discovered‖ things could go wrong and ―More exactly, they discovered the 

possibility that others might make a similar ‗discovery‘‖, they called in their loans one 

after another. 
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3.4 Conclusion 

In this chapter, two sides of the explanation of the financial crisis were examined, 

namely, the domestic-weakness view vis-à-vis the international capitalist instability view. 

Much evidence is found against the arguments of domestic weaknesses, especially the 

argument of crony capitalism and moral hazard, which cannot form a valid explanation 

for the crisis. However, the Asian development did form a high debt model in both 

banking and corporate sector, which is particularly vulnerable in an environment of 

increasingly opening to foreign capital market. 

There can be little doubt that the international financial markets and capital flows are 

inherently unstable, capable of creating boom and bust cycles and fluctuations in 

exchange rates and asset prices, which can lead to real economic crisis with far-reaching 

consequences. There is no limit to the damage that international finance can bring onto an 

economy. This potential threat is much greater for developing countries for obvious 

reasons and this was clearly underestimated in East Asia.  

Perhaps it is not possible to assign the exact proportion of responsibilities among 

international investors and the East Asian companies and governments for the financial 

crisis. However, one clear thing is that the successful Asian modern industrialization can 

be threatened by the way integration into the global economy is managed. This crisis 

shows the importance of conducting proper policies in managing integration and 

regulating capital flows. While the control and regulations can reduce some of the 

benefits of globalization and liberalization, it is not comparable to the domestic stability 

which is obviously the priority for economic policies. The perceptions of the cause of the 
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crisis would greatly affect one‘s opinion on the management of the crisis. To choose to 

believe one explanation of the crisis, over the other one, is a dangerous thing as it can 

lead to social miseries under a wrong way of dealing with the crisis, which is arguably 

done by the IMF. While the next chapter will discuss the IMF‘s remedy for the Asian 

crisis, the following work focus on the causes of the crisis. 
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Chapter 4 The IMF and its role in the Asian financial crisis 

4.1 Introduction 

Founded in 1944 at the Bretton Woods conference, the International Monetary Fund 

(IMF) was formed as an international effort to promote global economic stability; it 

would help its member countries to restore their balance-of-payments equilibrium under a 

gold-standard fixed-exchange ―Bretton Woods‖ system in the post-World War II period 

(Fritz-Krockow and Ramlogan, 2007; Copeland, 2005: 24). The Purposes of the 

International Monetary Fund are set out in Article 1 of its Articles of Agreement; they 

include: ―(i) To promote exchange stability, to maintain orderly exchange arrangements 

among its members … (v) providing them with opportunity to correct maladjustments in 

their balance of payments … (vi) lessen the degree of disequilibrium in the international 

balances of payments of members.‖ 

After the collapse of the Bretton Woods system in the 1970s, the economic agenda of the 

IMF has embraced its neoliberal interests to integrate and deregulate the market around 

the world. An important set of principles adopted by the IMF is the Washington 

Consensus that reflects the neoliberal ideas, and was formulated by economists at the 

World Bank, the U.S. Department of Treasury, and the IMF itself (Goldstein, 2007: 32). 

James Boughton (2002) – the official historian of the IMF, argues the power of IMF 

comes from the direct and indirect control it maintains over the granting of loans to 

governments experiencing balance of payment crises and having difficulty in serving 

foreign debts. Power is exercised through the conditions specified in stabilizing 
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adjustment programs that are imposed on to those countries that desperately need loans. 

Peet (2003: 101) also notes that since the 1970s, IMF conditionality has been based on an 

understanding of economies based on a version of neoliberal economics, or as Stiglitz 

(2002) calls it ―market fundamentalism‖. Boughton (2002) argues the increasingly free 

market nature of the conditionality attached to IMF loans has formed a ―silent revolution‖ 

in economy policy-making – a subtle but ultimately dramatic drift towards policies that 

are ―more corporative, outward oriented, and market friendly than before‖. 

The IMF has come under remarkable criticism in recent years (see, for example, Stiglitz, 

2002; Sachs, 1998). Critics of the IMF argue it failed to accomplish two of its most 

generic purposes: the promotion of a stable financial system and to help the nations in 

crisis to resolve their macroeconomic problems. Stiglitz (2002: 15) claims: 

A half century after its founding, it is clear that the IMF has failed in its mission … 

in spite of IMF‘s efforts … crises around the world have been more frequent and 

deeper … many of the policies that the IMF pushed, in particular, premature capital 

market liberalization, have contributed to global instability. 

There has been a string of crises along the liberalization process after the collapse of 

Bretton Woods system. Barry Eichengreen and Michael Bordo counted 95 crises in 

emerging market economies and a further 44 in high-income countries between 1973 and 

1997 and suggests that ―relative to the pre-1914 era of financial globalization, crises are 

twice as prevalent today‖ (Eichengreen, 2004: 18).  

Financial crises have been more frequent since the 1990s. There was the 1994–95 

Mexican ―tequila‖ crisis, the 1997–98 Asian financial crisis, the 1998–99 run on the 
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Brazilian real, the 1998-99 Russian ruble/Long-Term Credit (Long-Term Capital 

Management) crisis, the 2000 Turkish crisis, the 2001–02 meltdown of the Argentine 

economy, the 2002 attack on the Brazilian real, and the 2002 Uruguayan collapse. It has 

led to the argument that ―International debt crisis has become a defining feature of the 

contemporary world economy‖ (Dymski, 2003). 

The IMF incurs more criticisms for its way of dealing with financial crisis. The IMF‘s 

management of financial crisis has provoked high controversy in two aspects. First, 

critics argued that the IMF stresses too much on the neoliberal market reform and the 

policies imposed are excessively austere. Therefore, its rescue programme is not effective 

and may have aggravated the crisis. Secondly, the IMF strategy is regarded to serve 

primarily to bail out Western banks and other investors while leaving the workers and 

middle classes to bear the cost (Stiglitz, 2002; Sachs, 1998).  

The IMF‘s failure in dealing with crises has been repeatedly pointed out by many 

scholars, including the 1994 Mexico peso crisis, the Asia crisis in 1997, the Russia crisis 

in 1998 and the Argentina crisis in 2001 (McQuillan, 1999; Stiglitz, 2002; Meltzer, 1999; 

Krugman, 2003; Coffey and Riley, 2006). The criticisms of IMF programmes have raised 

concerns about dangers to the local economy and opportunities given away to foreign 

investors in the process of dealing with a crisis. To examine these problems, this chapter 

analyses the IMF‘s programme in a number of crises, with special stress on the 

consequences of the IMF programme in the Asian crisis. 



135 

4.2 The role of IMF in the financial crisis 

We have experienced a number of financial crises in the last two decades. First there was 

the Mexico peso crisis in 1994. For a number of scholars, Mexico was suffering from a 

liquidity crisis due to sudden shifts in international private capital flows by self-fulfilling 

panic, without any serious fundamental problems that could directly trigger the crisis (for 

example: Burton and Brown, 2009: 642). In return for a $17.8 billion loan from the IMF, 

however, the Mexican government had to implement a large stabilization program, 

including stringent fiscal and monetary policies that caused a serious recession and 

weakened the domestic financial system (Spero and Hart, 2006: 55), plus dramatic 

domestic deregulation and privatization combined with liberalization of trade and 

investment, that ―culminated in the North American Free Trade Agreement that entered 

into force in 1994.‖ (OECD, 2000: 19). The result of this was that ―Only three of the 

nineteen banks which were privatized … still have their same managements. Some were 

taken over by the government, while several were sold to foreign financial institutions 

from the United States, Britain, Canada and Spain. Foreign-controlled banks now [1998] 

account for nearly one third of bank assets‖ (Hale, 1998: 241-242). Moreover, Meltzer 

(1999) argues the IMF protected foreign banks and financial institutions by allowing 

them to avoid portfolio losses. Although many of the foreign commercial banks had made 

loans in 1994 at interest rates of 20% per annum or more, they were not required to bear 

the risk that they had assumed. The international bankers were spared, but the Mexican 

economy suffered a severe recession. 

In dealing with the 1997 Asian crisis, critics of the IMF bailout package argue that it had 
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prescribed a similar package to the 1994 Mexican peso crisis, including austere fiscal and 

monetary policies, high interest rates and promoting liberalization, privatization and 

market reform. The International Monetary Fund‘s (IMF) response to the Asian financial 

crisis has also incurred intense criticisms. ―All over Southeast Asia‖, noted by the New 

York Times, ―people are complaining that a cabal of heartless bureaucrats at an institution 

many have come to loathe – the International Monetary Fund – is worsening their 

economic misery … Rarely in its 52-year history has the fund been under such concerted 

attack from so many quarters.‖ (New York Times, 1998). More details of the IMF‘s 

program in the Asian crisis will be discussed in the next part. 

In August 1998, right after the Asian crisis, Russia found itself in trouble with an intense 

financial panic, and the ruble declined in real effective terms by more than 45 per cent 

from its July 1998 level (Stiglitz, 2002: 149). Although the underlying vulnerability of 

the economy was a problem which no investor could ignore, Buchs (1999) argues the 

Russian financial disaster was a typical example of crisis contagion. UNCTAD (1999a) 

notes that the Asian crisis led to a huge decline in world prices of commodity/raw 

materials, including oil, gas, metals etc. Russia, as a main exporter of raw materials, was 

seriously affected and in most danger of a crisis. ―Contagion from the global financial 

turmoil in 1998, and especially from the Russian crisis, was responsible for the growing 

financial and macroeconomic turbulence in a number of transition economies‖ 

(UNCTAD, 1999a: 14). Again, the IMF stepped in to help, and again, it failed. In the 

1998 US Congressional Record, David Malpass – the Deputy Assistant Secretary of State 

under President George H. W. Bush, points out that: 
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All Russia got was another IMF austerity program – a Russian commitment to 

shrink the economy further by squeesing taxes out of the energy companies, the 

country‘s lifeblood. Result: capital flight, a devastating betrayal of the ruble, a 

standstill on debt payments, and the likelihood of a cold winter for Russians as 

energy companies prepare to cut off cities and provinces that cannot pay their bills 

(US Congress, 1998: 19410). 

Apart from the austere fiscal policy, Stiglitz (2002: 148) points to a bad IMF policy that 

could put Russia deeper in debt. This is, because given the serious corruption in Russia 

and its overvalued currency, lending to Russia discourages the government‘s willingness 

to reform and the money would be diverted from the intended purpose to the pocket of 

corrupt officials. Moreover, supporting a clearly overvalued currency makes little sense 

and it is likely to fail. Therefore, the money was wasted and Russia was deeper in debt. 

Stiglitz (2002: 151) concludes that ―by lending Russia money for a doomed cause, IMF 

policies led Russia into deeper debt, with nothing to show for it. The cost of the mistake 

was not borne by the IMF officials who gave the loan, or America who had pushed for it, 

or the Western bankers and the oligarchs who benefited from the loan, but by the Russian 

taxpayer.‖ 

Argentina‘s economic policies during the 1990s were developed under the direction of 

the IMF and many of its economic policies were applauded and suggested as a model for 

other emerging markets (Mussa, 2004; MacEwan, 2002; Campodonico, 2002). 

Argentina‘s neoliberal economic model that has closely followed the Washington 

Consensus requirements – privatization of state enterprises, liberalization of foreign trade 

and investment, and tightened government fiscal and monetary policy. MacEwan (2002) 
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argues these neoliberal economic policies have received substantial support among the 

country‘s business elite, especially from those whose incomes derive from the financial 

sector and primary product exports. These groups have gained substantially, and officials 

in the Argentine government have been active in formulating and executing the policies 

with the series of loans given by the IMF, who had got the leverage to guide Argentine 

policymakers to increasingly adopt the Fund‘s conservative economic agenda. 

In the Argentina crisis in 2001, the IMF offered financial help to Argentina with the 

condition of maintaining the severe monetary policy and continuing to tighten the fiscal 

policy. With the economy in recession and tax revenues plummeting, the only way to 

balance the budget was to drastically cut government spending. President Fernando de la 

Rua and Economy Minister Domingo Cavallo decided to implement a ‗zero fiscal deficit‘ 

policy which was fully endorsed by the IMF, i.e., the government would permit no budget 

deficit (Campodonico, 2002). To carry out this policy, the government was both 

eliminating social programmes and reducing overall demand. As noted by Campodonico 

(2002), ―in a recessive context, the government targeted anything that moved: it trimmed 

retirement payments, increased all kinds of taxes and reduced the budget transfers to the 

provinces.‖ In mid-December, the government announced that it would cut the salaries of 

public employees by 20% and reduce pension payments (MacEwan, 2002). 

Argentine and IMF officials hoped that these cuts would reassure investors and allow 

interest rates to fall. However, investors saw the cuts as another sign that the country‘s 

crisis was worsening, and the bonds could only be sold at sharply higher interest rates. By 

the second quarter of 2001, Argentina‘s country risk was rising relative to that of other 
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―emerging markets‖ (Rodrik, 2003: 18) Doubts over Argentina‘s capacity to pay its debt 

led to skyrocketing interest rates in the international capital markets for new debt 

issuances. Argentina had to pay interest rates of over 14-16% in July 2001. The situation 

was clearly untenable. With interest rates so high, the possibility of default was virtually 

assured. After August 2001, the international capital markets simply did not accept any 

more debt issuances: the market was closed for Argentina, which meant that the budget 

deficit could no longer be financed by foreign capital, even at astronomical interest rates 

(Campodonico, 2002). 

In a report published by its independent evaluation office in 2004, the IMF itself admitted 

that its mistakes helped plunge Argentina deeper into trouble during the 2001 currency 

crisis. The IMF (2004: 65) concludes that: 

[I]n retrospect, the IMF‘s efforts at crisis management suffered from a serious 

weakness … the ultimate costs probably rose, as Argentina‘s credibility was lost, 

international reserves declined further, more public debt was forced on the banking 

sector and more deposits were withdrawn, and the country‘s debt to the IMF 

expanded against the background of falling output … The concentration of the 

IMF‘s own credit risk also increased. 

4.3 The IMF remedy in the Asian crisis 

The IMF-supported programme, approved in late 1997, focused exclusively on domestic 

weaknesses, including large scale financial sector restructuring, corporate governance, 

and capital account liberalization (Lane et al., 1999: 18; 2000: 58). The reason for these 

policies, as argued by Lindgren et al. (1999: 1) and Lane et al. (1999: 9), is that the IMF 

sees the origin of the Asian crisis rooted deeply in the domestic economies, including the 
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financial and corporate sector weaknesses and the macroeconomic vulnerabilities. More 

specifically, the financial weaknesses include the implicit guarantees on banks‘ liabilities, 

tight connections between banks and borrowing customers, lax regulatory frameworks, 

which all led to the poor quality of bank loans (Lane et al., 1999: 12). The corporate 

sector weaknesses include the high leverage, low profitability and poor corporate 

governance (Lindgren et al., 1999: 4). The macroeconomic problem is the fixed exchange 

rate regime that promotes capital inflows which helped fuel rapid credit expansion that 

led to asset price inflation and excessive risk taking (Lindgren et al., 1999: 9). As Hahnel 

(2000: n.pag) noted: 

IMF officials Michel Camdessus and Stanley Fischer were quick to explain that the 

afflicted economies had only themselves to blame. Crony capitalism, lack of 

transparency, accounting procedures not up to international standards and weak-

kneed politicians too quick to spend and too afraid to tax were the problems 

according to IMF and US Treasury Department officials. The fact that the afflicted 

economies had been held up as paragons of virtue and IMF/World Bank success 

stories only a year before, the fact that neoliberalism‘s only success story had been 

the Newly Industrialized Countries (NIC's) who were now in the tank, and the fact 

that the IMF and Treasury department story just didn‘t fit the facts since the 

afflicted economies were no more rife with crony capitalism, lack of transparency, 

and weak-willed politicians than dozens of other economies untouched by the Asian 

financial crisis, simply did not matter. 

In dealing with the ―structural‖ weaknesses, the IMF rescue program included a tight 

fiscal and monetary policy, including raising interest rates, cutting government spending, 

raising taxes, improving governance and reforming banking (Radelet and Sachs, 1998: 

51; Lindgren et al., 1999; IMF, 2000). These remedies incurred serious criticisms. 

http://en.wikipedia.org/wiki/Robin_Hahnel
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Contractionary fiscal and monetary policy 

The first problem was the tight fiscal and monetary policy that contributed to the deeper 

contraction of the local economy. Stiglitz (2002: 104) argues the IMF misjudged the East 

Asian crisis by using a ―standard‖ way of dealing with the financial crisis – tight fiscal 

and monetary policy and cutting excessive demand, as what was needed in the Latin 

American crisis. But the East Asian problem was not excess demand but insufficient 

demand. Stiglitz (2000) points out that one of the underlying causes of the earlier Latin 

American crisis had been excessive government spending. The long-term public sector 

budget deficits generated price inflation and trade deficits which led to overvalued 

currencies and flight of capital. The Asian crisis, however, reflected few characteristics of 

the earlier Latin America crisis. The government budgets were in substantial surplus, 

price inflation was moderate, saving rates were high and trade was in surplus (World 

Bank, 1998). 

Krugman (2008: 115) argues that, in the case of Asia, nobody but the IMF seemed to 

regard budget deficits as an important problem. According to the IMF, cutting 

government spending, raising taxes and conducting a tight fiscal policy was intended to 

avoid a large budget deficit. These crisis-hit countries, facing a downturn, were asked by 

the IMF to cut trade deficits, or even build a trade surplus. Stiglitz (2002: 107) argues this 

―might be logical if the central objective of a country‘s macroeconomic policy were to 

repay foreign creditors‖ since building up foreign reserves through trade surplus could be 

better able to pay back the loans. Krugman (2008: 115) argues that the contractionary 

fiscal and monetary policies have double negative effects: when the budget is met, it 
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worsens the recession by reducing demand; when it is not met, it feeds the market panic 

by implying things are out of control. Reading (1997) holds the similar view and argues 

that ―Fiscal retrenchment and monetary stringency have been prescribed to cut imports by 

forcing the economy into recession. Korea‘s problems of … liquidity crunch are to be 

made worse.‖ 

A conservative fiscal policy means IMF does not care so much about domestic 

employment rate, falling wages and the economic development, compared to the 

importance to ask Asian countries to cut spending and earn more foreign reserve to pay 

the foreign investors. There are fears that, by not making the foreign investors bear the 

cost of their misadventure, the IMF support encouraged their continuing irresponsibility. 

As pointed out by Norberg (2003: 179), constant crisis packages can prompt investors to 

take bigger risks than they otherwise would, because they know that if things get wrong, 

the IMF will jump in to save them. 

This also means that foreign investors did not bear any cost of their unsuccessful 

investments. Norberg (2003: 179) argues that from a liberal perspective, it does not make 

sense that taxpayers are forced to pay for the mistakes of speculators. A central canon of 

the capitalistic system, after all, is that unsuccessful investors must themselves bear the 

cost of their failure. Lauch Faircloth, republican Senator of North Carolina, argues that 

the IMF has ―privatized profits and socialized losses.‖ (Longman and Ahmad, 1998). Or, 

as Michel Camdessus states, the IMF has been ―too soft on lenders, too hard on people‖ 

(Stokes 1998, quoted in Robison et al, 2000). It is essential to ensure that those 

international investors who made poor or reckless investment decisions must bear the 
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cost and companies must be allowed to default and investors should take their losses. 

However, Reading (1997) points out it was the Asian labours that burdened the risks and 

the losses that would otherwise be on the Western bank‘s shoulders, given the situation 

that ―The IMF has stipulated that bad banks and over-committed chaebol must be 

allowed to fail. Their shareholders, depositors and employees must suffer.‖ 

Other critics argue that it is the IMF‘s promotion of financial liberalization that was the 

central problem to the Asian crisis and the IMF‘s strategy was misguided (Stiglitz, 2002). 

After the crisis, the IMF itself admitted the fiscal policy it imposed on East Asian 

countries was excessively austere. The IMF (1998: 25) recorded this in its ―Annual 

Report of the Executive Board‖ that ―some Directors questioned the need for significant 

tightening of fiscal policy since the Asian economies in crisis generally did not suffer 

from fiscal imbalances.‖ In another similar report, IMF (2000: 14) recognizes ―The 

recoveries in Korea, Malaysia, and Thailand were supported by expansionary fiscal and 

monetary policies, which contributed to a turnaround in domestic demand.‖ Lane et al., 

(1999) also noted that ―unlike the typical case in which the IMF‘s assistance is requested, 

these crises did not result mainly from the monetization of fiscal imbalances and only in 

Thailand were there substantial external current account imbalances.‖ 

Contradictory to the IMF‘s remedy, other scholars have advocated more expansionary 

policies to combat the inevitable slowdown in economic growth. As Jeffrey Sachs – the 

main proponent of this view put it, ―The region does not need wanton budget cutting, 

credit tightening and emergency bank closures. It needs stable or even slightly 

expansionary monetary and fiscal policies to counterbalance the decline in foreign loans‖ 
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(quoted in Bullard, Bello and Mallhotra, 1998). Therefore, he argues the IMF should do 

the opposite – an expansionary fiscal policy to stimulate the economy. 

High interest rate 

The second problem was the high interest rate. The IMF maintains that a significant rise 

in interest rates was necessary to restore market confidence, given the huge depreciations 

of local currency. As the former IMF‘s Managing Director – Stanley Fischer (1998: 104) 

argues: 

The first order of business was to restore confidence in the currencies. To achieve 

this, countries have to make their currencies more attractive, which require 

increasing interest rates temporarily-even if higher interest costs complicate the 

situation of weak banks and corporations. Once confidence is restored, interest rates 

can return to more normal levels. 

The IMF seems to defend its high interest rate policy based on two points: first, high 

interest rates make Asian currencies more attractive, therefore less capital outflows and 

restores exchange rates; and secondly, it helps restore market confidence. For both Korea 

and Thailand, figure 4.1 and figure 4.2 show the movement of daily exchange rates and 

the monthly lending interest rate, that is the interest rate that bank charged on the short- 

and medium-term financing loans of the private sector. In both countries, the interest rates 

were raised and maintained high and contrarily the exchange rates plunged. The IMF 

program clearly failed dramatically to restore the exchange rates in both countries. As 

Radelet and Sachs (1998) noted, exchange rates fall far below the target set in the 

program, despite the sharp increase in interest rates. 
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While the high interest hardly worked to restore the exchange rate, it brought serious 

consequences to the local economies. Given the high levels of indebtedness for East 

Asian companies, imposing high interest rates, was like ―signing a death warrant‖ for 

these companies (Stiglitz, 2002: 104). As has been discussed in chapter 3, the high 

corporate leverage, particularly in Korea, was documented by various authors and even 

by IMF itself. The rising high interest rates inevitably increased the burden of local 

companies to serve the foreign debt and put them in distress. Yet the IMF pushed high 

interest rates that exacerbated these problems. 

With more firms suffering bankruptcy, the banking sector was also weakened as the 

number of non-performing loans (NPLs) increased. The distressed financial and corporate 

sector, combined with the reduction in aggregate demand resulted by contractionary 

policies, contributed to a serious recession (Stiglitz, 2002: 110-111). Based on this point, 

Stiglitz (2002: 111) argues the rise in interest rates also did not restore market confidence, 

because international investors were convinced by their anticipation that the East Asian 

economies were getting into a recession, which could not inspire confidence and was also 

something that rising interest rates could not resolve. Therefore, high interest rates did not 

attract more capital into the country but made the recession worse and actually drove 

capital out of the East Asian economies. In spite of this the Fund continued to make its 

resources available (figure 4.1 and 4.2), official reserves fell sharply and exchange rates 

did not stop falling, as investors remained unconvinced about the debt serving capacity of 

the domestic firms and continued to ask for repayment of short-term loans (Radelet and 

Sachs, 1998). 
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Regarding the negative effects of the debt serving of domestic firms, the IMF argued it 

was still a better option than a failure to stabilize currencies, because most debts were 

foreign-currency dominated and recovery of currency value would be better than 

maintaining low interest rates to minimize insolvency (Sharma, 2003: 52). The later 

development of the crisis tells us that raising interest rates has little effects on saving the 

currency, and the countries were thus forced to lose on both accounts (Stiglitz, 2002: 

111).  

Market confidence 

The market confidence has to be taken seriously because the sudden shifts in ―market 

confidence‖ played a central role in triggering the crisis, and restoring the investors‘ 

confidence should be the top priority in curing the crisis (Radelet and Sachs, 1998; 

Marshall, 1998; Chang and Velasco, 1999). The importance of restoring market 

confidence is also included in the papers written by the IMF‘s own staff (Lane et al., 

1999; Lindgren et al., 1999; IMF, 2000). The IMF‘s perception is that the loss of market 

confidence is rooted in the domestic weaknesses. Therefore comprehensive ―structural‖ 

reforms were carried out, including closing insolvent banks and financial institutions, 

cutting off the link between government and businesses, and eliminating all other types of 

―crony capitalism‖, which were seen by the IMF as addressing the root causes of the 

crisis, were also deemed critical to restoring market confidence and the resumption of 

sustainable growth. 

Scholars argue that the IMF‘s directive to a dramatic ―structural‖ reform at the time of 

crisis without thinking of the consequences, caused panic and further weakening the 
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financial sector and destroyed faith in the economy. As a result, the IMF remedy hardly 

worked to restore market confidence (Krugman, 1998d; Sachs, 1999; Radelet and Sachs, 

1998). Sanger (1998, n.pag) found the Fund itself admitted its tactics in Indonesia 

worsened the market confidence, by saying: 

A confidential report by the International Monetary Fund on Indonesia‘s economic 

crisis acknowledges that an important element of the IMF‘s rescue strategy 

backfired, causing a bank panic that helped set off financial market declines in 

much of Asia … These closures, far from improving public confidence in the 

banking system, have instead set off a renewed ―flight to safety‖. Over two thirds of 

the country‘s (Indonesia‘s) banks were affected, and more than $2 billion was 

withdrawn from the banking system. 

Indeed, as argued by Sharma (2003: 52), there is compelling evidence in Indonesia that 

bank closures were carried out in an ad hoc manner, ignoring issues such as deposit 

insurance, therefore leading to panic withdrawals of funds and undermining investor 

confidence. 

Regarding the issue of restoring market confidence, the IMF stressed too much 

importance on the fundamentals, which hardly worked, while largely ignoring the 

financial panics which amplified by the ―herding‖ effects (Radelet and Sachs, 1998). As 

Krugman (1998b) notes, ―the real critique of the IMF, the one we should worry about, is 

the accusation that it failed to understand the panic element in the Asian crisis, and that it 

concentrated on disciplining countries when it should have concentrated instead on 

reassuring markets.‖ 

While the IMF seems to hold firmly about the relationship between sound economic 
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fundamentals and the market confidence, Woo (2000) found the change in the judgment 

of the Asian financial crisis by a well-known economist – Paul Krugman. In March 1998, 

Paul Krugman (1998b) posted on his website a well-documented record of his initial 

judgment about the crisis, which states that: 

Broadly speaking, I would say that there are two approaches to the Asian crisis …. 

One approach - which I would identify mainly with Harvard‘s Jeffrey Sachs - 

regards what happened to Asia as basically a modern, high-tech, multicultural 

version of a good old-fashioned financial panic … The important point to make 

here is that a panic need not be a punishment for your sins. In principle, at least, an 

economy can be ―fundamentally sound‖ - it can be doing more or less everything 

right - and yet be subjected to a devastating run started by nothing more than a self-

fulfilling rumor … OK, as you may have guessed, I don‘t buy that story … The 

story I believe … argues that the preconditions for that panic were created by bad 

policies in the years running up to the crisis. The crisis, in short, was a punishment 

for Asian sins, even if the punishment was disproportionate to the crime … What 

were these Asian sins? We hear a lot now about ―crony capitalism‖. It‘s a good 

phrase, and it certainly captures the spirit of what went on in much of Asia. The 

specific sin that pushed Asia to the brink was the problem of moral hazard in 

lending - mainly domestic lending. 

Following this domestic weakness view, Krugman (1998b) went on to defend the IMF 

policies, which were justified because the IMF was not a true lender-of-last-resort due to 

its limited financial capital, and because the IMF had little choice. Krugman (1998b) 

argues raising interest rates was the only way to support the currency once a country 

begins running out of foreign exchange reserves and lets free falling exchange rates give 

the risk of hyperinflation. 
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Then seven months later, in October 1998, Paul Krugman (1998d) (see also Krugman, 

1999b: 111) completely reversed his assessment of the crisis in an article entitled ―The 

Confidence Game: How Washington Worsened Asia‘s Crash‖, in which he states: 

When the Asian crisis struck, … countries were told to raise to raise interest rates, 

not cut them, in order to persuade some foreign investors to keep their money in 

place and thereby limit the exchange-rate plunge ... In effect, countries were told to 

forget about macroeconomic policy; instead of trying to prevent or even alleviate 

the looming slumps in their economies, they were told to follow policies that would 

actually deepen those slumps … (To understand the perverse macroeconomic 

policy stance) consider the situation from the point of view of those smart 

economists who are making policy in Washington. They find themselves dealing 

with economies whose hold on investor confidence is fragile…The overriding 

objective of policy must therefore be to mollify market sentiment. But, because 

crises can be self-fulfilling, sound economic policy is not sufficient to gain market 

confidence; one must cater to the perceptions, the prejudices, and the whims of the 

market. Or, rather, one must cater to what one hopes will be the perceptions of the 

market … In short, international economic policy ends up having very little to do 

with economics. It becomes an exercise in amateur psychology, which the IMF … 

and the Treasury Department try to convince countries to do things they hope will 

be perceived by the market as favorable. No wonder the economics textbooks went 

right out to the window as soon as the crisis hit … Unfortunately, the textbook 

issues do not go away….The perceived need to play the confidence game supersede 

the normal concerns of economic policy. It sounds pretty crazy, and it is. 

What led to Paul Krugman‘s change? In a September 1999 issue of ―Slate‖, Krugman 

(1999b) states: ―Where do I fit in? In the summer of 1998, I began to reconsider my own 

views about the crisis. The scope of global ―contagion‖ – the rapid spread of the crisis to 

countries with no real economic links to the original victim – convinced me that IMF 
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critics such as Jeffry Sachs were right in insisting that this was less a matter of economic 

fundamentals than it was a case of self-fulfilling prophecy, of market panic that, by 

causing a collapse of the real economy, ends up validating itself.‖ 

To the IMF, budget deficits, cronyism and corruption are obstacles to bringing back the 

market confidence. But what did the ―crony capitalism‖ have to do with the run on the 

Asian currencies? The closure of problematic banks and financial institutions before the 

crisis shows a positive attitude of the local government to address the domestic problems. 

To restore the market confidence, in addition to provide ―quick and sufficient‖ financial 

support, but more importantly, the IMF should reassure the market by confirming the 

determination of the governments‘ measures against cronyisms. Or it could persuade 

Japanese, European or American banks to offer emergency loans privately. Closing down 

a number of banks and financial institutions and blaming the domestic weaknesses in 

Asian economies publicly in the middle of a financial panic did not do any help to 

eliminate investors‘ worries about the East Asian market and could only encourage the 

capital outflows. As Bullard, Bello and Mallhotra (1998) conclude, the IMF-prescribed 

policies accelerated economic contraction, did not stabilize currencies and did not restore 

market confidence. 

To evaluate the IMF programme, it failed in three aspects. First, it saw the roots of the 

crisis in the domestic weaknesses, the ―structural‖ reform aimed at addressing the 

domestic weaknesses failed to restore the market confidence. Secondly, the tight fiscal 

and monetary policies depressed the economy and worsened the recession. Thirdly, the 

high interest rates did not convince investors to rollover their loans, while it increased the 
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debt service burden on the local firms, thereby socializing the cost of unsuccessful 

investments onto the local workers. However, this interpretation does not mean the IMF 

policies have not ―succeeded‖. The question is ―succeeded‖ to whom. The IMF policy 

serves the interest of transnational capitalist class to sell or redistribute public goods to 

private interests through privatization, deregulation of finance and trade and the 

liberalization of national economies and by allowing allegedly ―unfettered‖ foreign 

investment. Neoliberal policies implemented in the program and the establishment of 

capitalist Eat Asian economies provided the means of rhetoric for all sorts of enclosure – 

those critical components of Marx‘s primitive accumulation. These enclosures were 

accomplished by the privatization of the commons through the increased merger and 

acquisitions and foreign ownership. 

4.4 M&A and increasing foreign ownership 

Reading (1997) argues foreign lenders were the beneficiaries of the IMF bail-out 

program. US, Japanese and European banks were rescued from the losses they would face 

if Korea defaulted. In addition, Woo-Cumings (2003) argues the IMF conditions served 

the brokerage firms on Wall Street far better than the needs of Asian economies, because 

Americans demanded, and got, the right to establish bank subsidiaries and brokerage 

houses in the Korean market and the foreign ownership of publicly traded companies has 

been forced to increase to a large extent. Accounting in Korean firms is subject to 

international standards with requirements to submit to audits by internationally 

recognized firms, which means more business opportunities for the financial companies 

on Wall Street. Moreover, large scale financial and business sector restructuring and 
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―Other Structural Measures‖ in the Letter of Intent submitted to the IMF gave ―fire-sale‖ 

opportunities to buy the local assets (Krugman, 1998c). 

UNCTAD (2000a) notes cross-border M&As in South, East and South-East Asia reached 

an annual average of $20 billion during 1997-1999, compared to an average of $7 billion 

during the pre-crisis years of 1994-1996. The most significant increases occurred in the 

five crisis-hit countries. Their share of total cross-border M&As in developing Asia 

jumped to 68 per cent in 1998 compared to 19 per cent in 1996. Cross-border M&As in 

the five countries as a whole reached a record level of $15 billion in 1999. Cross-border 

M&A has become an important mode of entry in developing Asia (UNCTAD, 2000a: 52). 

The reason for the dramatic increase in M&As has been the liberalization policy towards 

foreign ownership and capital flow that was embedded in the restructuring program 

(Khatkhate, 1998; Bullard, Bello and Mallhotra, 1998). Foreign ownership limits were 

also liberalized in the financial sector as well as the corporate sector, with the belief that 

foreign financial service companies could help to finance the recapitalization and 

contribute to better risk diversification and a strengthening of overall credit and risk 

management systems (Goldstein, 1998). 

In Thailand, a series of liberalization policies precipitated the implementation of the 

Foreign Business Act on 4 March 2000, allowing foreign firms to hold up to 100 per cent 

equity in Thai banks, and 39 sectors were opened to increased foreign participation. This 

replaced the 1972 Alien Business Law which required a majority Thai ownership in every 

registered business in Thailand and the prohibition of even minority foreign ownership in 
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certain industries (World Bank, 2000a; Dixon, 2004; Bullard, Bello and Mallhotra, 1998). 

The liberalization program had far reaching effects on the Thai economy even after the 

crisis. Foreign ownership continued to increase and expand to the real-estate sector on 

October 1999, when up to 49% foreign ownership of real estate was permitted. This was 

further increased to 100% in March 2000 as part of a further amendment that allowed 

foreign ownership in a wide range of service and manufacturing sectors. The 1998 

reforms permitted the 25% of foreign ownership in the insurance sector, which was raised 

to 50% in 2004 (Dixon, 2004). 

Historically, the Korean government has been maintaining strict control over direct 

foreign investment, and has restricted foreign firms to minority ownership except in 

industries where Korean firms require extensive foreign assistance (Green, 1992). 

Following the IMF‘s recommendations in the crisis, Korea further liberalized FDI policy 

as a means to overcome the crisis as quickly as possible. The IMF‘s prescription required 

Korea to be less hostile and more receptive to FDI (Park and Kang, 2000). Korea‘s 

reform went as far as providing 100 per cent ownership to foreigners in previously 

restricted business areas and opened real estate, securities dealing and other financing 

business to foreign investors (ADB, 2001: 190). The liberalization program was intensive 

in the financial and business sectors, including the further opening of the financial sector 

to US banks and fund managers, opening domestic markets to cars and other key 

Japanese industrial goods, clearing the way for majority foreign ownership of South 

Korean companies and allowing foreign banks and financial institutions to set up wholly-

owned branches (Bullard, Bello and Mallhotra, 1998). The restrictions on foreign 

investors‘ access to domestic money market instruments and to the corporate bond market 
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were eliminated, while the restriction on foreign direct investment was greatly reduced 

(Kwon, 2004). Foreign ownership restrictions were removed for futures and options in 

July 1997, 3 months before the crisis and were also lifted for equities in May 1998 

(Ghysels and Seon, 2005). As a result, foreign ownership of Korean equities reached 76.6 

trillion won ($58.9 billion, 21.9 per cent of total market value) in December 1999 and 

increased to 87.7 trillion won ($67.5 billion, 29.7 per cent of total market value) by June 

2000 (Koo and Kiser, 2001). 

The Indonesian government had also been under pressure from the IMF to open new 

sectors of the economy to foreigners. The 1992 Banking Act was amended, opening the 

long-protected banking sector to foreign ownership (Martinez-Diaz, 2006: 405). The 

deregulation of the capital market included the relaxation of restrictions on foreign 

ownership of shares (Robison and Rosser, 1998). The Indonesian Letter of Intent, which 

was submitted to the IMF on May 14, 1999 states that ―there is no legal limit to foreign 

ownership in state-owned companies unless strategic or national security interests are 

involved‖. Later in the next Letter of Intent, submitted to IMF on July 22, 1999, records 

that ―We (Indonesian government) are also reviewing the feasibility of removing 

unnecessary impediments to the ownership of land and buildings, taking into account the 

experience of other countries.‖ 

4.5 Conclusion 

The IMF‘s involvement in a series of financial crises was sending a clear message – in 

the process of crisis management by the IMF, a heavier burden was put on the middle 

class and the poor in the crisis countries, while the international bankers and investors 
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benefited by avoiding bearing their costs, and some even profited from the higher interest 

rate payments. As Stiglitz (2000, n.pag) claims: 

[W]ere some of the IMF‘s harsh criticisms of East Asia intended to detract attention 

from the agency‘s own culpability? Most importantly, did America—and the IMF—

push policies because we, or they, believed the policies would help East Asia or 

because we believed they would benefit financial interests in the United States and 

the advanced industrial world? And, if we believed our policies were helping East 

Asia, where was the evidence? As a participant in these debates, I got to see the 

evidence. There was none. 

Moreover, when the crisis was over and the economy started to rebound in 2000, the 

World Bank (2000b: 7) argues it was the assertive structural adjustment that helped 

restore credit flows and boosted consumer and investor confidence. Similarly, Goldstein 

(2003: 370) argues Korea had regained market confidence with a ―good‖ start on 

structural reform. But the concrete truth is the East Asian countries were not even 

halfway in finishing the financial and corporate restructuring (Park, 2006: 224). With 

only an initial start on the systematic restructuring, it might lay down the foundation for a 

sustainable development for the future but it would certainly take years to become 

effective. It is, therefore, implausible to attribute the Asian recovery to the IMF 

restructuring reforms. As Stiglitz (2002: 121) argues: 

[T]o truly measure recovery, stabilization of exchange rate or interest rate is not 

enough. People do not live off exchange rates or interests rates. Workers care about 

jobs and wages … there is no true recovery until workers return to their jobs and 

wages are restored to pre-crisis levels. The very fact that the IMF focuses on 

financial variables, not on measure of real wages, unemployment, GDP, or broader 
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measures of welfare, is itself telling. 

It also needs to be noted that the East Asian economies played a very compliant part in 

the whole restructuring program – ―the US response to the crisis is to demand the right of 

absolute surveillance … the Thais, Indonesians and Koreans have to ‗open up their 

books‘ to show the IMF (backed by the US government) all their dealings and, of course, 

gain their approval in order to survive‖ (Caffentzis, 2005a: 22). According to Moore 

(2007: 120), this reflects the ―relationships of exploitation between actors in the driving 

seat of expansive ideologies and production and groups who operate within what become 

compliant zones for dominant nations‘ accumulation.‖ In this sense, the IMF program in 

Asia did not fail at all. As a leading international organization that stands for the interest 

of international capitalist class, the IMF successfully brought the East Asia to follow the 

capitalist norms to ensure the neoliberal/globalization works. This, as Caffentzis (2005a: 

173) points out that: 

[F]or neoliberal/globalization to ―work‖, the system must be global and the 

participating nations and corporations must follow the ―rules of trade‖ even when 

participation goes against their immediate self-interest. In a time of crisis, however, 

there is a great temptation for many participants to drop out of or bend the rules of 

the game, especially if they perceive themselves to be chronic losers. What force is 

going to keep the recalcitrants … from proliferating? Up until the 1997 ―Asian 

Financial Crisis‖ most of the heavy work of control was done by the IMF and 

World Bank through the power of money, but since then it is becoming clear that 

there are countries that will not be controlled by structural adjustment programs 

(SAPs) and the fear of being exiled from the world credit market if they do not 

follow the instructions of the IMF and the World Bank. 
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The neoliberal promoters involved in the Asian crisis, including the World Bank and the 

IMF drive international aid programs and constitute the international push toward the 

selling or redistribution of public goods to private interests. They did so by promoting the 

deregulation of finance and trade and the liberalization of national economies and by 

allowing allegedly ―unfettered‖ foreign investment. Opening up the Asian economies and 

societies to unregulated investment involves removing other technologies of control, such 

as the curbing or dismantling of labour unions, the deregulation of industry and 

agriculture, and resource extraction and the loosening of restrictions of financial 

transactions, so as to enable ―market relations‖ to determine the direction of change. The 

effects of these change significantly reduces the state protections of labours, resources 

and environments. 
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Chapter 5 FDI and the crisis I: commodity effect 

5.1 Introduction 

Foreign direct investment (FDI) has been one of the defining features of the world 

economy over the second half of 1990s. The FDI trend has been driven by technological 

and political change, evolving corporate strategies towards a more global focus and major 

policy reform in individual countries. Since 1990s, liberalization and modernization have 

taken place in many developing countries, including deregulation, Openness, 

demonopolization, privatization and the reduction and simplication of tariffs (OECD, 

2002: 47). As an integral part of this process most developing counties are competing to 

attract multinational corporations (MNCs) by pursing a more liberalized regime for FDI. 

As a result, more and more firms in various industries are now expanding abroad through 

direct investment from all over the world (UNCTAD, 1998b; 1999b). 

Southeast Asian economies have been among the most open in the developing world to 

foreign investment, and after overtaking Latin America and the Caribbean in 1986, the 

region became the largest recipient of foreign direct investment among developing 

regions (UNCTAD, 1992: 22; Thomsen, 1999; World Bank, 1993). Asia accounts for 

nearly a half of the total developing country FDI stock in 1995 and 65 per cent of total 

developing-country FDI inflows (US$ 65 billion) in 1996 (UNCTAD, 1996: 51). Over 

the last three decades, the region accounted for over half of flows into developing 

countries and about one fifth of the total world FDI inflows (figure 5.1). 

During the Asian financial crisis, the FDI inflows to the region remained stable 
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(UNCTAD, 1998b: 240; 1999b: 162), even under the severe impact of the Asian crisis on 

local economy (figure 5.3). For the East Asian region as a whole, the GDP growth rate 

fell sharply from 7.3% in 1997 to 2.3% in 1998. The regional shifts in GDP of 10 per cent 

or more in one year are very severe compared to the long-standing trends. However, the 

growth rate for countries in the region had all been decreasing dramatically in 1997, 

including Malaysia which fell by 15%, Thailand by 9%, Philippines by 6%, Indonesia by 

18% and South Korea by 12%. 

Given the large crisis impact on the local economy, this has raised the concern of losing 

state power and the increasing control of foreign capital over domestic labour and 

economy. Malaysian Prime Minister Mahathir Mohammed, the region‘s most vociferous 

critic of the West, adamantly refused IMF assistance, vowing that he would never permit 

Malaysia to be economically colonized: ―the Fund‘s condition is to open up the economy 

by 100 per cent … If Malaysia allowed this, the locals would merely be employees (of 

Western companies), which is equivalent to a new form of colonilisation‖ (cited in Singh, 

2005: 209). 

This chapter and the next examine the crisis impact on local labour and economy. 

Differing from the existing literature, it examines these problems through looking at the 

control power of FDI money in the crisis. While the next chapter deals with the effects of 

crisis on local labours and the subsequent FDI controlling over labour, this chapter 

focuses on the crisis impact on local economy and FDI controlling over local economy: 

first, the chapter explains the concerns of stable FDI in the crisis through explaining the 

nature of the FDI inflows to Asia; secondly, it examines the impact of the crisis on local
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currency values and commodity and land prices; thirdly, it considers mergers and 

acquisitions as a form of FDI and national resistance, adding more evidence to explain 

the FDI flows. The analysis in the following three chapters stresses on how the crisis can 

be a danger to the local workers and economy, and an opportunity to international 

capitalists. 

5.2 The nature of FDI flows to Asia 

Through examining the FDI flowing to Asian countries during the crisis, most studies 

conclude that FDI is a relatively stable source of capital (Athukorala, 2003; Lipsey, 2001; 

UNCTAD, 1998b: 240; 1999b: 162; 2000a: 165; Thomsen, 1999). This is confirmed in 

figure 5.5, showing the FDI inflows to the three worst-hit countries during the 1990s. 

During the crisis time in 1997-98, FDI flowing to Thailand and Korea started its strong 

growth trend in 1997 when local currency depreciated dramatically and a lot of foreign 

investors fled out of the these crisis-hit countries. The decreasing FDI to Indonesia is 

regarded as largely associated with the concerns about the political instabilities and social 

unrest by foreign investors (Hew, 2002: 37; Soegijoko and Kusbiantoro, 2001: 344). This 

led to the seeking for answers to explain the dramatic FDI inflows at the crisis time and 

its effects on the domestic economy. The question is: what factors, that were brought with 

the crisis, led the FDI to remain stable? 

One explanation of the stable FDI is to compare it with other type of capital flows, such 

that ―FDI was thus much less volatile than portfolio capital flows and commercial 

lending, both of which declined sharply in 1997, no doubt because it generally represents 

long-term interests in its host economies‖ (UNCTAD, 1998b: 198). This argument is 
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confirmed in figure 5.4. Regarding the five crisis-affected countries as a whole, the figure 

divides net capital flows into FDI, portfolio investment and other flows, which is 

primarily bank lending. The divergence in trends among different types of capital is 

immediately apparent after 1997. The net FDI flow had been stable, with only a moderate 

decrease from US$ 12.5 billion in 1997 to US$ 11.9 billion in 1998. On the other hand, 

net bank lending and portfolio investments had been reversed to negative values after 

1997 and 1998, falling from US$ 34.9 billion in 1996 to a negative value of US$ 19.2 

billion in 1997 and from US$ 16.6 billion in 1997 to a negative value of US$ 3.4 billion 

in 1998 respectively (figure 5.4). FDI has indeed proven to be less sensitive to crisis 

compared to other type of capital flows. 

Another explanation focuses on the long-term nature of FDI. According to UNCTAD 

(1998a: 1; 1998b: 198), FDI is based on long-term consideration and represents long-term 

interests in its host economies, so as long as a positive evaluation of overall economic 

conditions in the host country exists, the companies will not alter their direct investment 

to that country. The problem with this explanation is that it is not clear as to how bad an 

economic situation must be, so the FDI inflows can be reversed. 

The comparison between the Asian crisis and the Great Depression shows more about the 

severity of the Asian crisis (table 5.1). The US real GDP fell by 27 per cent, from $977 

billion in 1929 to $716 billion in 1933 (constant GDP in billions of 2005 dollars, U.S. 

Bureau of Economic Analysis online). In other industrial countries that were affected by 

the global recession in the 1930s, Germany‘s real GDP fell by 20 per cent and industrial 

production by 41%. In France real GDP fell by 16 per cent and industrial production by 
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25.6%, and in the UK real GDP fell by 6 per cent and industrial production by 11.4%. For 

most of the Asian crisis-affected countries, they experienced a reduction in economic 

activity more than that of the UK and about equal to the level of France in the Great 

Depression. In the Philippines, the reduction in industrial production was more than that 

in France and about twice the reduction in UK. Even though the comparison of only one 

indicator (the GDP) does not reflect the whole story, it is clear that most Asian countries 

experienced a crisis with a severity close to the Great Depression. The FDI has proven to 

be resilient in the Asian crisis with the severity comparable to the Great Depression. It is 

clear that the East Asian economies were experiencing a crisis as severe as the Great 

Depression, which did not alter the FDI, not at least in South Korea and Thailand. 

To find out the fundamental reason for a stable FDI to Asia, let us consider the case of 

China. The regional distribution of FDI inflows (figure 5.2) shows that almost all the FDI 

flowing into Asia was absorbed in the newly industrialized countries in the 1980s, 

including the first-tier newly industrializing economies (South Korea, Taiwan, Hong 

Kong and Singapore) and the second-tier newly industrializing economies (Indonesia, 

Malaysia, Thailand). The spectacular rise of China as a host for foreign investment in the 

1990s was considered as a threat to its neighbouring countries and pushed other newly 

industrializing Asian countries to further liberalize trade and investment policies to 

maintain their attractiveness to FDIs (Thomsen, 1999). However, their efforts could not 

stop China‘s emergence as the largest FDI recipient in the region. UNCTAD (1993: 47) 

argues the principle reasons for the increase in inflows to China are the same as those for 

many countries in the region as a whole, including rapid economic growth, low 

production costs, a large domestic market and rising personal incomes. The report 
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continues to point out that the rising labour cost in these newly industrializing countries 

had led some MNCs to relocate their production in China, where production cost were 

lower. In the next year‘s World Investment Report, UNCTAD (1994: 67) adds that capital 

flows to the NIEs are decreasing due to their rising labour costs, since the loss of cost 

advantage in these economies (NIEs) had induced foreign companies to shift labour-

intensive production to other Asian countries with lower wages such as China and India. 

Moreover, after China had been receiving dramatically increasing of FDI for two 

decades, it faced the same problem: ―The increase is the strongest sign yet that labour 

costs are soaring in China‘s biggest manufacturing centres and that consumers in other 

countries may eventually be forced to pay more for a wide range of goods that are made 

here‖ (New York Times, 2010a) and that ―the effects of rising labour costs will vary by 

industry, perhaps with lower-valued goods like garments being forced to move to western 

China or even to Vietnam and Bangladesh‖ (New York Times, 2010b). 

These arguments are clearly sending the message that efficiency-seeking MNCs are 

moving around the globe to find a place that has a cost advantage, which basically means 

a lower wage level and cheaper materials and other business costs. The cost advantage is 

exactly what these MNCs are focused on and also exactly what a financial crisis can give 

them, through its enormous effects on local economy to lower the cost of production. As 

UNCTAD (1998a: 3) argues: 

One reason why inflows of FDI to the crisis-affected countries could be expected to 

increase in the short and medium term is the decrease in the costs, for all firms, of 

establishing and expanding production facilities in these countries. The decrease is 
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the result of exchange rate depreciations, lower property prices and more company 

assets offered for sale, given the heavy indebtedness of domestic firms and their 

reduced access to liquidity. Companies wishing to establish a presence in the region 

or seeking to increase the scale of their existing operations may see in the crisis an 

opportunity for doing so, especially if they react quickly, before recovery starts and 

the prices of assets and other productive resources rise again. There is some 

evidence that this may be taking place: in Thailand, for example, according to 

preliminary data, there were large increases in actual FDI flows into a number of 

industries during the second half of 1997 and the first quarter of 1998. 

If the fundamental reason for FDI inflows to Asia is due to its cheap labour and resources, 

this gives many implications to explain the stable FDI at the time of a crisis. It is 

therefore, necessary to examine the crisis impact on local economy, to determine whether 

the dramatically lowered cost of production and labour encouraged foreign investors to 

continue expanding their investments, even in a financial crisis. Meanwhile, the dramatic 

FDI inflows led to a concern of its controlling power over the local labour and resources, 

therefore the risk of labour exploitation and the local wealth being unfairly extracted. 

5.3 Currency devaluation effects 

Thomsen (1999) argues the ASEAN5 countries, most of which are second-tier countries, 

have been major recipients of foreign direct investment since 1980s, due to the fact that 

firms from Japan and first-tier newly industrializing economies were looking for 

production bases abroad to escape appreciating home currencies. It means an enlarged 

exchange rate differentiation can inspire more FDI inflows. In the Asian crisis, this 

enlarged currency differentiation is the result of the dramatic currency devaluation. 

The most dramatic effect of the crisis is the huge devaluation of local currency (figure 
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5.6). The crisis first erupted in Thailand in 1997 and soon spread to Malaysia, Korea and 

other Asian countries. Malaysia and Indonesia caught the contagion very quickly. Their 

currency started to depreciate at almost the same time as Thailand in July 1997. Two 

months later the regional currency depreciation spread to Korea. All the countries 

depicted in the figure reached their lowest currency level in January 1998 and stated to 

bounce in the following month. From July 1997 to January 1998, currency depreciation 

reached 41.7% for Malaysia, 43.8% for Thailand, 47.6% for South Korea and the largest 

depreciation was Indonesia Rupiah by 74.1%. 

The huge local currency devaluation had important implications on FDI. Figure 5.7 and 

figure 5.8 depict a detailed view on FDI inflows to Thailand and Korea during the crisis 

time and FDI inflows have been presented in both US dollars and local currency for a 

comparison. Using an index figure (1997Q1=100), the FDI, measured in US dollars and 

local currency, was at the same level and stayed this way until the crisis.  

However, it soon separated apart in the time of the crisis and the FDI in local currency 

terms (real lines) went above that in the US dollar terms (dotted lines) by a large extent. 

The gap between FDI measured in two different currencies emerged in the second quarter 

of 1997 in Thailand and quickly enlarged. The same thing happened in Korea later in the 

third quarter of 1997, when these countries started to suffer from the crisis. Since this 

point, the FDI measured in local currency has been well above that in US dollar terms all 

the way to the end of 2000. 

The huge local currency depreciations can favour the FDI inflows as it leads to amplified 
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effects on FDI money flowing to these crisis-hit countries. More specifically, when the 

FDI money in US dollars arrive the local market and converted into local currency, these 

FDI money in US dollar unit have been amplified in terms of local currency, so that FDI 

inflows measured in local currency would be cushioned when it decreases in the measure 

of US dollars and actually enlarged for several times when it increases in US dollar unit. 

FDI money measured only in US dollar units during crisis time is underestimated if one 

takes currency devaluation into consideration. For example, from the second quarter of 

1997 to the first quarter of 1998, investment to Thailand increased by 28 per cent in US 

dollar terms, while in the local currency terms it increased by 133 per cent (figure 5.7). 

This is more obvious in the case of Korea. Investment to Korea was rising by 314 per 

cent in US dollars from 1997Q3 to the end of 1998, and the very same amount of FDI 

money became a 489 per cent increase if measured in Korea won (figure 5.8). 

The huge currency devaluation gives foreign investors a motivation to stay in the crisis-

hit countries, as their investment in US dollars would be amplified on the local market. In 

the case of Korea and Thailand, FDI increased even in the middle of the crisis and 

reached a peak at the end of 1998, implying that somehow investors thought the crisis 

was an even better time to invest in Korea and Thailand than the pre-crisis economic 

conditions. 

5.4 The commodity sector 

As noted by UNCTAD (2000a), the Asian crisis had an indisputably negative impact on 

the world market and together with the worst recession in Japan, brought a dramatically 

decrease in the prices of raw materials and commodities. The world prices for raw 
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materials and commodities dropped to levels equal to those of 1992/93, the lowest point 

of the decade, and even as low as those of 1986. In real terms, prices were close to their 

levels of the depression years between the two world wars. 

The slowing down of economic activity and domestic demand led to a drop in production 

in of all the crisis-affected countries in 1998 (table 5.2). In 1996, prior to the onset of the 

crisis, all these six countries performed well, including those that were most affected by 

the subsequent crisis. The initial impact on industry in 1997 was not serious. Two of the 

six countries, namely, Indonesia and Thailand, who were also the hardest-hit countries, 

had a negative growth rate. The remaining countries still managed to maintain positive 

production growth rate. Although the crisis took place in 1997, the most serious effects 

on industrial production throughout the region were felt in 1998, when all the six East 

Asian countries experienced negative growth. Industrial production dropped significantly 

in Indonesia, Malaysia, and the Philippines, by 14.5%, 14.7% and 18.9% respectively. 

Korea dropped by 6.4%, in spite of the existence of a stronger industrial base compared 

to other crisis-affected countries, except probably Singapore. Obviously, all the crisis-hit 

countries were plunged into serious recession in their economic activities. 

Falling demand and declining industrial production not only affected the Asian workers, 

but also created intense downward pressure on the prices of nearly all the commodities on 

the domestic market, ranging from almost all raw materials to manufacturing products 

(UNCTAD, 2000a; OECD, 1999b). The Rexecode-Cyclope indicator (which measures 

the World raw materials prices) shows a fall of 24.75% for the year of 1998, and the 
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average annual price changes for practically all products show a downturn in 1998 

(UNCTAD, 2000a: 25). Petroleum consumption fell by 3 per cent in Japan, and by 15 per 

cent in Korea, while consumption of other primary commodities such as copper and 

aluminium registered double-digit declines in both countries, as well as in other Asian 

commodity importers, as infrastructure investment was sharply curtailed (IMF, 1999: 54). 

Demand for construction materials fell dramatically in 1998, due to slowed, postponed or 

cancelled investments in new facilities and public projects. Production of key 

construction materials fell by 20% to 41% in Thailand, 30 in Malaysia and 41% in Korea 

(OECD, 1999b: 41). 

The downward pressure of falling demand led to a depression in industrial raw material 

prices in the Asian region (table 5.3). Rubber is one of the most important sources of 

export revenue in most of the crisis hit countries. Its price, however, dropped by nearly 

30% in Malaysia and Thailand in 1998. Natural rubber is grown mostly in South-East 

Asia, which today accounts for about 92% of world production. The six leading 

producers – Thailand, Indonesia, Malaysia, India, China and Vietnam – account for 

around 88% of both world production and total exports (UNCTAD, 2004). Among them, 

the four crisis-affected countries – Thailand, Indonesia, Vietnam and Malaysia account 

for 80 per cent of world exports of rubbers (FAO, 2003). 

UNCTAD (2004) noted that natural rubber provides a livelihood for a large proportion of 

the Asian rubber exporting countries‘ population, including smallholders, estate workers 

and their families. For instance, around 70% of Indonesia‘s rubber and 86% of Malaysia‘s 

are produced by smallholders cultivating, on average, one to two hectares. The sharp drop 
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in rubber prices would inevitably affect these people to a large extent. 

The crisis did not just affect the price of primary commodities on the domestic market. It 

drove down the price on a global scale. Quoting the prices on London Metal Exchange 

(LME), the report of ―World Commodity Survey 1990-2000‖ by UNCTAD (2000b) 

offers a detailed description on the crisis impact on world metal and energy prices and 

falling production. In the metal production sector, measuring from the point of September 

1997, when the Asian crisis began to have an impact in the market, zinc prices fell by 

47%, nickel prices fell by 46%, aluminium lost 21%, lead prices fell  by 17%, tin prices 

fell by 5%. These losses took the major metals overall to 11-year lows. The contagion 

effects of Asian crisis led to a drop of global demand in Asia, Russia and Latin America 

(particularly in Brazil). As a result, the global market was under a cloud of surplus: 400 

thousand tonnes for aluminium, 350 thousands tones for copper, 25 thousand tonnes of 

nickel, 45 thousand tons of lead, 50 thousand tonnes of zinc. Falling prices and stock 

surpluses led to a noticeable capacity reduction by the producers in mining and refinery 

industry. For example, some 300 thousand tonnes of copper production capacity were 

withdrawn for the market and 50 thousand tonnes of nickel production were cut between 

September 1997 and the end of 1998. The prices of various specialty steels fell by great 

degrees in 1998 (e.g. 35% fall in Russia) and world production was down by 2.5% in 

1998 which is the first decline for a decade (UNCTAD, 2000b). 

Manufacturing production was reduced as a result of a slowing down of domestic demand 

and the financial crisis, accompanied by a dramatic downturn in prices of commoditized 

industrial products. The statistical model by Timmer and Szirmai (1997) shows that 
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manufacturing was one of the most important sources of total economic growth in Asia, 

particularly for Korea, Indonesia, Japan and China. In the crisis-hit countries, 

manufacturing production was growing at around 10% annually before the crisis, except 

for the Philippines (figure 5.9). More specifically, the annual average manufacturing 

production from 1990 to 1997 was 10.8% for Indonesia, 13.1 for Malaysia, 9.3 for 

Thailand and for Korea (World Bank, 1991; 1999b). In 1998, however, the positive 

growth rates of manufacturing sectors in all the crisis-hit countries were reversed to 

negative figures. Manufacturing production started to fall in 1997 for Korea and 

Thailand, and later in 1998 for Indonesia, Malaysia and the Philippines. Indonesia and 

Malaysia experienced the largest manufacturing slump – a net change of 23 per cent. 

The Asian crisis and the subsequent collapse of the markets in Japan and the emerging 

economies of Asia led to a downturn in world commoditized industrial products, which 

fell by 14% in 1998 (UNCTAD, 2000a: 309). To the contrary, the local price of industrial 

products in the crisis-hit countries shows a different picture. The prices, measured in local 

currency, were increasing dramatically with serious inflation in 1998 (figure 5.10). The 

sharp increase in the general price level is obvious in Indonesia in 1998 and the 

increasing trend was slowed down in 1999. Other crisis-affected countries followed the 

same trend but to a lesser extent. This is in accordance to the inflation rate. 

However, when local prices are measured in US dollars, the price of most industrial 

products went down as a result of the depreciation of local currency. Calculations based 

the local price index and exchange rate index show a general decreasing trend of the unit 

price of these products over the crisis period for Korea (figure 5.11). It clearly
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demonstrates the uninterrupted fall in US dollar market price from the third quarter of 

1997 to the first quarter of 1998. The average change of the prices for the listed products 

is 40 per cent in the period. The effects of huge currency devaluation on local prices give 

the foreign investors an unexpected benefit over the local people who are suffering from 

the rising price. This would surely give foreign investors armed with US dollars a 

comparative advantage in terms of purchasing power of the FDI money. 

5.5 The land 

The crisis had a substantial effect on the real estate sector around Asia. The comparison 

of urban land prices before and after the crisis shows Korea experienced the largest drop 

in prices of all kinds of land use in the region. To a lesser extent, similar behaviour in 

land prices is shown in Thailand and Indonesia. The crisis also affected the land prices in 

Japan and Hong Kong, while China experienced an increase in land prices (table 5.4). 

The sharp fall in land and property prices in the crisis-hit countries has been noticed by a 

number of authors (for example Raftery and Anson, 2004; Tse, 2000: 167). The property 

market in Korea was struck particularly hard by the crisis. The largest fall in the price of 

the industrial land in Korea occurred in the first quarter of 1998. Monthly changes of 

industrial land price show that it dropped from 1604 US$ per square mile in November 

1997 to 490 US$ in May 1998, or by almost 70 per cent (table 5.4). The industrial land 

includes the land used for warehouses, factories, trade units, distribution centres, business 

units, and so on. The sharp fall in industrial land price greatly reduced the cost of 

production. In addition to the large drop in land and property prices, rent for offices 

showed the same behaviour and the price for renting in the bigger cities dropped even 
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more (Raftery and Anson, 2004: 400). 

Data from official sources gives clear evidence about a sharp drop in the land prices in 

Korea and Thailand (figure 5.12 and figure 5.13). Overall, Korean land prices decreased 

by 10.6 per cent in the crisis and the land growth rate dropped from an annual average of 

0.2 per cent before the crisis to a negative value of 9.5 per cent in the second quarter of 

1998, following a quick recovery in 1999 and 2000. 

The change of land price in Thailand is a bit more unstable compared to that in Korea. 

The land price was fluctuating before the crisis, but still, a clear drop appears in the 

second quarter of 1998 and it was continuously decreasing into the middle of 1999. The 

overall decrease in land price was 35.1 per cent from 1997Q1 to 1999Q2 (figure 5.13). 

While the sharp drop in land prices would certainly give investors more purchasing 

power, it is important to determine if the land price had been pushed down to the ―fire 

sale‖ price, which is below its equilibrium long-term prices (Krugman, 1998c). In one 

view, the sharp drop in land price is regarded as the bursting of the asset bubble, which 

was contributed to by excessive exposure to the banking sector. Excessive bank lending 

to the real estate sector has been noted as an explanation of the Asian financial crisis. It is 

also regarded as attributing to the asset bubbles in Asian land market before the crisis. 

Therefore, when the bubbles burst in the crisis, the land price was restored to their long- 

term equivalent value. Authors holding this view include Sachs and Woo (2000), Koh et 

al. (2005) and Renaud (2000). 

However, Glick (1999: 50) argues that because the repayment schedule at the time of 
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rising asset prices could only be fulfilled by selling assets at the time of the crisis, large 

amounts of highly leveraged Asian companies had no choice but to give their collateral. 

When land is used as collateral, the large amount of land on sale would further reduce the 

collateral value of land. This gives the idea that the initial drop in land prices might be 

due to the bursting of the asset bubble, but the further drop in land price can be attributed 

to the ―dumping‖ sale of land, given the large amounts of highly-levered and credit-

constrained firms in the crisis. Therefore, the land price could be driven to its ―fire sale‖ 

price. The quick recovery in land prices in Korea (figure 5.12) also demonstrates the land 

price in the crisis was obviously not in its long-term equilibrium prices. The dramatic fall 

in US dollar prices for both commodity and land would inevitably lower the cost for 

production and increase the purchasing power of the FDI money flowing to Asia during 

the crisis time. 

5.6 M&A as a form of FDI 

After the Asian financial crisis, the majority of FDI into Asia took the form of ―mergers 

and acquisitions‖ (UNCTAD, 2000a). Ross, Westerfield and Jaffe (1996) suggest a 

merger refers to the absorption of one firm by another. The acquiring firm retains its 

name and its identity, and it acquires all of the assets and liabilities of the acquired firm. 

After a merger, the acquired firm ceases to exist as a separate business entity. Romanek 

and Krus (2002) indicate that although the term merger and consolidation are sometimes 

used interchangeably, a merger differs from a consolidation, in which the original 

companies cease to exist and their stockholders become stockholders in the new 

company. Consolidation means a business combination whereby two or more companies
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join to form an entirely new company. All of the combining companies are dissolved and 

only the new company continues to operate. Aaronovitch and Sawyer (1975:129) stress 

that ―Definitions of merger activity touch the sensitive point of the relation between 

ownership and control. Merger activity could be broadly defined as all activities which 

result in either a transfer of control of a firm‘s resources to a controlling centre outside 

that firm, or the pooling of control hitherto exercised separately by independent firms.‖ 

However, an ―acquisition‖ or takeover can be described as the process by which a 

company behaves like a hunter and pursues another firm, with the aggressive intention to 

take over it. The term acquisition means the full transfer of all the elements of a company 

to another, after the announcement of a public offer. The company that buys the other 

firm has the majority of the ownership of the new combined firm and is able to control 

the interests that arise. In addition it has to be stressed that acquisitions can be friendly or 

hostile. A friendly takeover occurs when the board of directors of the two companies 

agrees to the acquisition, while a hostile takeover is ―…where one firm seeks to acquire 

another without agreement of the people in effective control‖ (Perman and Scouller, 

1999: 214). 

Generally, mergers are usually conducted from similar size companies to achieve 

common goals, while the agreement is required from both. On the contrary, in 

acquisitions, larger size companies acquire smaller firms, often using aggressive methods, 

in order to fulfill their own aims. In this study the cross-border M&As are defined as any 

transaction in assets of two firms belonging to two different economies, whether these 

two firms are located in different countries or within the same country. The terms 
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―merger‖ and ―acquisition‖ or ―takeover‖ in this article are used interchangeably. This is 

because in many circumstances it is not clear whether one of the two is occurring. 

However, for certain purpose it is necessary to distinguish between the two forms of 

business combination. 

The Asian financial crisis triggered a wave of cross-border merger and acquisitions 

(M&A), driving the upsurge in foreign direct investment (FDI) in the second half of the 

1990s.  Merger and/or acquisitions of demotic firms by international firms increased 

dramatically in East Asia following the crisis (figure 5.14). FDI inflows to the five crisis-

affected countries dropped from $19 billion in 1996 to $17 billion in 1999. In contrast, 

cross boarder merger and acquisitions (M&A), as a component of FDI, rose sharply from 

2.4 billion in 1996 to 14.7 billion in 1999. As a result, M&As accounted for an increased 

share of FDI, rising from 13 per cent in 1996 to 85 per cent in 1999. For the crisis-

affected countries as whole in 1996-99, M&A inflows and contributions to FDI were 

some six times the pre-crisis levels. As UNCTAD (1998a) argues, the much-talked-about 

resilience of FDI during the crisis time was due entirely to the rapid increase in M&A 

rather than to the traditional foreign investments in ―greenfield‖ projects. 

The motives for mergers and acquisitions are examined in lots of literature. One of the 

comprehensive discussions about this is by Sabine (1993), who summarizes that the 

motives for mergers can be grouped into three categories which are: commercial, 

financial motives and special situations. Each of the three categories consists of different 

motives that companies have in mind when they merge with each other. This is 

represented in table 5.5. 
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Each of these factors is well examined by many scholars. According to Arnold (2002), 

synergy is the most popular reason for a merger. Synergy is the concept which means two 

firms combine and increase their value in a way that the combined firm‘s value will be 

greater than the sum of its parts. Arnold (2002: 872) argues that the reason why synergy 

can be achieved from a merged company is probably because complementary markets 

may enable the combined company to sell more goods, or maybe the ability of the 

merged firm to share sources of supply or production facilities to improve the competitive 

position of the firm. Hence the increased value of the merged company may derive from 

the increase of earnings or from the reduction of costs or even both. 

Another motive for M&A is to gain market power. Arnold (2000) argues it is obvious that 

if customers do not have alternative sources of supply, the firm that has the largest share 

of the market can gain a monopolistic position and control over the price. So market 

power is an important reason for company mergers in order to increase its ability to 

exercise some control over the price of the product. Cooke (1986) found that this motive 

is closely linked to the economies of scale proposition, because increasing market share 

usually entails a high level of production, scale economies will be achieved and learning 

effects will assist in decreasing unit costs. 

Hill and Jones (1999) argue because mergers and acquisitions provide the simplest and 

fastest way for expansion, they are definite means for entering into new markets and new 

industries. Arnold (2002) mentions that developing the knowledge and experience for a 

particular market or industry is difficult and requires a lot of time and it involves certain 

risks as losses may occur during the period and an easy way to quickly enter a new 
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market is by purchasing an existing firm in that market, which can help avoid high costs 

and consuming time. 

Gitman (1997:821) argues that M&A can also be used for companies that desire 

diversification in the range of their products. In practice Cooke (1986) finds that firms 

often acquire others in order to diversify their operations either to increase returns or to 

lower the risk. This kind of growth makes more sense when good opportunities can be 

found outside the present business. Diversification is a common reason for the formation 

of conglomerate mergers and this opinion becomes clearer not only on domestic mergers 

but specially on cross-border mergers. Samuels, Wilkes and Brayshaw (1995) find there 

is also a motive for firms to acquire other firms that have undervalued shares or bad 

management. If the stock price of a company is low in relation to its potential or 

managers do not have a goal as to maximize shareholders‘ wealth, the companies may 

become a target for takeover. 

These studies, however, examine the incentives for M&As at the company level, it clearly 

cannot explain the dramatic increase in cross-border M&As in the time of the crisis. As 

Krugman (1998c) points out, the surge of acquisitions in the crisis was very widely 

spread across industries. The individual company may have their own incentives under 

normal economic conditions. At an aggregate level, the financial crisis should have given 

foreign companies a general motivation to merge or acquire the firms across all the 

industries in crisis-hit countries. 

Looking at the macroeconomic level of the economies, studies suggest the rapid increase 
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of M&As in the 1990s is attributed to several factors, including the liberalization of trade 

and investment, deregulation of financial sector, privatization of government-owned 

enterprises and relaxation of controls (Chen and Findlay, 2003; UNCTAD, 2000a; OECD, 

1998). However, these studies also fail to explain M&As in the crisis as they are focusing 

on a long term and this study is to examine the problem at the crisis time. 

The reasons for the dramatic increase in M&As in the Asian crisis can be summarized to 

three factors. First, many domestic companies that faced a shortage of liquidity and were 

forced into restructuring had no choice but to seek a buyer, which provided foreign 

investors with greater scope for acquiring assets. Restructuring of corporate debt was 

attempted in Indonesia, the Republic of Korea and Thailand, including promotion of 

mergers and acquisitions (M&As). Conversion of debt into equity, was sought as a means 

of restructuring corporate debt and liberalizing FDI in selected sectors, was regarded as 

new access to sources of management and capital. Allowing takeovers by foreign 

investors was seen as a viable alternative to bankruptcy (Das, 2000). Mody and Negishi 

(2001) point out this had been the case particularly for those firms in the non-tradable 

sectors that could barely benefit from the export growth as a result of currency 

depreciation. For some financially troubled firms the only alternative to bankruptcy had 

been to sell their assets. Similarly, Kamaly (2007) notes the massive drop in local demand 

coupled with credit rationing in the financial crisis pushed firms towards liquidation and 

bankruptcy, especially for firms operating in the non-tradable sector. 

Secondly, the huge devaluation of local currency in the crisis-hit countries and the big 

slump of commodity prices gave foreign investors a greater ability to acquire local assets. 
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A number of empirical studies have tried to verify the link between FDI and the exchange 

rate and most of these studies have confirmed the existence of such a relationship (see for 

example Caves, 1989; Froot and Stein, 1991; Swenson, 1994 and Blonigen, 1997). Using 

panel data on developing countries in the 1990s, Kamaly (2007) confirms a positive 

association between currency depreciation and the dramatic increase of M&A during the 

time of the Asian crisis in 1997 and 1998. This result is consistent with Froot and Stein 

(1991) and Gastanaga, Nugent and Pashamova (1998) who argue a depreciation of the 

host‘s currency makes its firms look cheaper in the eyes of foreign investors. Mody and 

Negishi (2001) conclude the increased M&A activity in the crisis-afflicted economies has 

been largely driven by exchange rate depreciations and lower domestic asset prices. 

Table 5.5 Motives for M&A 

Commercial Motives Financial Motives Special Situations 

Synergy Gearing Tax advantages 

Market power Bargain buying Survival 

Economies of scale Earnings per share (EPS) Ambition 

International of transaction Undervalued shares Bad management 

Entry to new markets  Stock exchange listing 

Risk diversification  Licenses 

Source: Sabine, M. (1993) 

Thirdly, the IMF prescriptions attached to rescue loans in the three worst-hit crisis 

countries that asked for IMF help, namely, Korea, Thailand and Indonesia cause a rapid 

relaxation of the foreign ownership regulation and other FDI and/or M&A policies (IMF, 

1999: 5; Khatkhate, 1998; Bullard, Bello and Mallhotra, 1998). Merger and acquisition 

(M&A) activities were regarded as effective vehicles to absorb and transform loss-

making companies. (For a more detail discussion on IMF‘s policies, see chapter 4). 
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Around all three worst-hit Asian countries, governments had taken comprehensive action 

to facilitate mergers and acquisitions, both domestic and international, especially in the 

three worst-affected countries. The huge currency devaluation and policy change toward 

liberalizing FDI gives great motivations to the foreign investors. Following the dramatic 

increase of M&A, there was an increasing imbalance of purchase and sale in M&A in the 

crisis-affected countries (figure 5.15). During the first half of 1990s, the five crisis-

affected countries as a whole were roughly in balance of purchasing and selling in 

M&As. This changed dramatically after 1995. In 1996 the five countries as a whole 

became a net buyer of foreign companies, reaching a total value of 9.3 billion US dollars. 

The increase in cross-border M&A purchases was attributed by the strong economic 

growth in the South-East Asian region, primarily targeting firms in other developing 

countries in the Asian region. 

However, this was suddenly reversed in the financial crisis. The five crisis-affected 

countries became a net seller in cross-border M&As of 2.3 billion US dollars in 1997. 

The imbalance of purchases and sales in M&A kept increasing to US$ 9.5 billion sales in 

1998 and US$ 12.7 billion in 1999. It was not until 2000 when the cross-border M&A 

sales decreased to US$ 6.6 billion.  

Discussions about the benefits of cross-border M&As in the existing literature include 

bringing modern operational practices, technology, capital and increasing competition the 

domestic market and therefore the improved efficiency and profitability of domestic firms 

(Sufian, 2004; Dopico and Wilcox, 2002; Lall, Urata and World Bank, 2003; Kim and 

Rajapakse, 2001; Henderson, 1998). After comparing the cash-flow returns of acquired



198 

F
ig

u
re

 5
.1

5
 N

e
t s

a
le

s
 o

f c
ro

s
s
-b

o
rd

e
r M

&
A

s
 in

 th
e
 fiv

e
 c

ris
is

-a
ffe

c
te

d
 c

o
u
n
trie

s
, U

S
$
 b

illio
n
s
 

 

 



199 

firms in the United States, Harris and Ravenscraft (1991), Hotchkiss and Mooradian 

(1998) and Kang (1993) conclude that M&A brings wealth gains to distressed firms and 

that those gains are greater in cross-border M&A transactions than in domestic ones.  

Mody and Negishi (2001) argue that since mergers and acquisitions were concentrated in 

non-tradable service sectors in the Asian crisis, which had traditionally been insulate from 

competition, they can bring long-term benefits to the crisis countries when they are 

accompanied by policies to create greater competition in the domestic economy and 

improve corporate governance. Henderson (1998) argues Asian countries focused on 

industrialization with little stress on specialization and comparative advantage in the past, 

and once asset prices had hit bottom in the crisis the focus would be shifted to demerging, 

unbundling, and specializing, as well as on strengthening core businesses. Given the 

example of the painful ―reengineering‖ restructuring process the U.S. went through in the 

early 1990s, Henderson (1998) argues M&A forces restructuring in Asian businesses to 

put greater focus on profit and shareholder return than before and therefore raise Asia‘s 

future economic performance. Moreover, Henderson (1998) argues M&As represent 

market forces and government need not play any part in it. 

Moreover, Mody and Negishi (2001) argue that given the distress in the domestic 

economy‘s financial sector, the only option for highly indebted, loss-making companies 

to avoid bankruptcy is to seek an external partner with financial staying power and 

confidence in the ultimate viability of the enterprise to finance it. Therefore, cross-border 

M&As can be beneficial to a host country when they prevent potentially profitable assets 

from being wiped out during domestic financial crises. 
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This situation has led to a concern in East Asia that these potentially profitable domestic 

assets are sold to foreign investors at discounted prices or what Krugman (1998c) calls 

the ―fire-sale‖ FDI, which will result in substantial transfer of domestic wealth to 

foreigners, thereby involving little prospect of restructuring the troubled sectors. 

According to UNCTAD figures, Korea experienced the second largest fall in asset and 

currency prices among the Asian crisis countries: the fall in stock prices (63.1 per cent) in 

Korea was second only to that seen in Indonesia (94.5 per cent). A fall of 79.8 per cent in 

the dollar prices of shares in Korea allowed buyers to make their purchases at one-fifth of 

the pre-crisis cost; in Indonesia, the bargain prices were up to 95 per cent off the original 

price (Cherry, 2007: 86). 

Table 5.6 Cross-border M&A sales in the five crisis-affected countries, current 
US$ in millions 

 Korea Indonesia Malaysia Philippines Thailand 

1990-97 283 304 305 909 226 

1998-2000 6828 889 901 1265 2596 

1996 564 530 768 462 234 

1997 836 332 351 4157 633 

1998 3973 683 1096 1905 3209 

1999 10062 1164 1166 1523 2011 

2000 6448 819 441 366 2569 

Source: UNCTAD, FDI database; 

―In 1998, there will be fire sales all over Asia,‖ predicts Simon Ogus, executive director 

of Asian Economics at SBC Warburg in Hong Kong. In the wake of the Asian crisis, 

Henderson (1998: 207) recorded this in his interview with Simon Ogus, who also 

predicted the fall in asset prices will be extensive but eventually will be met by 

acquisition interest from both within and outside Asia. 
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Mody and Negishi (2001) find an inverse relationship between the speed of recovery and 

the incidence of cross-border M&A in Thailand, Korea and Malaysia. They argue this 

result does not imply that cross-border mergers and acquisitions have not helped in key 

distressed sectors as it actually suggests that a larger numbers of cross-border M&As took 

place in non-tradable sectors with deeper distress and slower subsequent recovery. For 

example, most mergers and acquisitions occurred in the finance and real estate sectors 

(30 per cent) in Thailand, together with the heavily distressed wholesale and retail trade 

sector, which declined most sharply and recovered the slowest. In contrast, companies in 

the transport equipment sector could take advantage of export opportunities, therefore 

selling off fewer of its assets due to its greater long-term resilience. However, this also 

raises the concern of the ―fire-sale‖ FDI because most M&As took place in deeper 

distressed non-tradable sectors, where companies‘ asset value literally declined the most. 

Kamaly (2007) notes the massive local bankruptcies, together with the collapse of 

currency, drove the market value of the domestic firms to an abyss. To multinational 

corporations, these bargains were surely not to be passed up. As Kim and Rajapakse 

(2001) noted, FDI inflows to the worst-affected countries since the crisis have been in the 

form of mergers and acquisitions as foreign investors have responded to the opportunities 

offered by corporate restructuring and the more liberal environment for such acquisitions. 

However, it is not easy to evaluate the argument that the Asian assets had been sold at 

―fire-sale‖ prices. At the heart of the problem, it is not clear whether these prices were 

below the assets‘ long-term value even though some asset prices dropped precipitously 

after the crisis (Mody and Negishi, 2001). Regarding the asset prices in Asian crisis, 

Krugman (1998a) suggests it can be interpreted in two very different ways. Given the 
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abrupt drop of asset prices in the crisis, there are two assumptions to be made – the prices 

either moved from overly-high to normal, or from normal to overly-low. First, it could be 

that the pre-crisis asset value had been inflated by implicit government guarantees and 

speculation which ultimately failed in the crisis and the assets prices were restored to 

their long-term equivalent value. In this view, the large number of asset was sold not at 

―fire-sale‖ prices but at its equilibrium long-term prices. The second explanation is that 

given a large number of debts were dollar-dominated, the excessive currency depreciation 

forced domestic companies to sell assets to pay for short-term debts. According to this 

explanation, assets were sold at prices below their long-term values or at ―fire-sale‖ 

prices, and foreign firms that had enough liquidity to purchase these assets which would 

generate a stream of profits above their liquidation values once the host country‘s 

exchange rate returned to its equilibrium level. Therefore, it involved a transfer of wealth 

from the domestic economy to foreigners. 

These two explanations also relate to the debate over the causes of the Asian crisis. The 

first explanation is in line with the domestic view of the crisis which states that the 

vulnerabilities in domestic financial and business sector and the explicit guarantees 

resulting from the Asian crony capitalism system attributed to the economic bubble, 

which eventually burst in the crisis. Therefore the crisis led to asset prices changing from 

over-high to normal. The second hypothesis is consistent with the explanation that 

international capital flows and speculations attributed to the sudden capital flight out of 

Asia, leading to dramatic currency devaluation. Therefore the domestic companies were 

forced to sell assets at ―fire-sale‖ prices to repay their debt, leading to asset price changes 

from normal to overly-low. 
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Just like the debate over the causes of the Asian crisis, both the two hypothesis for asset 

prices are hard to justify. Mody and Negishi (2001) found in the three cases of M&As in 

Thailand the prices paid by acquirers per share had been around 70 per cent of book value 

per share. Given the limited information of asset prices in cross-border M&A transactions 

in the crisis-hit countries, the best way to look into this problem is to examine the change 

in the numbers of M&A deals before and after the crisis. 

The abrupt increase in M&A activities in the crisis-hit countries immediately after the 

crisis has been noted by several international organizations and recorded in various 

reports (see for example UNCTAD, 1999b; 2000a; World Bank, 1999b; 2000c; IMF, 

1999). Among the crisis-affected countries, Indonesia Malaysia and the Philippines 

appear to be less receptive to M&As. The Indonesian system does not favour mergers and 

acquisitions, while Malaysia appears to favour domestic but not international mergers and 

acquisitions. Malaysia appears to favour domestic but not international mergers and 

acquisitions (ADB, 2001). Malaysia and the Philippines never experienced a full-blown 

crisis and applied different restructuring strategies from those in the three crisis countries. 

Finance companies in Malaysia also faced liquidity shortfalls and the government‘s 

policy had been to strengthen the sector through mergers (IMF, 1999). These were mainly 

domestic mergers and government control of foreign ownership liberalization was still at 

a similar level in Malaysia. The value of approved projects during January-May 1999 at 

RM6.4 billion remained at the same annualized rate as in 1998; the value of new FDI 

applications fell over the first half of 1999 to RM3 billion, compared with RM12.6 billion 

for the same period in 1998 (World Bank, 2000a: 97). Therefore, foreign direct 

investment inflows into Malaysia, though traditionally high, had not responded as they 
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did in Korea or Thailand. The domestic value of M&A sales in Philippines was actually 

declining after the crisis, while it had doubled in Indonesia and almost tripled in Malaysia 

from 1997 to 1998. In contrast, the value of M&A sales in Korea and Thailand increased 

by more than five times during the same period (table 5.6). In Korea it not only increased 

by 3752.4%, from 8 million in 1997 to almost 4 billion in 1998, but also continued to rise 

(by 1533%) in 1999. Even larger increase in M&A sales is found in Thailand where it 

increased from 6.3 million to 3.2 billion from 1997 to 1998, or by 4069.5%, although 

down to 2 billion (by 37.3%) in 1999. It should be noted that these sales happened in the 

time during which Korean won depreciated by 47.6% and Thai Baht depreciated by 

43.8%. 

The comparison of the average value of M&A sales before and after the crisis is more 

stunning. In Korea, the average value of 1990-97 to that of 1998-2000 increased from 2.8 

million to 6.8 billion US dollars, or by 2312.7%, while in Thailand, the corresponding 

figure shot up from 2.2 million to 2.6 billion, or by 1048.7%. Cross-border mergers and 

acquisitions were highest in Korea, although suffered less from the crisis and recovered 

the fastest.  

The magnitude of the increase in M&A sales in the crisis-hit countries suggests, 

therefore, that there must be some systematic incentives for foreign companies to show 

their sudden interest in the local assets. At this magnitude, it surely cannot happen only in 

one or a few sectors, for some individual companies. It was large scale aggressive buying 

due to some collective incentive. Foreign companies‘ acquisitions of assets had been 

indeed driven by new opportunities created by policy changes and the firms‘ greater 
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liquidity resulting from foreign exchange depreciations which gave that incentive for all. 

This imbalance between sale and purchase in M&As is more obvious in Thailand and 

Korea (figure 5.16). For the whole decade, the value of both sales and purchases in 

M&As in Korea and Thailand were not only roughly at the same level, but also much 

lower (below 2 billion dollars) than the value after the year of 1997, when great 

divergence occurred, with the sales of domestic assets increasing sevenfold from 1.5 

billion dollars in 1997 to 12.1 billion in 1999 while purchases of foreign companies 

dropped from 2.4 billion dollars in 1997 to 1.3 billion in 1999. 

The statistical evidence of a surge in FDI into Asia is clear. Even a quick search of news 

databases turns up a number of stories about foreign purchases of Asian firms in the wake 

of the crisis. Titles of the news suggesting a fire sale in the crisis include ―Fire Sale of the 

Century‖ (Newsweek, December 21, 1998), ―Asia‘s Fire Sale‖ (The Australian, June 19, 

1998), ―Malaysia and Thailand Offer Bargain Hunter‘s Paradise: A Currency Crisis Fire 

Sale‖ (New York Times, October 8, 1997), ―Shopping at Asia's Fire Sale: Can Managers 

Avoid Getting Burned?‖ (New York Times, March 1, 1998), ―The Real Asian Miracle; The 

World's Biggest Going-Out-of-Business Sale‖ (New York Times, May 31, 1998).  

The latter article described the opportunities for foreign companies and the takeover deals 

in the crisis-hit countries, especially Korea. News included ―Profiting from Korea‘s 

Crisis‖ (Financial Times, January 05, 1998), ―Fed Chief Sees Benefit to U.S. in Asia
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Crisis‖ (New York Times, January 30, 1998), ―Some Managers Manage to Find the 

Needles in the Global Haystack‖ (New York Times, April 4, 1999), ―Korea Puts 55 

Companies on ‗Death List‘‖ (New York Times, June 19, 1998), ―Korea to Sell Control of 

Bank to U.S. Investors‖ (New York Times, January 1, 1999).  

Multinationals would surely not miss a chance like this. One clear example is that ―G.M. 

is poking around Asia looking for good deals or alliances with beaten-down auto makers‖ 

(New York Times, January 21, 1998). The news quotes the statements by the high officials 

in GM and Ford showing a clear sign of interest in Asian troubled firms. ―We‘re clearly 

getting more aggressive on it because there‘s more opportunity…We‘re looking at 

selectively possibly taking pieces‖ in East Asian auto makers, said Donald T. Sullivan, 

president of G.M.‘s Asian and Pacific operations. The Ford Motor Company had also 

been exploring deals in Asia. ―We‘ve been there …We‘re watching everything‖, said 

John M. Devine, Ford‘s chief financial officer. Interests of both companies fell on Kia – a 

bankrupted Korean car manufacturer, when ―GM challenges Ford with Kia bid‖ 

(Financial Times, July 27, 1998) and ―Ford says it is best candidate for Kia Motors‖ 

(Financial Times, September 16, 1998). The takeover battle between General Motor 

(GM) and Ford in the bidding of Kia gives some clues to the fire sale opportunities for 

foreign companies, although Kia ended up being purchased by Hyundai – one of the 

largest Korean chaebols under the government‘s protection of the local assets due to 

public pressure including the United Council of the Popular Movement to Save Kia 

Group formed by 40 civic and consumer groups (Dent, 2002: 194). GM then turned to 

bidding for Daewoo and bought most of Daewoo Motor‘s assets to form GM Daewoo 

after months of negotiations with the government (Asia Pulse, April 30, 2002), although 
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―protestors occupy hall where GM plans to sign deal for Daewoo Motor‖ worrying about 

the possible massive layoffs after the merger (The Associated Press State & Local Wire, 

April 30, 2002). 

Another instance is the fire sale of Samsung Motor to Renault, in order to raise liquidity 

for the parent company (Kim and Jaffe, 2010: 56). The government selected car 

businesses as the nation‘s strategic sector that called for protection in times of economic 

recession (Jenkins, 1995; Oh, Choi and Choi, 1998). Haggard, Kim and Lim (2003: 320) 

point out selling major companies in such a ―strategic‖ industry to foreign buyers was 

unthinkable in pre-crisis Korea. In fact, when Kia went bankrupt in 1997, the 

government‘s instinct was to nationalize the company if a takeover by another Korean 

chaebol could not be arranged. Putting a distressed firm to international bidding is a post-

crisis development. 

The Korean banking sector also experienced fire sale M&As. Shin (2007: 84) discovers 

the initial buyers of Korean banks were private equity firms and their strategy was to buy 

troubled firms cheaply, then sell them quickly for substantial capital gain. Public debate 

was focused on the sale of Korea First Bank – the seventh largest commercial bank in 

Korea. The mass media gave fierce criticism that the final sale price of Korea First Bank 

was practically a ―giveaway‖ (Kim and Lee, 2008: 178). The Korean government spent 

12.6 trillion won to clean up the bank‘s bad debts and sold the bank to Newbridge Capital 

– a US-based private equity firm for 0.5 trillion won in 1999, with an agreement to buy 

any assets that turned sour in the next three years, which cost the Koreans another 5.1 

trillion won – ten times higher than the sale value. In early 2005, Newbridge sold the 



209 

Korea First Bank to British Standard Chartered bank for 3.4 trillion won – almost seven 

times of its purchase price (Shin, 2007: 85).  

Other controversial M&As in Korea include one of the largest chaebols – Ssangyong 

which was forced to sell major subsidiaries, and the acquisition of Hanbo Iron and Steel 

Company by US-based Nabors Consortium (Cherry, 2007: 89; Guillen, 2001: 192). 

Although the government was somehow able to avoid Kia being sold to foreign 

companies, Ssangyong, the Korea First Bank, Samsung Motors, and Korea‘s third largest 

chaebol, Daewoo, were all involved in fire sale M&As by foreign companies. While the 

restructuring of Korean chaebols was deemed to be necessary (for example Lim, 2003; 

Kim, 2002a), a lot of fire sale of domestic assets appeared to be involved in this process. 

The large scale asset sales in the crisis-hit countries were marked with considerable 

political and media debate and the rise of nationalism and social backlash, especially in 

the three worst-hit countries (Murphy, 2000 for Indonesia; Phongpaichit and Baker, 

2001b for Thailand; Cherry, 2007 for Korea; Haggard, 2000; Dent, 2004).  

In Korea, wide criticisms came from academia and the media regarding the ―fire sales‖ of 

Korean companies to foreign investors and the ―outflow of national wealth‖ that 

accompanied higher levels of inward investment in the crisis. Cherry (2007: 100) 

highlighted some Korean media sources that reported the rapid penetration of some 

Korean industries by foreign MNCs. The Han‘guk Kyoˇngje Shinmun (Korea Economic 

Daily) published an article on 10 July 2000 reporting that foreign firms had taken 80 per 

cent of the shares in the aluminium industry, 75 per cent in the newsprint business and 50 
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per cent in the petroleum industry. The 25 June 2001 issue of the Munhwa Ilbo 

Newspaper claimed that the Korean food industry was being ―devoured‖ by foreign 

capital and mainstream industries were being monopolized by foreign-invested firms. 

Yun (cited in Cherry 2007: 124) notes that although these assertions were challenged by 

some academics who pointed out that most companies in this sector were joint ventures 

whose shares were combined of several foreign companies with local businesses, local 

negative sentiments about foreign investment persisted. 

In Thailand, the issue of nationalism had also entered the political and media debate as 

restructuring, privatizing and sale of assets imply a redistribution of ownership, including 

foreign ownership (Phongpaichit and Baker, 2001b). Dixon (2004: 60) notes there was 

gradual disenchantment in Thailand, based on views that the priority given to 

restructuring the financial sector had been at the expense of the rest of the economy and 

the government‘s apparent increased willingness to sell assets to foreign companies.  

Highly emotive nationalistic statements were made by former Prime Minister Chavalit 

who suggested that allowing substantial increase in foreign ownership was ―more 

difficult for us because we have never been colonized before‖ (reported in the Far 

Eastern Economic Review 27 December 1998 p.13, quoted in Dixon, 2004: 61). This is 

the parallel point to what the former Malaysian Prime Minister Mahathir Mohamad has 

claimed: 

 [The] fall in our currency‘s value has made us poorer, exposing us to the possibility 

of being controlled by foreign powers. If this happens, we will lose the freedom to 

run our country‘s economy and with it our political freedom also. In short, we will 
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be re-colonized indirectly … We cannot give up and surrender. We must be willing 

to face challenges, willing to sacrifice in defending our freedom and our honor 

(quoted in Ridding and Kynge, 1998). 

As the reforms progressed, such nationalist statements became much more widely and 

openly accepted. In Thailand, a number of local businesses and state enterprise workers 

began to show their nationalist sentiments against foreign companies in large scale of 

national demonstrations claiming ―Stop selling the country!‖ and they assert for Thailand 

to accept a huge bailout and stringent economic reform conditions from the IMF, it has 

―sold its sovereignty‖ (Japan Times, 1999). 

It was apparent that there was a substantial element of economic nationalism in many 

politicians, the business community, trade unions, the bureaucracy and Thai society at 

large. In spite of these assertions, Dixon (2004: 60) notices that the Thai policies reflected 

the political dominance of either liberalization/globalization positions, or at least those 

who could see no alternatives and the Democratic-led coalitions of Prime Minister Chuan 

Leekpai and Finance Minister Tarrin Nummanahaeminda adhered to a liberalization 

program and closely followed the IMF prescriptions. ―So far, we see them (the Thais) 

complying pretty well with all the macroeconomic elements of the program,‖ said Michel 

Camdessus, managing director of the IMF (New York Times, 1997). By February 1998, 

after over three months in office, the new elected Chuan government in Thailand had 

gained the reputation of being extremely compliant with the IMF, definitely much more 

so than the preceding Chavalit government and the Suharto government in Indonesia 

(Bullard, Bello and Mallhotra, 1998: 512). 
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This is not to deny that many of the IMF policies were opposed and delayed due to some 

significant populist opposition and criticism. However, as IMF representative Herbert 

Neiss put it, ―Thailand has turned the corner, along with Korea … (Thailand has) won a 

battle or two but not the war yet … Indonesia is still in the intensive-care unit‖ (Neiss, 

1998). Therefore, to some extent, the Thai government was following a dual track of 

political strategy, keeping the IMF satisfied, while averting local criticisms. 

5.7 Conclusion 

Three conclusions can be draw from this chapter. First, the availability of low-cost 

production in Asia is the key to attracting investment. Secondly, the crisis had a large 

impact on local economy, reflected in the dramatic currency devaluation. This in turn led 

to a large drop in US dollar price of local commodities and land, which are two of the 

essential factors of production. Thirdly, the mergers and acquisitions as a form of FDI 

increased dramatically in the crisis, due to the greater scope for acquiring assets as lots of 

local companies were bankrupted, the greater ability to acquire for foreign investors as 

local currency were devalued, and the rapid relaxation of the foreign ownership 

regulation and other FDI and/or M&A policies as a part of IMF conditionality. 

To the question of why FDI remained stable in the Asian crisis, it can be argued that 

because the crisis gives foreign investors certain benefits to keep them stay in Asia. While 

the crisis and the following recession affected the consumer market in Asia, it lowers the 

cost of production at the same time. Therefore, foreign investors quickly redirected their 

sales, switching from host country markets to export markets. MNCs rely on their 

international production systems which could serve as channels to reach international 
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markets, which is called ―intra-firm‖ trade, like in the case of  Toyota – the Japanese car 

manufacture that stopped its production in Thai plants due to falling local demands then 

after two months the production was resumed for export (UNCTAD, 1998a: 8).  

The annual report of Toyota (1998: 18) reports that ―sales in East and Southeast Asia 

declined … because of the slump in Southeast Asia … we restarted production at our 

Thai vehicle plants … Our Indonesian vehicle plants also is operating … we are 

increasing vehicle export from our South East Asian plants to raise capacity utilization 

rates‖ In the next year‘s annual report, Toyota (1999: 22)  reported that ―Sales in East and 

Southeast Asian markets … reflected the continuing economic slump … We are 

supporting our local production by diverting output to export markets. Out Thai 

operations began shipping Hilux pickup trucks to Australia in October 1998‖. 

Consider the following Toyota scenario: facing recession in the local economy and falling 

demand, Toyota, among other MNCs, used Asia as an export base to sell their products to 

other countries that were more immune from the Asian crisis, like Australia. When 

Toyota received the profits in Australian dollar or US dollar, the money flowed back to 

the parent company in Japan, while they pay the local workers and production in Thai 

Baht, which was sharply devalued against Yen and other currencies. This was the worst 

situation the crisis-hit countries could ever encounter – an outflow of national wealth plus 

hard-working people earning pitiful wages. 

Toyota was not alone in taking advantage of the crisis; the Coca-Cola was also in this 

camp. Coca-Cola used the opportunity to buy assets in Asian countries, being one of the 
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first companies to acquire assets in Asia in the immediate aftermath of the crisis in late 

1997. Coca-Cola raised its investment in its Thai bottling plant by 5 per cent to 49 per 

cent, acquired its South Korean and Philippines bottling plants and expanded operations 

in India, Vietnam and other countries. Coca-Cola saw the crisis in Asia as an opportunity 

to invest and bolster market share. These are called ―strategic opportunities‖ provided by 

the crisis (Singh and Yip, 2000: 724). 

As mentioned in the Introduction above, the two Chinese characters for the word ―crisis‖ 

– ―wei ji‖ literally mean ―danger‖ and ―opportunity‖. In the context of 1997 Asian crisis, 

no two words/characters (danger and opportunity) are more appropriate. Asia faced a 

period of exceptional volatility and danger in economic, political, and social terms. The 

meaning of ―opportunity‖ is twofold. For the Asian economies, there is an opportunity for 

them to restructuring financial and business sector. For the foreign investors and the 

international capitalists, the crisis provided greater scope and ability for acquiring 

domestic land and assets through foreign direct investment. 
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Chapter 6 FDI and the crisis II: the labour effect 

6.1 Introduction 

In the 1970s, when western capitalists realized the economic boom following the Second 

World War was over, they feared the long-term recession could lead to social upheaval 

and even the end of a whole epoch of the capitalist world economy. The new model 

worked by the OECD, the World Bank, the IMF and other supranational organizations of 

the western industrial countries means the labour-intensive production should be exported 

to pervious colonies, later called developing countries, or the Third World (Mies, 1998: 

chp4; Fröbel et al., 1980). Workers in the developing countries, because of their lower 

wage levels, should produce the machine made consumer goods for the people in 

developed countries. Meanwhile, agriculture production in developing countries should 

be modernized through bringing in new technology, in order to produce products for 

export to the industrial countries. MNCs relocate their factories from industrial countries 

like US, Germany and Japan to the Export Processing Zones in many East Asian 

countries including Philippines, Malaysia, South Korea, Thailand and Singapore, 

particularly in the garment, textile industries and the electronic and toy industry. This 

historical economic development process is called ―new international division of labour‖ 

(Fröbel et al., 1980). 

The abundant labour force and a large domestic market, combined with lower labour and 

production costs were regarded as the comparative advantages of the East Asian countries 

(Shirk, 1996: 191; Yang, 1994: 7). The early stage of Asian industrialization was to make 
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good use of these advantages, in addition to an overall stable political environment and 

export-oriented policies to attract more foreign investment, which was considered to be a 

new source of capital, technology and managerial knowledge (Lall, 1996: 101). 

The success of East and Southeast Asian countries in attracting FDI is, therefore, 

contributed by these two factors. On one hand, industrial countries seek to move 

production base to developing countries. On the other hand, Asian developing economies 

need foreign capital, and more importantly the technology and managerial knowledge 

brought by the capital, to upgrade their industry. 

While the promotion of FDI may have contributed to the East Asian industrialization for 

obvious reasons, it raised the problem of unfair worker exploitation and this problem 

appeared to be more serious by foreign companies (Grossman, 1979; Lim, 1980). In the 

Southeast Asian semi-conductor and microchip sector, Grossman (1979) and Fröbel et al. 

(1980) found evidence of super-exploitation of Asian women who constituted 80 per cent 

of the work force in factories relocated from Japan and the US. Child labour in Hong 

Kong (girls as young as eleven or twelve years old) was utilized extensively by US 

semiconductor firms in the 1960s (Henderson, 1989: 74). The long working hours were 

another issue. As recently as 1983, average working hours of 48 hours per week was 

usual for workers in the electronics industry in Hong Kong (Henderson, 1989: 74). Health 

problems were common for workers including eye-sight problems and muscle related 

ailments which often forced women to leave their jobs before the age of 30 (Lim, 1980). 

Fröbel et al. (1980: 350-364) found intensive evidence of super-exploitation of workers in 

free production zones in East Asia by foreign companies, including extraordinarily low 
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wages, long working hours and poor working conditions. Mies (1998: 114) argues the 

consequences of the ―new international division of labour‖ is that export-oriented 

production takes up most labour time, raw materials, skills and technological 

development and the workers are increasingly forced to produce toward the demand of 

markets in industrial countries, not the need of people in developing countries. 

The problem of labour exploitation is quite serious in Asia because it is often associated 

with foreign investments, which the East Asian economies have been promoting for 

several reasons. First, East Asian industrialization depended heavily on foreign 

investments and it attracts most FDI flowing into developing countries. In fact, promoting 

FDI formed an integral part of overall development strategies in these countries 

(Thomsen, 1999: 5). 

Secondly, the FDI inflows at the early stage of Asian development were concentrated in 

the labour-intensive manufacturing industry, from the MNCs aiming to establish the 

assembly lines for their products to take advantage of the cheap labour source and lower 

production costs (UNCTAD, 1993: 47; 1994: 71). Cheng and Hsiung (1998: 121) argue 

that one of the objectives for East Asian economies to shift from import substitution to 

export-led industrialization was to draw their under-employed or unemployed population 

to export sectors. But labour-intensive, export-oriented industrialization entails 

suppressing labour‘s wages for the enrichment of foreign investors and subjecting 

workers in the Export Processing Zones (EPZs) to abuse and exploitation. 

Thirdly, the East Asian governments‘ political legitimacy was founded on continuing 
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economic growth and social stability, and the labour regulation and developmental 

programs in the 1980s were often at the expense of workers‘ rights, especially for female 

workers (Cheng and Hsiung, 1998: 121). 

While this might be thought as painful but necessary process for a development take off 

in the early stages of industrialization, the 1997 Asian financial crisis might put the East 

Asian economies back to this situation again, that is workers‘ rights at risk in the face of 

large amount of foreign capital inflows. This chapter seeks to look into this question in 

detail. The first part examines the crisis impact on the Asian labour market, supported by 

extensive use of official statistics. The second part offers an analysis of the benefits and 

impacts of FDI on Asian labour. It focuses particularly on the problem of labour control 

of FDI. 

6.2 The social effects of the crisis 

Employment, unemployment and underemployment 

In East and South-East Asian countries, there was obviously a strong relationship 

between the unemployment rate and economic growth (table 6.1). By 1997, that is before 

the economic crisis hit the region, economic growth rates of nearly 10 per cent in some 

years enabled these countries (except Philippines) to achieve low unemployment rates 

ranging from 0.9% in Thailand to 4.7% in Indonesia. The crisis contributed to the large 

increase of the unemployment rates which were high by historical standards in these 

countries. Until 1997, Thailand had experienced a gradual decrease of unemployment 

rates since the mid-1980s. The crisis, however, dramatically increased this rate in only 

one year (1997-1998) almost to its level in 1985. Three years after the crisis, the 
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unemployment rate was still higher than that in the beginning of 1990s. Kang et al. 

(2001) notice the annual average unemployment rate for Korea during 1990-97 was 2.2 

per cent, with very little year variation. The crisis sharply raised the unemployment rate 

to 6.8 per cent in 1998 and continuously stayed high in 1999. Since the unemployment 

rate measures the percentage of the labour force that is actively looking for a job, it may 

underestimate the actual number of job losses if the unemployed workers become 

discouraged and stop seeking work. For example, Kang et al. (2001) point out in Korea 

men tend to remain in the labour force while women tend to leave the labour market 

when they lose their jobs. If these women had not left the labour force, the unemployment 

rate would have been 7.8 instead of 6.8 per cent in 1998. 

Table 6.1 Unemployment rate as % of total labour force in the five crisis-affected 
countries 

 1980 1985 1990 1995 1997 1998 1999 2000 

Korea 5.3 4.0 2.5 2.0 2.6 6.8 6.3 4.4 

Thailand 0.8 3.7 2.1 1.1 0.9 3.4 3.0 2.4 

Indonesia 3.0(1982) 2.2 2.8(1992) 4.4(1996) 4.7 5.5 6.4 6.1 

Malaysia 5.8(1984) 6.9 5.1 3.1 2.5 3.2 3.4 3.0 

Philippines 4.8 6.1 8.1 8.4 7.9 9.4 9.2 10.1 

Source: for Korea and Thailand and for Indonesia 1997-2000 data, ILO LABOURSTA database; 
for the rest of the data, ILO KILM 

Islam et al. (2001: 49) gives a detailed look at the unemployment in Indonesia (table 6.2). 

Unemployment figures are divided by sex, area, working status, age group, and level of 

education. They reveal that unemployment affects men more than women. From 1997 to 

1998, the number of unemployed men rose by 0.6 million, or 27 per cent, while the 

number for women rose by about half of that rate (0.3 million, or 13 per cent). Islam et al. 

(2001: 49) explain this is due to the massive lay-offs in two of the hardest hit sectors – 
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manufacturing and construction, which mostly employed men. The unemployment 

affected urban and rural areas equally by 20 per cent, although urban areas maintained 

much higher unemployment rate than in the rural area. 

The number of job seekers who had prior work experiences nearly tripled from 1996 to 

1998, while the number of job seekers who had never worked, dropped during the same 

period. This indicates the demographic of people start to looking for jobs changed 

dramatically after the crisis. Before the crisis, job seekers were mostly young high school 

or university graduates looking for their first job. After the crisis, however, more job 

seekers were those who lost their jobs in the crisis and had to find another job. The 

number of job seekers aged 30 and above also tripled, many of them had just a junior 

secondary school certificate. These people were mostly made unemployed in the crisis 

and had been forced to find another job. 

Unlike other crisis-hit countries, the total employment in Indonesia increased rather than 

decreased in 1997-98. However, this does not in any way mean the employment situation 

was any less fierce in Indonesia. The sectoral employment data shows that the reason for 

a total increase in employment was due to the large agriculture sector which absorbed 

most of the job losses from other sectors, especially the manufacturing sector (table 6.3). 

Around 3 million workers, or 3 per cent of the total work force, were displaced by the 

crisis in 1997–98. Job losses came from all sectors of the economy except agriculture and 

the small transportation and communication sectors. The manufacturing sector was easily 

the largest loser, accounting for nearly half of all job losses, followed by construction and 

wholesale and retail sectors. Job losses in the manufacturing sector exceeded 1.0 million
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people, with men accounting for around 60 per cent. The construction sector suffered job 

losses of nearly 0.7 million labours who were primarily male workers, taking up nearly 

one third of total job losses. 

At the same time, agricultural employment increased by nearly 3.6 million (2 million men 

and 1.6 million women), or 6 per cent of the total workforce, and was mostly supply 

driven. Workers from other sectors who had been displaced by the crisis accounted for 

more than half this growth. The rest consisted of new entrants to the labour force, 

primarily young workers and women seeking work to cope with the crisis. The labour 

movements from formal and modern sectors into informal and traditional sectors 

indicates the crisis had much more severe effects in urban than in rural areas. Islam et al. 

(2001: 49) notice most displaced workers were wage employees and men accounted for 

nearly 60 per cent of the new agricultural employment, which was predominantly 

nonwage (self-employment and unpaid family work). 

Korea experienced a large increasing rate of unemployment in 1998 (table 6.4). The 

number of unemployed people increased threefold from half million to 1.5 million. There 

is little difference between genders in terms of the numbers unemployed, although the 

figure for men is a little higher than that for women. In terms of education level, people 

with secondary education certificates suffered more unemployment than others. Kang et 

al. (2001) notice traditionally most of the unemployed people in Korea are those who 

have a college-level education than those with a high school education or less. However, 

the crisis somewhat reversed this situation. Since 1998, the traditionally high 

unemployment for workers with secondary and tertiary education had started to decrease 
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while the unemployment for people with primary education or less started to increase. So 

the unemployment gap between people with high and low level of education narrowed 

after the crisis. 

Moreover, there is little unemployment difference between genders in terms of different 

education level. But in the less educated group with the fastest increase of unemployment 

rate, male suffered less than females. This explains the reality that in the manufacturing 

sector, with the unskilled labour, men are preferred as employees because of their 

physical strength. 

The crisis increased the unemployment rate of the 15-24 age group by a large extent, 

especially for males. This age group covers mostly young graduates. Pernia and Knowles 

(1998: 8) and ILO (1998: 16) argue legal restrictions on layoffs, financial difficulties and 

contracting demand had prompted many employers to introduce a recruitment ban. As a 

result, the number of unemployed school leavers increased rapidly. When the crisis 

began, the practice of hiring new graduates from high school and colleges virtually 

halted, generating a large unemployment pool of new graduates who had trouble finding 

jobs even when the economy started to recover. The problem of youth unemployment 

was fully noticed by the Korea government. But Kang et al. (2001) points out although 

the government initiated a large number of public jobs and internship programs for the 

new graduates, the public funded programs were not expected to last long. Apart from the 

reason that unemployment rate data does not include people who have left the job market, 

Kim (2004:223) argues that unemployment in Korea had been underestimated because 

the data leaves out millions of daily/temporary workers. 
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Thailand experienced an even larger increasing rate of unemployment than that of Korea. 

From 1997 to 1998, the number of unemployed workers rose almost fourfold from 0.3 

million to 1.1 million (table 6.5). In terms of gender, the unemployment figures for both 

men and women increased by four times during this period, and there was little change in 

the proportion of male and female to the total number of unemployment during the crisis, 

each accounted for about 55% and 45 % respectively. In Thailand, those who had a 

primary school education were among the highest level of total unemployment. 

Mahmood and Aryah (2001: 261) notice Thailand had comparatively low secondary and 

tertiary school enrolment in the region. Thailand had the second-lowest secondary school 

enrolment ratios in 1995 (only Indonesia‘s were lower) and Thailand‘s tertiary enrolment 

ratio was only higher than that in China, Indonesia and Malaysia. The low enrolment of 

higher education in Thailand gives more job opportunities to people who had a higher 

education certificate. The crisis further enlarged the unemployment gap between those 

with a primary education and those with higher education levels. While more people with 

primary education lost their jobs, those who had a tertiary education got more job 

opportunities in 1998. One explanation is the downward mobility for less educated 

workers as their jobs were filled by those with more education. Another explanation is the 

growing demand for college graduates relative to the demand for high school graduates 

due to the changing economic structure in Thailand. 

While the number of unemployed people increased three times, Korea lost more than 1 

million employments in 1998, with the employment-to-population ratio decreasing from 

60.9 per cent to 56.4 per cent. With economic growth, Korea saw a shift in employment 

from agriculture to the industry and service sector over the 1990s (table 6.6). With little
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change of employment in industry, the employment in agriculture had dropped steadily 

by 1% per year since 1990 and the employment in the service sector had been expanding 

at a rate of almost 2% per year. During the crisis, the industry sector was hit particularly 

hard, with a 3.4 % decrease in employment share which had been absorbed in agriculture 

and the service sector. Thus, the agriculture sector experienced an increase in 

employment in 1998, the first time since 1990. The increase in agricultural employment 

indicates the traditional sector had provided some buffer to the shock by supplying 

additional income sources to hard-hit workers. 

The similar development pattern of employment structure was found in Thailand in the 

1990s (table 6.7). With the employment in agriculture decreasing by about 2% each year 

before the crisis, employment in industry was growing at 0.7% and employment rose 

about 1.2 % each year in the service sector. Unlike Korea, Thailand had a larger 

agriculture sector, in which the number of employed people occupied more than half of 

the total labour force. The economic development in 1990s in Thailand was indeed a 

combination of the shrinking of the agriculture sector and expansion in industrial and 

service sectors, to a larger transformation than that of Korea. Like in the case of 

Indonesia, the benefit of having a larger agricultural sector is to absorb additional labour 

to buffer the unemployment effects of a crisis. However, this was not necessarily true in 

Thailand‘s case. 

Table 6.8 shows the crisis impact on sectoral employment in Thailand. Surprisingly, the 

agricultural sector did not offer any buffer to the crisis of employment. In fact, 

employment in the agricultural sector declined by 1.3 per cent. Given the large size of the 
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agriculture sector in Thailand, it contributed to 21 per cent of the total job reduction, 

suggesting the agricultural sector did not have the capacity to absorb a large number of 

those laid-off or unemployed owing to the crisis. One explanation for this is because of 

the increased mechanization that occurred during the 1990s, which had significantly 

reduced the amount of labour required for crop cultivation and other farm activities 

(Coxhead and Plangprophan, 1998). The construction sector was hardest hit in the crisis. 

More than 70 per cent of the total deduction of employment was in this sector. 

Manufacturing, wholesale and retail commercial and the real estate sectors also 

experienced a large amount of job deductions, contributing to 8.2%, 5.3% and 6.1% of 

the total deduction of employment. 

A more detailed structure of industrial employment is presented in table 6.9 for Korea. 

Employment in Korea was dropping all over industrial activities. Employment in fishing 

and activities in ―Extra-territorial organizations and bodies‖ experienced the largest 

percentage change from 1997 to 1998. However, they did not reflect the major change of 

the labour market because they occupied only a minor proportion of the total number of 

employment. In terms of the number of people, the largest lay-off occurred in 

manufacturing sector with 584,000 people losing their jobs, which accounted for more 

than half of the total deduction of employment. The second largest job losses occurred in 

construction, which accounted for 38.3 per cent of the total deduction of employment. 

Employment also reduced significantly in wholesale and retail commercials and the real-

estate sector, attributing to 8.7 per cent and 4.0 per cent of the total job reduction 

respectively. 
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The majority of the job losses were absorbed in agriculture sector, which accounted for 

11 per cent. The number of employment in agriculture rose by 5.4 per cent from 1997 to 

1998. Others were absorbed in the public sectors, in spite of the small proportion they 

occupy in the total number of employment. Employment in public administration and 

security increased by 15 per cent, largely due to the public works programs initiated by 

the Korean government aiming to create more job opportunities. The budgets for public 

works projects amounted to 1 trillion Won in 1998 and 2.5 trillion Won in 1999 (Kang et 

al. 2001: 116). However, Kim (2002b) shows the newly created jobs would have paid 6 

per cent lower wages than destroyed ones even in the absence of downward pressure 

from the crisis, as most new jobs were unskilled temporary jobs in agriculture/service 

sector while destroyed jobs were high-wage jobs in manufacturing. 

Yoo (cited in Kang et al. 2001) argues the public works program was often criticized, as 

some projects were considered to be unproductive or even wasteful. The high wage rate 

for public works was criticized as distorting the labour market and the government cut 

wages by 6,000 won in response. Moreover, well-off people were able to participate in 

the program while many poor were excluded because local government often selected 

participants on a first-come-first-serve basis regardless of the selection criteria. 

With the strong economic growth and labour movement from the agriculture to industry 

and service sectors, the number of wage and salary workers was increasing steadily in 

Korea before the crisis. The shrinking share of employment in agriculture was also 

reflected in the lower proportion of contributing family workers who are often 

widespread in the rural sector (table 6.10). However, the crisis reversed the situation of 
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these two groups of workers in 1998, when Korea started to experience a decrease of 

wage workers and increase of contributing family workers. Thus, the decrease in total 

employment was largely due to the declining number of wage workers. ILO (2003: 115) 

points out that the employment-by-status indicator (table 6.10) is strongly linked to the 

employment-by-sector indicator (table 6.9). The changing number of people in different 

worker status is in accordance with the shift of labour movement from the industrial and 

service sectors back to the agriculture sector. This reflects the movement of wage workers 

from urban companies and factories in industry and service sectors to self-employed 

family workers in the rural agriculture sector. This is especially true for the lower-income 

countries like Thailand and Indonesia. Mahmood and Aryah (2001) argue the 

occupational impact of the crisis was especially severe on wage employees. Wage and 

salary employment dropped by an estimated 1.2 million, while farm employment picked 

up by 0.6 million. Wage income overall dropped by an estimated 768 Baht per month. 

The impact was particularly profound in finance, manufacturing, retail and wholesale 

trade, and construction, with the adjusted real wage in manufacturing dropping by an 

estimated 857 Baht per month. The crisis did not significantly affect farm income, 

however, confirming that an occupational shift took place. Migration to rural areas 

became a significant strategy for maintaining income among the urban unemployed. 

Kittiprapas (2002: 13) argues the statistics by Thailand National Statistics Office (NSO) 

gives strong evidence of reverse migration from Bangkok to other regions. During the 

survey period of 1997-98, 67 per cent (of which 48 per cent used to live in Bangkok) of 

the formerly working unemployed migrants, were headed to the Northeast, where a large 

number of lay-offs and unemployment in Bangkok area was absorbed. From the survey, 94 
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per cent of unemployed migrants used to work, and nearly half of them were unemployed 

during October-December 1997. 

Most of the returning migrants used to work in the non-agricultural sector (87 per cent) 

and had a working status as employees (98 per cent). The majority (93 per cent) of them 

had completed the primary or lower level of education, while the rest had lower 

secondary education. This indicates that the agricultural sector may not have been 

suitable for immediately absorbing these returning migrants who used to work in the non-

agricultural sector. So the main reason for these returning migrants to live in rural areas 

during the survey period was to return home temporarily, not for a new job. These 

migrants, who were low-educated, unskilled workers, would have limited opportunities in 

the labour markets during the crisis. 

The crisis also generated a large amount of underemployment as well as unemployment. 

Kim and Park (2006: 454) argue after the crisis, Korea was characterized by an 

artificially low unemployment rate combined with high underemployment, both 

prompted largely by the financial crisis and concomitant economic restructuring. 

According to the ILO standards, people whose usual hours of work are below one half of 

the usual weekly hours for most employed people are considered as a ―short‖ number of 

hours per week (20 hours in this case), and people whose usual hours of work are above 

the usual weekly hours for most employed persons are considered as a ―excessive‖ hours 

per week (40 hours in this case) (ILO, 2003: 235). The distribution of employment 

among different groups of weekly working hours had been stable before the crisis, with 

less than a 1 per cent change each year. The crisis greatly reduced the number of people 
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working longer than 35 hours per week and enlarged the number of those working less 

than 35 hours per week. In other words, more people had been working for fewer hours 

since the crisis emerged (table 6.11). The number of people working for 35 hours or less 

per week (which is considered as underemployment in Korea) as a percentage of total 

labour force increased from 7.3 to 9.3 per cent, or a 29.2 per cent change from 1997 to 

1998 (Betcherman and Islam, 2001: 13 table 1.3). 

Kim (2004: 223), Koo (2007) and Kim (2002b) argue Korea had a seriously unbalanced 

and unstable labour situation after the crisis. As many firms carried out large-scale layoffs 

or implemented an aggressive early retirement system to reduce their payroll and increase 

flexibility in their utilization of labour, the number of workers hired on a non-regular or 

non-standard basis increased sharply after the financial crisis. This can be seen in figure 

6.1. The non-regular workers included temporary workers, subcontract workers, dispatch 

workers, and daily workers. In 1999, they constituted more than half of the total active 

labour force, which happened for the first time since labour statistics had been compiled 

(Kim, 2004). This trend has continued, except for early 2003. But Kim (2004: 224) also 

points out the proportion of irregular workers in Korea is considerably higher than the 

official rate, because the official total of regular workers actually includes hundreds of 

thousands of contract, part-time and other contingent workers and that if they are 

properly classified, the proportion of irregular workers should be 58.4% in 2003. The 

proportion of irregular workers in the total labour force in Korea was the highest among 

the OECD countries. In 2000, Korea was 47.9 per cent irregular workers in the total 

labour force, while the corresponding figure for Spain was 32%, followed by 27% for 

Australia, 18% for England, 13% for France, and 12% for Japan (Kim, 2004:224). 
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Koo (2007: 5) points out the growing number of irregular workers and their precarious 

economic conditions represented a big problem in the South Korean economy. The 

irregular workers earned about 60 per cent of the average wages of regular workers for 

the same number of hours worked, and they are excluded from benefits such as severance 

pay, medical insurance coverage, and other company welfare subsidies that are available 

to regular workers. Moreover, irregular workers are also barred from joining the 

company‘s union that represents regular workers. 

Underemployment came about partly because of the fact that a large number of university 

graduates worked as either day labour or temporary workers which reflected the 

seriousness of the employment situation in Korea during the crisis, and even after the 

crisis when the economy started to recover. Kim (2004: 223) argues the survey by Korean 

Ministry of Labour shows more than 30 per cent of university graduates hired in the latter 

half of 2000 were temporary workers and more than 40 per cent of university graduates 

were temporary workers in 2002. 

Kim (2002b: 279) points out the public works program offered by the government 

contributed to the sharp increase in irregular workers. The government sector accounted 

for 51.2 per cent of the net increase in daily employment in 1998, compared to merely 2.8 

per cent in 1997. Kim (2002b) concludes that the use of non-regular workers in the 

private sector has a strong connection with the cost-reduction hypothesis. 

According to its National Statistics Office, Thailand experienced a more serious problem 

of underemployment than that of Korea. Labour force survey data shows that 
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underemployment increased from 2.43 million (7.6% of the labour force) in 1997 to 4.41 

million (13.7% of the labour force) in 1998. Mahmood and Aryah (2001:267) argue 

employers in Thailand wishing to avoid severance payments, had an incentive to reduce 

working hours rather than laying workers off altogether. 

More detailed information about weekly working hours are presented in table 6.12, which 

is usually used as an indicator of underemployment. The number of people working for 

more than 35 hours was significantly reduced after the crisis. At the same time, the 

number of people working for less than 35 hours doubled from 1996 to 1997. Similarly to 

Korea, more people have been working for fewer hours since the crisis emerged. 

Kittiprapas (2002: 10) points out the most significant drops were in the construction and 

finance & real estate sectors, where working hours declined by 38 per cent and 20 per 

cent respectively. Given the numerous bankruptcies and the closing-down of factories, 

companies and financial institutions in the crisis, it is not surprising the crisis affected 

wage and salary workers much more than the self-employed workers. The number of 

salary workers working for less than 25 hours per week increased by seven times, from 

249,000 to 1.4 million people in 1996-97. At the same time, the number of salary workers 

in 25-34 hours group increased by four times, while the workers in 35-39 hours group 

dropped by 50%. 

In conclusion, with the dramatic drop in employment rates and increase in unemployment 

and underemployment, the crisis led to a large number of unemployed people either 

looking or ready to work in the crisis-hit countries. They were concentrated in the sectors
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that were hardly hit by the crisis, i.e. manufacturing, construction, finance and perhaps 

the real-estate sector, to a less extent. 

Wage, Income distribution & poverty 

The effect of the crisis also shows up in wages. The nominal wages in Korean companies 

with ten or more employees fell by 5.9 per cent between July 1997 and July 1998 (table 

6.13). With the inflation rate at 7.5 per cent in 1998, the real wage declined by 12.5 per 

cent. Wage drops were across all the sectors except the public utilities, in which the wage 

rose by 7.7 per cent in 1998 and later dropped by 24.1 per cent in 1999. Kim (2002b: 

285) argues this is because most utilities are state owned. These state-owned companies 

were less pressured by the crisis. The 1998 wage increase reflects the poor management 

in these companies and the 1999 wage cut was due to public pressure imposed on these 

state-owned companies. In other sectors, wages dropped particularly quickly in 

manufacturing, retail and wholesale trade, construction and finance and real estate 

sectors, ranging from 6 to 10 per cent, while little change occurred in the communication 

and service sectors. Given the numerous bankrupts of banks and companies and those 

that were brought to the edge of bankruptcies either because of the lack of urgent 

liquidity or the increasing production cost as a result of inflation, the wages and all kinds 

of labour benefits dropped in the crisis. 

The nominal wage then quickly recovered in 1999. Those sectors that experienced the 

most wage losses in 1998 recorded the greatest comeback in 1999. A similar pattern is 

found in the wage structure by company size. Nominal wages fell most in small and large 

companies in 1998, and increased most in 1999. Kim (2002b: 285) argues this recovery 
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pattern strongly suggests the increase in wage in 1999 was to compensate workers for the 

suffering in the last year. 

Another widespread impact of the Asian financial crisis on the labour market was the fast 

increasing inflation which quickly eroded the value of nominal wages. Like in the case of 

Thailand, the nominal wage increased across all the sectors in 1997 except the 

construction and finance sectors (table 6.14). There were dramatic increases in the mining 

and public utility sector. The nominal wage in the mining sector even doubled in 1997. 

However, in terms of real wages, taking manufacturing for example, it started to drop in 

1998 when the nominal wage was still rising, due to the dramatic increase in inflation 

(table 6.15). In 1999, even the nominal wage started to drop, by 7.5 per cent and the real 

wage dropped even more. The rising nominal wage in Thailand could not cope with the 

fast increase in inflation, so the fall in real wages accelerated from about 1 per cent in 

1997 to around 7 per cent in 1998 (UNESCAP, 2002). 

On the hourly basis, labour costs in manufacturing in Thailand recorded a decrease by 

more than 50 per cent from 1997 to 1999 and the crisis also repressed the increasing trend 

of Korean hourly labour cost in 1998-99, when it maintained at 10,000 won/hour (figure 

6.2). 

What is more important is that the falling wages and unemployment would inevitably 

lead to a problem – poverty. In Indonesia, where economic developments were 

exacerbated by political and social unrest and the worst drought seen in years, the 

percentage of the population living in poverty increased from 11.3 per cent in 1996 to 
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16.7 per cent in 1998. In Korea and Thailand, where the middle class was affected the 

most (Song, 2006), urban poverty increased from 9.6 to 19.2 per cent and from 11.4 to 

12.9 per cent respectively over the same period (World Bank, 2000a: 54). 

Prior to the economic crisis, poverty was not a serious issue in Korea. However, the crisis 

had an important role in provoking public awareness of the poverty problem and the 

necessity for reform of the existing social safety net (Jung, 2009). Korea‘s poverty 

problem was the most serious compared to other crisis-hit countries. Korea had the 

largest increase in open unemployment, a decline in the economically active population, 

and a large drop in real wages that was only lower to that in Indonesia. Labour mobility 

from the informal sector was also more limited than in other countries. Korea was also 

the most urbanized East Asian country, and the negative impact of recessions has been 

found to have been most devastating for poor urban dwellers (De Janvry and Sadoulet, 

1998). Contrary to Thailand and Indonesia, South Korea had a large proportion of 

population working in the formal sector. Where in Thailand and Indonesia the crisis had 

less poverty effects to the people living in the rural area, it greatly affected the Korean 

people whose livings were dependent on wage income. Caffentzis (2005b: 55) clarifies 

this problem by asking the question of how poverty should be measured. He notices the 

two contradictionary definition of ―extreme poverty‖ offered by Jeffery Sachs: ―(a) 

‗extreme poverty means that households cannot meet basic needs‘, and (b) extreme 

poverty means an ‗income of $1 per day per person, measured at purchasing power 

parity‘‖ and he argues many villagers living in the developing countries may not have 

―$1 a day‖, but have ―basic needs‖, as they have access to land, forests and water that 

have not been privatized. Caffentzis argues (a) is a ―use value‖ definition while (b) is an 
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‗exchange value‘ definition and these definitions are non-synonymous, because the land 

that the villagers can use for their families‘ subsistence represents an enormous ―use 

value‖ but cannot be alienated to have an ―exchange value‖. 

There were difficulties in measuring the poverty in Korea because there is no official 

poverty line and researchers had to find their own criteria and method to measure the 

poverty (for more information on difficulties to measure poverty in Korea, see Park, 

2001). Jung (2009: 57) shows the poverty rate for households based on the minimum 

living standards at 40 per cent of the median income in 2000, soared dramatically to 9.4 

per cent in 2000 - more than a threefold increase in 1996. By adopting the 1994 

Minimum Cost of Living as a poverty line, Park (2001) shows that the number of urban 

workers‘ households living below the poverty line, as a per cent of total population, 

increased dramatically in the crisis (figure 6.3). The poverty rate was kept around 4% 

before the crisis. However, soon after the crisis, it increase rapidly and peaked at 8.8% in 

the third quarter of 1998. It was kept high in the whole year of 1998 and 1999, and then 

began to drop in 2000. The poverty rate for urban workers‘ households is also closely 

related to the unemployment rate, which means the urban workers‘ households had been 

directly affected by economic situation. 

Kim (2004: 230) uses a different poverty line – a family of four making less than 928,000 

won in 2000, 956,000 won in 2001, and 989,000 won in 2002, and the figure shows the 

proportion of Korean households living under this line soared from 2.8% in 1997 to 6.4% 

in 1998 and 7.3% in 1999. When the rates declined in the next three years to 5.4% 

(2000), 4.4% (2001), and 3.5% (2002), they are still higher than the 1997 rate. Kim 
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(2004: 230) also points out the problem of relative poverty and ―hidden poverty‖ in 

Korea. Unlike developed countries, poverty in underdeveloped nations often involves 

malnourishment and poor hygiene, thus it is a ―hidden‖ problem which affects large 

numbers of low-income classes and/or unemployed. Judging by the proportion of the 

households that make less than 40% of the average income of all households, the relative 

poverty rate jumped from 6.6% to 9.2% in 1998, 9.4% in 1999, 8.7% in 2000, 8.7% in 

2001, and 8.0% in 2002.  

This relative poverty also gives problems to uneven poverty distribution and social 

inequality. (Choi and Chung, 2002; World Bank, 2000a: 51). Urban workers‘ households 

experienced different levels of income changes according to their status in the income 

distribution. The poorest 10 per cent saw their total earnings and labour income decline 

by more than 20 per cent, while the richest 10 per cent saw their total earnings increased 

by more than 10 per cent. For the middle income class, the total earnings and labour 

income dropped by 10 per cent and 8.4 per cent respectively (table 6.16). This suggests 

the income inequality widened in Korea during the crisis. Changes in expenditure are 

relatively smaller compared to that of income. This finding is quite similar to that of 

Cheong (2001) and Woo (2002). That means the low income groups had to spend more 

rather than saving and became more insecure financially while the high income groups 

were more cautious in their spending, and saved more at the time of a crisis (Kim, 

2002b). 

Woo (2002) notes the Gini coefficient of household income climbed by 4 per cent from 

0.36 in 1997 to 0.4 in 1998, which is a large difference compared to the previous years. 
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Table 6.16 Annual changes in income and expenditure of urban workers’ 
households by income deciles in Korea, % 

  1997-98 1998-99 1999-00 

bottom Total earning -23.3 4.3 16.6 

 Labour income -21.4 3.9 13.0 

 Expenditure -7.3 5.7 9.5 

Second Total earning -14.2 2.1 9.2 

 Labour income -11.4 -1.4 7.4 

 Expenditure -12.2 12.4 0.7 

Third Total earning -13.1 2.4 8.8 

 Labour income -11.6 1.0 7.8 

 Expenditure -10.7 8.7 10.9 

Fourth Total earning -11.2 0.8 9.6 

 Labour income -6.9 0.8 11.9 

 Expenditure -6.4 6.5 22.3 

Middle Total earning -10.0 0.6 8.0 

 Labour income -8.4 0.8 9.0 

 Expenditure -9.3 11.7 7.6 

Sixth Total earning -9.2 2.2 6.2 

 Labour income -6.3 2.1 7.2 

 Expenditure -12.7 15.7 8.8 

Seventh Total earning -7.8 2.1 6.0 

 Labour income -4.5 -0.7 9.8 

 Expenditure -7.6 9.4 4.9 

Eighth Total earning -8.0 2.0 5.7 

 Labour income -5.7 1.5 6.3 

 Expenditure -10.1 11.8 7.9 

Ninth Total earning -8.1 4.0 5.5 

 Labour income -8.1 5.0 5.6 

 Expenditure -7.9 13.9 10.1 

Top Total earning 11.8 -5.1 1.5 

 Labour income -2.0 1.4 13.2 

 Expenditure -15.8 23.1 20.7 

Source: Kim (2002b: 287) 

Woo (2002: 188) explains this is because on the one hand, the oversupply of unskilled 

low-income labourers from rising unemployment in the crisis, made them the highest 

probability of job losses. On the other hand, companies were reluctant to layoff the highly 
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valued human resources who they made great investments into, such as skilled workers, 

supervisors and technicians, even in time of an economic shock. 

More importantly, Woo (2002) evaluates the wealth inequality in Korea, which includes 

the holding of financial assets and real-estates, and concludes that wealth inequality is 

much more serious than income inequality, due to rapid increases in liabilities among the 

poor combined with growing real estate holdings among the rich. There are two 

important elements in Woo‘s work that are also considered to be relevant in this article. 

The first is, as Woo (2002: 189) argues, wealth inequality is crucial because the wealth 

enables its holders to exercise economic power, which is a key causal factor in the 

economic gap between classes. In this article, this concept is amplified in an international 

context. The foreign investors armed with US dollars are considered as a kind of 

economic power against the local cheap labours and the devalued local currency. Thus, 

the labour-controlling power of foreign investors through cross-border FDI is going to be 

examined. Secondly, Woo (2002: 189) argues the land prices have played an important 

role in determining the economic disparity between classes and were a primary source of 

income inequality. The holding of land and real estate is an important indicator of wealth 

in Korea. As such, the economic power of foreign investors in this article will also be 

considered as potential controlling power of local land and real estate, together with the 

control of labour. 

The recovery in the next two years after the crisis seems much less impressive compared 

to the losses in 1997-98. The recovery favours more low income groups, especially in 

their labour income. Kim (2002b) argues this is related to the strong employment gains 
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among unskilled workers in 1999. The recovery in expenditure strongly favoured the high 

income group, suggesting their savings in the crisis time were precautionary. Kim 

(2002b) added that the actual inequality was quite likely to be greater than reported since 

it only includes urban wage and salary workers. If households with no labour income 

were added to the sample, the inequality would have increased more. 

Thailand had a more serious poverty problem than that of Korea. Based on the 

consumption prices and the population structure, the average poverty line, processed by 

the Thailand government were 522 Baht per person per year in 1990, 600 Baht in 1992, 

636 Baht in 1994, 737 Baht in 1996, 878 Baht in 1998 and 886 Baht in 1999 (Natenuj, 

2000: 7). Based on this poverty line, table 6.17 indicates that the percentage of poor 

dramatically fell from 27.2 per cent (15.3 million) in 1990 to 11.4 per cent (6.8 million) 

in 1996. As a result of the crisis, more than 3 million people had been pushed into 

poverty between 1996 and 1999. Natenuj (2000: 7) estimates that the expected number of 

poor in 1998 and 1999 would have been between 5.4 and 4.7 million if the crisis did not 

occur, but the actual number is between 7.9 and 9.9 million. The economic crisis had 

contributed to an increase in the number of poor by 16.2 and 25.3 per cent in 1998 and 

1999, respectively. The urban-rural breakdown shows poverty increased in the rural area 

much faster than the urban area. Rural areas have long been inhabited with the highest 

poverty incidence with a lot of people earning just above the poverty line wage. The 

deepening recession resulting from the crisis, spread to the rural area and inevitably put 

more people‘s earnings under the poverty line. 

Natenuj (2000) also noticed that the people who were suffering poverty did not have the 
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same degree of poverty. Some were living close to the poverty line while some suffered 

more. So the number of all poor has been divided into ultra-poor, marginal poor and near 

poor (table 6.18). It is clear that the crisis affected the ultra-poor and marginal poor more 

than the near poor, because of their much lower living standards before the crisis and 

limited ability to escape poverty. The near poor group includes those at/just above the 

poverty line. They can easily become poor when faced with unexpected economic 

shocks/sickness/natural disasters. 

All in all, the crisis brought enormous effects on the labour market in the crisis-hit 

countries, ranging from dropping employment, falling wages, increasing unemployment 

and underemployment, increasing poverty and income inequality. As a result, people 

were working for less hours or completely lost their jobs. Many of them were paid with 

pitiful wages, especially for those working in manufacturing and financial sectors. 

Increasing numbers of people fell into poverty and the majority of the poor people 

became ultra-poor. Under these conditions, numerous people who had recently been made 

unemployed were desperately trying to find a job or simply an opportunity to work, either 

as a full-time employee or a temporary worker, especially those who could not adequately 

support their children and family and those who did not have sufficient medical care. 

Given this situation, it is not surprising that the number of people looking for work or 

ready for work increased dramatically during the crisis. The number of job seekers 

registered at the public employment system in Korea jumped from 243,467 people in 

1997 to more than 2 million in 1998, while only 7.4 per cent of them found work in 1998 

(table 6.19). The job vacancies were clearly not enough for the job seekers. The ratio of 
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job vacancies relative to job seekers and the ratio of employed people relative to job 

seekers dropped tremendously. Although the Korean government implemented a number 

of measures to address market issues, including job protection and creation, vocational 

training, job placement and stabilization, and social protection, Kang et al. (2001: 115) 

find that the ―net employment effect‖ of the government‘s program only saved 28 per 

cent of the subsidized employees in nonmanufacturing industries and 21 per cent in the 

manufacturing industries. 

A similar thing occurred in Thailand in 1998. Mahmood and Aryah (2001: 269) indicate 

that seasonality is an important factor and its impact is high on labour market indicators. 

So the unemployment figures shown in table 6.20 is divided into two seasons – the dry 

(winter and spring) and wet (summer and autumn).  Kittiprapas (2002: 8) offers the data 

in the Labour Force Survey conducted by Thailand National Statistical Office. It shows 

the number of people looking for work increased by three times in the dry season and by 

more than five times in the wet season in 1997-98, accounting for nearly half of the total 

unemployed workers. 

The Thai government also conducted a number of measures to address the problem, 

including employment creation, income support, skill training and upgrading. Mahmood 

and Aryah (2001: 279) evaluate the government‘s efforts as ―only limited success‖. First, 

the job creation and stabilization programs were implemented too late to stop the 

increasing unemployment and most job creations were temporary. Secondly, since 

Thailand had no unemployment insurance scheme, the most important income support
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measure is the severance pay, which according to the 1997 Labour Protection Law, equals 

to the equivalent of 10 months of the employee‘s salary. However, the compliance of the 

severance pay scheme was low as the numerous failing companies often lacked the 

money to make the payments. 

Mahmood and Aryah (2001: 276) argue there is evidence showing that none of the 

retrenched workers had been given any severance pay from some of the small companies 

and some of them were not even given their last paycheck. Yet there is another problem 

that the severance pay scheme is limited to the formal sector, leaving workers in the 

informal sector unprotected. The income support measures also included direct transfer of 

capital, tax and utility price cuts, price support for rice, and extension of health care and 

educational subsidies. (Mahmood and Aryah, 2001: 281) argue the crisis had made it very 

difficult for the government to meet its obligations, especially since the budget deficit 

needed to be cut to meet the conditions of the IMF loan. 

It is commonly known that developing countries had a problem absorbing the abandoned 

labour with their limited economic resources (UNCTAD, 1994: 165) and although the 

East and Southeast Asian developing countries did well in reducing poverty and 

improving living standards and social environment in the 1980s and early 1990, the crisis 

put them into a much more difficult situation in absorbing the local labour force, fighting 

inflation and reducing poverty. This is especially true in the labour-abundant, resource-

poor crisis-hit countries like Thailand and Indonesia. 
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6.3 FDI and Asian labour 

FDI, wage and employment 

One of the benefits of inward FDI on the local labour market is that the MNCs tend to 

pay higher wages than the domestic companies in host economies (OECD, 2008: ch 5; 

UNCTAD, 1994: 202; Lipsey and Sjöholm, 2006). Much empirical evidence seems to 

supporting this argument. Aitken, Harrison and Lipsey (1996) conclude MNCs paid 

higher wages than local companies in Venezuela and Mexico. Lipsey and Sjöholm 

(2006), Hill (1990) and Manning (1998) give strong evidence that foreign companies paid 

higher wages in Indonesia. However, Rama (2003) finds that the impact of foreign direct 

investment on wages fades over time and it has no significant effect on wages after five 

years. Another problem is that foreign direct investment affects the distribution of the 

wage. The UNCTAD (1997a: 197) claims: 

[A]t the aggregate and industry levels, the workforce directly employed by foreign 

affiliates enjoys superior wages, conditions of work and social security benefits 

relative to the conditions prevailing in domestic firms … Particularly in developing 

countries, the higher wage levels in foreign affiliates are likely to be an influence 

for raising wages, at least of certain kinds of labour. 

While the ―certain kinds of labour‖ is not clearly defined in the UNCTAD report, 

Gopinath and Chen (2003) found evidence of increased wage inequality between skilled 

and unskilled labour due to FDI flows into developing countries. While something of a 

consensus exists over the positive association between openness and growth (Rodrik, 

2001), there is less agreement about who gains within societies. In the context of Asia, 

MNCs seem to benefit the labourers in host countries with higher wages, but they are also 
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involved in widening social inequality. Tomohara and Yokota (2007) examined FDI 

flowing into Thailand and conclude FDI caused wage inequality due to FDI-led skill 

biased technological change. Drawing on a conclusion based on effects of FDI on wages 

in five East Asian economies and the effects of foreign ownership in five African 

countries, Velde and Morrissey (2002) argue foreign owned firms tend to pay higher 

wages in developing countries, but skilled workers tend to benefit more than less-skilled 

workers. In another study by Velde and Morrissey (2004), the empirical evidence in five 

East Asia economies, namely, Singapore, Hong Kong, Philippines, Thailand and Korea 

show that FDI has no effect on reducing wage inequality and indeed, FDI has raised wage 

inequality in Thailand. Their finding is in contrast with Wood (1997), who suggests that 

FDI in low-skilled abundant countries locates in low-skilled intensive sectors thereby 

raising the relative demand for low-skilled workers and hence reduce wage inequality 

between skilled and low-skilled workers. 

Another potential benefit of inward FDI is that the job opportunities it brings could 

increase the employment in host countries (UNCTAD, 1999b; OECD, 1998; 2002). This 

seems to be true especially in the developing countries. Asiedu (2004) shows inward FDI 

from US MNCs had positive effects on the employment in Sub-Saharan Africa (SSA) 

countries. Similarly, Lipsey (2004) found inward FDI from U.S. MNCs contributed to the 

increase of manufacturing employment in a number of developing countries. 

Employment did not just increase in line with rising level of foreign investment, it also 

increased due to the indirect employment effect of inward investment through the upward 

effects on the supplier and services and the downward effects on other local purchasers 

(UNCTAD, 1994: 164; 1999b: 261; OECD, 1998: 60). 



261 

UNCTAD (1994) argues the MNCs not only have direct and indirect effects on 

employment, but also have positive and negative dimensions which often occur at the 

same time. The complexity of employment effects (shown in table 6.21) makes it hard to 

estimate the overall impact of FDI, which depends upon the net balance between job loss 

and job creation by the MNCs. The potential effects are not only on the size of 

employment, but on the quality and location of jobs as well. Drawing on the conclusion 

of a number of relevant studies in the 1970s and 1980s, Baldwin (1994) concludes there 

is no firm conclusion warranted about the net employment effects of direct foreign 

investment. The employment impact of FDI is dependent upon several factors, for 

example, the type of investment, i.e. greenfield investment or mergers and acquisitions 

(M&As). Greenfield investment involves the creation of new factories, equipment and 

employment, while the M&A is simply a change of ownership (UNCTAD, 1994). The 

employment impact also depends on the whether the MNC substitutes the domestic 

production by driving local companies out of the market. As pointed out by Bellak 

(2004), the crowding out of weak domestic firms by foreign entry could lead to some 

short-run job losses as a result of the competition effect. Despite considerable inflows of 

foreign capital to Vietnam in the 1990s, Jenkins (2006) argues the direct employment 

generated has been very limited, and the indirect employment effects have been minimal 

and possibly even negative because of the limited linkages which foreign investors create 

and the possibility of ―crowding out‖ of domestic investment. 

Besides, how domestic companies, national policies and labour markets respond to the 

particular type of inward FDI may also alter the employment outcome. Dunning (1994) 

argued that the engagement in backward linkages by MNCs in the host economy could 
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result in some job losses in domestic supporting industries due to low local sourcing by 

MNCs. Wong and Tang (2008) argue an increase in FDI inflows could lead to higher 

employment in the host country if it complements with domestic investment. However, 

they found the presence of MNCs has lower propensity to establish linkages with local 

industries in Singapore, so there is little relationship between the inward FDI and the 

increase in employment in Singapore. They suggest the government should assist local 

companies to tie up with foreign partners and develop manpower with the skills needed 

by the wholly owned subsidiaries of foreign corporations in order to increase local 

sourcing. A study on creation of employment opportunities by FDI during 1985-2008 in 

Pakistan, India and China by Rizvi and Nishat (2009) suggests that FDI should not be 

expected to create employment opportunities in any of the three countries directly and 

FDI enhancement policies must be supplemented by the other measures to stimulate 

employment growth. Another study on the employment impact of large FDI inflows in 

Latin America by Ernst (2005) also suggests that the FDI did not have much contribution 

to employment creation, even in the manufacturing sector – the most important 

destination of FDI inflows. 

Ernst (2005) attributes the negative employment effects of FDI to three reasons. First, it 

can be explained by the form of investment. Most investment, in particular in Argentina 

and Brazil went into already existing companies as a result of privatization, deregulation 

and increased M&A, especially in the service sector. Secondly, FDI in the service and 

manufacturing sector led to increased competitiveness which is often combined with 

restructuring strategies involving modernization and rationalization measures in order to 

increase productivity, leading to labour shedding. Thirdly, FDI mainly went into low to 
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medium labour-intensive sectors in manufacturing where MNCs made only little 

contribution to employment creation. Even though ―old‖ capital-intensive industries, such 

as automobiles and chemicals, were major recipients of FDI, these sectors experienced an 

overall decline in employment in the 1990s. So the overall employment effects of FDI 

tend to be negative. 

In the context of Asia, the OECD data show that inward FDI contributed to a large 

increase of employment. A quarter of paid employees in manufacturing in Indonesia were 

hired by foreign affiliates in 1985. The foreign-dominated electronics sector in Malaysia 

employed almost 300,000 people in 1994, compared with only 600 in 1970 and 85,000 in 

1984 (OECD, 1998: 59). Drawing on the experience of East and South-East Asia and 

China, UNCTAD (1999b: 263) argues countries with abundant low-cost labour that 

establish export-oriented trade regimes and an environment conducive for FDI can 

promote significant employment generation by attracting export-oriented activities. 

Lipsey, Sjöholm and Sun (2010) found positive relationships between foreign ownership 

and the growth rate of employment in Indonesia. Baumüller (2009: 19) argues FDI has 

helped to create jobs in Southeast Asia, although to varying degrees across countries, 

sectors and the wider economy. 

Sibunruang and Brimble (1988) examine the direct employment effects of MNCs in the 

manufacturing sector in Thailand and found that 600 foreign firms hired just over 

180,000 people, accounting for only 0.7 per cent of total labour force and 8.8 total 

employments in manufacturing sector in 1985. They conclude the employment effects of 

FDI was not as large as normally thought, but their share of total employment was much 
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higher in certain industries such as chemical and petroleum, non-electrical and electrical 

machinery, and textile and rubber products. 

FDI and Labour control 

One of the dramatic changes in the global manufacturing sector in the second half of the 

twentieth century is the internationalization of production. Before that, finished goods 

were manufactured and sold by the same company within a country, with excess 

production often exported to foreign markets. 

At times, the efficiency-seeking producers in industrial countries found it expedient to set 

up plants in foreign developing countries, in order to take advantage of cheap labour 

sources and to avoid tariffs and other trade barriers. In recent decades, with development 

of transportation, information and communication technology and several decades of 

GATT rounds and a decade of WTO governance, the shipping and communication costs 

and trade barriers have been largely reduced. More and more major corporations, based in 

industrial countries, such as Japan, Europe, North America, move their factories to the 

developing world, including East Europe, Africa, Latin America and Asia, especially for 

the garment and semiconductor industry (Moran, 2002; Fung, O‘rourke and Sabel, 2001; 

Lipschutz, 2005; Gereffi, 2002). 

This internationalism of the production process is called ―outsourcing‖; it means 

subcontractors in other countries manufacture certain parts of product which are then 

brought to an assembly line while the home company is focused on the design of the 

product (Lipschutz, 2005: 67). Depending on the item, the company may sign contracts 
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with a number of subcontractors, often in different developing countries to manufacture 

or assemble the products. Subcontractors may link up with even smaller factories for 

special tasks. The parts are then sent to another plant, where they are assembled into the 

final item and the product is packaged for shipment. The contracting company arranges 

for a distributor to receive the shipment and send it on to retailers. The contracting 

company itself does not have to invest in production, shipping, and retailing hardware or 

infrastructure. If the market for a particular product, or all of them, turns sour, the 

company can simply stop ordering and use up existing stocks. It has no long-term 

commitments to any subcontractors but only its shareholders (Klein, 2000, for the case of 

Nike; Rosen, 2002, for American apparel industry; Mazurek, 1999, for semiconductor 

industry). Giving the example of Asian production for the international textile and apparel 

market, Gereffi (2002) argues that the outsourcing process led to a new international 

division of labour, which is based on increasingly complex commodity chains and has 

become the rule of international manufacturing. 

Many manufactured items, especially the electronic and garment products sold on the 

global market these days, are made or assembled in developing countries. Although this 

has made good business sense, the outsourcing of production to the developing world has 

resulted in criticism regarding the effects on the local labour markets by MNCs. First, the 

lack of long-term commitments between the contracting company and its subcontractors 

brings instability to the local labour market. Take the global apparel market for example, 

Bonacich and Appelbaum (2000: 9) point out that much of the apparel industry is driven 

by fashion that can change quickly and the sales of fashionable garments are highly 

volatile. The production of apparel is a risky business, which discourages heavy capital 
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investment. Apparel companies want to make sure that any demand is fully met, without 

worrying about overproducing garments that fall out of fashion. Thus, the industry is very 

sensitive and responds quickly to changes in consumer taste. When a particular item is in 

fashion, the subcontractors have to make every effort to meet the need of market and 

bring wealth to the contracting company, which sometimes leads to forced overtime for 

local workers. When it is out of fashion, the company can simply stop ordering which 

drags down its subcontractors, leading to massive lay-offs. Moore (2007) notes that much 

of the literature on topics of East Asian development written by Western authors is in a 

prescriptive tone with detailed recommendations for economic and political development 

to developing countries including South Korea. These literature (i.e. Yusuf and Evenett 

2002; Kang 2002; Haggard et al. 1994) comes out of a liberal tradition that accepts the 

inevitability of globalization and recommends increased liberalization of markets, 

deregulation of trade and investment barriers, privatization of local services, and 

flexibility of labour markets, which all seem to help giving easy access to outsourcing for 

the MNCs. The rise of MNCs, who are ‗the most important source of international 

economic exchange‘, have inspired a global transition to ‗flexibility‘ (UNCTAD, 1993). 

After the Asian financial crisis, Korean economists found that foreign investors require 

flexibility of labour and that Korea had some work to do in this regard. A flexible labour 

force was one of the first objectives to invite inward FDI and to meet the expectations for 

conditionalities applied by the IMF package (Sohn and Yang 1998: 18). Therefore, Korea 

brought in new laws and carried out ―chaebol reform‖ to fulfill the IMF‘s requirements 

for job market flexibility (Moore, 2007: 103). The Korean National Assembly in early 

1998 began to make laws that were designed to ―make layoffs easier‖ (Strom, 1998). The 
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law eliminated the requirement for court approval for company layoffs and allowed 

multinational corporations a ―flexible‖ work force. 

Another problem concerned the real or alleged unjust exploitation of workers in 

developing economies by multinational corporations (MNCs) and their suppliers. Debates 

mainly come between those who believe many MNCs operate ―sweatshop‖ factories in 

developing countries, where workers‘ rights have been seriously violated, leading to 

lower wages, poor working and safety standards, long working hours etc. (Moran, 2002; 

Fung, O‘rourke and Sabel, 2001; Rosen, 2002; Esbenshade, 2004; Hartman, Arnold and 

Wokutch, 2003) and the people who believe MNCs bring higher wages and better 

working conditions to local workers, at least better than the jobs that the workers can 

otherwise get in other local factories (Bhagwati, 2004; Powell and Skarbek, 2006; Rama, 

2003). Other economists and sociologists retort that the existence of sweatshops is an 

important and inevitable feature of economic development, and that laws that seek to 

restrict the production of goods in sweatshops will harm the very people they were 

intended to help (Kristof, 2000; Henderson, 2001; Norberg, 2003). Arnold and Hartmann 

(2005) argue while it is true that many sweatshops exists in the production line in 

developing countries by MNCs, there are also firms that engage in truly good and 

beneficial activities with regard to their global workforces, where the result is not a 

―sweatshop‖ environment but is instead a safe and healthy workplace where labourers are 

treated with respect. 

Activists, academics, and others have studied large numbers of shops and factories whose 

workers labour for long hours, under fairly appalling conditions, receiving wages that are 
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often at or below the legal minimum (see, for example, Connor, 2001; O‘Rourke, 2000; 

Boje, 2002). The disputes concerning global labour practices have become the core of 

contemporary debates regarding globalization. Many critics of globalization (i.e. Stiglitz, 

2002 and 2006; Rodrik, 1997; Gray, 1998) are also concerned about the poor working 

conditions in developing countries. Moreover, in most instances, workers not only have 

to confront industrial and political environments in which their rights are systematically 

ignored, but they also lack the structural power necessary to consolidate those rights, 

largely as a result of the ―reserve army of labour‖ at the factory gates (Lipschutz, 2005). 

This is not a new problem, but it has been exacerbated by outsourcing. Lipschutz (2005) 

gives a detailed look at the sweatshops in the global apparel industry and concludes that 

the situation in developing countries today is similar to that in the West a century ago, 

when capitalists viewed unionization as an obstacle to efficiency and profit and states 

worry that labour activism will drive capital away, while workers fear – with good reason 

– that attempts to organize will get them fired.  

Those who defend the existing system argue that, at least, workers in developing 

countries have jobs, which pay more than the local minimum wage and represents a first 

step toward upward mobility (Bhagwati, 2004; Rama, 2003). If workers were able to 

organize and press for higher wages and better working conditions, continues the 

argument, this would only induce capital to seek more attractive investment conditions in 

other countries. This points to the key problem for labour in developing countries – 

competition among countries for foreign investment, weak or non-existent monitoring of 

working conditions and enforcement of labour law, and the relatively small proportion of 

people employed in factories make the organizing environment for workers much more 
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inhospitable (Lipschutz, 2005). Winters (1996: 196) notes that earlier competition 

between workers in different advanced industrialized countries in the 1960s saw workers 

gain through productivity-based bargaining, but the more direct and extreme international 

competition now produces a ―race to the bottom‖ for wages and working conditions. That 

is, countries are given increased incentives to dismantle current existing regulatory 

standards, in order to attract foreign investments.  

Since the early 1990s, a range of people, including labour rights activists, trade unionists, 

students, journalists, academics and other concerned citizens have targeted companies in 

the apparel, sports shoe and toy industry over the low wages, long hours and poor 

workplace safety in the factories from which they sourced (Frost and Burnett, 2007). In 

the apparel industry, it is called ―anti-sweatshop‖ movement (DeWinter, 2001) and in the 

computing industry, from 2004 to 2006, A UK non-governmental organization (NGO) – 

the Catholic Agency for Overseas Development (CAFOD) released ―Clean up your 

Computer‖, a series of policy reports and updates that aimed to shed some light on poor 

workplace practices in the computer manufacturing industry in developing countries 

(CAFOD, 2004; 2005; 2006).  

The Foxconn case – focusing on working hours 

One clear example of worker exploitation in China was a string of 11 employee suicides 

within the first six month of 2010 in Foxconn Technology Group – a Taiwanese 

subcontractor which is normally highly secretive and rarely allows site visits of its 

factories that make products such as smartphones, PCs, digital cameras and LCD 

televisions under contracts for companies including Apple, Sony, Dell and Nokia (The 
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Financial Times, 2010; BusinessWeek, 2010). According to a statement released on 4 

June 2010 by the organization of Students and Scholars Against Corporate Misbehavior 

(SACOM), there was clearly something structurally wrong with the working hours basis 

of the Foxconn factory. The SACOM (2010: n.pag) statement reports: 

Yan Li, 27, is the latest victim of Foxconn, the manufacturer of iPads and other 

high-tech items that has experienced a recent rash of worker suicides. He collapsed 

and died from exhaustion on 27 May after having worked continuously for 34 

hours. His wife said Yan had been on the night shift for a month and in that time 

had worked overtime every night. Yan, an engineer, had worked for Foxconn since 

April 2007. The tragedy marks the 11th death at the corporation since January this 

year. 

The Wall Street Journal on 7th June, 2010 also mentioned the long working hours and 

pitiful wages in Foxconn, saying that: 

Many Hon Hai employees work overtime, so even assembly-line workers generally 

end up making more than 900 yuan (£100) a month. But critics have said the 

system pushes people to work excessively long hours under intense conditions, 

leaving them physically and emotionally exhausted. 

The series of suicide incidents triggered an investigation by the Chinese government, 

Apple Company and other big Foxconn clients, including Dell Inc (Financial Times, 

2010). Under the public pressure, the company‘s immediate measure was to raise the 

wage of the employees. The Wall Street Journal (2010) reports the details on pay raise by 

Hon Hai Precision Industry Co. – the controlling corporation of Foxcon and said that the 

average wage raise was 30 per cent to all its employees in China. Elsewhere in the Wall 

Street Journal article the company says it is working to make its ―workplace standards 
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and remuneration….best-in-class‖.  What Foxconn considers ―best-in-class‖ is unclear 

but one should not equate it to ―world‘s best practice‖ because of its pitiful wages, as the 

article reports: 

In Shenzhen, the southern Chinese city where more than half of Hon Hai's roughly 

800,000 Chinese staff is employed … As of Oct. 1, the monthly wage for all ―first 

line‖ workers – those on the assembly lines – as well as their line leaders and 

supervisors, will be increased to 2,000 Yuan, or about $293. 

In fact, the harsh working conditions had been exposed to the public long before the 

tragedy actually happened, which had been reviewed explicitly by Frost and Burnett 

(2007). In 2006, the British newspaper Mail on Sunday sent a reporter to Foxconn‘s 

Longhua plant, which they call the ―iPod City‖ as it houses 200,000 workers – ―a 

population bigger than Newcastle‘s‖ (Daily Mail, 2006). The reporter claims Longhua‘s 

workers live in dormitories that house 100 people, and that security is high, visitors from 

the outside world are not permitted, ―especially in the five-storey E3 factory which makes 

the Nanos‖ (Daily Mail, 2006). The media focused on the long working hours. Workers 

toil for 15-hours a day to make the iconic music player, and they earn £27 per month, 

which is ―about half the wage weavers earned in Liverpool and Manchester in 1805, 

allowing for inflation … This is low, even for China‖ (Daily Mail, 2006). Regarding to 

the labour working hours in Foxconn, the report recorded an interview with Zang Lan, an 

employee from central China, who said that ―We have to work so hard and I am always 

tired … it‘s like being in the army, they make us stand still for hours … we have to work 

overtime if we are told to and can only go back to the dormitories when our boss give us 

permission … after working 15 hours until 11:30 pm, we feel so tired‖ (Daily Mail, 
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2006). 

After uncovering the harsh conditions at Foxconn in 2006, Apple had promised to 

investigate the labour conditions in its iPod factories (Daily Mail, 2006). Apple admitted 

that in many cases the workers were exceeding the company‘s limits for overtime (BBC, 

2006), which according to Apple (2009) Supplier Code of Conduct: 

[A] workweek shall be restricted to 60 hours, including overtime, workers shall be 

allowed at least one day off every seven-days, and overtime shall be voluntary. 

Under no circumstances will workweeks exceed the maximum permitted under 

applicable laws and regulations. Suppliers must offer vacation time, leave periods, 

and holidays consistent with applicable laws and regulations. 

After investigation, Apple (2006a) concluded: 

We [Apple] find that employees worked longer hours than permitted by our Code 

of Conduct, which limits normal workweeks to 60 hours and requires at least one 

day off each week. We reviewed seven months of records from multiple shifts of 

different productions lines and found that the weekly limit was exceeded 35% of 

the time and employees worked more than six consecutive days 25% of the time … 

[The factory then] was ordered to enforce Apple‘s overtime limits. 

Unfortunately the Taiwanese company failed to alleviate the overtime which attributed to 

the suicides of 11 workers, within only six months in 2010. However, the exploitation and 

even death of workers in the developing countries, it seems, cannot attract much attention 

and its measures to increase workers‘ wages incurred blame in the media remarking that 

the issue of salaries will become an important economic problem. A New York Times 

article on 6 June 2010 reports Hon Hai had increased its salaries to almost double within 
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a matter of weeks, which ―is the strongest sign yet that labour costs are soaring in China‘s 

biggest manufacturing centres and that consumers in other countries may eventually be 

forced to pay more for a wide range of goods that are made here‖ (New York Times, 

2010a). The point of view expressed seems insensitive, and its argument is based solely 

from the perspective of price motivated consumers. The corporate social responsibility 

(CSR) pushed over the last two decades and the ―Code of Conduct‖ implemented by 

MNCs was supposed to erase such global inequities (Kotler and Lee, 2005; OECD, 

2001b) but it is clearly not effective in this case.  

The corporate social responsibility, according to Moon (2002: 385), ―refers to the 

voluntary contribution of finance, goods or services to community or governmental 

causes. It excludes activities directly related to firms‘ production and commerce. It also 

excludes activity required under legislation or government direction.‖ In an official report 

published by OECD (2001c: 48), corporate codes of conduct are defined as 

―commitments voluntarily made by companies, associations, or other entities, which put 

forth standards and principles for the conduct of business activities in the market-place.‖ 

In both definition of CSR and the corporate codes, there are two essential elements – the 

voluntary nature and the good practices. That is, the companies are voluntarily ―socially 

responsible‖ and ―doing good‖.  

Drawing on the example of Liz Claiborne and Nike, among other garment makers that 

often incur criticisms, Bhagwati (2004: 171) argues that MNCs are in fiercely 

competitive environments and do not earn huge profits, because the MNCs have other 

expenses apart from the labour cost, including operating expenses, tax, capital costs etc. 
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Thus, one should not focus on the relationship between the wages paid to workers and the 

price of the product. 

However, this argument clearly cannot withstand in the case of Apple and its Taiwanese 

subcontractor – Hon Hai Precision Industry Co, both of which earned huge profits from 

the sales of iPods. Net sales for fiscal year 2006 were US$19.315 billion, and US$1.989 

billion net profit. The iPod accounted for sales worth US$7.676 billion in financial year 

2006, or 39.7 per cent of total sales (Apple, 2006b). Results from Apple‘s fiscal 2007 first 

quarter recorded huge increases from 2006, with US$7 billion revenue and US$1.0 

billion net quarterly profit. iPods accounted for much of the profit, with the company 

shipping 21,066,000 iPods during the quarter, a 50 per cent increase over the same 

quarter last year (Apple, 2007). 

While Apple and the iPod are well known, Hon Hai Corporation and its Foxconn factory, 

one of the Apple‘s external (or third party) subcontractors in China, were virtually 

unknown to people outside the electronics sector. Foxconn‘s revenue in 2004 was 

US$15.811 billion. This figure jumped by 33 per cent in 2005 to US$20.981 billion 

(Frost and Burnett, 2007). And for many MNCs, they are even richer than most countries 

in the developing world. In 2004, the revenues of U.S. car company General Motors were 

$191.4 billion, greater than the GDP of more than 148 countries. In its fiscal year ending 

2005, U.S. retailer Wal-Mart‘s revenues were $285.2 billion, larger than the combined 

GDP of sub-Saharan Africa (Stiglitz, 2006). Yet they often violate labour rights in 

developing countries. 
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Regarding the crisis-affected countries, this is also a concern. In Thailand, the labour 

management failure led to the 1993 fire at the Kader Industrial (Thailand) factory, where 

the poor safety standards contributed to the deaths of at least 188 employees and the 

injuries of many other (Brown, 2001). One or two instances of corporate misbehaviour 

might be over-looked, but the problems are clearly systemic. And one of the systemic 

causes, obviously, is that ―corporations are in the business of making money, not 

providing charity‖ (Stiglitz, 2006: 189). 

6.4 Conclusion 

Due to the cheap labour source and the market liberalization in the latter half of 1990s, 

the efficiency-seeking large multinational companies (MNCs) in industrial countries 

found it expedient to set up plants in Asian countries. However, numerous examples in 

Asian manufacturing demonstrated the problem of unjust exploitation of workers and 

violation of labour rights. 

The 1997 financial crisis raises again the problem of labour exploitation in Asia, since the 

crisis had enormous effects on Asian labour market. The number of unemployed people 

increased threefold in Korea and fourfold in Thailand. While a large number of the 

unemployed became discouraged and stopped seeking work, the number of job seekers 

still increased significantly. In Korea, the number of job seekers registered at the public 

employment system jumped from 243,467 people in 1997 to more than 2 million in 1998, 

while only 7.4 per cent of them found work in 1998. In Thailand, the number of job 

seekers increased by three times in the dry season and by more than five times in the wet 

season in 1997-98. 
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For people who can somehow keep their job, their working hours had been cut due to 

economic recession. More workers hired on a non-regular or non-standard basis as firms 

tried to reduce their payroll and increase flexibility in their utilization of labour. This had 

led to the problem of underemployment and lower wages, as in the case of Korea, the 

irregular workers earned about 60 per cent of the average wages of regular workers (Koo, 

2007: 5). 

With the economy shrinking, employment in low wage sectors increased, such as 

agriculture other labour-intensive sectors, as new employment were often created in these 

sectors and many higher paying jobs were destroyed in the industry and financial sector 

which was hardly hit by the crisis. Unlike Thailand and Indonesia, who is got a large 

agriculture sector to absorb the unemployed people, Korea had a particularly difficult 

time in dealing with the dramatic increase in unemployment in its larger industry base. 

This has led to the highest suicide rate in Korea among the OECD countries (Bello, 

2007). 

The problem of increasing unemployment and underemployment and low-wage 

employment reflected the fact that jobs are either eliminated or its quality had been 

decreased in the crisis, leading to dramatic increase in poverty. Moreover, these crisis 

impacts on labour market had different influences on people in different income group, 

age group, sex group and education group, leading to large social inequality. 
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Chapter 7 FDI and the crisis III: reconceptualizing FDI 

7.1 Introduction 

In the last two chapters, the dramatic increase of FDI flows into Asia during the time of 

the crisis and the large effects of the crisis on local economies and labour were examined. 

The IMF (1993: 86) defines foreign direct investment as: 

[an] international investment that reflects the objective of a resident entity in one 

economy obtaining a lasting interest in an enterprise resident in another 

economy … The lasting interest implies the existence of a long-term relationship 

between the direct investor and the enterprise and a significant degree of influence 

by the investor on the management of the enterprise. 

It is the elements of long-term interests and control that distinguish FDI from other 

capital flows. It is also this control power of the FDI money that represented the interests 

of the international capitalists, which raised concerns about the exploitation of local 

labour and resources. This chapter seeks to demonstrate this exploitation through 

focusing on the control power of FDI over local labour, commodity and land, which are 

the essentials for production. In examining these problems, a new way of measuring FDI 

is presented. Apart from measuring FDI in money terms, the FDI is re-conceptualized, 

which means to measure the flows in labour-commanded units and commodity and land 

purchasing units in order to give a numeric reflection and comparison of the potential 

control power of FDI money. 

The rest of the chapter is organized as follows. The second section reviews the empirical 
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studies and theoretical discussions on the effects of FDI on host countries. The third 

section offers a discussion of the value of money and its two primary functions – the 

labour-commanded power and the purchasing power. The fourth section of this chapter 

explains the concept of re-conceptualizing FDI, in labour-commanded and purchasing 

power units. Section five explains the methodology. Here I explain how I transform the 

empirical evidence on FDI in money terms, into a measure of labour-, land- and 

commodity- commanded. The results are presented in section six. The results show that 

FDIs flowing to Asia, in terms of quantity of labour commanded and commodity and land 

controlled was significantly amplified during the crisis. The conclusion will be drawn in 

section seven, by dealing with the limitations of the data and methodology and suggesting 

directions for future research. 

7.2 Literature review 

FDI and economic growth 

What is FDI‘s impact on host country growth? Large amounts of literature use aggregate 

FDI flows to test whether FDI accelerates economic growth, frequently showing evidence 

of a positive relationship between FDI and growth (Borensztein, De Gregorio and Lee, 

1998; Blonigen and Wang, 2005; Barrell and Pain, 1997). 

Positive effects of FDI on economic development focus on the boost of capital formation, 

greater employment and the technology spillover effects, with the idea that multinational 

enterprises are supposed to bring best practice in management and advanced technology 

to developing countries. Romer (1993), for example, argues that important ―idea gaps‖ 

between rich and poor countries exist. He notes that foreign investment can ease the 
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transfer of technological and business know-how to poorer countries. De Mello (1997; 

1999) gives a comprehensive survey of the nexus between FDI and growth as well as for 

further evidence on the FDI-growth relationship and concludes that FDI has a positive 

effect on economic growth in developing countries through technology upgrading and 

knowledge spillovers and growth in capital accumulation and total factor productivity. 

Apart from the spillover effects, Hirschmann (1958) and Moran (1998; 2001) argue 

inward FDI pushes the process of industrial development forward by creating linkages 

with the rest of the economy. According to this view, FDI may boost the productivity of 

all firms – not just those receiving foreign capital. Thus, transfers of technology through 

FDI may have substantial spillover effects for the entire economy. 

Using a dataset of Indonesian manufacturing firms, Blalock and Gertler (2005) show that 

technology transferred from foreign entrants to local suppliers diffuses throughout the 

host country and generates welfare benefits to both firms and consumers. Blomstrom and 

Kokko (1998) give a critical review on the role of FDI in technology transfer. They argue 

that while the spillover effects to the host countries are often more difficult to identify, the 

positive effects of foreign investment are likely associated with the increase in the level 

of local capability and competition.  

A number of firm-level studies, on the other hand, do not lend support for the view that 

FDI promotes economic growth. Using both World Bank and IMF datasets, Carkovic and 

Levine (2005) conducted a statistical analysis and found that FDI inflows did not exert an 

independent influence on economic growth. Hanson (2001) has found weak evidence that 

FDI generates positive spillovers for host countries. Gorg and Greenaway (2004) give a 
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comprehensive review on productivity, wage and export spillovers at the firm level in 

developing, developed and transitional countries and their econometric evidence suggests 

mixed results for positive spillovers. Drawing on empirical evidence from China, the 

Philippines, Singapore and Thailand, Mehmet and Tavakoli (2003) found evidence that 

FDI has a ―race to the bottom‖ effect on real wages, forcing a competitive downward 

decline in these countries. 

There are a lot of studies to examine the role of FDI in the Asian economic development 

in the miracle years. Many are surrounding the topic of ―to what extent the FDI 

contributed to the Asian economic achievement‖. In the context of Asia, FDI has long 

been praised for its contribution to the rapid economic development in the 1980s and 

1990s. Ranis and Schive (1985) examined the role of FDI in Taiwan‘s development from 

1952 to 1980 by industrial case study. They found that FDI played an important role in 

Taiwan‘s early economic development and thus confirmed that FDI is an efficient channel 

of technology transfer from overseas to Taiwan. Similarly, Chan‘s (2000) research 

supports a causal relation from FDI to economic growth. 

However, using 1986 and 1991 survey data for Taiwan, Chen, Hsu, and Chen (1999) 

found that FDI had no, or even had negative, effects on labour productivity when 

examining the competing channels of technology adoption. In another more 

comprehensive study on the foreign direct investment and productivity in eight East 

Asian economies, including the five crisis-affected countries, which were Indonesia, 

Malaysia, Korea, Singapore, and Thailand, Thiam (2006) shows that only in Singapore 

and Taiwan is causality from the change in FDI inflows to TFP growth found, and FDI 
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does not appear to have any impact on the various measures of productivity growth in 

Korea. 

FDI in the Asian crisis 

After decades of uninterrupted high growth, a localized currency and financial crisis 

erupted in Thailand in 1997, and soon spread to other South-East Asian countries, 

namely, Indonesia, Malaysia, Korea and Hong Kong and the Philippines. The Asian crisis 

and the global spreading that followed it and the enthusiasm for promoting capital flows 

to aid economic turmoil in these countries had given new emphasis on the debate of how 

to reconcile international capital mobility with domestic economic stability (Athukorala, 

2003).  

Short-term capital volatility has been seen as lying at the heart of the financial crisis 

(Radelet and Sachs, 1998). The policy debate has focused on reducing the instability of 

short-term capital flows by controls or by taxation and regulation, and on switching the 

composition of capital flows to the longer-term end, particularly in the form of FDI. 

Through examining the FDI flowing to Asian during the crisis, most studies conclude that 

FDI is a relatively stable source of capital (Athukorala, 2003; Lipsey, 2001; UNCTAD, 

1999b: 162; 2000: 165; Radelet and Sachs, 1998). 

Athukorala (2003) argues MNE affiliates contributed to the agility of Asian economies in 

the wake of the financial crisis through their ability to maintain output and export levels 

with the help of their global trading networks. Blalock and Gertler (2005) argue that 

foreign investment is less vulnerable than domestic investment to liquidity constraints 
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during times of financial crisis. Whereas liquidity constraints denied domestic exporters 

the opportunity to take advantage of the massive Indonesian devaluation, exporters with 

foreign ownership could access credit through their parent company and use the 

Indonesian economy as a base for expanded production and exports. Exporters with 

foreign ownership increased capital investment by 8 per cent, domestic employment by 

15 per cent, and value added by 30 per cent more than exporters without. They conclude 

that FDI can provide a form of liquidity insurance in times of financial crisis and hastens 

economic recovery. 

However, Razin, Sadka and Yuen (2001: 312) argue that although FDI provides a stable 

source of capital and is the only direct link between the domestic capital market in the 

host country and the world capital market in crisis, the resilience of FDI flows may come 

at a social cost to the host country. The foreign investment may exacerbate distortions in 

the domestic capital market, which originate from the lack of corporate transparency, and 

gives rise to asymmetric information. Drawing in particular on the case of Malaysia, 

which did have a high proportion of FDI relative to capital flows, Bird and Rajan (2002) 

argues that changing the composition of capital inflows to the long term provides no 

guarantee of financial stability because increasing FDI may itself be associated with 

increased instability in portfolio flows and policy measures designed to encourage FDI 

may involve a distortionary cost. 

Issues of foreign direct investment in Asia 

Even though there is a general belief that the impact of FDI in Asian was generally 

positive – bringing in necessary capital, foreign exchange, technology, management 
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skills, and foreign market access – prevalent controversies still exist regarding to the 

exploitation of local labour and resources. This is for several reasons. 

First, as discussed in chapter 2, promoting FDI has been an integrated part of the 

contemporary economic development in East and Southeast Asia. The industrialization in 

the region‘s states depended significantly on the investments of multinational enterprises 

(MNEs) in their economies in the pursuit of an outward-oriented economic development 

strategy based on export- and FDI-led growth (UNCTAD, 1994). Following this strategy, 

East and Southeast Asian regions absorbed more than half of the total FDI flowing to 

developing countries (see chapter 5, figure 5.1). 

Secondly, FDIs flowing to Asia are so called ―vertical FDI‖ and ―resources- or efficiency- 

seeking FDI‖ as firms relocate parts of the vertical chain of production to a low-cost 

location (Kinoshita and Campos, 2006: 263; Dunning and Lundan, 1993; Dunning, 2004: 

285). In the international economic and classical trade theory based on the Ricardian and 

Heckscher-Ohlin models, the location selection of FDI by the MNEs is determined on the 

country‘s comparative advantage of the factor of productions, including land, labour, 

natural resource, raw materials, capital goods etc (Luo, 1999: 108; Ricardo, 1817; 

Heckscher, 1919; Ohlin, 1933). 

The majority of relevant studies have attributed the FDI flows to the East and Southeast 

Asian regions, especially the ASEAN countries, to a combination of factors including: 

political, economic and social stability, rapidly growing domestic markets, development-

oriented governments with favourable exchange rates and sound macroeconomic and 
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FDI-promotion liberalization policies, and most importantly, the favourable factor 

endowments, particularly natural resources and labour supply in Indonesia, Malaysia, 

Thailand and the Philippines and human resource and infrastructure in Singapore, which 

gave the favourable labour and land costs (see Riedel, 1991; Chia, 1993b; Phongpaichit 

and Baker, 1998; Bende-Nabende, Ford and Slater, 2001). On the other hand, in the major 

source countries of the FDI, mainly Western industrial countries, the shift of company 

focus from production to branding led companies to ―source‖ their production to 

countries where wages were low (Klein, 2000). All of these led to the massive relocation 

of labour- and land- intensive industry from Japan and other Western countries to Asia. 

Thirdly, in the crisis aftermath, the level of inward FDI into the region as a whole 

remained stable (UNCTAD, 1999b: 162; 2000a: 165). Even though it has fallen 

dramatically in some countries including Indonesia and the Philippines, the crisis did not 

question that the Southeast Asian countries should fundamentally divert away from their 

outward-oriented, FDI development strategy (Dent, 2004: 33). In two of the worst-

affected countries – Korea and Thailand – inward FDI continued to grow strongly during 

the crisis (figure 5.5). On the other hand, the crisis was not only a ―financial‖ crisis, but 

also an actual economic crisis leading to high inflation, suppressed commodity prices and 

falling land prices on the economic side, and a dramatic increase in unemployment, 

poverty and falling wages on the labour side (see chapter 5 and 6). Therefore, concerns of 

FDI in this research have risen, particularly in Asia, for the exploitation of the local factor 

of production – labour, land and resources. 
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7.3 The value of money 

Before examining the power of FDI money on the East Asian economies, it is important 

to examine the value of money, so as to clarify the question of what the power of money 

means. The theoretical discussion of the value of money starts from distinguishing the 

―exchange value‖ (the economic value) from the ―use value‖. Ludwig Von Mises (1953: 

97 and 102) argues: 

The central element in the economic problem of money is the objective exchange-

value of money, popularly called its purchasing power. This is the necessary 

starting-point of all discussion; for it is only in connexion with its objective 

exchange-value that those peculiar properties of money that have differentiated it 

from commodities are conspicuous … while the utility of other goods depends on 

certain external facts (the objective use-value of the commodity) and certain 

internal facts (the hierarchy of human needs), the subjective value of money is 

conditioned by its objective exchange-value … In the value theory of Adam Smith 

and David Ricardo, and in that of their successors, value-in-exchange plays the 

leading part. These theories attempt to explain all the phenomena of value by 

starting from value-in-exchange, which they interpret as labour value or cost-of-

production value [and that] Under the present economic system … It is not use-

value, but exchange-value, that appears to govern the modern economic order. 

Ludwig Von Mises (1953: 100) further explains the ―objective exchange-value‖ as: 

The objective exchange-value of goods is their objective significance in exchange, 

or, in other words, their capacity in given circumstances to procure a specific 

quantity of other goods as an equivalent in exchange … By the objective exchange-

value of money we are accordingly to understand the possibility of obtaining a 

certain quantity of other economic goods in exchange for a given quantity of 

money.  
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Therefore, the power of money derives from its ―objective exchange-value‖ which 

enables it to exchange for any commodity. 

Moreover, both Mises (1953: 102) and Marx (1973: 146) note that under the present 

economic system, producers do not work to satisfy their own needs but with a view to 

supplying the market. Therefore, production is shaped in such a way that every producer 

becomes more and more dependent on the exchange value of his commodity, which is in 

relation to money. Marx (1973: 146) further points out that ―the need for transformation 

of the product into a pure exchange value progresses in step with the division of labour‖, 

and with more products and services transformed into money relations, creating the 

―transcendental power of money‖ (Marx, 1973: 146). 

To the power of money and its implications to people, Marx (1988[1959]) believes 

money can do two things. First, it extends the power of individuals: 

The extent of the power of money is the extent of my power. Money‘s properties 

are my properties and essential powers – the properties and powers of its possessor. 

Thus, what I am and am capable of is by no means determined by my individuality. 

I am ugly, but I can buy for myself the most beautiful of women. Therefore I am not 

ugly, for the effect of ugliness-its deterrent power is nullified by money (Marx 

(1988[1959]: 137). 

Secondly, money can bring individuals‘ potential needs and imagination into real 

existence: 

[M]oney … converts my wishes from something in the realm of imagination, 

translates them from their meditated, imagined or wiled existence into their 
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sensuous, actual existence-from imagination to life, from imagined being into real 

being. In effecting this mediation, money is the truly creative power (Marx 

(1988[1959]: 139). 

Labour commanded 

The notion of labour commanded was first introduced by Adam Smith in The Wealth of 

Nations, first published in 1776, where he (1970[1776]: 133) argues: 

The real price of everything, what everything really costs to the man who wants to 

acquire it, is the toil and trouble of acquiring it. What everything is really worth to 

the man who has acquired it and who wants to dispose of it, or exchange it for 

something else, is the toil and trouble which it can save to himself, and which it can 

impose upon other people ... Labour was the first price, the original purchase 

money that was paid for all things. It was not by gold or by silver, but by labour, 

that all the wealth of the world was originally purchased; and its value, to those 

who possess it, and who want to exchange it for some new productions, is precisely 

equal to the quantity of labour which it can enable them to purchase or 

command … Labour, therefore, is the real measure of the exchangeable value of all 

commodities. 

Smith‘s ―labour-embodied‖ theory was developed by Karl Marx (1887) who argued ―a 

use-value, or useful article … has value only because human labour in the abstract has 

been embodied or materialised in it‖ and the magnitude of this value can be measured ―by 

the quantity of the value-creating substance, the labour, contained in the article. The 

quantity of labour, however, is measured by its duration, and labour-time in its turn finds 

its standard in weeks, days, and hours.‖ However, Marx (1887) disagreed with Smith‘s 

view of quantity of actual (concrete) labour embodied in the article but rather the abstract 

labour, which ―forms the substance of value, is homogeneous human labour, expenditure 
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of one uniform labour-power. The total labour-power of society, which is embodied in the 

sum total of the values of all commodities produced by that society, counts here as one 

homogeneous mass of human labour-power, composed though it be of innumerable 

individual units.‖ The classical economists, such as Smith, Ricardo, John Stuart Mill, and 

Marx all advocated some version of a labour theory of value. Although each writer 

differed in minor details and points of emphasis, labour was viewed as the only 

fundamental ―cost‖ involved in the production of a good and a good‘s natural price is 

proportional to the total quantity of labour required to produce it. 

When FDI money flows from major industrial countries to developing countries, the 

money represents the social power to command or exploit the local labour (De Angelis 

and Harvie, 2008). Jessop (1999: 24) points out that capital accumulation depends 

essentially on the market-mediated exploitation of wage-labour. The worker is both an 

abstract unit of labour power and a concrete individual with specific skills, knowledge 

and creativity and wages act as both a cost of production and a source of demand. The 

internationalization of production makes this capital accumulation process crossing 

national borders and now the value added generated by the MNCs is based on 

exploitation of local wage-labour. 

As it is noted in the World Investment Report, that ―The employment impact of FDI in 

host economies varied by region, but for a given amount of inward FDI more jobs were 

created in developing and transition economies than in developed countries‖ (UNCTAD, 

2007: xvi). It is correct to argue that, given the miserable wages of the developing 

counties in relation to those paid in the developed countries, more jobs can be created in 
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the developing countries for a certain amount of FDI. However, this also implies that the 

FDI money may not necessarily be used to increase the local wage level or change the 

living conditions of the local labourers. It only means that more people would have a 

chance to work for much longer hours for pitiful wages. For example, in the United 

States, $20 will employ one worker for 1 hour; that is, it will command just a single hour 

of labour time. When the $20 FDI goes to China or Thailand, it can put four people to 

work each for 10 hours, while in India, that $20 is sufficient to put ten people to work, 

each for 10 hours. The issue of remuneration and overtime in MNCs that links the themes 

of the Foxconn‘s working conditions and workers‘ death. The exploitation of labour is 

reflected in the extensive labour controls through forced overtime and poor safety 

standards (see chapter 6 for more details). Therefore, it is important to examine the labour 

working hours that can be potentially put into motion by the FDI money, as a means to 

reflect the labour commanded power of the FDI inflows. 

Purchasing power 

FDI money can have objectives other than to control labour – as acquiring local assets, 

especially in the form of mergers and acquisitions (see chapter 5 for more details). The 

relevant theory regarding to the purchase power of money in an open economy involves 

the purchase power parity (PPP) theory and the calculation of real exchange rate in line 

with the PPP. The theory is usually presented in two versions: relative and absolute PPP. 

The absolute PPP theory holds that ―the general level of prices, when converted to a 

common currency, will be the same in every country‖ (Copeland, 2005: 60) and the 

exchange rate is equal to the ratio of domestic to foreign price levels. This is based on the 
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―law of one price‖, which holds that identical goods must sell for the same price to avoid 

arbitration, when that price is expressed in a common currency (Taylor and Taylor, 2004: 

137). If considering PPP in two countries, the nominal exchange rate between the two 

currencies should be equal to the ratio of aggregate price levels between the two 

countries, so that a unit of currency of one country will have the same purchasing power 

in a foreign country (Taylor and Taylor, 2004: 135). The most frequently cited example of 

this is the Economist‘s Big Mac Index that compares the price of a Big Mac in different 

countries in terms of US dollars using the current exchange rate to test if the PPP holds 

and to determine whether the currency is overvalued or undervalued against the US dollar 

(Allsopp, Rammal and Zurbruegg, 2005: 253; Taylor and Taylor, 2004: 136). 

The relative PPP theory holds that the percentage change in the exchange rate over a 

given period just offsets the differences in inflation rates in the economies concerned over 

the same period (Taylor and Taylor, 2004: 137; Solnik and McLeavey, 2004: 47). In 

another explanation, Copeland (2005: 63) states under the relative PPP hypothesis, one 

country‘s inflation rate can only be higher than another‘s to the extent that its exchange 

rate depreciates.  

These theories have important implications to the analysis of purchase power of FDI in 

Asian crisis. As suggested by the relative PPP hypothesis, the depreciation in Asian 

countries would push up the local inflation rate. Thus, US dollars flowing to Asia, in spite 

of exchanging for more local currency, do not necessarily have more purchase power as it 

can be offset by the rising local inflation. For example, before the crisis say an investor 

has one USD flowing to Thailand, which exchanges for 40 baht (i.e. nominal exchange 
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rate 1 USD = 40 baht) and can buy one banana on the local market. After the crisis, the 

nominal exchange rate increased to 1 USD equals 80 baht, so one USD can now 

exchange for 80 baht. When the investor changes 1 USD to 80 baht for two bananas, the 

local inflation pushes the price of bananas to 60 baht. So the buying power of the 

investor‘s 1 USD does not double as in nominal exchange rate terms, but actually rose by 

1.5 times in the real terms. Therefore, to calculate the buying power of the USD 

investment, the local price level relative to the price level in the base country (in this 

case, the US) must be taken into consideration. As the market exchange rates do not 

reflect actual purchasing power of currencies, it is therefore necessary to use PPP which 

according to the definition by United Nations Statistics Division (UNSD), gives the 

number of currency units of another country that is required to purchase the amount of 

goods and services equivalent to what can be bought with one unit of currency in the base 

country. 

7.4 Re-conceptualizing FDI in Asian crisis 

The Asian financial crisis raises a critical question about the social and economic 

implications of these FDI flows to the Asian developing countries. As money represents a 

social power to command labour and purchasing power to buy things, when FDI money 

flows from developed countries to developing countries at the time of crisis, the money 

has many social implications. 

If the FDI is defined in terms of currency units, such as U.S. dollars, as it normally is, the 

labour command power and the purchasing power of the money would be concealed. FDI 

measured in the currency terms cannot reveal any of these social implications. Deviating 
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from the traditional measure of FDI in currency terms, the notion of re-conceptualizing 

FDI in this article is represented by measuring FDI in different ways. Given the lack of 

reflections on the social implications of FDI in money terms, this chapter seeks 

alternative ways to measure FDI in order to reveal these implications. 

These include, first, considering the labour commanded power by FDI money through the 

calculation of the ―labour-commanded FDI‖, following De Angelis and Harvie (2008: 

434) who defined it as ―the potential living labour that can be put in motion by a certain 

money value of capital‖. It is given by dividing FDI inflow figures in money term by 

hourly wage rates in manufacturing. By doing so, the power of FDI money to control 

local labourers‘ time, to put people to work, to command labour is stressed, whether or 

not this power is actually exercised. Secondly, examining the power of FDI money also 

focuses on its purchasing power, through the calculation of ―commodity FDI‖ and ‗land 

FDI‖. More specifically, it looks at how much quantity of commodities or land units can 

be purchased by a given amount of FDI capital, as the FDI inflows also have the means to 

exert its purchasing power on the local market, rather than control labour.  

In the context of financial crisis, these two ways of measuring FDI, which would offer a 

different depiction of FDI in its money term, are important for two reasons. First, by 

looking at how many labour hours and how much commodities or land the FDI money 

can command and control, the social power of FDI capital will be reflected. Especially in 

the crisis time, it is more than necessary to not only look at FDI levels in currency terms, 

but also examine what the money really means to the recipient country, in terms of its 

social implications. By converting statistics on FDI from money terms into terms of 
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purchasing power units, or labour-commanded working hours, we can gain insights into 

the increase in control over national wealth, understand how much commodities/land the 

foreign investment can buy or control on the local market, or the hours of labour time that 

can potentially be set in motion by a given quantum of FDI. 

Secondly, the ―labour-commanded FDI‖ and ―commodity FDI‖ enables a comparison 

between countries at different times. Say, the United States invests 500 million dollars to 

Thailand during the crisis time, we do not know and cannot compare what the differences 

were to spend 500 million dollars in US and in Thailand or what the differences were to 

have it before or after the crisis. If the 500 million dollars is divided by hourly labour 

cost, which is the wage for one person to work for one hour in these two countries, or by 

commodity/land prices, then we can use this ―labour-commanded FDI‖ or 

―commodity/land FDI‖ to compare how many labour working hours or how much 

commodities/land the FDI money can control in the US and how much in Thailand. By 

comparing this before and after the crisis time, we can gain insight into the effects of 

financial crisis on the social power of FDI money. 

All in all, the purpose of this chapter is to re-conceptualize FDI from its money terms to 

the ―labour-commanded FDI‖ and ―commodity/land FDI‖ in order to examine the social 

power of the FDI money during the Asian crisis period and how it changed before and 

after the crisis. 

7.5 Methodology 

In this chapter, three different ways to ―re-conceptualize‖ FDI will be presented. That is 
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the ―labour-commanded FDI‖, ―commodity FDI‖ and the ―land FDI‖. Following De 

Angelis and Harvie (2008: 434), the ―labour-commanded FDI‖ in this chapter will be 

defined as ―the potential living labour that can be put in motion by a certain money value 

of capital.‖ It is given by dividing FDI inflow figures in money terms by hourly wage 

rates in manufacturing. Similarly, the ―commodity FDI‖ is defined as the potential 

quantity of commodities that can be obtained by a certain money value of FDI capital. It 

is given by dividing FDI inflow figures in money terms by local commodity prices. The 

―land FDI‖ is defined as the potential quantity of land that can be obtained by a certain 

money value of FDI capital. It is given by dividing FDI inflows in local currency by land 

prices in the crisis-hit countries. Thus the FDI in money terms will be represented in 

alternative ways, in order to examine the amplified purchasing power and labour-

controlling power of the FDI money during the time of the crisis. 

The original data source for FDI inflows of the crisis-hit countries are based on US 

dollars and data for the local labour cost, and indices of commodity prices and land prices 

are all based on local currency. When calculating ―labour-commanded FDI‖, ―commodity 

FDI‖ and the ―land FDI‖, all FDI inflows in US dollar terms will be converted into local 

currencies in order to incorporate the currency devaluation effects on FDI, so that the 

whole calculation process is based on local currency.  

In order to incorporate the price level, as suggested by the PPP theory, the US dollar 

investment will be turned into local currency under the real exchange rate, which is the 

nominal exchange rate adjusted for differences in inflation rates (Siddaiah, 2009: 97). The 

FDI inflow in this research is at aggregate level measured in US dollars, incorporating all 
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the FDIs worldwide. By assuming all the FDIs are from the US, it can be seen as a study 

to examine the purchasing power of investors holding US dollars from any places. 

Therefore, bilateral real exchange rates of US dollars again each local currency (i.e. 

Korea won and Thailand baht) is used rather than the real effective exchange rate which 

is weighted average of the multilateral real exchange rate against a basket of currencies 

(Copeland, 2005: 7). 

When calculating the real exchange rate, the wholesale price index (WPI) is adopted for 

the ―commodity FDI‖ and the consumer price index is adopted for ―labour-commanded 

FDI‖ and the ―land FDI‖. As suggested by Taylor and Taylor (2004: 137), producer price 

indices tend to contain the prices of more manufactured tradable goods, rather than 

consumer prices indices which tend to reflect the prices of relatively more non-tradable 

goods, including many services. The formulas to calculate the real exchange rate are 

presented in equation 1 and 2 as follows: 

Equation 1: 

𝑅𝐸𝑅𝑖𝑡 =
𝑁𝐸𝑅𝑖𝑡𝐿𝐶𝑊𝑃𝐼𝑖𝑡

𝑈𝑆𝑊𝑃𝐼𝑡
 

where RERit is the real exchange rate based on WPI for country i in year t, NERit is the 

nominal exchange rate of local currencies per US dollar, LCWPIit is local WPI and 

USWPIt is  WPI in the United States. 

Equation 2: 
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𝑅𝐸𝑅′𝑖𝑡 =
𝑁𝐸𝑅𝑖𝑡𝐿𝐶𝐶𝑃𝐼𝑖𝑡

𝑈𝑆𝐶𝑃𝐼𝑡
 

where RER’it is the real exchange rate based on CPI for country i in year t, NERit is the 

nominal exchange rate of local currencies per US dollar, LCCPIit is local CPI and USCPIt 

is CPI in the United States. 

Accordingly, the formula for ―commodity FDI‖ is as in the following equation: 

Equation 3: 

𝐶𝐹𝐷𝐼𝑖𝑡 =
𝑈𝑆𝐷𝐹𝐷𝐼𝑖𝑡𝑅𝐸𝑅𝑖𝑡

𝐶𝑃𝑖𝑡
 

where USDFDIit is annual FDI inflow (in US dollars) into country i in year t, RERit is as 

represented in Equation 1, and CPit stands for the commodity prices and CFDIit 

represents commodity FDI. 

Lastly, the formula for ―labour-commanded FDI‖ and the ―land FDI‖ is as in the equation 

below: 

Equation 4: 

𝑋𝐹𝐷𝐼𝑖𝑡 =
𝑈𝑆𝐷𝐹𝐷𝐼𝑖𝑡𝑅𝐸𝑅′𝑖𝑡

𝑋𝑖𝑡
 

where USDFDIit is annual FDI inflow (in US dollars) into country i in year t, RER’it is as 

represented in Equation 2, and Xit stands for the two variables (i.e. hourly wage, and land 
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price) that I use to calculate these two types of FDI which is represented as XFDIit. 

Data 

This chapter mainly focuses on the two hardest-hit crisis countries – Thailand and South 

Korea. Data used in this research is obtained from various international organizations 

including the United Nations Conference on Trade and Development (UNCTAD), the 

International Labour Organization (ILO), the World Bank, as well as government 

agencies including the Bank of Korea and Thailand Agency for Real Estate Affairs.  

More specifically, data for FDI inflows in US dollars terms to the two crisis-hit countries 

are taken from UNCTAD FDI online database. The nominal exchange rates against US 

dollars, WPI and CPI for the US and the crisis-hit countries are taken from the World 

Bank World Development Indicators (WDI). The commodity prices for Korea are 

obtained from the Bank of Korea Economic Statistics System online (ECOS), which are 

the commodity price indices in basic groups of producer price index (PPI). The land 

prices for Korea are converted from the floating rate of land prices in ECOS statistics and 

the land prices for Thailand are converted from land price index from the Thailand 

Agency for Real Estate Affairs. The labour cost data for Korea and Thailand are 

converted from data on ILO LABOURSTA statistics. For more details of the 

methodology used to estimate the land prices and hourly labour costs in both Korea and 

Thailand, see appendix. 

Due to the data availability, the ―labour-commanded FDI‖ and ―land FDI‖ will be 

calculated for both Thailand and Korea while the ―commodity FDI‖ will be calculated for 
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the Republic of Korea only. The hourly labour cost and land price data is available, the 

―labour-commanded FDI‖ thus gives the actual number of potential working hours and 

land areas that FDI can control. Whereas the data for commodity price is in index, the 

―commodity FDI‖ will be calculated on an index basis. 

7.6 Results and interpretation 

Labour-commanded FDI 

The ―labour-commanded‖ FDI reflects the amount of FDI money equivalent to the local 

potential labour (life) time that can be put to work. That is, when the amount of FDI 

money flowed into Korea and Thailand is all advanced to employ people, rather than 

invested in fixed assets, or used to buy shares or increase ownership in an existing firm, 

the number of hours the FDI money can control recorded a huge increase during the crisis 

time. 

Figure 7.1 and figure 7.2 shows the amount of potential labour working hours that the 

inflows of FDI money could control in South Korea and Thailand. Over a decade, the 

working hours that FDI inflows could control for one local labourer never exceeded 300 

million hours. However, the crisis lifted that figure up to 722 million hours in 1998 and 

further to 1217 million hours in 1999, before dropping steadily to 300 million hours in 

2002.  

In the case of Thailand, the FDI could control people to work for longer hours than they 

did in Korea, reflecting the lower wage and other labour costs in Thailand than that in 

Korea. During 1992-97, the FDI controlling working hours were around 1000 million
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hours for one worker, three times higher than in Korea. When the crisis initially occured 

in 1997, the labour-commanded hours in Thailand doubled to 2000 million hours. Then it 

increased by more than four times to 8500 million hours in 1998, before dropping slightly 

to 8000 million hours in 1999. 

In both cases, the figures clearly show the effects of the increasing labour-commanded 

power of the FDI money, at the time of the financial crisis. The dramatic increase in 

labour-commanded power can be induced by either a dramatic increase in FDI inflows or 

a large drop in labour costs or some of both. In Thailand, it was due to a large drop in 

hourly labour cost in the crisis time, from 60.5 baht per hour in 1997 to 29.4 baht per 

hour in 1999. Whereas in Korea, it was contributed by the combination of a large increase 

in FDI inflows and a stable labour cost (for labour costs, see figure 6.2 in chapter 6). 

With the increasing FDI inflows, the depreciating local currency and the falling labour 

cost (including wages and other labour benefits), the FDI, measured in labour-

commanded hours, experienced a dramatic increase in Korea and Thailand. The crisis 

lowered the overall labour cost in crisis-affected counties and led to tremendous 

controlling power associated with the FDI money. Foreign investors armed with strong 

US dollars could gain increasing control over the local labour in commanding working 

hours. 

The labour commanded by foreign investment is not new in Asia. Controversy of labour 

exploitation occurred in the period of Asian industrialization, though this problem could 

be much worse during the crisis. Even though the view that the volatility of foreign 
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capital was more crisis-culpable than domestic economic factors has strengthened 

economic nationalist and ―anti-globalization‖ resistance in some Southeast Asian 

countries towards all forms of foreign investment including FDI, most Southeast Asian 

states could not escape the fact that they are structurally integrated into the global 

production chains, because of the penetration of FDI and the foreign MNEs interests in 

many key sectors (Dent, 2004: 33). 

The labour exploitation in Asia is realized in the process of ―outsourcing‖ by the MNEs. 

When the MNE‘s priorities are shifted from production to branding, the actual 

manufacturing process is devalued, leading to the people doing the work of process being 

traded like ―detritus‖ – the stuff left behind (Klein, 2000: 197). On one hand, the MNEs 

are ―bargain hunter in search of the best deal in the global mall‖ and do not care how the 

production prices fall so low. On the other hand, a large number of Export Processing 

Zones (EPZs) in Asia are emerging as leading producers of products ranging from 

garments, electronics to cars (Klein, 2000: 202). In these EPZs, the workday is long – 

fourteen hours in Sri Lanka, twelve hours in Indonesia, sixteen in Southern China, and 

twelve in the Philippines (Klein, 2000: 205). 

The huge difference between the cost of production and the price of the products is noted 

by Braithwaite and Drahos (2000) who argue that high-priced fashion is produced in 

relatively small batches while the quantity of overall apparel production is numerous. 

Even though the cost of production does not vary that much between high- and low-end 

clothing, brand and relative scarcity allow a significant mark-up on clothing by apparel 

companies and retailers. The authenticity of the brand is of particular importance in this 
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respect, protected under internationally recognized trademark regulations meant to 

prevent counterfeiting and maintain monopoly. This has led to the numerous gains for 

international capitalists and the danger of exploiting workers in developing countries. As 

noted by UNCTAD (1997b: v): 

Capital has gained in comparison with labour, and profit shares have risen 

everywhere. In four developing countries out of five, the share of wages in 

manufacturing value added today is considerably below what it was in the 1970s 

and early 1980s. In the North there has been a remarkable upward convergence of 

profits among the major industrial countries. The rate of return on capital in the 

business sector of the G7 countries taken together rose from 12.5 per cent in the 

early 1980s to over 16 per cent in mid-1990s. This is again the counterpart to 

declining wage shares. 

Commodity FDI 

The commodity-FDI is constructed to reveal the purchasing power of the FDI money 

completely, by assuming all FDI flowing into Asia is as a means to buy things, rather than 

to control labour. The commodity price adopted in this research is in indices, consisting 

of four product categories including agriculture forest marine products, mining products, 

industrial products and utilities (water, gas, electricity). 

This is illustrated for Korea in figure 7.3, which shows that the quantity of commodities 

the FDI can buy is largely increased after the crisis. The Korean commodity-FDI 

increased by more than four times from 1997 to 1999, before dropping quickly in 2002, 

when the level of commodity-FDI was still higher than the pre-crisis level. 

The increase in commodity-FDI can be attributed to either the increase in FDI inflows or 



305 

the drop in commodity prices. In Korea, it was because the large FDI inflows which are 

further amplified by the devaluation of Korea won. The increase in commodity-FDI was 

partly offset by the increasing commodity prices due to the local inflation. However, the 

dramatic FDI inflow could still gain extensive control over the local commodities. 

Differing from the labour-commanded FDI, the increase in commodity FDI was not due 

to the drop of commodity prices, but due to the amplified effects on FDI money through 

dramatic local currency depreciation.  

Land FDI 

The land FDI (figure 7.4) shows a similar trend as in the labour-command FDI and the 

commodity FDI. It gives the amount of FDI money equivalent to the quantity of land area 

that can be purchased, when all the FDI money is advanced to buy land. In the decade of 

1985-95, the quantity of land that could be purchased by FDI never exceeded 300 million 

square meters in Thailand and 20 millions in Korea, The higher price of Korean land is 

reflected by the less land control of FDI money compared to that of Thailand (when the 

higher land price was not totally offset by the increase in FDI inflows). The crisis had an 

enormous effect on the land controlling power of the FDI money. FDI flowing to Korea 

could buy 140 million square meters of land in 1999, and that to Thailand could buy 

almost 800 million square meters of local land in 1998. When the crisis was over, the 

land FDI declined to 330 million square meters for Thailand in 2002 and the 

corresponding figure for Korea was 47 million, which were still significantly higher than 

those in the pre-crisis period. 

The increase in land FDI could be attributed to either by the increase in FDI inflows or 
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the drop in land prices. In both cases, it was the combination of the two. Land prices in 

Korea and Thailand dropped by 13.6 per cent and 10.2 per cent respectively in 1997-98, 

while the FDI inflow rose by more than three times for both countries. Therefore, the 

FDI, measured in land purchasing units, experienced a dramatic increase in Korea and 

Thailand. The crisis lowered the land price in crisis-affected countries and led to great 

land purchasing power associated with the FDI money. 

The land purchasing power of the FDI could also be reflected by the proportion of land 

controlled by FDI to a country‘s total land area (figure 7.5). The ratio of land FDI as a 

percentage of total land, mirrors the trend of land FDI in figure 7.4. With the increasing 

land purchasing power of the FDI money, the land that can be purchased by FDI money 

occupied an increasing proportion of the total land area in both Korea and Thailand. The 

ratio of land FDI to total land in Thailand reached a peak in 1998, when 0.16% of the 

country could be taken up by the FDI money. In Korea, this figure peaked in 1999, when 

0.14% of the country‘s land could be purchased by the FDI money. The average land 

price adopted in this research is based on the price of industrial area for Korea and that of 

the city area for Thailand. Given the numerous farm areas in Thailand and 

underdeveloped areas in Korea, the average land price in this research is clearly 

overestimated for both countries. Therefore, the land FDI could take up a larger 

proportion of the total land area, as the average land price could be much cheaper than 

that which has been adopted in this research. 

Why is the land crucially important to people in developing countries? Because in the 

Afro-Asian countries a large number of people still live in a ―land-based livelihood 
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system‖ (Ray, 2008: 21), and ―In most of Africa, communal land relations still survive. 

For colonial domination failed to destroy (to a degree unmatched in other parts of the 

world) people‘s relation to the land …The village to this day forms the reproductive basis 

of many African countries, particularly for the proletariat, who rarely, once urbanized, 

can afford the nuclear family ‗life-style‘ that is typical among the middle class‖ (Federici, 

1990). The access to land and water is often crucial to the rural poor, as it provides a 

means of livelihood of food security (Meinzen-Dick, Kameri-Mbote and Markelova, 

2009: 227). 

For decades now, Marxists, political economists and other scholars have told the hidden 

stories of commodities, untangling the links between commoditization and the enclosures 

which involves appropriating land, resources and people both to turn them into 

commodities and to create a labour force to work make capitalist accumulation possible. 

The history of the commons and the enclosure continues to resonate deeply with 

contemporary social movements, which is described as ―New Enclosures‖ (Midnight 

Notes Collective, 1990: 1). Especially in the Global South, millions are being uprooted 

from their land, jobs and homes by the World Bank and the IMF Structural Adjustment 

Programs that are being implemented throughout Asia, Africa and Latin America. The 

commercialization of the commons (the land, air, water, natural resources) and neoliberal 

privatization and liberalization destroy village communities, and force the rural labor to 

get involved in the global capitalist product chain. In Nigeria, people were being thrown 

off communally-owned land by troops to make way for plantations owned and managed 

by the World Bank, which is advised as the solution to its ―debt crisis‖ by the IMF 

Structural Adjustment Program (Midnight Notes Collective, 1990: 1). In Mexico, the 
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Zapatista Army of National Liberation‘s (EZLN) fights against the North American Free 

Trade Agreement (NAFTA) for commoditization of the communal land, as the land is 

―not just a means of survival, but also the place of memory, of culture, of history … they 

(the indigenous people) don‘t have credit cards, they do not consider land as 

merchandise‖, claims the Subcomandante Marcos – the spokesperson of the EZLN 

(Vodovnik, 2004: 474; 455). Campbell (1996) claims that ―for indigenous Indians of 

Chiapas, Mexico‘s adoption of NAFTA meant the possibility of losing the only thing of 

value in that extremely impoverished area.‖ 

In Asia, dispossession, appropriation, exploitation and enclosure has long embedded in 

the commodification processes which was initialized in the sixteenth century with the 

forceful ―opening up‖ of the region by European colonial powers and the ―disciplining‖ 

of populations for the sake of commodity production and sale (Stoler, 1985; Tarling, 

2001). From the beginning, European imperialism had to deal with resistance from local 

populations, which was countered with physical violence. The violence of dispossession 

and exploitation lives on, structured into the very landscapes and social fabrics of many 

Southeast Asian places. The Europeans competed for control of access to people, places, 

and resources for trade. By the early nineteenth century, the Dutch, the British and the 

French dominated the area (Hall, 1981). The division of Southeast Asia into distinct 

colonial realms was directly related to the production of nature and labours as 

commodities and to the competition for control over them. 

Moreover, just as laissez-faire capitalism and liberal philosophies were taking hold in 

Europe, the 1870s began the ear when European colonials built their strategies of 
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governance and extractions were replaced by arrangements more in line with liberal 

principles of ―free markets‖, including production of a free labour force that worked for 

wages. New forms of control of the production and flow of commodities were put in 

place. These economic practices depended on enclosures to enable primitive 

accumulation of various sorts. Land laws were written and imposed and notions of ―free‖ 

and ―unencumbered‖ lands were invented and embedded into the political-economic 

logics of these colonies. State or Crown lands were made available to agricultural 

enterprise as a major form of colonial accumulation (Nevins and Peluso, 2008: 6).  

The notion of ―political forests‖ became a major mechanism by which colonial and later 

contemporary government would enclose vast tracts of land and resources, in the process 

dispossessing forest farmers and other forest-dependent peoples. It was through these 

enclosed forests that primitive accumulation by state agencies, corporate interests, and 

powerful individuals in strategic positions became possible in both the colonial and later 

periods (Peluso and Vandergeest, 2001; Galudra and Sirait, 2006). 

In the Asian financial crisis, the dramatic increase of FDI with large potential controlling 

power reflects a new wave of the ―New Enclosures‖, which is a process of primitive 

accumulation for the global expansion of capitalist relations onto new frontiers and into 

new realms. There are two parts involved in the process of the enclosures. The first part is 

to undermine people‘s ability to provide for themselves. The second part is to provide job 

opportunities and to prevent these newly dispossessed people from finding alternatives to 

wage labor, while still keeping wages low. The large purchasing power of the FDI money, 

together with the economic difficulties in the crisis and the IMF‘s restructuring program, 
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provides both economic and political conditions to accelerate the this progress. 

Chaturvedi (2002: 262) claims that in Asia, the neoliberal World Bank-IMF model of 

market-oriented land reform ―subverts national governments to implement genuine 

agrarian reform by imposing debt bondage. It does not aim to distribute land to the 

landless but rather increase the concentration of land with the land elite. The Asian 

Development Bank, through its privatization program, is even attempting to transfer 

peasants‘ right and access to water as a public resource to private corporations and large-

scale producers.‖ 

7.7 Conclusion 

The labour-commanded FDI, commodity FDI and land FDI are constructed in this 

chapter as alternative ways to measure FDI in order to reveal these implications at the 

time of the Asian financial crisis. Deviating from the traditional measure of FDI in 

currency terms, the notion of re-conceptualizing FDI in this article is represented by 

measuring FDI in three different ways, including labour-commanded working hours, the 

quantity of commodities and land purchasing units. 

The results show that all the labour-commanded FDI, commodity FDI and land FDI 

increased remarkably in the Asian crisis, showing a larger extent of labour commanded 

working hours and quantity of commodities and land that could be controlled by the FDI 

money. As the crisis lowered the labour costs and land prices and amplified the FDI 

flows, the FDI money flowing to Asia had increased labour commanding power and the 

purchasing power. 
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Lastly, the problem of accuracy for the data should be stressed. This mainly comes from 

the labour cost and land price data. First, the data for labour costs is in manufacturing 

only, due to its ready availability. Secondly, the hourly labour cost data is not readily 

available so it is converted using the weekly numbers of working hours and monthly 

labour cost data from International Labour Organization (ILO). Thirdly, the land prices 

for both Korea and Thailand are from newspapers and information booklets which are not 

academic sources. Moreover, these figures are only for specific areas, whereas in this 

research they are used to represent the average land price of the whole country. Finally, 

data adopted in this research is from different sources and are themselves likely to subject 

to some errors and are not always comparable. However, they do offer a broad view that 

illustrates the enlarging labour-commanded FDI, commodity FDI and land FDI 

associated with the increasing labour-commanded power and the purchasing power 

during the crisis period. 

7.8 Appendix 

 

Hourly labour cost 

For both Korea and Thailand, hourly labour cost is estimated by the data source of 

monthly labour cost and weekly working hours from International Labour Organization 

(ILO) Laboursta database. The formula for hourly labour cost is: 

Labor cost/hour =
𝑙𝑎𝑏𝑜𝑟 𝑐𝑜𝑠𝑡/𝑚𝑜𝑛𝑡𝑕 × 12

𝑤𝑒𝑒𝑘𝑙𝑦 𝑤𝑜𝑟𝑘𝑖𝑛𝑔 𝑕𝑜𝑢𝑟𝑠 × 365 × 7
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According to Laboursta, labour cost is ―the cost incurred by the employer in the 

employment of labour. The statistical concept of labour cost comprises remuneration for 

work performed, payments in respect of time paid for but not worked, bonuses and 

gratuities, the cost of food, drink and other payments in kind, cost of workers‘ housing 

borne by employers, employers‘ social security expenditures, cost to the employer for 

vocational training, welfare services and miscellaneous items, such as transport of 

workers, work clothes and recruitment, together with taxes regarded as labour cost‖. For 

more details, see Laboursta definition of labour cost at: 

http://laboursta.ilo.org/applv8/data/c6e.html (access date: 16 Nov 2010). 

Land price 

The land prices for Korea are estimated through a change from floating rate of land prices 

from Bank of Korea ESCO statistics to land price index. The formula for the land price in 

year n is: 

Land price indexn =
𝑙𝑎𝑛𝑑 𝑝𝑟𝑖𝑐𝑒 𝑖𝑛𝑑𝑒𝑥𝑛+1 − 𝑙𝑎𝑛𝑑 𝑝𝑟𝑖𝑐𝑒 𝑖𝑛𝑑𝑒𝑥𝑛

𝑓𝑙𝑜𝑎𝑡𝑖𝑛𝑔 𝑟𝑎𝑡𝑒 𝑜𝑓 𝑙𝑎𝑛𝑑 𝑝𝑟𝑖𝑐𝑒𝑛
 

The land price for the year of 2004 is taken for the average land price in Korea Industrial 

Zone, from ―Business Expenses in Korea 2004‖, published by Korea‘s national 

investment promotion agency – Invest Korea (IK). 

Whereas the land price indices for Thailand are from Thailand agency for real estate 

affairs website at: http://www.area.co.th/english/bar53.php?Land_Price_Index (access 

date: 16 Nov 2010). The land price for the year of 2010 is taken for the area of Rangsit 

http://laborsta.ilo.org/applv8/data/c6e.html
http://www.area.co.th/english/bar53.php?Land_Price_Index
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from Bangkok Post news titled ―Greater Bangkok prices becoming dearer‖ on 2 Oct 

2010. The land prices for other years are calculated accordingly. 
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Chapter 8 Conclusion 

8.1 Lessons from the Asian crisis 

The Asian financial crisis in 1997 happened more than a decade ago. However, it 

certainly gave us a lot to think about and we are still trying to understand its lessons. 

Since its onset, attempts to understand the crisis have resulted in a great number of 

studies that highlight various causes of the financial crisis, which are focused on the two 

factors – financial globalization and domestic vulnerabilities. In searching for the causes 

of the crisis, this thesis has focused on the financial and corporate sectors. Several 

arguments have been examined and demonstrated by figures and graphs. A few 

conclusions can be drawn: first, the global economy witnessed a large surge in private 

capital flows, especially short-term flows in the 1990s, when deregulated banks in the 

developed countries were looking for higher return opportunities around the world. After 

the Mexico crisis in 1994, Southeast Asia was particularly attractive with its rapid 

economic growth, high interest rate and stable exchange rates. Secondly, East and 

Southeast Asian economies took this opportunity to attract foreign capital, which 

consisted of a large amount of short-term, unhedged, foreign currency-denominated 

speculative capital that sought high and quick returns (Bello, 1999: 40). Thirdly, without 

the sufficient financial regulation, the domestic banks supplied cheap capital to 

corporations that were already highly leveraged. Moreover, the Asian currency peg to US 

dollars, while encouraging capital inflows in the miracle years, became a burden in the 

1990s, because it reduced the export competitiveness of many Asian economies when the 

US dollars appreciated, especially against the Japanese Yen, and it gave a difficult task 
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for the Asian governments to defend their currencies in the face of rapid loss of foreign 

reserves. 

As has been discussed in chapter 3, several arguments have been built focusing on either 

the vulnerabilities in the international capital market and financial globalization and 

liberalization that promote ―footloose‖ short-term capital, or the domestic weaknesses in 

the Asian development model that lead to highly leveraged companies. The Asian crisis 

draws people‘s attention to both these two factors, but it is difficult to assign the 

proportion of responsibilities between them. Though these two types of view differ in 

emphasis, an emerging consensus in the recent literature seems to be that no single factor 

could have triggered the crisis, as both of these factors have been discussed in various 

studies with titles along the lines of the ―lessons of the Asian crisis‖ (see for example: 

Kawai, Newfarmer and Schmukler, 2005; Sundaram, 2009; Athukorala and Warr, 2002; 

Yellen, 2007).  

The discussion of the causes of the crisis has been associated with the Asian development 

model that has been examined in chapter 2 and the role of the IMF that is reviewed in 

chapter 4. Regarding the Asian development model, the criticisms from orthodoxists 

often consider the Asian system as ―crony capitalism‖, pointing to its corruption and 

favouritism (Haggard, 2000; Krugman, 1998). The scholars from developmental state 

school, on the other hand, often point to the financial rationale in the model which is the 

cooperative, long-term, reciprocal relations between firms, banks and government, in a 

system which intermediates high savings into high corporate debt/equity ratios (Wade and 

Veneroso, 1998: 7). The lesson from the Asian crisis does not draw a conclusive answer 
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to this debate but one thing is clear that the high corporate debt/equity ratio by itself is not 

a problem, as it has been embedded in the Asia‘s successful economic development for 

three decades. The problem is that this model is particularly vulnerable to the volatile 

short-term international capital flows. The problem is the East and Southeast Asian 

countries made great progress in financial liberalization in the 1990s, especially the 

capital account liberalization that made these economies exposed to large amounts of 

short-term international capital flows. 

Regarding the role of IMF, it certainly made some mistakes. The first mistake was the 

high interest rate. Stiglitz (2002: 110) states the reason for the IMF‘s high interest rate 

policy was that it made the crisis-hit countries more attractive for capital inflows, 

therefore supporting the exchange rate. As it turned out, this did not work. Capital flight 

did not stop and the consequence of a high interest rate policy was to put more companies 

into trouble because of their high debt/equity ratio, leading to more bankruptcies and 

unemployment. The second mistake was the tight fiscal and monetary policy that 

intended to cut the money supply and government spending to reduce debt and combat 

inflation. This policy reduced overall demand and shrank the local economy to a larger 

extent. The reduced government spending eliminated or delayed social welfare 

programmes, leading to increased poverty in the face of the increasing unemployment 

and underemployment. The tight fiscal and monetary policies produced criticism aimed at 

the IMF, that it did not care about the falling employment rate and real wages, but simply 

asking Asian countries to stop spending and to use whatever they had left to pay the 

foreign debt. Under the IMF policy, the international investors did not bear any cost for 

their unsuccessful investment. 
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The IMF itself admits it drew many ―valuable‖ lessons from the Asian crisis and 

acknowledged some of its mistakes, such as the fiscal policy it imposed on East Asian 

countries being excessively austere and its rescue strategy which caused a bank panic that 

helped set off financial market declines (Sanger, 1998). After a comparison of the IMF 

program in the Asian crisis in 1997 and in the European crisis in 2008, Takagi (2009) 

finds a large difference is in the structural conditionality. Whereas in the Asian crisis, the 

IMF required structural reforms in a wide range of areas, including some which were 

considered by many to be unrelated to the immediate problem of crisis resolution, such as 

the ―import diversification program‖ aiming at trade liberalization in Korea and 

additional structural reforms related to cronyism and corruption in Indonesia, the IMF 

program in Europe was essentially limited to reforms in the banking sector and the fiscal 

system (Takagi, 2009: 118 and 120). 

Beyond the crisis itself, the key of this research is how people‘s life in the East Asia has 

changed and how these changes relate to neoliberalism and globalization. In chapter 5 

and 6, the consequences of Asian crisis are examined in both economic and social 

aspects. In the relevant literature, the social and economic impacts of the crisis are often 

analysed on their own (see for example, Pernia and Knowles, 1998; Choi and Chung, 

2002; ILO, 1998). This article takes a step further to relating the crisis impacts to the 

control power of foreign direct investment (FDI). 

The crisis‘s impacts on the Southeast Asian economies included huge exchange rate 

depreciation and much lower land and commodity prices, which dramatically reduced the 

cost of production. The nature of the FDI flowing to Asia represents the long-term 
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interests of the investor seeking cost advantage. Therefore, the crisis carried large 

opportunities for foreign investors with the increased purchasing power of their US dollar 

investments. Moreover, the plunged stock market prices and heavily indebted companies 

made it cheap to buy local assets, facilitating an increasing number of mergers and 

acquisitions as a form of FDI. Together with the IMF‘s conditionality to relax the foreign 

ownership and investment regulation, the economic impact of the crisis facilitated a 

massive transfer to foreign ownership into previously prohibited sectors, including 

banking and financial service sectors and other strategic sectors (IMF, 1999: 5; Mody and 

Negishi, 2001). As in the case of Thailand, FDI to financial services tripled in 1997 and 

foreign investors became the second largest type of controlling shareholders, leading to 

national resistance and economic nationalism (Dixon, 2004). The crisis thus raised the 

growing danger of the unfair resource exploitation and the loss of national control over 

economy. 

The social impact of the crisis put local people in danger of unemployment, 

underemployment, falling real wages and growing social inequality. As the number of job 

seekers increased, a large number of people were forced into a cheap labour force. 

Historically, Asia has been successful in attracting foreign investments due to its 

abundant cheap labour force, and been subject to the problem of labour exploitation. 

When the crisis reduced the labour cost even more, this benefit to the international 

capitalists raised more concerns about that problem. 

The numeric measure of the controlling power of the FDI in chapter 7 is an indicator to 

show the extent of the danger to local labour and that of the opportunities to the 
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international capitalists brought by the crisis. The US dollar investment was presented in 

labour-, land- and commodity- commanded units. The results are astonishing. The 

potential labour working hours that the FDI money could control doubled in 1997-98 and 

doubled again in 1998-99 in Korea. The corresponding figure in Thailand tripled in 1997-

98. The quantity of commodities the FDI money can buy increased by three times in 

1997-99 in Korea. The area of local land the FDI can buy increased by three times in 

Thailand in 1997-98 and by four times in Korea in 1997-99. These results are attributed 

to several factors, including the surge of FDI, the huge currency devaluation and the large 

drop of local labour cost and commodity and land prices. 

For global financial institutions such as the World Bank and the IMF, East and Southeast 

Asia was, through much of the 1990s, the paragon of supposedly free market 

development, in spite of the significant state intervention. It was there that the Asian 

―tigers‖ performed their miraculous economic growth. And it was there that the miracle 

vanished in 1997 when many of the region‘s fastest-growing economies underwent 

precipitous downturns. It was also there that the neoliberal restructuring programs were 

implemented with the specific goal of selling or redistribution of public goods to private 

interests. The creation of so-called neoliberal free market involved coercion and the 

expropriation of land, resources and labour through disguised forms of primitive 

accumulation. As pointed out by Marx, enclosure is an inherent step in the making of 

capitalism. In Asia, there were no exceptions. Brute force and injustice have partnered 

with the ―opening up‖ of the economies, and the disciplining of populations for 

privatization and liberalization, and with the enclosures and the transformation of people 

into wage labour. These processes are part of the primitive accumulation, which have 
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contributed to the region‘s being one of the most horrific political violence of the late 

1990s. 

8.2 Asian economies after the crisis 

There were significant changes in macroeconomic policies in the crisis-affected 

economies in the post-crisis period, including the exchange rate policy and the industrial 

policy, which brought the most controversy. Because of the failure of the ―soft peg‖ 

exchange rate policy in the Asian financial crisis, general perception has been generated 

against the middle ground for exchange rate regimes in developing countries, a doctrine 

that is known as the ―hollow middle‖ (Hernández and Montiel, 2003: 337). Research by 

Hernández and Montiel (2003) show that there are conflicts between the de jure exchange 

rate regime and the de facto exchange rate policy among emerging markets, that is, the 

official declarations of the exchange rate regimes and the way they actually conduct 

exchange rate policy are different. This occurred before the crisis, as well as after the 

crisis. Except for Thailand, which reported itself as pegged to an (undisclosed) currency 

basket, none of the Asian crisis countries had officially maintained a fixed exchange rate 

prior to the crisis, but all five crisis-hit countries had restricted the degree of fluctuation 

of the bilateral exchange rates against the US dollar. After the crisis, with the exception of 

Malaysia, currencies in four crisis-hit countries have been officially announced to be 

independently floating, but Hernández and Montiel (2003) found these crisis countries 

have actually moved to intermediate exchange regimes in which they are floating more 

than before but less than completely floating. 

Prior to the 1997 crisis, the industrial policy incurred a lot of controversy in relation to 
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the ―miracle‖ East Asian development. While the developmental state school put much 

emphasis on its merit of coordination function and providing long-term stable 

relationships between the financial and corporate sectors, the orthodox school saw it as a 

distortion of the free market economy. The World Bank (1993) report finally recognized 

some of the value of industrial policy but emphasized on the ―market-friendly‖ nature of 

the state interventions. Following the financial crisis, East Asian industrial policies were 

once again under scrutiny, focusing only on its failures rather than achievements. It was 

blamed on bringing corruption and cronyism to the East Asian economies and was said to 

be responsible for irrational bank lending in the crisis. What about the industrial policy 

after the crisis? Mody (1999) argues the new generation of policies emphasized greater 

competition and a ―level playing field‖ which sought to reduce government intervention. 

He further suggests that in a new international environment where government-driven 

growth is out-dated, it is the time to switch from trade-led growth to the emphasis of 

efficient utilization of resources. 

The Asian financial crisis reveals the primitive accumulation that Marx described in the 

19th century has not disappeared but its forms have become normalized and thus enable 

for further accumulation (De Angelis, 1999). Primitive accumulation through enclosure in 

East Asia has not occurred only at some initial moment but recurs or remains a threat, 

even though in different forms. These violent forms are produced and reproduced in 

different epochs and eras though new types of enclosure and enable primitive 

accumulation. These include liberalization on the environment and natural resources, the 

appropriation of land and resources by states and capital, changing legal and policy 

framework of resources management and governance. Resistance to dispossession, 
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appropriation, disciplining, boundary making and exploitation has long characterized 

commodification process in different part of the Asian region. Much such resistance is 

about resurrecting the ―social‖ part of the social fabric needed for a dignified human 

existence but undermined by the commodification process. The crisis has cultural, social, 

and political effects on large amount of populations, creating new sorts of transnational 

connections, dependencies and opportunities. While the economic downturn facilitated 

the adoption of stringent neoliberal strategies and large enclosures, the Asian labourers 

have never stopped fighting against any threat to their survival. As noted by Lucas and 

Warren (2003), the labourers in Indonesia return to rural areas and regain massive land 

occupations and non-party-affiliated peasant unions and other associations rise on an 

unprecedented scale. 
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