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EEA Has Lost Another Vibrant Member

Dr. Eshetu’s loss was a shock to EEA. Two weeks ago, we were faced yet with another shock and tragedy
of losing Ato Mekonnen Tadesse. Mekonnen was a devoted member of EEA. He has spent days and days
to strengthen EEA. He was the secretary of the EEA, 2 member of the EEA's Editorial Board and was
greatly involved in the editing of EEA’s publications. As Chairman of the Department of Economics of
AAU for the past four years, he helped EEA to forge a strong linkage with the department. Mekonnen
was sensible, carrying and considerate. The EEA wants to extend its condolences to his families and
friends,
-

4
LESSONS FROM ASIA

Much has been said about the ‘Asian Miracle’ and lately about the Asian crisis. In this issue of Economic
Focus, we have examined the relevance of the Asian experience to Ethiopia. Most of the papers which
appeare in this issue of Economic Focus were presented on a round table discussion organized by EEA at
Ghion Hotel.

Although we were not able to get the representatives of those Asian countries from whom the experience
is being sought, we were fortunate enough to have His Excellency Takehisa Nogami, Japan’s Ambassador
to Ethiopia. His Excellency the ambassador argues that although Japanese experience (upon which most of
the newly industrialized countries believed to have drawn their lesson) is unique, compared to the condi-
tions in Ethiopia, still there are some lessons that can be drawn. His Excellency, Dr. Mulatu Teshome,
Deputy Minister of the Ministry of Economic Development and Cooperation, and who has first hand ex-

perience in the region, presents us with an excellent account of the experiences and lessons that can be
drawn for Ethiopia.

Dr. Befkadu argues that there is no single model of Asia. However, in his opinion, the Korean experience
seems to be relevant to Ethiopia. He warms us, however, that we need not copy such experience as such.
Rather, Dr. Befekdu argues, we need to examine ¢ach country's experience on its merit and formulate
our own by drawing relevant experiences from each of them. This requires, according to Dr. Befekadu,
not only serious study about the experiences of the countries involved but also a conducive political envi-
ronment in Echiopia. Mr. Nigel Raobert, resident representative of the World Bank in Ethiopia, will take

us to the other dimension of the Asian Expericince — the Asian financial crisis and its implication at least
at the African level, Alemayehu’s pi- e Is alse desi;  »d to introduce Focus's readers to the Asian financial
crisis.

On top of this, we have the regular features of Economic Issues/Information and Economic News. In the
Economic Issues column, Ato Fasil Tasew has a piece on a wrong accounting practice customarily em-
ployed in Ethiopia. We have included also an entertaining piece of an economist’s view of the UN-iraq
conflict by Professor Seymour Patterson. Our News column of this issue, alongside the economic news;
contains commentaries on two bills passed by the Ethiopian parliament and on forestry resources.

As usual we count on our readers’ comments and participation to make Focus the best medium for eco-
nomic and policy issues. So, do write us, Enjoy your reading, ~
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Ato Mekonnen Tadesse
(1945-1991 E.C.)
(1953-1999 G.C.)

Born in Addis Ababa in June 1945 E.C., Mekonnen received his BA degree from the Addis
Ababa University in 1972 E.C. Based on his excellent performance, he was recruited to engage in
teaching and research in the Department of Economics. Later he received his second degres from
Leeds University in 1977 (E.C.). Afler he came to Ethiopia, Mekonnen was active in the
Department of Economics where he was the chairperson for four vears and also served as a
devoted member of EEA.

Mekonnen was very aclive in doing research on Ethiopian Ecomomy which is currently
undertaken by the Department of Economics. In particular he was actively engaged in the siudy
of poverfy in Ethiopia. Just before his untimely death, he had been working in Sweden on the
same topic. We lost him even before he finalized his flindings. Moreover, Mekonnen was aclive
both at the African Economic Research Consortium (AERC) and the Organisation for Social
Sciences Hesearch in Eastl and Southern Africa (O55REA).

Once again the EEA wants to extend its condolences to his family and friends.
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The Relevance of the East Asian Ewen«c\e to Ethi;naia

Today, some of the East Asian
countries are suffering from severe
economic situation as a result of
the currency crisis that started in
May last year. Japan's economy is
also in a prolonged slump and faces
considerable difficulties.

The focus of my remarks today is
not on the economic difficulties of
Asia. | would rather focus on the
economic achievement of the East
Asian countries until recently to see
if we can learm any lesson from their
experiences. They all achieved
rapid economic growth in the past
twenty to thirty years.

The World Bank study published in
1993 is titled "East Asian Miracle™ to
describe the economic achievement
in eight East Asian countries. This
study pointed out that among the
main factors of the “miracie" were
sound macroeconomic fund-
amentals, significant developmant
of human resources, and market-
friendly policies.

It is indeed a tremendous success
that they have overcome
underdevelopment In a relatively
short period of time, Their
remarkable performance provides
new perspectives on ways of
achieving economic development.

Japan was also a developing
country until the late 1830s. During
the seven decades before World
War |l, Japan has made desperate
efforts to modernize its economy.

Japan's economy graw faster than
any other country in the world and
succeeded to graduate from
underdevelopment to more
advanced stage of economy.

Vol.2 No.l / February 1999

THE RELEVANCE OF THE EAST ASIAN
EXPERIENCE TO ETHIOPIA

By
Takehisa Nogami

Japan’s Ambassador to Ethiopia

11 December, 1998

The applicability of the late
nineteenth century Japanese
development model to Ethiopia is
limited because of the unique
historical conditions Japan was
placed during this pericd. But,
some of the factors are still relevént
in considering earlier stages of
industrialization,

ECONOMIC GROWTH

The experience of East Asia shows
that economic growth is an effective
means to reduce poverty. Growing
economic pie produces higher per
capita income. |If the benefits of
growth is shared among all the
people of a country, it will raise the
income of the poor.

It is generally true that economic
growth promotes changes In
industrial structure. South Korea,
Taiwan, Malaysia, Thailand, and
Indenesia experienced rapid
structural changes during the
perlod between 1965 and 1990 with
significant rise in the share of
manufacturing output in GDP and
the falling share of agriculture.

With the increased share of
manufacturing, wages have
increased n  each of these

countries.

Over two decades between 1970
and 19890 the East Asian countries
have experienced much higher
growth in wages than in other
developing countries. Especially,
South Korea and Taiwan have
recorded the most rapid growth in
wages averaging about 8% a year.

As a comparison, during these two
decades, Sub-Saharan  Africa's
growth in wages remained almost
Zero.

EDUCATION
Although there are substantial

variations among countries, the fast
growing East Asian countries share
several common factors that seem
to suggest ways of achieving high
economic growth,

First, education was the key to the
rapid economic growth since it is
crucial for human capital formation.
All of the East Asian countries have
heavily invested in education,
focusing on primary and secondary
schooling. The higher enroliment
rates in basic education helped to
increase the number of skilled
workers and improved human
capital.

South Korea's experience Is
notable. After the Korean War, the
government  has put  much
emphasis on expansion of basic
education, In early stages of
industrialization, Korea stressed
labor-intensive manufacturing as a
means to increase job opportunities
and expand exports. Aa  the
industries reached more
sophisticated stages, educated
work force was able to meet the
changing demands of industries,

It is also true from
experience that education was
crucial in its early stages of
economic modernization. More
precisely, Japan's high literacy rate
contributed to acquisition of skills
and modern technologies. Early
Japan gave a high priority on
education and invested Iarge
amount of government spending
inte  primary, vocational, and
technical education, which helped

Japan's

Ethiopian Economic Association
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in improving skills and promoting

the acquisition of modemn
technologies.
INFRASTRUCTURE

Economic and social infrastructure
is essential for sound development
of a country. Compared with other
developing countries, the East
Asian countries have stressed
public investment and government
efforts in developing infrastructure.

Mo one can deny the importance of
infrastructure for development
Water and electricity are crucial for
industrial activities as well as for
human life. Roads, bridges, and
airports are essential for providing
access to  markets. Tele-
communication is indispensable for
doing business. Improved health
and medical facilities are also
crucial far human capital
development and poverty reduction.

Government effort to develop
economic and social infrastructure
have played a vital role in early
Japan's economic modernization.
Government actively invested in
infrastructure to develop roads,
irrigation systems, railroads,
bridges, ports, electricity, water
supply, postal services, and
telegraphy. The government also
invested in ship building, cement,
iron and steel, mining, and other
heavy industries. As a result, in the
late  nineteenth  century, the
government accounted for about
half of the industrial investment.

| would say that this is not
applicable to Ethiopia because of
the different historical background,
and also because of some negative
consequences of the this approach

such as excessive capital
concentration, and inequality of
incoma, Mevertheless, the ex-

perience tells wus that the
development of infrastructure is
crucial at the early stages of
economic development.

LABOR-INTENSIVE
MANUFACTURING

With regard to adapting technology
we can learn useful lessons from
the East Asian modeil. In earlier
stages of industrialization, South
Korea, Taiwan, and other East Asian
Countries concentrated on the
production.  of  lahorintensive

Vol.2 No.1 [ February 1799

commodities. The industry
absorbed growing number of
workers, helped reducing

unemployment, and ensured ex-
panding exports. Skills improve-
ment was gradually, not jumping at
once to the most advanced
technologies. This enabled
business and labor to learn through
experience and was less disruptive
to social and economic systems.

Japan also learned in its early
modernization stages that importing
capital-intensive technology may
not conform to the local conditions

if the country lacks capital and.

skills. While Japan lacked
resources, labor was abundant
Japan therefore substituted
appropriate labor-intensive

technology for imported modern
techniques. Thus, as a major
industrial policy before World War
I, Japan specialized in labor-
intensive industries like textiles,
clothing, wood, leather, and simple
consumer goods. It was sensible
because these industries required
large amounts of unskilled labor,
and little capital and skills.

SMALL-AND MEDIUM-
SIZED INDUSTRIES

In order to promote the private
sector, most of the East Asian
countries  strongly encouraged
smali-and medium-sized industries.
Because of the difficulties of

obtaining bank credits, better
technology and  skills, and
penetrating inte markets, these

industries desperately needed state
assistance. Japan and South Korea
have introduced an extensive
support systems  for  these
enterprises. Especially Taiwan was
extremely successful in promoting
small-and medium-sized enter-
prises, which compose more than
90% of enterprises and producing
about 60% of the total export value.

RURAL DEVELOPMENT

Rural development is essential for
eradicating poverty. To achieve a
nation-wide prosperity and
equitable distribution of wealth, itis
necessary to create jobs in the rural
areas. In this context, Indonesia's
rural development programs in
1970s were successful in reducing
poverty. The government
implemented successive five-year
plans to develon the rural areas.,

initially focused on rice production
and irrigation facilities, and at the
later stage, added development of
social infrastructure such as roads,
bridges, schools and medical
facilities. These programs were
instrumental in creating income-
generating opportunities for the
rural poor, and by 1980, the
programs produced tremendous
results of reducing poverty.

HUMAN RESOURCES
DEVELOPMENT

Here, | would like to stress the
importance of human resources
development, which is regarded as
a key to nation-building and
economic development. In October
last year, a major Intermnational
Conference on African Development
(TICAD I} was held in Tokyo with
participation of 80 countries from
Africa, Asia and development
partners, and 40 international
organizations. Ethiopia has played
& leading role to make the
conference a success. The
Conference addressed the ways to
help African development, and
adopted a concrete program of
actions to be taken in ceriain key
areas such as scocial development,
economic development, and basic
foundation for development Ilike
conflict prevention.

The action program specifies, as a
cross-cutting approach, South-
South cooperation and Asia-Africa
cooperation in particular with
emphasis on human resources
development. The participants are
aware of the great potential that can
be realized through the sharing of
Asian experiences by African
countries. Since 1993, various
networking among research and
training Institutions between the
two regions has been growing.
Under the new action program, it is
planned to expand training
programs for Africans, which will ba
held in Asian and other countries.

ASIAN ECONOMIC
CRISIS

In view of the economic crisis in
East Asia today, people may
question about the effectiveness of
the success factors | described
earlier. Indeed, discussions are
being made on the causes of the
success and failure of East Asia.

Ethiopian Economic Association
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Some people may say that the
current crisis show the failure of the
Asian way of economic mana-
gement, and that the Asian model of
economy does not work any mare.

But, | do not associate with this too
simplistic theory. It is recognized
that Asian countries' economic
fundamentals are basically sound.
The Asian countries registered a
remarkable economic growth until
recently. The basic factors behind
this achievement were high savings
rates, strong work ethic, well-
trained and educated work force,
and hard-working people, These
fundamentals of the economy are
still there.

Given the significance of Asia in the
world ‘economy, the international
community provided financial
support to those economies most
heavily affected by the economic
crisis.

And when we take account of rich
natural resources and huge
domestic  market, the  Asian
countries have a big potential of
growth. [If Asian countries make

serious efforts to solve the
problems and carry out the
necessary reforms, there is a good
chance of returning to the high
growth path in the medium term.

Ethiopia's potentiality

Ethiopia has a big potential. The
country is endowed with natural
resourcas, and big potential market.
But there are many hurdles this
country must overcome in order to
realize the potential opportunities
and achieve sound development of
the economy. Poverty remains to
be a serious problem. Also
problems to be solved are
unemployment, infrastructure,
health and medical facilities,
education, housing, and so on.

Ethiopia can learn useful lessons
from the experiences of the East
Asian countries, although we must
select components depending

the differences in development
stages and the local conditions.
Among the success factors of East
Asia, basic education, development
of infrastructure, improving skills

and human resources development,
promotion of labor-intensive
industries, diversification of
production and export promotion
are considered to be relevant and
helpful for the future development
of this country.

Practically speaking, Ethiopia's
economy depends heavily on
agriculture, The share of

manufacturing in GDP is only 7.5%.
As a result, this country has to rely
on the supply of most of the
manufactured goods from imports.
Major export items are mostly
coffee, hides and skins. To improve
the conditions, it is important to
diversify the production and
exports by  developing the
manufacturing sector.

| strongly hope that, with the
appropriate combination of policies,
this country will be able to
overcome the state of
underdevelopment and achieve the
better life for the people of this
nation. B

THE RELEVANCE OF THE EAST ASIAN
EXPERIENCE TO ETHIOPIA

By
Mulat Teshome

Vice Minister for Economic Development & Cooperation

Mr. Chairman, Distinguished
discussion Participants, Ladies and
Gentlemen:

| have been invited to address on
the important issue of: “The
Relevance of the East Asian
Experience to Ethiopia“. Needless
to say, we are all concermned to
discuss this matter in the context of
what has to be done by the
government to respond fo the
challenges of Ethioplan economic
development.

Vol.2 No.1 / February 1999
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| believe it would be correct to say
that all, or at least most of us here,
would support the notion that as
demonstrated by the successful
examples of the East Asian
development experience, the
backdrop of development success
lies in the combination of a strong
commitment by the leadership and
the people to economic prosperity,
appropriate long-term development
strategies and functional
government administration to
pursue these strategies coherantly.
This assertion implies that the

developmental policies of East Asla
cannot be copied in entirety as they
are, to any developing country, but
can serve as reference to formulate
economic policies of a developing
country, including Ethiopia.

Accordingly, | believe we would
also all agree that with the
remarkable development behind
and before them, East Asian
Countries have often been referred
by developing countries to provide
them with a menus of policy and
institutional reforms that might

Ethiopian Economic Association
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contribute to greater success in
sustaining their own economic
development. The structural
adjustment programs of the Bretton
Woods Institutions in Africa have
not been as successful as hoped.
In fact, the unsuccessful
performance of IMFWaorld Bank
SAPs was one of the major reasons
forcing developing countries to look
for ather alternatives of
developmental philcsophies.

In other words, policy prescription
from external forces imposed on
developing countries without taking
into account the objective realities
and socio-historical factors of each
individual mnation was a failure,
Trying to replicate an East Asian
development model or models to
Ethiopia without assessing the
objective realities of the country
and the internmational environment
we are in today will be difficult too.

I will therefare restrict myself to
more general remarks covering
certain elements of what, in reality,
could bhe intreduced in  our
development policy formulation.

What is the relevance of East Asian
experience to Ethiopia? To address
this gquestion, | would rather prefer
to take you back to the history of
development. |t took Great Britain
over 180 years, the United States of
America over 100 years, Japan over
30 years, and East Aslan Countries
only 30 years to reach at the Stage
af Industrialization.

What is interesting, though, is the
fact that it was in the 1960's, some
years after gaining political
independence, most of East Asian
Countries began their economic
developmeant pProcess through
industrialization. In may 1961, when
General Park seized power, South
Korea was one of the World's
poorest countries, much poorer, for
instance, than Nigeria. In the
shambles left out of the HKorean
War, a third of its people spent their
winter scavenging for grass and
bark to eat. South Korea had little
cultivated land, no significant
middie class, few educated people
and only a few thousand industrial
workers. Its society was
ideclogically polarized and 'its
politics unstable. South Korea till
then was |labeled as a basket case,
and almost all East Asian Countries
shared the same with the Korean
socio-economic and political

Vol.2 No.1 / February 1999

situation. By 1996, South Korea
was the World's 11" largest
economy, a leading producer of
ships and steel, autos and
semiconductors, and proudly joined
the rich-countries’ Club, the QECD.

The South Korean example clearly
shows that, over the past three
decades, in contrast to Africa, the
countries of East Asia - have
achieved high rates of economic
growth and subsequently high rates
of per capital income. The
performance of East  Asian
economies and the rapid pace of
development also suggests that
lessons may be taken from the
Asian experience. However, it
should be noted that an Asian
development model is not one but a
group of approaches, based upon
specific circumstances and access
to large capital markets from Japan,
and large extended family groups
ethnic Chinese throughout Eas
Asia.

What the Asian models are having
in commen is the idea of market-
friendly development; e,
government policies that promote
macroeconomic  stability, human
capital formation, openness to
international trade, markets and
competition. These government
policies sometimes led to
significant state intervention at a
particular economic juncture, and
their purpose was to defend and
assist private business. While each
East Asian country had wvaried
policies, all were zimed at rapid
export growth and integration into
the world economy through their
respective industrial policies.

In drawing lessons from the East
Asian development, a point which
should be noted is that, the East
Asian development experience,
though not identical among all East
Asian Countries, exhibits certain
common features. As late comers
to a world market already
dominated by the Industrialized
countries, they have had to
accelerate their economic moder-
nization and industrialization
programs to become equal partners
with the early starters which is
called the catch-up strategy.

East Asian countries share more or
less similar values, work ethics, and
cultures, particularly when com-
pared with the West It is neither
the regional nor the cultural

characteristics of these East Asian
countries but their late comer status
in the world business community
that has led them to adopt the so-
called East Asian approach to
national development.

Theoretically, Ethiopia is different
from East Asian countries with
values, work ethics, and culture.
But Ethiopia can adopt a
deveiopment approach similar to
that of East Asia as late comer in
world development in order to
catch-up with the early starters in
the shortest possible time.

In view of the differing international
and intermal conditions no one
model of development can be
simply transferred from one region
to another. MNevertheless, we have
to acknowledge some elements of
relevance of the East Asian
experience for Ethiopian develop-
ment. This is because of the fact
that the very diversity of successful
East Asian countries gives hope
that lessons can be drawn for our
development.

What lessons to be drawn? Not all
lessons which contributed to the
East Asian development, but
lessons which are fundamental and
indispensable for economic and
social development. These are:

1. Investing in Human
Resource Developments and
Physical Infrastructure

The steady Iincrease in human
capital and institutional and
physical infrastructure investment
have enabled the East Asian
Countries to induce both domestic
and foreign investors to invest in
their development process.

In this connection, the provision of
basic education for all, making
people literate and capable of
adjusting more easily to changing
external economic conditions, and
the reorientation of the educational
system toward a greater emphasis
on sciences and technology and
skill development, have been vital.

In physical infrastructure, the most
critical development has been
efficient networks of energy supply,

transportation including harbors
and airports, and telecomm-
unications.,

Ethiopian Economic Association
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2. Sustained Political Stability

In most of East Asian countries,
government social policies deve-
loped against a backdrop of
political stability, full employment,
high household savings, and strong
community ties. These factors
proved among the mast critical
factors underlying rapid indus-
trialization. East-Asian countries
would not have been successful in
economic development and
restructuring had it not been for
sustained political stability they
enjoyed over three decades.

3. Firm Political Commitment
to Development

Most of East Asian governments
tock a firm political commitment to
development, particularly to high
growth with equity under monetary
and fiscal discipline. Lacking this
commitment, Indonesia during the
Sukarno regime, and the Philippines
during the Marcos regime suffered
not only a slowdown in economic
growth but ‘also economic and
social chaos. The open-door policy
of most other East Asian Countries
from the 1970s onward, however,
has compelled them to revert to the
high-growth path.

In the process of rapid indus-
trialization and economic moder-
nization of East Asian Countries,
the positive role of government has
always been recognized as vital, not
anly in putting in place economic
infrastructures and social infra-
structures, but also in providing
legal, administrative, and com-
petitive market frameworks within
which the private sector can op-
erate efficiently and effectively.
Government's supportive role in
accelerating the development and
expansion of export-oriented
industries, industrial restructuring
te favor growth sectors, and the
development of new technologies
and production processes through
appropriate macro-economic po-
licies and fiscal and financial policy
intervention were accorded priority
as government's regulatory role in
promoting the private sector
development.

This development approach of East
Asian Countries has been termed as
a developmental market economy
approach, as opposed to the liberal
market-economy approach adva-

Vol.2 No.1 [ February 1999

nced by the IMF and the World Bank
in their SAPs.

4. High Rates of Domestic
Savings and Investment

High rates of domestic saving and
the entrepreneurial spirit have been
very important for the success of
East Asian development Equally,
the rapid pace of investment in
human capital and institutional and
physical infrastructure was also
important. High rates of domestic
saving and the entrepreneurial spirit
have acted as additional incentives
for foreign investors to invest in
East Asian countries since they
present golden opportunities for
jeint - undertakings. In this
connection, the presence of ethnic
Chinese business community, with
the emphasis on competition and
innovation and its vast and effective
network all over East Asia and the
Western world has contributed to
the success of East Asian economic
development.

5. Fiscal and Financial
Incentives

A number of fiscal and financial
incentives  introduced by the
governments of East  Asian
Countries have also been quite
effective in  maobilizing private
savings from domestic and foreign
sources for investment in "pioneer”
or "promoted” sectors.

Fiscal and financial measures
oriented towards export promotion,
selective technology impeorts, and
research and development of new
technologies and products have
had a similar impact in creating a
favorable investment ciimate.

Furthermore, realistic exchange rate
policies, by speedily adjusting the
value of national currencies in the
international currency market, have
been significant factors not only in
expanding exports, particularly of
manufactured goods, but also in
restraining unnecessary imports,
such as the luxury consumer goods
seen for example in many Latin
American Countries.

In East Asian countries, fiscal and
administrative measures in favour
of grater equity in income and asset
distribution have also been effective
in helping savings mobilization and
utilization.

6. Efficient and Effective
Bureaucracy

A relatively efficient, effective and
clean bureaucracy has alsc been
pivotal, though to a varying extent
in different countries, not only in
making appropriate macro-
economic  policies but, more
important, in implementing those
policies effectively. Rapid indus-
trialization and economic
modernization  programs  have
required these countries not only to
have technical knowledge and
professional expertise, but also to
apply them with good judgment,
accountability, transparency, and
fairness.

7. Favourable International
Economic Regimes

In pursuing rapid industrialization
and economic modernization
programs, nearly all East Asian
Countries adopted an import
substitution policy pattern from the
|late 18508, Howewver, most of them
reversed  their industrialization
policies and adopted an export-
promotion policy, or an export-led
industrialization. In addition to this
positive role played by govern-
ments, it was fortunate for these
East Asian Countries that their
industrialization programs have
coincided with the ongoing
liberalization of the international
trading regime under the Kennady,
Tokyo, and the Uruguay rounds of
multilateral trade cooperations.

These relatively favorable
international economic regimes and
political environments during the
cold war favored East Asian trade,
investment, technology transfer,
and aid, particularly during the
1960s-80s, and this process
induced East Asian countries to
promote export criented
industrialization programs and thus
accelerate economic development.

8. Foreign Direct Investment
(FDI1) Inflows

Investment climate, political
stability, and profit opportunities
are the major factors affecting FDI
inflows, and East Asia is endowed
with these three factors. Beyond
political stability, there are some
lessons we can derive from the
Asian experience in promoting
investments;
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a) FDI friendly and pro-growth
industrial policy: FDils will not
correct one's policy mistakes but
instead exploit them at first and
perhaps leave one for other
locations when such mistakes
prove to be costlier to them.

b} East Asian competitiveness in
attracting FDI: One of the lessons
from East Asia is that investment
incentives matter less than the
fundamental factors such as output
growth, openness, and the relative
stability of real effective exchange
rates which studies found as crucial
for attracting FD! in sub-Saharan
Africa. Similarly, many studies
zhow that East Asian Countries are
generally competitive even before
the grant of such incentives as tax
holidays and other fiscal carrots
which forego revenues that could
be used for infrastructure projects
instead,

c) The presence of export
processing zones and industrial
estates; FDIs are bound to stay
clustered in .these geographic
confines despite the elimination of
tariffs and the adoption of other
libzralization measures in regional
and international groupings. This
answers in part the concern that
long-term development plans must
be prepared so that resources can
be allocated efficiently by both local
and foreign capital in well-defined
geographical locations.

d) The will of the private business
entities to Implement government
policies: From the history of the
development of investment
promotion in East Asian countries,
it iz clear that no matter what

initiatives, protocols and comple-
mentation schemes governments
agree to, the ultimate success
depends on the implementers from
the private business entities. They
will invest and employ people,
produce goods and services that
are traded across borders only in
profitable epportunities.

The experience of the Association
of South East Asian Nations
(ASEAN) is worth mentioning in the
government-business relationship.
In ASEAN, the saying goes as
"Governments can lead the horse to
the water but can not force it to
drink”. The role of the Private
business in implementing govern-
ment policies is the lesson that
ASEAN learmed painfully over the
past decades. Besides imple-
menting domestic policies of
governments, business entities are
instrumental and the main actors
implement regicnal agreements an
protocols entered into between
countries. Just to mention a few,
the following Agreements and
protocols  are  implemented by
business entities:

— Agreement for the Promotion and
Protection of Investments,

- The Protocol to Enhance Investor
Confidence for Investing in
ASEAN,

— The ASEAN Free Trade Area,

= The Asian Industrial Cooperation
Scheme,

- The ASEAN Industrial Joint
Ventures,
- The ASEAN Brand-to-Brand

Complementation Scheme, ete.

APEC ( Asia Pacific Economic
Community) recognized this with
the creation of an APEC Business

Advisory Council (ABAGC) which
counsels economic leaders on trade
and investment liberalization,
business facilitation and economic
and technical cooperation.

Finally, | may summarize the
relevance of East Asian develop-
ment experience to Ethiopia as
follows:

1. Maintaining political stability for
a sustained pericd and strength-
ening political commitment fo
economic davelopment and human
development policies, with the
emphasis to enhance the quantity
and guality of human capital and
physical infrastructure develop-
ment.

2, Maintaining monetary and fiscal
discipline and improving macro-
economic stability, consistency,
and flexibility, with the emphasis to
increase domestic savings and
improving the entrepreneurial spirit.

3. Reinforcing good governance at
all levels and improving the in-
stitutional mechanisms and working
of government-private sector part-
nership.

4, Constant upgrading of tech-
nology, productivity and inter-
national competitiveness through
strengthening FDI  inflows to
acquire dynamic international
competifive advantage and
eventually integrate into the world
BConomy.

| thank you. W

THIS IS THE FIRST ISSUE OF THE SECOND VOLUME OF ECONOMIC
FOCUS. WHILE WE ARE PROUD TO HAVE SUCCESSFULLY COMPLETED
OUR FIRST YEAR, WE HOPE YOUR SUPPORT AND CONTRIBUTIONS
WILL CONTINUE TO MAKE FOCUS AN EVEN BETTER MAGAIINE. 5O

PLEASE WRITE TO US ABOUT WHAT YOU THINK ABOUT OUR
MAGAZINE AND WHERE IT NEEDS IMPROVEMENT.

Vol.2 No.1 [ February 1999
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THE RELEVANCE OF THE EAST ASIAN
EXPERIENCE TO ETHIOPIA

By
Nigel Roberts

Resident Representative - World Bank

As | am very new to Ethiopia |
thought it might be presumptucus
of me to speak to this audience
about the implications of the East
Asian crisis for the Ethiopian econ-
omy. Instead, if you'll forgive me,
Il speak about the crisis itself:
what we in the World Bank see as
its origins, what impact it is having
on the populations of the region,
and something of the assistance we
have been providing. | will then
make a few remarks about the im-
pact of the East Asian crisis on the
African continent as a whole.

Until Mid 1997, East Asia had wit-
nessed sustained growth for 30
years - growth of a type and dura-
tion never witnessed in any other
region in recent history. The num-
ber of people living in poverty fell
by about a half over the last 20
years, from some 720 million to
about 350 million, with the pace of
poverty reduction accelerating.
From 1975-85, the number of the
absolute poor fell by 27%; between
1985-95 the number fell by another
34%. All key social indicators regis-
tered major improvements - life ex-
pectancy, infant mortality, literacy.
With education leading to higher
productivity, the region achieved
persistently high growth rates and
significant welfare improvements.

This high-performing growth engine
was characterized by very proactive
governments that

® kept inflation low and exchange
rates competitive, through conser-
vative macro policies;

L invested in human capital

through education and health ex-
penditure,
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@ encouraged high savings rates
by keeping real interest rates posi-
tive and protecting deposits in fi-
nancial institutions;

e encouraged absorption of foreign
technology. and

® avoided implicit taxation and
other biases against agriculture,
and limited price distortions in gen-
eral.

In other words, a strategy of high
savings rates, high investment rates
in human development, stable
macro-policies and a drive for ex-
ports.

So what went wrong? There is no
final agreement on this - after all,
the same economists who failed to
predict the crisis are now endeav-
oring to make sense of it. Neither is
the crisis over; nor have all of the
remedies yielded success. This
said, we can trace the main outlines
of the crisis and point to some key
ingredients.

There were certainly some emerg-
ing structural preblems in East Asia
before June 1997,

# rapid growth took place in the
absence of sophisticated financial
and capital markets, and with a
large government presence charac-
terized by increasing fiscal deficits;

# the corporate and financial sec-
tors became unusually reliant on
financing long-term  investments
with short-term debt capital;

® liberalized financial markets ex-
isted without adequate providential
regulation and supervision - allow-
ing, hanks, and, aormoratinns. to, as:

sume unedged foreign borrowing
positions that left them highly ex-
posed,;

@ companies operated without the
benefit of fully developed bond and
equity markets, borrowing heavily
from banks and becoming increas-
ingly leveraged - and thus vulner-
able to interest rate fluctuations;

® next, consistent rapid growth
was undermining traditional com-
munity protection mechanisms for
the unemployed, the sick and the
glderly. East Asia came to rely on
high personal savings and family
assistance to provide social secu-
rity; there were relatively few stale
protection mechanisms. In transi-
tional countries like China and Viet-
nam, commune & state enterprise-
based safety nets deteriorated. In
the wealthiest countries, lifetime
employment guarantees in the cor-
porate sector proved increasingly
out of step with modern economies’
needs for rapid change and fexibil-
ity in their labour markets;

® another wvulnerability was the
extent of exploitation of the region’s
natural resources: overlogging, ex-
ploitation of fisheries, wasteful ag-
ricultural practices. MNational
income accounts are hard to adjust
for environmental damage, but
some economists estimate that as
much as 20% of Malaysia’'s GDP
growth rate in the period would be
discounted If allowance were made
for natura! resource depletion.

This said, there is little evidence
that such growing pains were
enough to halt or slow growth, let
alone to precipitate crisis. Any
slowdown associated with dimin-
ishing, returns. wrudd grohahly, nat
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have cccurred until well into the
21st century, using conventional
economic forecasting models.

Three forces interacted to bring
about a lethal cocktail and to pre-
cipitate financial crisis, leading to
an economic crisis, leading to a
social and in {some cases) ethnic
and political crisis:

@ the increasing availability of pri-
vate capital chasing high returns;

@ increasingly risky macro policies
(especially capital account liberali-
zation that permitted capital inflows
to fuel a credit boom);

® insufficient regulation and gov-
arnance in financial markets.

Domestic credit expansion mani-
fested as an asset price bubble,
particularly in Thailand, and in real
astate. This, and the excessive debt
of over-leveraged firms, led to a
crisis of investor confidence and to
g sudden withdrawal of investor
capital. In Thailand in the mid-90s
an investor could borrow yen at
near-zero interest and could get
annual returns of 20% in Thai baht
by investing in skyscrapers in
Banokok.

In 1996, Thai exports hit a wall, and
the 20% growth of 1985 fell to -1% in
1926, This was due to

® a |oss of wage competitiveness
associated with currency apprecia-
tion;

@ a slump in world demand, espe-
cially for electronics exports;

@& stagnation in the growth of Thai-
land's export markets, especially
Japan.

Suddenly no-one was renting Bang-
kok property, and the supply of of-
fice space was  outstripping
demand. Finance companies began
to experience difficulties in early
1887,

The Thai government responded by
providing them additional liquidity,
which only served to add to the
supply of funds ready to attack the
currency. Equity investors with-
drew first, Capital began to seek
safe havens, and finally on July 2,
1997 the Thai government yielded to
market forces and abandoned its
defense of the baht

Vol.2 No.l / February 1999

The Thai devaluation caused finan-
cial panic throughout the reglon.
Investors started to worry about the
health of the region's financlal sys-
tems and the magnitude of short-
term public and private debt Faars
were compounded by a lack of
transparency in East Asia's finan-
cial and corporate sectors.

The lack of mechanisms for an or-
deriy work-out of corporate and
bank debt led to massive investor
withdrawal. Within six months,
capital outflows from East Asia
erased the inflows of the first half of
the year, leading to negative flows
of $12 billlon In six months, and
$100 billion in a year.

The huge capital ocutflows required
huge compensatory swings in cur-
rent account balances, and new
current account stability was
achieved largely through import
compression and a reduction i
incoma, rather than through exports
{which could not now be financed).
Interest rates rose as governments
attempted to increase the attrac-
tiveness of domestic assets to the
holders of foreign currency funds.
This, though, compounded the
problems of the indebted corporate
sector, and with falling profits many
could not service their debts. This
led to progressive stress on the
region’s financial sectors.

Tight fiscal policy only served to
compound the contractionary cycle.
As a result, Thailand, Korea, Indo-
nesia and Malaysia have fallen into
deep recession, though Thailand
and Korea now seem to be bottom-
ing out.

What are the human results of all
this? Tens of millions have been
thrown into poverty and many re-
cent social gains have been re-
versed. d

In Indonesia for example, school
enrollment has fallen from 7T8%
back down to 54%. Real wages
have plummeted, and cities are
filled with anxious, volatile groups
of the unemployed. The middle
classes and nouveaux riches have
also been very hard hit - the decline
in equity values exceeds $400 bil-
lion since July 1997,

How has the World Bank handled
this? Our basic strategy is to:

® reactivate growth on the basis of

structural reforms that will allow
recovery to take hold sconer;

@ protect the poor and ensure that
they share in the recovery;

® meobllize capital to help Jump-
start the recovery.

We pledged neardy $20 billion and
disbursed $8 billion in the year fol-
lowing the crisls, thereby helping to
finance a more expansionary fiscal
stance, and created demand to help
revive employment Our focus,
though, is also very much on the

quality of spending. We are helping
governments to

@ improve financial sector regula-
tion;

@ restructure the banking and cor-
porate sectors, This means more
open corporate and financial dis-
closure, better management of debt
and contingent liabilities, and legal
and regulatory reform;

® minimize the adverse environ-
mental implications of new natural
resource development projects;

@ protect the poor and vulnerable;
considerable support has been pro-
vided in recent months for basic
education and health, targeted food
subsidies and labar-intensive public
works. We have tinanced improve-
ments to social safety nets through
labour market reforms, and through
the targeted application of transfer
payments to the elderly, sick and
unemployed.

® as far as capital mobilization is
concemed, we aim to use our own
capital resources to bridge the gap
until the retum of investor confi-
dence.

Is there any silver lining to this?
Possibly. Certainly the last major
international financial crisis (the
Tequila Crisis in Mexico) led to fun-
damental shifts and modernization
in that country's economic struc-
ture and competitiveness. Almost
all countries in East Asia are under-
going dramatic change:

® companies that borrowed freely
against the collateral of their un-
folding growth, or through crony-
iam, are now being subjected to
new discipline;

@ banks borrowing in yen or US§
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and lending in local currency on a
nod and a wink from their goven-
ment are subject to greater supervi-
sion;

o ownership shifts are underway In
the corporate sector. One possibil-
ity is that companies and banks will
emerge with less concentrated
ownership and greater accountabil-
ity and flexibility;

® governments are shouldering
greater responsibility for the welfare
implications of industrialization, to
the benefit of the most vulnerable;

® and there are signs of greater
political openness, and a new con-
cern for corruption and account-
ability.

Let me close with a few words on
Africa. With respect to global capi-
tal flows, Africa’s relative insulation
- only $3 billion in DFI (Direct For-
eign Investment) came to sub-
Saharan Africa in 1997 - will protect
it from serious financial contagion.

The bad news is that this itself re-
flects Africa's economic marginali-
zation.

The primary impact will be the trade
effect. The growth in world trade is
likely to slow by up to half this year
- from 7.7% to 3.7% - and to recover
only gradually. Commodity prices
for oil, timber, metals & tea and cof-
fee are falling sharply, leading to
negative terms of trade. Competi-
tion from countries with falling cur-
rencies is increasing.

Qur projections show a slow-down
in African growth of about 1%, with
positive growth of 3.8% still likely.
But since this barely exceeds the
continent’s population growth, per
capita real income growth will be
sharply reduced.

The effects will vary greatly be-
tween countries, Ol importers will
be cushioned by the fall in their im-
ports bill - as is the case here in
Ethiopia, where the fall in oil import
prices is acting to compensate the

fall in coffee export prices. But oil-
exporting countries will suffer large
terms of trade losses.

The increase in perceived risk could
also raise the cost of borrowing for
Africa. Not until the world trading
system recovers its momentum,
hopefully in 1999 or 2000, is Africa
likely to see the external environ-
ment improve.

Until then, Africa has to grit its
teeth. The downturn, though, does
not call into question the wisdom of
recent reforms. The same factors
that helped restore growth to many
African countries in the last few
years will help them weather the
current storm - those factors being
sound, conservative macroeco-
nomics policies, liberalized pricing
and the aggressive promotion of
exports. B

As saciety enters the scientific age, the human brain is displaced by computer.
{Cartoon from Satire and Humor. Seplember 20, 199%)
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The Relevance of the East Asian Em to M

BASIC OPEN ECONOMY MACROECONOMICS
AND THE ASIAN CRISIS

By
Alemayehu Geda” :

(* Dr. Alemayehu Geda is Assistant Professor at the Department of Economics, AAU)

This article attempts to briefly describe the Asian Those of you whe are uncomfortable with national ac-
crisis. | have taken it from my lecture notes to the counts identities in this article can consult Getachew
undergraduate program of the Department of Eco- Adem's Amharic article in the previous issue of Economic
namics, The lecture note is basically a short compi- Focus.

lation of different articles posted on the Internet. By
outlining the signs (symptoms) of the crisis, by de-
scribing factors stated as the causes of the crisis
and the debate about them, it altempts to introduce
Focus's readers to the Asian financial crisis. The
paper also attempts to link the financial crisis to
some issues of open economy macroeconomics.

SIGNS OF THE CRISIS'

The end of the year 1997 witnessed one of the major fi-
nancial crisis in the world. This time it was hitting the
newly emerging%Asian economies. The following were
some of the major signs observed in the Asian countries.

1. Change in Nominal Exchange Rate

Table 1. Change in Nominal Exchange Rate ($US per 100 local Currency)

Crisis year Year End -
On On End On Present Cumulative %
Country 6/30/9T7 12131197 % change 11/24/98 % change Change
Thailand 4.05 2.08 -48.7 2.76 311 -31.7
Malaysia 359.53 25.7 -35 26.32 2.4 -33.4
Indonesia 0.04 0.02 44.4 0.01 42,2 -57.9
Philippines 3.79 2.51 -33.9 2.53 11 -33.1
Hong Kong 12.9 12,9 0 12.91 01 0.1
Korea 0.1 0.06 477 0.08 359 -28.9
Taiwan 3.6 3.06 -14.8 3.09 0.7 -14.2
Singapore 69.93 59.44 -15 61.18 2.9 -12.5
Source: Goldestin (1998)
2. Change in Equity Prices
Table 2. Change in Equity Prices
Crisls year Yﬁnr.End - Cumiulative %
On On End On Present
Country 6/30/97 12131197 % change 11/24/98 % change Change
Thailand 527.3 372.7 29.3 383.7 23 27.2
Malaysia 1077.3 594 4 448 4897 7.6 545
Indonesia 725.0 401.7 =446 4201 4.5 421
Philippines 28059.0 18569.2 -33.5 1881.3 4.9 =-30.2
Hong Kong 15197.0 107228 -29.4 10851.7 1.2 -28.6
Korea Ta5.4 376.3 458.5 460.8 225 -38.2
Taiwan 9030.0 8187.3 9.3 T435.8 9.2 A7.7
Singapore 1988.0 1529.8 -23.0 1412.9 -T.6 -28.9

Source; Goldesfin (1998)

: This and the next sections {1 and II) are based on Goldstein (1998).
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3. Economic Growth and Other Real Sec-
tor Performance

before the crisis has been markedly down. Moreo-
ver, export performance has also shown a marked
slow down (see section |l below). The GDP growth is

In general economic growth in the region has suffered shown in Table 3.

dramatic decline. Growth rate which was 6-8 %

Table 3 Real GDP Growth Rate

F 1998 1998
Country 199¢E 1987 As of May 97 | As of Oct. 98
Indonesia 7.8 56 7.5 -15.0
Thailand 6.4 0.4 T -8.0
South Korea 7.1 58 6.3 -7.0
Malaysia B.6 7.4 7.9 54
Philippines 5T 51 6.4 -0.6
Hong Kong 43 5.4 55 5.0

Source: Goldestin (1998)

1. ORIGINS OF THE CRISIS

The Asian financial crisis obviously cannot be
attributed to a single factor. The main reasons
forwarded (much of them in Internet and
newspapers and magazines), however, are:

t'.t Financial Sector Weakness

Credit boom, [especially growth of both bank and
non-bank credit to the private sector which exceeds
the high level of real GDP growth). A good part of this
credit is also concentrated in the speculative (prop-
erty sector) as can be seen from Table 4 bellow.

Table 4 Share of Bank Lending to the Property Sector

| Hong Kong 40-50%
| Singapore 30-40%
Thailand 30-40%
Malaysia 30-40%
Indonesia 25-30%
South Korea 15-25%
Philippines 15-20%

Source: Goldestin (19598)

The pressure to maintain exchange rate (with high in-
terest rate) led to falling property prices and hence
non-performing bank leans,

Moreover, loan was very lax and there was too much
‘connected lending’ {lending to bank directors, man-
agers and their related businesses). Government
ownership of banks also was turning banks to quasi-
fiscal agents by providing government (off-budget)
assistance to ailing industries. On top of this the
quality of public disclosure and transparency was
poor (Goldestien 1988). In general lack of prudent
regulation of the financial sector was one of the major
problems.

Vol.2 No.1 / February 1999

2. External Sector Problems

First, this is basically related to the current account
deficit suffered by these countries (discussed in detail
in the next section). Second, the exchange rate in much
of these economies followed the US $§ down against
Japanese Yen in the first half of 1990s but then fol-
lowed the dollar up against Yen thereafter. This led to
appreciation of their (trade-weighted) exchange rate,
which leads to low competitiveness. Third, 1996 was a
year where many Asilan countries experienced a sig-
nificant decline in merchandise exports, which was
attributed to slow down in world trade growth, as can
be shown in Table 5 below.
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Table 5 Merchandise Exports: Annual Percentage Growth

Country 1995 1996
Thailand 231 0.5
Indonesia 134 9.7
Malaysia 20.3 6.5
Philippines 28.7 18.7

|| Hong Kong 14.8 4.0
Singapore 13.7 5.3
South Korea 30.3 3.7

| Taiwan 20.0 3.8

Source: Goldestin (1998)

& forth factor given is the competition from China as
well as over production in certain industries in the
home country,

3. Contagion

The erisis has first hit Thailand hard, This has the con-
tagion effect on the others not because Thailand is so
much linked (through finance and trade) to the other
Asians but mainly because its “wake-up call" effects
which forced international investors to examine the
creditworthiness of Asian borrowers. The assessment
revealed that most of them had similar problems to that
of Thailand [i.e. Weak financial sector where prudence
supervision is missing, large external deficit, appreciat-
ing exchange rate, declining quality of investment, ex-
port slowdown and over-expansion of certain key
industries]. The contagion effect also shows itself from
the round of devaluation that took place country after
country in the region. The countries that have not de-
valued experienced deterioration in competitiveness,
which exposed their currency to speculative attack
(Goldestin 1998).

OPEN ECONOMY
MACROCONOMIC AND THE ASIAN
CRISIS?

in open economy macroecongmics, the important
macro identity is the one which relates GOF and GNP,

GNP = GOP - factors payments fo foreigners (dividends,
interest, rent to foreign residenis owning assets in
Ethiopia and wages of foreign residents working in
Ethiopia) + factor payments from abreoad to Ethiopian
residents [dividends, interest, rent to Ethiopian resi-
dents owning assets abroad and wages of Ethiopians
working abroad)

The difference between GNF and GDP is not very large
for countries such as USA but can be very large for
countries such as Ethiopia that have a large amount of
foreign debt on which it pays interest to foreigners and
countries such as lreland where a large fraction of the
factories are owned by foreign multinationals that re-
ceive profits and royalties on their Irish operations.

' This section is based on Mounel (1998),
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NFA = Net Foreign Assets = Assets owned by Ethiopi-
ans abroad - Liabilities of Ethiopians towards foreigners
= Ethiopia’s Foreign Assets - Ethiopian's Foreign Debt,

Assets (and liabilities) include stocks, bonds, |oans
from banks and other sources, real estate, firm owner-
ship and so on,

IENFA > D, the ciuntry is a creditor country,
If NFA <0, the cbuntry is a debtor country,

If we define:

i = average interest rate (rate of return) on net foreign
assets (foreign assets - foreign liabilities)

i NFA = Met factor income from abroad = interest rate
times net foreign assets.

Then the GNP is :
GNP = GDF + i NFA = GDP + Net faciur income from
abroad

Given the abave identity, it is easy to see that GNP will
be greater (smaller) than GDP if the country Is a net
creditor (net debtor).

Accounting ldentities

The most common decomposition of GDP is

GDP = consumer expenditures + investment + govern-
ment purchases of goods and services + net exports of
goods and non-factor services (exports-imports), or, in
a more compact notation,

GDP=C+|+G+NX

Given the definition of net exports as X-M, we can also
rewrite the national income identity as:

GOP+M=C+|+G+X

The left hand side of the expression represents the total
supply of goods available in the country; such a supply
is the sum of doemestic supply (GDP or domestically
produced goods) and foreign supply of goods (imports).
The right hand side says that the total supply of goods

Ethiopian Economic Association



El:unumi: Focus
a0y A by i hh

The Relevance of the East Asian Experience to Ethiopia
=

%

is purchased either by private consumers (C), firms for
investment purposes (), the government for its own
public consumption (G) or foreign agents in the form of
exports (X).

The Current Accaunt

We will now define a very important concept, the current
account of the balance of payments, that is quite related
to the trade balance (net exports, NX). Given the defini-
tion of GNP, we also get:

GMP1 = GDPL + I NFA; = C| * |+ G+ I:NX.: + NFA1 :I = G
+ ||: + G+ CA;
where;

G, = NX, + i NFa,

Current Account = Trade Balance + Met Factor Income
from abroad

The subscript t refers to a period t variable { if we have
unrequited transfer, its net value neesd to be included in
the current account. This is specially important for de-
veloping countries such as Ethiopia ). If we take data at
a yearly frequency, GNP, would be GNP in year L say
1987 The difference between the trade balance and the
CA can be very large if a country i= a large creditor or
debtor.

_ Current Account Balance (% of GDP)

Example: Brazil in 1986. Ethiopia 1395/96 (Eth. Fiscal
Year 1988, NEE, in Millions)

Brazil Ethiopia
MNX=+58.3b NX=Birr. -6255.5h
CA=-%5.3b CA=Birr -3860

iNFA = -5 13.6h i MFA =7

In this example. Brazil had in 1986 a large current ac-
count deficit in spite of a trade surplus, In fact, Brazil
was a heavy foreign debtor, having borrowed a ot in the
1870s and 1980s. By 1986 the total foreign debt of Brazil
was above $100bin and the net foreign interest pay-
ments on that debt (and prefit repatriations of foreign
firms owning assets in Brazil) equaled $13.8b. Nate in
Ethiopian case, however, that despite negative trade
balance the current account is less severe. This is at-
tributed to the positive impact of net factor payment and
current transfers. especially the latter, which by and
large 15 aid.
%

As the table below shows, in Asia large current account
deficits (as a share of GOP) were prevalent in the 1990s.
They resulted from very large trade deficits (NX<0) and,
in some countries, large interest payments an fareian
debt i NFA <0); such large current account imbalances
are one of the reasons behind the currency crisis of
1887

1 1890 | 1991 | 1992 1993 1994 | 1995 | 199 |
Korea .24 | 316 | 170 -0.16 145 1.91 -4.89
Indonesia -440 | 440 | 246 0,82 -1.54 425 | 341 |
Malaysia 227 | 808 | 4086 1041 | -11.51 1345 | 589 |
Philippines -6.30 | -2.46 -3.17 669 | -374 506 |  -5.86 |
Singapore 9.45 12.36 12.38 8.48 1812 | 17.83 | 1628 |
Thailand 874 | 881 -6.28 650 | 718 00 | 818 |
HongHKong 4.40 6.58 5.26 B.14 1.98 221 0.58
China 3.02 3.07 1.08 -2.17 147 1.02 0.34

To understand better why a country may be running a
current account deficit or surplus, one should notice
that the current account is the difference between what
a country produces (GNP} and what the country spends
(total consumption plus investment). In fact:

CA=GNP-IC+G+})=5-|

if GNP = [C +G +l), a country will have a positive exter-
nal balance. If not it will have a negative external bal-
ance, equivalently, the current account is in deficit
Therefore, the excess of spending (absorption) over
income or, equivalently, the excess of investment over
savings implies that the country is running a current
account deficit.
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Insight in the Asian econamic crisis; YWhy current
account deficits lead to the accumulation of a large
stock of foreign debt

If @ country invests mare than its saves (or generally
spends more than its earnings), it has to borrow from
the rest of the warld to finance this deficit, To finance
this excess of investment over savings, the country
can do two things: either run down its financial forcign
assets (if there are encugh foreign assets to be run
down) andior borrow from the rest af the world to fi-
nange the new nvestment. In either case, the excess of
| over 5 leads 10 a reduction of the net foreign assets
{foreign assets - foreign liabilities) of the country, If
such current account deficits continue year after year
net forgign assets will fall to zero and the country will
become a net debtor; in each year the increase in stock
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of foreign debt will be equal to the current account
deficit. More formally, the change in the net foreign as-
set of a country {a change in stocks) will therefore be
gqual to the current account (a flow) or:

NF:"—".1-1 - NFﬂ'q = C.n"—".q

If CA=0, net foreign assets will increase (or net foreign
debt will became smaller if the country was starting
with net foreign debt, NFA<G); if CA<0, net foreign as-
sets will decrease (or net foreign debt will become big-
ger if the country was starting with net foreign debt,
MFA<0). This was the case in Asia.

What Causes Current Account Deficits? Are Such
Deficits Bad?

This requires to examine the link between the current
account, private savings and government budget defi-
cits. This will help us to understand whether current
account deficits are caused by budget deficits (the
“twin deficits" hypothesis). Given the earlier national
income account identity

(GNP =C + |+ 3G+ CA) [
and doing a little algebra we can get:

(GNP, T -Gy )= +{Gy -Ty ) + CA, [2]
Where;

GNP, - T, - Gy = 5F = Private Savings and T, are taxes
coliected by the government [TX, |} net of transfer pay-
ments (TR, | and interest payments on the public debt
{1 Debt: ). So.

Te=TXe - TR - & Debt

8 =5"-Defi= S+ 8=+ CA,
or 8=+ Cahy

[3] fram [2]

that implies ocur earlier definition of the current ac-
count:

Chi,=5; - 11{3) [4]

Finally, nete that, given our definition of budget defi-
cits, and our previous discussion of how fiows lead to
changes in stocks, we can show that a government
deficit results in an increase In the stock of govern-
ment debt or:

DE"bt-.| = DEhTﬁ‘ G| - T|: DEbt-."‘ I:G| + TR-| - T:':|] + f| DEhlt

We refer to Debty as the beginning balance and Debty,
as the ending balance.

Are Current Account Deficits Good or Bad? Is Large
Ceficits Sustainable?

The recent experience in Asia shows that large current
account deficits led to an accumulation of foreign debt
that eventually became unsustainable and led to a cur-
rency crisis. This leads to the following gquestion: is ita
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bad idea te run a current account deficit? The answer
is actually guite complex because running a current
account deficit may mean good or bad, sustainable or

not sustainable, depending on the cause of the current
account deficit.

When current macroeconomic: conditions continue (i.e.
there are no exogenous shocks) and that there are no
changes in macroeconomic pelicy, the current account
deficit can be argued to be sustainabie as long as no
external sector crisis occurs. An external sector crisis
could come in the form of an exchange rate crisis or a
foreign debt crisis. An exchange rate crisis could be a
panic that leads to the rapid depreciation of the cur-
rency or a run on the central bank’s foreign exchange
reserves. A debt crisis could be the inability to obtain
further international financing or to meet repayments or
an actual default on debt obligations. A sustainable
current account deficit is one that can be maintained
without any of these crises occurring.

If we rewrite our definition of the current account, we
can see that there are three main causes of current ac-
count deficits:
L

Chr=5" - |y - Defy {From [3]1}
A current account deficit may be caused by;
1. Anincrease in nationpal investment
2. Afallin national savings; specifically:

2a. A fall in private savings andfor

2b. An increase in budget deficits {a fall in public sav-
ings).

it can be shown that a current account deficit may be
bad or good depending on its source.

1. A Boom in Domestic Investment

In this case running a current account deficit is a good
idea and the accumulation of foreign debt associated
with the deficits should not be viewed with concern.
Such borrowing could be optimal as long as the fi-
nanced investment projects are profifable (i.e, as long
as the return on the investment is as high as the cost of
borrowed funds). In fact, over time, the earnings gener-
ated by the capital created by the new investment will be
sufficient to pay back the principal and interest on the
borrowed funds,

There are however several caveats to be made to this
argument. First, borrowing from the rest of the world to
finance investment that produces new goods is espe-
cially good if the new investments are in the traded sec-
tar of the economy (i.e. the sectors of the economy that
produce goods that can be sold in foreign markets). In
fact, at some point in time the foreign debt has to be
repaid back and, for a country, the only way to pay back
foreign debt is to run at some point trade and current
account surpluses, For example, many Asian countries
in the 1990s were running large and increasing current
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account deficits that were financing new and excessive
imvestments in the non-traded real estate sector
(residential and commercial building). They had bor-
rowed too much in foreign currency to finance inyest-
ments that had a low or negative refurns. Moreover, the
exchange rate depreciation associated with this crisis
made things warse as the value in domestic currency of
funds borrowed in foreign currencies (Daollars, Yen,
Marks) increased enarmausly once the currencies de-
preciated rapidly. This real increase in the burden of
foreign debt caused a financial crisis for the banks,
firms and individuals heavily exposed in non-traded
sectors (such as real estate) and led to widespread
bankruptcies, So the first caveat is that it is dangerous
to run a current account deficit to finance excessive
investments in non-traded sectors of the economy.

The second caveat is relevant both for traded sector
firms and non-traded sector firms. Every firm knows
that it is optimal to borrow funds to finance invest
ments only as long as the return on these investments
are at least as high as the cost of the borrowed funds:
otherwise, a firm that borrowed too much and invested
in bad projects will eventually experience losses, a fi-
nancial crisis and potentially go bankrupt if most in-
vestments turn out te be bad. In Asla. there were too
many investments (both in traded and non-traded sec-
tors) that turned out to be not very profitable. How can
one rationally explain such over-investment in wrong
projects? Why did the firms make such investments
and borrow the funds? Why did the domestic banks
lend them the funds and did not monitor the quality of
the investments? To understand this we need to intro-
duce some politics and the behaviour of governments.
Many governments in Asia were trying to maximize the
rate of econemic growth: since growth and the pro-
duction of goods requires a lot of labour and capital, a
necessary condition for high economic growth is a very
high rate of national investment. It appears that many
governments in the region were pursuing ecoriomic
growth targets that were excessive. Governments gave
incentives (such as subsidies} to firms to invest too
much and incentives to the domestic banks to barrow
too much from abroad to finance dubious investment
projects by the firms.

Banks, in turn, borrowed too much from abroad for
many reasens, mostly related to the implicit promise of
a government bail-out in case things went wrong: first,
their risk capital was usually small and owners of
banks risked relatively little if the banks went bankrupt;
second, several banks were public or contrelled indi-
rectly by the government that was directing credit to
politically favoured firms, sectors and investment proj-
ects; third, depositors of the banks were offered im-
plicit or explicit deposit insurance and therefore did not
monitor the lending decisions of banks; fourth, the
banks themselves were given implicit guarantees of a
government bail-out if their financial conditions went
sour because of excessive fareign borrowing; fifth, in-
ternational banks (Japanese, American and European
ones) lent vast sums of money to the domestic banks
of the Asian countries because they knew that govern-
ments would bail-out the domestic banks if things went
wrong.
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The outcome of all this was twofold: first, banks bor-
rowed too much from abroad and lent too much to do-
mestic firms; second, because of all these implicit
Public guarantees of bail-out, the interest rate at which
domestic banks could borrow abroad and lend at home
was |ow (relative to the rizskiness of the projects being
financed) so that domestic firms invested too much in
projects that were marginal if not outright not profit-
able. Once these investment projects turned out nat to
be profitable, the firms (and the banks that lent them
large sum) found themselves with a huge amount of
foreign debt (mostly in foreign currencies) that could
not be repaid. The exchange rate crisis that ensued
made things only worse as the currency depreciation
dramatically increased real burden in domestic CLIr-
rencies of the debt that was denominated in foreign
currencies,

2. A Current Account Deficit caused by a Fall

in National Savings: a fall in private savings or

an increase in budget deficits (a fall in public

savings)
L 1

A current account imbalance caused by a fall in the na-
tional savings rates can be due to either a fall in private
savings or in public savings (higher budget deficits). A
fail in national savings caused by lower public savings
(higher budget deficit} is potentially mare dangerous
than a fall in private savings,

The reason for this is that a fall in private savings is
mare likely to be a transitory phenomenon while struc-
tural public sector deficits are often hard to get rid of.
The private savings rate will recover when future in-
come increases. On the other hand, large and persis-
tent structural budget deficits may result in an
unsustainable build-up of foreign debt. The sustained
deficit, the accumulation of debt and the 1982 Dehbt
crisis of developing countries could be a good example

While the 1980s foreign debt crisis was caused by very
large budget deficits, more recent episcdes of debt
crisis do not seem to have their source in a fiscal im-
balance, For example, the 1990-34 Mexican episode
and the 1997 Asian crises occurred in spite of the fact
that the fiscal balances were in surplus; the large and
increasing current account deficits and fareign debt
accumulation were caused by the private sector behav-
ior, a fall in private savings and an increase in invest:
ment.

This suggests that current account deficits that are
driven by structurally low and falling private sector
saving rates may be a matter of concern even if they
are the resuits of the “optimal™ consumption and sav-
ings decisions of private agents.

This is especially the case when the private consump.
tion boom, like in Asia in the 1990s, is in part the con-
sequence of an excessively rapid liberalizatnn of
domestic financial markets that give access to credit to
households  that were previously borrowing-
constrained,
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Whether a large current account deficit is sustainable
or not also depends on a number of other macro-
economic factors:

1. the country's growth rate;
2. the composition of the current account deficit;

3. the degree of openness of the economy (as meas-
ured by the ratio of exports to GDP); 4. the size of the
current account deficit (refative to GDP).

1. Large current account deficits may be more sus-
tainable if economic growth is higher. High GDP
growth tends to lead to higher investment rates as ex-
pected profitability increases and leads to higher ex-
pected future income.

2. The composition of the current account balance
which is approximately equal to the sum of the trade
balance and the net factor income from abroad will af-
fect the sustainability of any given imbalance. A current
account imbalance may be less sustainable if it is de-
rived from a large trade deficit rather than a large
negative net factor income from abroad component;

3. Since a country’s ability to service its external debt
in the future depends on its ability to generate foreign
currency receipts, the size of its exports as a share of
GDP {the country's openness) is another important in-
dicator of sustainability.

4. Most episodes of unsustainable current account
imbalances that have led to a crisis have occurred
when the current account deficit was large relative to
GOP. Lawrence Summers, the U.S, Deputy Treasury
Secretary, wrote in The Economist on the anniversary
of the Mexican financial crisis (Dec. 23, 1995-Jan. §,
19986, pp. 46-48) "that close attention should be paid to
any current-account deficit in excess of 5% of GDP,
particularly if it is financed in a way that could lead to
rapid reversals.”

By this standard, many of the Asian economies pro-
vided ample source for concern in the 19390s as they
had very large and increasing deficits, well above the
5% red flag.

The above analysis suggests that there is nothing in-
herently good or bad about a current account deficit. It
all depends on what drives the current account deficit.

11l. DEBATES ABOUT THE
CRISIS®

Tha Asian crisis has generated a lively debate about its
cause and what should be done. In this section | will
not dwell on the issue of ‘what should be done'. For
simplicity, the debate is categorized into two: those
who say the cause is "excessive government interven-
tion” and those who argue “it is because the govern-

: This section is & summarized extract from various

Internet sites
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ment was doing too little.”

Category 1. Excessive Government Intervention

Basically J.Sachs (below) argues that a "Dutch Dis-
ease” type of phenomenon is taking place in Asia.
However, he also emphasized the distorted (by gov-
ernment) nature of the Asian countries’ market

i.1 ]. Sachs (Personal View)

[The Author is Director of the Harvard Institute for In-
ternational  Development  Originally  published:
Wednesday July 30 1997, Financial Times.]

Economic reforms and financial liberalization produce
a spurt of capital inflows, which chase high rates of
return, The inflows in turn lead to currency apprecia-
tion, while the spending boom financed by the foreign
flow leads to higher prices of non-traded goods, serv-
ices and real estate. Investors rarely understand, how-
ever, that the short-run currency appreciation offers an
incorrect reading of future relative prices. Since the
capital inflows must be repaid in the long run by in-
creased net eXports, the exchange rate is most likely to
have to depreciate in real terms to service the capital
inflows.

Another kind of illusion can be created by financial mar-
ket liberalization that typically accompanies the start of
large-scale capital inflows. Throughout Latin America,
central Europe and Southeast Asia, banks have been
deregulated and privatized in recent years, allowing
them much greater latitude to borrow from abroad,
Banks and near-banks - such as Thailand's now notori-
ous financial trusts - become intermediaries for channel-
ing foreign capital into the domestic economy.

The trouble is that the newly liberalized banks and near-
banks often operate under highly distorted incentives.
Under-capitalized banks have incentives to borrow
abroad and invest domestically with recklessness. If the
lending works out, the bankers make money. If the
lending fails, the depositors and creditors stand to lose
money, but the bank's owners bear little risk themselves
because they have little capital tied up in the bank. Even
the depositors and the foreign creditors may be secure
from risk, if the government bails them out in the case of
bank failure,

This commoen pattern is being played ocut in Mexico
where the government has extended bank bailouts of
perhaps 20 per cent of gross domestic product since the
1934 currency crisis. We are waiting to see whether
Thailand goes down the same road of generous bail-
outs:

Thailand's 1987 crisis (which was the first) has the same
hallmarks: overvaluation of the real exchange rate,
coupled with booming bank |lending, heavily directed at
real estate. The overvaluation is tending to push new
investment towards non-tradable sectors - notably con-
struction - and away from the tradable sectors that are
necessary to provide the wherewithal for future servic-
ing of foreign debts.
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2.2 Charles Wolf JR. [Mr. Wolf js senior economic
adviser and corporate fellow in international economics
at RAND] Wall Street Journal, February 4, 1998

Too Much Government Control

The primary cause of the Asian crisis, however, has
been largely obscured: namely, the legacy of the so-
called Japanese development model, and its perverse
consequences. Subsequently refabeled the Asian devel-
opment model as its variants were applied elsewhere in
the region, this strategy of economic growth has been
grandly extolled in the past two decades.

Its strongest proponents included Eisuke Sakakibara,
presently Japan's vice minister of finance, Malaysian
Prime Minister Mahathir Mohamad, and such Western
commentators as Karel van Wolferen, Chalmers John-
son, James Fallows and Clyde Prestowitz. What we are
now seeing in Asia’'s financial turbulence are the
model's accumulated shortcomings.,

This is not to deny the role of other proximate causes,
including short-term borrowing by Asian banks and
companies, and their long-term lending or investing: the
failure of the money-center banks in Japan, the U.S. and
Germany that provided the mounting short-term credit to
exercise due diligence; and foreign investors' unrealistic
assumptions, that Asian currencies' pegs to the U.S.
dollar would be maintained. But these proximate causes
are traceable to or abetted by the primary cause: wide-
spread insufation from market forces.

The Asian development model began with a conceptual
framework largely built by American and Japanese
academic economists. Central to it is the phenomenon
of "market failure": the predictable inability of market
mechanisms to achieve maximum efficiency and to en-
courage growth.

These conditions may lead to monopolies in the ad-
vanced economies and the extinction of competition
from late-starters in the development process, If the
objectively based decisions of the marketplace are rec-
ognized to have such predictable shortcomings. the
argument has run. then subjectively based decisions
by government agencies or key individuals could im-
prove upen market outcomes.

In the original version of the model, these subjective
judgments were provided by Japan's Ministry of Inter-
national Trade and Industry and Ministry of Finance, in
collaboration with targeted export industries balieved
to be associated with economies of scale. MITI and the
Ministry of Finance tagged these "winners"” to receive
preferred access to capital, as well as protection in
domestic markets through the use of tariffs or non-
tariff barriers to limit foreign competition.

To be sure, the Japanese model and its variants pro.
duced noteworthy accomplishments. Vast amounts of
savings and investment were mobilized for and chan-
neled to the anointed industries and firms. While sub-
stantial resources were wasted in the process--for
example, MITI's blunders in the case of steel, shipbuild-
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ing and aircraft--the scale of resource commitments led
to world-class performance in ather cases--notably in
cars, consumer electronics, telecommunications

‘equipment and semiconductars in Japan, similar

heavy-industrial development in Korea, and light-
industry development in Indonesia.

But the negative effects of the Asian model were CLIM L~
latively enermous, including the following:

* Wasted resources when non-market choice proc-
esses made mistaken decisions, such as Indonesia's
large investments in a national car and in a domestic
aircraft industry. This non-market failure account for
the fact that Asia's economic growth has been mainly
due to large inputs of capital and labor, with relatively
limited improvement in productivity,

= Structural imbalances due to overemphasis on ex-
port industries and neglect of the domestic ECONOITIY.
As a result, domestic production has been less em-
phasized, and consumption standards held down in
favor of aggressive pursuit of export markets.
-

* Excess capacity has been built up in export indus-
tries through the arbitrary processes of “picking win-
ners.” Failure to take adeguate account of demand
saturation while production continued to expand has
contributed to currency depreciation, falling prices and
sharp adverse changes in Asia's terms of trade.

= A sense of hubris among the favored industries,
firms and individuals. When these entities confronted
market tests that they could not meet, they and their
foreign lenders expected to be bailed out with addi-
tional resources, often publicly funded or guaranteed.
Whether the shortfall was in an old-line major banking
house (Japan's Yamaichi Securities), or an established
conglomerate (Korea's Halla group), or the start-up of
questionable new ventures (Indonesia's Timor car), it
was expected that some non-market (i.e., government)
preference would make up the difference.

« The favoritism, exclusivity and corruption of the
Asian model's back channel and nontransparent deci-
sion making has had a corrosive effect on the societies
and polities of the region,

That market-mediated allocations of resources have
shortcomings doesn't imply that the Asian models
subjectively mediated ones will not have still greater
shortcomings.

In fact, the legacy of the Japanese model and its Asian
variants suggests that their associated shortcomings
are enormously greater, because they tend to be pro-
tected and concealed. Lacking the corrective, mediat-
ing responses that market mechanisms and incentives
provide, the shortcomings accumulate until a systemic
breakdown occurs.

If this lesson is heeded, Asia's recovery can be rapid
and enduring; if it is not, recovery is more likely to be
slow and fitful-and ultimately far more painful.
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1.3 Paul Krugman [is professor of economics at

MIT]

One day your country's economy is humming along.

nicely, your bonds are triple-A, you have billions of
dollars in foreign exchange reserves. Then ail of a sud-
den the reserves are depleted, nobody will buy your
paper, and you can only keep money in the country by
raising interest rates to recession-inducing levels. How
can things go wrong so fast?

The standard response of economists is that to blame
the financial markets in such a situation is to shoot the
messenger, that a crisis is simply the market's way of
telling a government that its policies aren't sustainable,
You may wonder at the abruptness with which that
message s deliverad. But that, is simply part of the
logic of the situation.

Imagine a government that is trying to support the dol-
lar value of the ringgit--or, what is the same thing, tc
keep a lid on the price of a dollar measured in ringgits--
through foreign exchange market "intervention," which
basically means selling dellars to keep the ringgit price
down. And suppose the government's policies are, for
whatever reason, inconsistent with keeping the ex-
change rate fixed forever.

We can conclude that speculaters will not wait for
events to take their course: At some critical moment
they will all move in at once--and billions of dollars in
reserves may vanish in days, even hours. The abrupt-
ness of a currency crisis, then, dees not mean that it
strikes out of a clear blue sky. Thus, for Krugaman
government related policy problems will show up in
such crisis.

Category 2.
The Government was
Doing Mot Too Much
but Too Little

2.1 Joseph Stigliz [Mr. Stiglitz is senior vice presi-
dent and chief economist of the World Bank. | [Wall
Street Journal, February 4, 1998 ]

Bad Private-Sector
Decisions

Only a year ago, the East Asian countries were held up
as models for other developing countries. Today le-
gions of critics are condemning them for their unwork-
able economic systems, which the critics say have long
been bound to collapse into crisis. This dramatic swing
in opinions about the Asian development model,
matching the dramatic changes in the markets, has
gone further than is justified by the fundamentals, No
other economic system has delivered so much, to so
many, in so short a span of time.

it is useful to remind ourselves that financial and cur-
rency crises have occurred elsewhere in the world,
most recently in Norway, Sweden and Finland. The fact
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that these countries had highly transparent economic
systems and advanced institutional frameworks dem-
onstrates that transparency is not enough to underpin
robust financial systems. Although the lack of trans-
parency in the East Asian economies contributed to the
problems, it is probably not responsible for the crisis
itself,

At the same time, the crisis in the East Asian countries
is very different from crises experienced by many de-
veloping countries in the past. East Asian countries
have high national saving rates. The East Asian gov-
ernments have all run budget surpluses or minimal
budget deficits in recent years. Also, macroeconomic

policy has been relatively stable, as evidenced by their
low inflation rates.

The financial crisis in East Asia can be understood as
the result of a number of factors that have made these
economies especially vulnerable to a sudden with-
drawal of confidence. The problems—including misallo-
cation of investment, unhedged short-term borrowing
and, in Korea, very high debt-to-equity ratios—are
rooted in pﬁv:tu—sector financial decisions.

This is not to absolve governments of responsibility,
Insufficient financial regulation and implicit or explicit
government guarantees, as well as misguided ex-
change-rate and monetary policies, each played an im-
portant role in creating the incentives that led to the
particular size and character of external financing and
internal misallocation of resources.

Many of the problems these countries face today arise
not because governments did too much, but because
they did too little--and because they themselves had
deviated from the policies that had proved so success-
ful over preceding decades. In several countries, for
instance, poorly managed financial liberalization lifted
some restrictions, including restrictions on bank lend-
ing to real estate, before putting in place a sound
regulatory framework.

In their haste to place exclusive blame on the govern-
ments in the region, many critics have also forgotten
that every loan requires not just a borrower, but also a
lender. The borrowers who misallocated their invest-
ments share responsibility for the problems with the
lenders, many of them international commercial banks,
that provided them with the money in the first place.
Similarly, one might argue that responsibility lies not
Just with bank supervisors in the borrowing countries
but also with their counterparts in lending countries,
particularly if the international community believes that
there is sufficient systemic risk to the global economy
to warrant interventions.

Some of the most important features of East Asia's de-
velopment were sound macrogeconomic fundamentals;
high savings, a commitment to education, technologi-
cally advanced factories, a relatively egalitarian distri-
bution of income, and an aggressive pursuit of foreign
exports. All of these elements are still present, sug-
gesting that East Asia's economic prospects continue
to be bright. And these elements of the East Asian suc-
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cess continue to provide a model for successful devel-
opmeant throughout the world.

2.2 Stanley Fischer (The Asian Crisis: A View from
the IMF)

[First Deputy Managing Director of the International
Monetary Fund]

To the extent that some of the problems noted by
S.Fischer below could have been done by government
policy his view can be classified under this category (it
might also be sensible to think his view as a middle
ground). In fact, IMF, where 5. Fisher works, argues
through out that excess government intervention is one
of the major problems.

Asia's Economic Success

The crisis in Asla has occcurred after several decades of
outstanding economic performance. Annual GDP
growth in the ASEAN-5 (Indonesia, Malaysia, the Phil-
ippines, Singapore, and Thailand) averaged close to 8
percent over the last decade. Indeed, during the 30
years preceding the crisis per capita income levels had
increased tenfold in Korea, fivefold in Thailand, and
fourfold in Malaysia. Moreover, per capita income levels
in Hong Kong and Singapore now exceed those in
some industrial countries. Until the current crisis, Asia
attracted almost half of total capital inflows to devel-
oping countries—-nearly $100 billion in 1996, In the last
decade, the share of developing and emerging market
economies of Asia in world exports has nearly doubled
to almost one fifth of the total. Moreover, Asia's suc-
cess has also been good for the rest of the world.. For
example, these countries bought about 19 percent of
U.5. exports in 1986, up from about 15 percent in 1990,
Likewise, the dynamism of these economies helped
cushion the impact of successive downturns in indus-
trial economies on the world economy during 1991-83.

So what went wrong? According to Fishere, the com-
mon underlying factors are noted bellow.

The origins of the crisis

The key domestic factors that led to the present diffi-
culties appear to have been: first, the failure to dampen
overheating pressures that had become increasingly
evident in Thailand and many other countries in the
region and were manifested in large external deficits
and property and stock market bubbles; second, the
maintenance of pegged exchange rate regimew for too
long, which encouraged external borrowing and led o
excessive exposure to foreign exchange risk in both
the financial and corporate sectors; and third, lax and

lack of prudential rules and financial oversight, which
led to a sharp deterioration in the quality of banks' loan
portfolios. As the crises unfolded, political uncertain-
ties and doubts about the authorities’ commitment and
ability to implement the necessary adjustment and re-
forms exacerbated pressures on currencies and stock
markets. Reluctance to tighten monetary conditions
and to close insolvent financial institutions has clearly
added to the turbulence in financial markets,

Although the problems in these countries were mostly
homegrown, developments in the advanced economies
and global financial markets contributed significantly to
the buildup of the imbalances that eventually led to the
crises. Specifically, with Japan and Europe experienc-
ing weak growth since the beginning of the 1990s. Also
contributing to the buildup to the crisis were the wide
swings of the yen/dollar exchange rate over the past
three years.
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An economist’s view of the UM-Iraq conflict

THE UN-IRAQ CONFLICT

A simple mathematical solution by an economist: A note

Seymour Patterson®

* Dr. Patterson is professor of economics at Truman University. He is currently an IFESH volunteer at
Addis Ababa Commercial College.

Economists have a fondness for sticking their nose into
every issug, This sconomist is no exception. Some-
times we have solutions that elude paoliticians. The UN-
Irag conflict is one such issue. Ever since the end of the
Gulf war Irag has been periodically testing the resolve of
the UN to prevent it from creating a cache of weapons of
mass destruction. The conflict which started an Octo-
ber 31, 1998 i= a continuation o T the cat-and-mouse
drama which has been playing out between the !N and
Irag. The UN will issue threats ultimatums each time
and lrag will back down, Irag as expected backed down
in mid-Novemhber 1598, In a few months Irag will precipi-
tate a new crisis. Why? Because Iraq and the UN have
different chjective, And lrag's vantage point, the bene-
fits of these confrontations exceed the costs. Is there a
pargaining selution between the UN and Irag? The an-
swer 15 yes. However, to get to the answer, one has to
understand why tensions exist.

A. Dichotomy of Objectives

There are two players in this drama: (1) the UN and {2)
Irag. And they desire different things so they are at odd.
Irag wants the right and freedom to buijld weapons of
mass destruction and the UN for its part wishes to deny
rag that capability. There are some realities in this
equation. First as a large oil rich nation, lrag will always
have the wherewithal to acquire weapons of any kind it
wants. Second, the best option for the UN is to deter-
mine the level of these weapons that it will tolerate.”
Third, the tweo parties will then have to bargain for a so-
lution that is mutually satisfactory. What follows is a
stylized mathematical’ solution to the preceding dis-
cussion,

B. What Iraq wants

Irag wants more weapons (W) and fewer inspections (1)
However, it must be willing to make a trade-off between

' This much has been acknowledged by the US officials.

The International Herald Tribune, Wednesday, November

[1, 1998 quotes an American officials as saymp, "They
doubted he [meaning Saddam Hussein) would ever cooper-
ate sufficiently with LN weapons inspectors to allow the true
disarmament of Iraq through peaceful means.”

! This mode] comes from Binmore (1983, p. 96),
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the two. Suppose Iraq is willing to trade off 1 inspection
{1} for 4 weapon (W), Further suppose that the country is
willing to acquire 8 weapons if there are not inspections,
Then, Iraq will be constrained in its choices of weapons
and inspections by

W=8-4i (1)

%
The goal of the UN and Irag is to maximize their level of
satisfaction (LS) with some combination of weapons
and inspections. lraq. of course, wants more weapons
than inspections and the UN would be satisfied with just
the opposite configuration. Suppose the level of satis-
faction can be expressed as

LS: = |{W-0.5) {2)

Then clearly there are three possible outcomes: (1)
Irag's L3y, (2] the UN's LS:, and (3} the joint (bargaining
solution) UN-lrag LS:. To determine Irag's combination
of weapons and inspection, we proceed as follows:
substitute equation (1) into equation (2). The results is

LS; = I(W-.5) = 7.51 - 4/ (3)

At a maximum the change in LS due to a change in | is
zero, Therefore, inspections and weapons can be com-
puted by

AMLS WAl =T E5-81=0 ()

The inspections for which Irag will be satisfied with | =
0.94 and the number of weapons that would be accept-
able to Irag is W = 4.25. The solution [combinations of
W and I} for rag that will maximize its LS s

LS, = {W-0.5) = 4.25(0.94-0.5) = 3.5 {5)

So lrag wants 4.25 weapons and 0.94 inspection and this
would yield for Irag a level of satisfaction equal 3.5.

C. What does the UN want?

For its part, the UN wants fewer weapons for lrag and
more inspections. But it must be prepared to accept a
trade off between weapons and inspections. Assume
that the UN is willing to tradeoff weapons for inspec-
tions at a rate of 0.25. Also assume that if there are no
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inspections it hopes Irag's weapons acquisition would
be limited to only 2. The constraint on the UN's levels of
weapons and inspections is

W=2-0.25] (6)
The solution of weapons and inspections that will
maximize the UN's level of satisfaction is found by sub-
stituting equation {6) into the objective function I{W-0.5),
i.e., equation (5). The resultis

LS; = I(W-0.5) = 1.5 - 0.25/° (7)

Set the first difference of equation (7) equal to zero and
solve for weapons and inspections. That is, differentiate
(7) and set the result to zero, then solve for | and W.
Thus,

ALS:HAal=1.5-051=0 ()

The resultis | = 3 and W = 1.25. Therefore, the UN wants
1.25 weapons and 3 Inspections for lrag. The satisfac-
tion level for the UN is by substituting these values into
eguation (5). Hence, the UN will receive a level of satis-
faction of 2.25 as shown below.
LS = I{W-0.5) = 3{1.25-0.5) = 2.25 (9)

These results are incompatible with the resolution of the
conflict. Irag was 0.94 inspection and 4.25 weapons,
while the UN desires for Irag 3 inspections and 1.25
weapons. If the UN and Iraq take inflexible positions on
weapons and inspections, they will continue this game
of inspectors repeatedly being expelled and force or the
threat of force will be used again to return the inspec-
tors to their job in lrag.

D. Bargaining solution

A solution that would make both the UN and Irag
happy is one arrived at through a bargaining scheme. In

particular, one has to set lraq's constraint W = 8 - 4|
egual to the UN's constraint W = 2 - 0.251, Thus,
8-41=2-0.25 (8)

Equation (B) solves for W = 1.6 and | = 1.6. This is the
bargaining solution with which the UN and Iraq will be

happy. The level of satisfaction assoclated with it again
found from equation (5), that is, weapons 1.6 and 1.6 in-
spections for both parties is

LS; = I(W-0.5) = (1.6)(1.6-0.5) = 1.76 (9)

Summary of results

Irag UN Bargaining
Solution
Weapons 4.25 1.25 1.60
Inspections 0.94 3.00 1.60
()
Satisfaction 3.50 2.25 1.76
Level (LS)

The UN wants 2 inspections to keep Irag's weapons at
less than two (i.e., 1.25). This outcome would give the
UN a level of satisfaction of 2.25. However, lrag has an
incentive (a level of satisfaction of 3.5) for 0.94 inspec-
tion and weapons 4.25. To reiterate, these differences
create an impasse that perpetuates or lead to a recur-
rence of the preént conflict. To bring the conflict to an
end, both sides must bargain. The bargaining solution
will result in an accommodation of 1.6 weapons and 1.6
ingpections. And the UN and Irag will receive a mutually
satisfying level of satisfaction of 3. Irag's level of satis-
faction rises after a bargaining solution is reached.
However, the UN's level of satisfaction falls because it
has to concede to fewer inspections and marginally
more weapons to lraq.

References

Binmore, K. G. Calculus (Cambridge, UK: Cambridge
University Press, 1983), p. 96.

The International Herald Tribune, Wednesday, November
11, 1888,

The International Herald Tribune, Wednesday, November
11, 1998.

The next EEA round table will talke place on Felb-
ruary 1=, 1999 at Imperial Hotel and will focus on

“Promoting the export sector in Ethiopia.” The
speakers include, H.E. Ato Biruk Debebe,¥Yice WEirs-
ister of Trade and Industry.Ato Getenet Astatke
from the Economics Department, AAT, and Ato

Eshkindir Yoseph from the Private Sector.

Eoo-

nomic Focus inwites our readers to participate in
this discussion by sending us articles and comﬂlﬂn

taries on the topic.
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MA]JOR ECONOMIC NEWS

IN THE LAST TWO MONTHS

I. GENERAL
Various public health institutions
are to be built across the country In
the next five years with an outlay of
5.2 billion birr, according to the
Minister of Health (The Ethiopian
Herald, Veol. LV, No. 062, 1998).
The House of Peoples' Representa-
tives (HPR) of the FDRE approved a
proclamation for the establishment
of the "Ethiopian Export Promaotion
Agency'.! The Agency has the re-
sponsibility of enhancing the com-
petitiveness of |local entrepreneurs
in the international market. The
agency undertakes promotional
activities to boost export and
serves as Information center for
trade activities. Meoreover, it ren-
ders professional support and
training to exporters by undertaking
studies. The Agency will have a
board of directors and it will be ac-
countable to the Prime Minister
(Partiament, Vol 4 Nod, 1998),
The Ethiopian Telecommunications
Corporation said it had installed
more than 100,000 digital ex-
changes in Addis and other towns
last Ethiopian year {The Ethiopian
Herald, Vol. LV, No. 047, 1988).
The House of Peoples' Representa-
tives (HPR) of the FDRE approved a
proclamation on establishing the
"Awash Basin Water Administration
Agency" in November 10,1228, The
Agency will be responsible in co-
ardinating, allocating and regulat-
ing the utilization of surface water
in the Awash basin. There iare
about 152,920 hectares of irrigable
land in the Awash valiancy
{Parliament, vol.4 Nod, 1998},
A California~based private founda-
tion announced that it Is awarding
375 million dellars to fund family
planning programs in developing
countries including Ethiopia (The
Ethiopian Herald, Vol. LY, No, 058,
1898)
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The United Nations Conference on
Trade and Development {UNCTAD)
says foreign direct investment for
1988 is projected to reach $430-
440,000 million despite slower
global economic growth and the
crises in the financial markets
(Addis Tribune, Mo. 319, 1998),

II. AGRICULTURE

Ethiopia appeaied to donor natiops
and NGO's for food aid to care for
2.5 million people (Addis Tribune,
No. 322, 1998).

Commissicner Simon Mechale an-
nounced that up to 2,551,510 peo-
ple would need food assistance
estimated at 223,800 MT in 1999
(The Ethiopian Herald, Vol. LV, No,
78, 1598).

Ethiopia this year is said to have
bumper crops of cereals and pulses
and yet still in need of food aid,
The crop production this year is
estimated to be 11.69 million tonnes
which is very close to the 11.7 mil-
lion tonnes record of 1996. How-
ever, some 2.5 million people in the
country need about 180.000 fonnes
of food aid in 1999, Food security
achievement seemed to be difficult
to the extent that about 40% of the
agrarian population in Ethiopia do
nat produce enough of food to feed
themselves {Addis Tribune, No 327,
1999). Meanwhile, WFP urged do-
nars to purchase food aid from do-
mestic sources particularly form
surplus producing districts (ENA).
The Emergency Food Reserve Ad-
ministration said it had given
281,000 metric tonnes of grain to
donors in loan last Ethiopian year
(The Ethiopian Herald, VOL. 51, No.
57, 1998).

The Ethiopian Grain Marketing En-
terprise said it has started making
all necessary precautions to avoid
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undue grain price falls that may
occur due to the expected bumper
harvest this year (The Ethiopian
Herald, Vol. LV, Mo. 68, 1938),
Agricultural Inputs Supply Corpora-
tion announced that it would buy
10,000 metric tones DAP  from
grants received from the Italian
Government {Addis Tribune, MNo.
320, 1998).

Dispatches from Brussels show the
European Commission opened a
tender recently for the supply of
36,793 tons of common wheat for
Ethiopia (Addis Tribune, Mo, 315,
1998).

Il. EXTERNAL ASSISTANCE

The government of Ethiopia and
Norway signed a 4.29 million U.5.
dollars specific grant agreement for
the support of fertilizer procure.
ment (The Ethiopian Herald, Val, LV,
No. 84, 1998).

A five-year country program
agreement worth 94.8 million US
dollars was signed between Ethio-
pia and the World Food Programme
{The Ethiopian Herald, VOL. LV, Nao,
71, 1998).

The U.5. Agency for International
Development (USAID) had signed a
grant agreement to provide 1 mil-
lion U.5. dollars for a programme to
dispose of cbsolete pesticides in
Ethiopia { The Ethiopian Herald, Vol.
LV, No. 47, 19398},

The African Development Bank
(AFDB) has agreed to give Ethiopia
$83.5 million to help repair and re-
equip schools as well as to fund a
livestock project (Addis Tribune,
No. 321, 1888).

Vice Minister of Economic Devel-
opment and Cooperation, Dr. Mulat
Teshome and the German ambas-
sador to Ethiopia, Mrs: Wiltrud

Ethioplan Economic Association



Economic Focus
A hbToRhh

Economic News and Commentary
L=l sk s R

_ e e e

Holic, signed a technical coopera-
tion agreement for a provision of a
total of about 27 million U.S. dollars
(Addis Tribune, No. 321, 1833).

The Ethiopian Government has
signed agreements with donors
providing for over three billion birr
for the execution of investment in
the education and health sectors
program, according to a senior
government official (The Ethiopian
Herald, VOL. LV, No. 68, 1998).

IV. CREDIT

The World's poorest countries in-
cluding Ethiopia are to receive over
20 billion USD in concessional
loans from the International Devel-
opment Association (IDA) (The
Ethiopian Herald, VOL. LV, No. 68,
1998}

Nine micro finance institutions have
been providing credit and saving
services to poor people in various
states, the Mational Bank of Ethio-
pia said.

V. PUBLIC REVENUE

The Jijiga Customs Office says
7,463,363 U.5. dollars has been ob-
tained from the export of chat, a
locally grown mild stimulant, over
the last four months (The Ethiopian
Herald, VOL, LV, No. 56, 19538).

VIi. TRADE

The Coffee and Tea Authority an-
nounced that 3,612 quintals of
washed and unwashed coffee was
supplied to the Central Auction in
Addis Ababa (The Ethiopian Herald,
Vol. LV, No. 73, 1998).

e

The Coffee and Tea Authority said a
siump in the world coffee price is
feared this Ethiopian year as a re-
sult of high production of the crop
in coffee producing countries like
Brazil (The Ethiopian Herald, VOL,
LV NO. 73, 19598).

CETrEty

The Trade and Industry minister has
announced that a 4.9 billion birr
revenue js expected from export
trade this Ethiopian year ( The
Ethiopian Herald, Vol. LV, No. 56,
1998).
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VIii. INVESTMENT

The Ministry of Mines and Energy
said a total of 16 foreign and local
investors have been licensed last
Ethiopian year to undertake mining
exploration activities (The Ethiopian
Herald, Vol. LV, No. 58, 1998).

EE TR T

ECONOMIC COMMENTARY
ON FOREST RESOURCES

“An ecologically and socially sus-
tainable land management system
has been described by scientists as
an effective farming method capa-
ble of achieving increased food
production at minimum cost” (The
Ethiopian Herald, Dec. 13, 1998).
This finding may raise the question
whether we are to be beneficiaries®
or potential users or not. As it is
difficult to give a clearcut re-
sponse, it is better off arguing
based on cumulative deduced facts.

It is well accepted that Ethiopia is
one of the developing countries
suffering from the problem of de-
forestation and soil degradation.
The long history of sedentary agri-
culture combined with recurrent
draughts and rugged terrain
{particularly in the northem part),
have led to a vicious circle of envi-
ronmental degradation and deterio-
rating socic-economic conditions in
the country. (Wgenigen Agriculture
University, 1995}

According to historical sources,
howeaver, about 42 million hectares
or 35 percent of Ethiopia's land area
was once covered with dense for-
ests. In the 1950's the forest that
remained covered 19 million hec-
tares or 16 percent of the land area.
In the early 1980's the coverage was
reduced to 3.6 percent and in 1989
it was estimated to be only 2.7 per-
cent. The annual loss of forest
cover has been estimated to be an
equivalent of 150,000 to 200,000
hectares (MOMNRDERP, 1983),

The major driving forces behind
depletion of the forest resources
are the rapid increase in Ethiopia's
population, absence of homestead
tree planting tradition and policy
constraints,
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In Ethiopia, population growth, an
average exceeding 3 percent per
annum, has increased the pressure
on forest resources mainly through
seeking - agricultural land and in-
creasing demand for fuel wood or
charcoal. This leads to an exploita-
tion of the country's forest at a rate
faster than its natural rate of re-
placement.

As a result, forests essential for
watershed protection and biodiver-
sity conservation are likely to be
removed in the areas unsuitable for
agricultural production, and this
undermines sustainable agricultural
development.

In parts of Ethiopia, farmers have
traditionally used farm forestry
practices such as homestead tree
planting, field tree planting and
farm boundary planting. Tree
growing by private entities, how-
ever, has not been officially encour-
aged. This practice however js
almost not prevalent due to the se-
ries of fragmentation of land (i.e,
tenure insecurity).

The inappropriateness of the agri-
cultural pelicies and disincentives
for small farmers aggravated for
additional land clearing. The first
two five year plans (1957-1962) and
{1962-1967) deliberately ignored
peasant agriculture and favored the
development of large-scale com-
mercial farms and exports. The
Third Five Year plan (1968-1873)
also encouraged large scale com-
mercial farming besides small-scale
agriculture. The ten-year perspec-
tive plan (1983/84-1993/94) also fa-
vored large-scale farming and
mechanized agriculture, The gov-
ermnment gave undue importance to
state Ffarms and cooperatives.
These brought unused land (mainly
farest land) into cultivation. For
instance the expanding state cereal
farms and coffee and tea planta-
tipns have cleared thousands of
hectares of forest fand.

The uncertainties associated with
nationalization and villagization
have undoubtedly reduced the in-
centives for households to invest in
measures necessary to arrest soil
degradation and deforestation.

Ethiopian Economic Assaciation
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In a nutshell, the rural land reform in
1975 resulted in over cutting the ex-
isting forests and adversely affected
the establishment of new plantations
(Stephanos, 1995).

It has been projected that if the pres-
ent rate of deforestation continues,
the area covered by natural forests in
2010 may be reduced to scattered
minor stands of heavily disturbed
farests on remote parts of the coun-
try {(Monrdep, 1993),

The present government also enti-
tled peasant farmers to a life long
inheritable and transferable rights to
use of land trees planted thers on
[Stephanas, 1995). The transitional
economic policy confirms that there
should be no reallecations of land
except to the land less and that there
should be no further fragmentation
of holdings.

On the contrary, the reallocations of
land was reinstated in Amhara re-
gion to give land to landless by re-
ducing the holdings of farmers.

This signifies the inadequacy of pol-
icy instrument to assure people of
their riskiess right to work on their
land. Thus, security in land tenure
system should be the main policy
issue relative to land degradation
and deforestation which are major
constraints to sustainable use of
resources, Hence, arresting defores-

tation and expanding the forest re-
sources are, therefore, among the

vital elements of a development
strategy addressing poverty in
Ethicpia.

As a prerequisite for development
objectives , improving management
of the existing forest resources has
to become the subject of consider-
able attention in Ethiopia. Besides,
proper management of forest also
requires economic analysis and
valuation which can be utilized as a
basis for land use decisions,

More importantly, the forest policy
should be accompanied by effective
agricultural and population policies
aiming at improving agricultural pro-
ductivity and family planning, which
will help to reduce rural poverty.
Concomitantly, the legislative provi-
sions on land use should not be n¥u-
tral in consideration with forestry
policy instruments. Otherwise, a
catastrophic result for generations to
come is without doubt inevitable,

ECONOMIC COMMENTARY
ON PRIVATIZATION OF
PUBLIC ENTERPRISES

The House of People's Representa-
tives, in its twelfth session, amended
the proclamations providing for the
privatization of public enterprises
{Addis Tribune, No. 328, Jan. 1,

Transferred state development institutions

1998). The amended proclamation is
said to be worthwhile to solve the
bottlenecks that have hurdled the
activities of the Ethiopian Privatiza-
tion Agency. The amendment fo-
cuses on the lifting of the then
submitted recommendations regard-
ing modalities to the government
and on the immediate reasons for
dissolving enterprises and selling
their properties.

Privatization has been and is likely to
remain a controversial policy issue
whose merits policy makers cannot
easily evaluate. However, privatized
firms are expected to be more effi-
cient than state—owned ones {Savas,
1987). The goal of privatization is
improved efficiency (both technical
and allocative). In short it seems
that there is a universal consensus
on the need for privatization to revi-
talize the economic growth and
achieve efficiency,

To this end, privatization has also
been on the policy agenda of Ethio-
pia after the defunct Derg regime.
Thus, the Ethiopian Privatization
Agency was established to carry out
the process of privatizing public en-
terprises in an orderly and efficient
manner in 1994, Recently, the
agency has been able to transfer 176
state development institutions to the
private sector.

Source: The Ethiopian herald, December 16, 1998

It was said that of the 176 organiza-
tions sold so far, 15 were hought by
foreign investors and the remaining
ones by Ethiopians. A total of 2.5
billion birr has been obtained from
this sale as Agency General manager
disclosed.

These measures are encouraging as
there had not been any formal priva-
tization experience prior to the es-
tablishment of the Agency.

On the contrary, several comments
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| Retail trade stores 124
Hotels 14
Factories — a0
Agro-industries 5 =
Censtruction firms 2
Mining project 1
Total 176

have been poured in from wvarious
guarters that the Agency has been
slow in transferring nationalized
properties of state development en-
terprises to. owners.

The Agency is alsoc criticized for
selling the enterprises at lower
prices (The Ethiopian Herald Dec.
16, 1898). These allegations indicate
that the outcomes are not impressive
to others,

Lastly, but not least, the foellowing
paints should be taken into consid-
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aration for the success of the privati-
zation process in Ethiopia.

1. The sale of enterprises to private
investors assumes the existence of a
competent and entrepreneurial pri-
vate sector. The private sector in
Ethiopia is weak in terms of mana.
gerial skills and entetprenuership.
Owing to this, public enterprise re-
form in Ethiopia needs time and wis-
dam.
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2. In Ethiopia at present the number
of business companies with strong
financial performance is very limited.
This iz asserted by the Privatization
Agency manager wheo claims that
investore are not showing much
participation in the purchase of or-
ganizations wvalued at hundreds of
milliens of birr. This could be re-
salved by thriving stock markets and
redefining loans from commercial
hanks to be as a source of finance
for long term investments, big priva-
tization schemes and etc. Succinctly
large capital expenditures are re-
guired for production purposes. But
this is not possible because of the
lack of properly developed capital
and stock markets, credit and hank-
ing institutions {(Jhingan, 1384),

3, To undertake detailed studies on
the economic, technical, financial,
modalities and price evaluation of
public enterprises the Agency must
be equipped with gualified human
resource in order to fully discharge
its duties

4. Much effort is needed by the
Agency to attract foreign investors to

participate in joint-venture arrange-
ments.

ECONOMIC COMMENTARY
ON AGRICULTURAL
RESEARCH AND TRAINING

The Ethiopian House of people's
representative  approved a loan
agreement between Ethiopia and the
International Development Associa-
tion (IDA) for agricultural research
and training (Addis Tribune, No. 323,
Dec. 11, 1998). The majority of
Ethiopian population live in the rural
areas. Agriculture is the mainstay of
the national economy. This can be
directly viewed from its contribution
to employment, revenue, foreign ex-
chanage earnings etc.

Historically agriculture research in
Ethiopia is growing sluggishly. Thisg
is due to the fact that research is
complex and requires infrastructure,
research personnel, fund etc. Agri-
culture research In Ethiopia is con-
strained by a number of factors. One

Research Expenditurajin million birr)

factor is the poor organizational sys-
tern of research institutions.

The Ethiopian national agricultural
institutions  {NARs) lacked co-
ordination between natienal, regional
and International research centers
which deterred exchange of new
findings, technigues and coilabora-
tive research undertakings.

Besides, lack of funds crippled agri-
cultural research to provide ade-
guate facilities as promised. The
lesser pricrities set and lack of
commitments could be clearly seen
from impaired budget allocation.
This engulfs to provide adeguate
research facilities and incentives for
resgarchers.

Be that as it may the government
research expenditure was being fi-
nanced through such sources as
domestic (government), foreign as-
sistance and foreign loans for sev-
aral years.

Year Government External assistance Loan Total
1930 23.38 i 1.76 5.4 30.52
1991 17.44 2,07 414 23.65
1992 18.38 0,87 1.85 221
1983 2433 0.86 480 29.99
[ 1994 23.09 s 350 26,59
1985 27 94 - 27.94
S 26.44 358 ; : 30.02
|}‘ i5a7" | 27 .94 4,88 | : 32.82

As shown in the table above, there
is fluctuation on the pattern of re-
cearch expenditure. The average
pxpenditure was anly about 15 il
lion for the period 1998/1 37. The
warld Bank has cafled for a target
of 2% of the agricultural GDP to be
invested in agricultural research,
However, expenditure on agricul-
tural research in Ethigpia, say n
1993/84, amounted to just 0.2% of
agricultural GOP (Mulat, 1998).

Shortage of appropriate research
equipment coupled with obsolete
equipment at hand cantributed
significantly to the backwardness of
research development in the coun-
try, Moreover, the research objec-
tives do not correspond to the
national objectives. This pruveq
that research programs are not pri-
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aritizing for developing technolo-
gics that would alleviate the small-
scale farmers’ problems: Since
ressarch programmes are initiated
and developad by researchers to
reflect their own interests and insti-
tutional priority, the needs of the
farmers: are usually peglected
(Goshu, 1985),

Lastly, the educational system Iis
not organized in such a way as to
produce enough qualified research-
ers. Paradoxically, the few qualified
people are drained abroad for better
remuneration.

The general recommendations
drawn from the above are stipulated
as follows:

build

« Governments should
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genuine commitment to agricultural
research so that research will have
its proper place and could play the

proper role in the development
process.
s Budget allocation should be

increased and its administration
should be improved, This s impaor-
tant because budgetary constraints
have a diverse effect on the number
of research sites, services and In-
centives towards researchers.

« The existing educational sys-
tem should be molded in such a
way as to produce qualified re-
searchers,

+ Salaries of researchers should
be remunerative enaugh to instill a
sufficiently inspired work ethic in
research profession. B
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