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Abstract The global economic crisis led to a decline in the economic growth of developed and developing countries. |
hypothesize that the vulnerability increases with the number and size of linkages with other foreign markets. This study apply
a GMM dynamic heterogeneous panel model along with a Random Effects GLS model to examine the relationship between
economic growth and crisis through two external channels, international trade and foreign capital inflows, on a sample of
selected Asian countries over the two crisis periods 1997-2000 and 2008-2011. The main finding is that foreign capital and
exchange rates during crises have negative impact on economic growth, while export earnings have a positive effect.

Keywords Crisis, GMM, Trade and Foreign Capital

1. Introduction

There are many similarities between international
economic crises; this is especially true for the 1997 Asian
financial crisis and the current global financial crisis 2008
(“The Great Recession”). The recent global financial crisis
has had more impact than any other crisis and no end appears
to be in sight (as of the date of publication). For example,
during the periods leading up to both of the crises, “low
nominal interest rates, ample liquidity, low financial market
volatility, and a general feeling of complacency encouraged
many types of investors to take on more risk” (Kodres, 2008,
p. 9).

There are various ways that economic crises may spread
from advanced economies to the rest of the world; these
channels include trade and financial linkages. Moreover
countries with vulnerabilities — such as high current account
deficits, high indebtedness, low reserves, or strong credit
growth, may have been more likely to feel the effects of a
global recession. Conversely, countries with effective
policies such as flexible exchange rates, a strong fiscal
position, or a credible institutional framework, should have
withstood the crisis better. Some countries, however, fared
better than others. ... Did their stronger performance reflect
differences in trade or financial openness, underlying
vulnerabilities to external forces or the strength of their
economic policies, which helped insulate them from global
shocks? (Berkman, Gelos, Rennhack, & Walsh, 2010, p.
29-30).

This paper starts with a brief discussion of how the 1997
and 2008 financial crises impacted the developing countries
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of Asia. In addition, in this paper we explore the differences
between the two crises and examines how the Asian
developing countries coped with the two crises. We then
estimate the real impacts of the global economic crisis on
Asian developing countries’ economic growth through
foreign trade and foreign capital inflows.

To answer our research questions, we apply General
Method of Moments (GMM), a dynamic heterogeneous
panel estimator Arellano and Bond (1991) and the System
—GMM suggested by Blundell and Bond 1998. The choice of
this methodology can be explained with several reasons. 1.
The lagged dependent variable is introduced in all estimated
equations. This inclusion can lead to a correlation between
the regresses and the error term. Comparing other available
methods which can correct for country specific effects as
well as time specific effects, the GMM technique is the
preferred estimator. 2- The GMM method allows removes
any endogeneity in explanatory variables. 3- Finally, GMM
estimation ensures that all variables of interest are stationary.
We include in the above equation two separate dummies.
The first one denoted “crisis” takes the value of 1 from
1997-2000 and O in all other periods. The second denoted
“crisis 2” takes the value of 1 from 2008-2011 and 0 in all
other periods to account for the appearance of two financial
crises over the studies period.

This study tries to answer the following questions:

1. Does the movement of foreign capital have a negative
effect on economic growth rates during both crises
period?

2. Do total exports and exports from the USA have a
positive effect on economic growth rates during the
first crisis period and a negative effect during the
second crisis period?

3. Do exchange rates have a negative effect on economic
growth during both crises, and is the effect deeper
during the Asian crisis than during the USA crisis?
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4. Do both crises have a negative effect on economic
performance in all Asian countries, but do these
effects differ depending on the openness of the
countries to the international trade and foreign capital.

This paper starts with a brief summary about the trade and
foreign capital inflow to Asia countries and discuss the
channels through which the 1997 and 2008 financial crisis
can affect developing Asian, what is the differences between
two crisis? And how the Asian copy with them? When then
Endeavour to econometrically investigate the real impacts of
this global crisis on Asian economic growth through two
main channels “foreign trade and foreign capital inflows”.
For this purpose we apply General Method of Moments
(GMM) a dynamic heterogeneous panel of Arellano and
Bond (1991) and Blundell and Bond (1998).

2. The Trend of Foreign Trade and
Capital Inflows in Asia

The share of private capital flows to the Asian countries
increased compared to that of other developing sub-regions
from about 68 billion in 2002 to 349 billion in 2007. Net
private capital flows to East Asia and Pacific remained
strong at $228 billion in 2007, up from 203 billion in 2006.
Net FDI inflows remained robust at $117 billion (105
billion), while the net portfolio equity inflow decline from
54.8 to 48.6 in the same period. The net debt increased from
35.1 billion to 58.4 bill, much of this debt was from private
creditors which increased from 42.7 to 60.7 billion- medium
and long debt increased from 15 to 28.8, while the short term
increased from 27.7 to 37.9 billion), and the net official
flows continued to be negative at 7.6 and 2.3 billion in 2006
and 2007 respectively). (Insert Table 1)

Table (1). Foreign Capital Inflow to Developing Asia

Emerging and Developing Economies Average 2005 2007 2008 2009 2010
2000-02

Private Financial Flows, Net 76.6 291.2 694.7 230.3 236.6 470.1
Private Direct Investment 155.5 252.7 418.3 439.6 24717 3711
Private Portfolio Flows -33.9 35.1 89.2 -57.9 120.2 162.2
Other Private Flows -45.0 34 187.2 -151.4 -131.4 -63.2
Official Financial Flows -17.0 -104 -101 -102.2 125.4 87.5

Change in Reserves -109.4 -588 -12146  -7359  -503.8  -8854
Developing Asia

Private Financial Flows, Net 254 90.0 190.0 49.4 162.6 280.7
Private Direct Investment 50.8 93.9 153.7 134.5 66.8 175.3
Private Portfolio Flows -13.6 16.7 68.7 21.2 58.2 82.6

Other Private Flows -11.9 -20.5 -32.4 -106.3 37.7 22.9

Official Financial Flows -5.4 -2.9 0.4 5.4 17.2 16.6

Change in Reserves -63.0 -277.8 -616.3 -505.0 -453.0 -581.7

Most of the emerging market currency crises are
accompanied by sharp reversals or “sudden stops” of capital
inflows. The global financial crisis brought to an abrupt end
the surge in foreign capital flows. In 2008, total net
international flows of private capital to the developing
countries fell to $707 billion (4.4 percent of developing
countries GDP), from the record high level of 1.2 trillion (8.6
percent of GDP) reached in 2007. Net portfolio equity flows
plunged by almost 90 percent from $139 billion to $16
billion in 2008. Similarly, private debt declined substantially
to $108 billion from $499 billion in 2007, driven by the sharp
fall in short-term debt, which moved from $202 billion in
2007 in to negative territory (-16.3 billion), and in bond
financing which came to just $11 billion in 2008 compared
with $85 billion in 2007. Net medium and long term bank
flows were $123, 40% lower than in 2007. The rate of
increase in FDI slowed markedly, ending the year at a 583
billion, 60 billion higher than 2007. The downturn affect all
developing regions but to various degrees, short term debt

accounted for a major share of the decline in East Asia, (67
percent), while the FDI inflows rose slightly in 2008 most of
the $ 63billion increase flowed to the East and South Asia
regions. World Bank (2010).

In international trade side, back in September 2008, world
merchandise trade started to Plunge and continue to do so
during the first half of 2009, however the end of 2009 show
the trend reversed. In 2010 export of good growth by 22 per
cent and services by 9 per cent, driving by strong growth of
trade in Asia and European which contributed by 70% of
world total exports, while Chain and India contributed
around 33%, 32% of the total export services. In fact, Asia
growth figures were twice as high as the world average.
Trade performance was remarkable, contributing
significantly to the global recovery. Asia export of good
grow by 30% and services by 22% comparing with 3% of
Europe. The trade between the region is change dramatically,
Asia coming at the top level in international export by the
23% growth rate, then USA and Europe coming next by 15%
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11% rate of growth respectively. While in the import side,
the share of the above region are 17%, 15.5%, 9.5%
respectively in 2010. Asia intra-regional export account for
nearly 53%, while the trade within the Europe 71% and in N.
America 48.7%. (Insert Table 2)

Table (2). International Trade between the Region % 2010

NA SC EU CIS AF ME ASIA

World 169 4 394 27 3 38 284

N. America 487 84 168 0.6 1.7 2.7 21
S,C,America 239 256 186 1.3 2.6 2.6 23.2

Europe 7.4 1.7 71 3.2 31 3 9.3
CIS 5.6 11 524 166 15 3.3 14.9
Africa 168 27 362 04 123 37 24.1
MiddleEast 88 08 121 05 32 10 52.6
ASIA 171 32 172 218 27 4.2 52.6

(International Trade Statistics, 2012)

3. Back to the Problem

The 1990s was a period of increased globalization; the
nations of the world became increasingly integrated in terms
of trade and financial markets. The policies of many nations
in Asian shifted towards more open borders. Many Asian
firms became strong competitors in global markets.
Financial capital increasingly crossed borders as countries
opened their financial accounts and established full currency
convertibility. Economic liberalization was related to
increased economic growth through increased trade and
capital inflows. However, by the late 1990s problems began
to emerge. Capital flows began to reverse direction. Many
Asian nations had their currencies depreciate by as much as
up to 50% of their values. Debtors with foreign currency
denominated debt faced bankruptcy as the value of the local
currencies plunged. A massive selloff occurred in equity
markets as investors sought a safe haven in other markets.
The economies of several developing nations in Asia were
on the brink of collapse and unemployment and poverty rates
rapidly increased. “The East Asian countries at the centre of
the crisis were admired for years as some of the most
successful emerging market economies, owing to their rapid
growth and the striking gains in their populations' living
standards. With their generally prudent fiscal policies and
high rates of private saving, they were widely seen as
models for many other countries” (Staff, 1998, p. 18).
Factors that contributed to the crisis included pegged
exchange rates, insufficient financial market governance,
the lack of financial market transparency, and investors’
underestimation of risk (Staff, 1998). Research shows that
the probability of a financial crisis occurring in a country
increased significantly if that country had high bilateral trade
and financial linkages with countries in crisis (Glick & Rose,
1999).

4. How did the Asian Economies Cope
with the 1997 Crisis?

Figure (1) show that during the Asian Crisis, positive
international circumstances helped the Asian economies to
quickly recover. The devaluation of Asian currencies led to a
large increase in exports to the US and Europe, which led to
an increase in the surplus of foreign currency. In addition, the
availability of foreign capital in international markets caused
a large increase in foreign capital flows to the Asian
economies which helped lead to a recovery of the trade
deficit.

5. The Recent Global Crisis 2008

How did we get here and who is to blame? At the risk of
oversimplifying, the crisis was caused by two factors amid
long standing structural weaknesses: first, the simultaneous
and large deleveraging of three major segments of the global
economy- the housing sectors, the financial sector, and
consumer demand in the United States, and second, the
inability of both markets and policies to quickly
accommodate suck intense deleveraging at both the national
and international levels (El-Erian, 2008, p. 15).

In short, Asian economies have become tightly linked
through both trade and capital flows with the US and global
economies. For Asian countries, the breadth and severity of
the crisis have underscored the risks of globalization. Over
the past 15 years, many of those countries had opened to the
world, revamping their macroeconomic policies and their
framework for private investment. With expanding
opportunities for trade and strong inflows of capital, those
improvements made possible a long run of rapid economic
growth, accompanied in many places by impressive
reductions in poverty. Unfortunately, the channels of
integration with the world economy have operated in reverse
during the current crisis, as a falloff in demand for
developing countries’ goods and services and reduced access
to international capital markets have sparked a sharp decline
in growth and in capital flows to developing countries in
general and in Asian in particular (Bank, 2009, p. 73).

The empirical studies of the effects of the recent global
crisis on growth in Asia economies indicate that they are
likely to lead to a substantial decline in export earnings and
foreign capital inflows. The negative effect of the current
crisis reduces the demand for their exports, since these
markets are the important destinations form any of the Asian
economies’ exports.

Figure (2) show how the Asian economies dealt with the
recent crisis. The decrease in foreign capital and the
recession in developed countries led to lower growth rates in
most of Asian countries. The impact of the recent global
economic crisis on Asia has been swifter and often deeper
than in other regions and had a more negative impact than the
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Asian crisis, partly because of Asia's export dependence and
close integration into international markets. Together with
the declines in exports earning and capital flows, the
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6. What Happened During the 2008
Crisis

The global financial crisis has helped drive what started as

a growth slowdown in the industrialized world into recession.

The US, Europe and the Japan are all showing negative
growth. The critical questions are how long will it last? And
will the recession become global in scope? Recent signs are
not good. We are seeing a direct impact on developing Asia;
particularly in the more open newly- industrialized
economies such as Korea, Singapore, as well as increasingly
among ASEAN members. World trade growth is slowing
sharply as demand from major industrial countries slumps,
reducing export production in emerging market economies,
and slowdown in GDP growth there for this year to around
7%. From 8% and 9% in 2008, 2009 respectively.

In addition, global financial conditions will continue to be
tight, and the world trade growth is expected to slow sharply.
Volatility in capital inflows remains a significant risk. We
saw how short term foreign capital took flight immediately
following the onset of financial turmoil in 2009. Asia's stock

market indexes fell even more sharply than advanced market.

A sudden reversal in capital inflows from 1.2 trillion 2008
to 680 in 2009 to 186 billion in 2010 could exert significant
macroeconomic pressure on emerging Asia. Rapidly
deteriorating external demand in industrialized countries is
already affecting many Asian economies. Trade links
between developing Asia and major industrial economies
remain substantial despite a gradual decline in overall trade
share. In some developing Asia's countries, 60% exports go
to the US, Europe and Japan, so the region could be hurt
precisely where growth has been strong, tempering
economic output in countries where domestic demand
remains weak.

7. What Happen after the Crisis?

Asian economies have so far weathered the onslaught of
the latest global downturn with greater ease than in previous
crisis. Financial systems in the region are also stronger, in
particular, banking systems financial indicators have
improved over the past decade. So Asian can now increase
investment spending to meet higher demand at home as they
rebalance toward domestic sources of growth and make the
most of the global upswing.

Three challenges for Asia need to do it

1. Asia needs to rethink its growth model. Asia still very
much has an export driven growth but we need to
forward to a domestic consumption driven model to
make growth much more balanced and sustainable.

2. Financial sector reform. The crisis taught us that a
strong financial sector plays a very important role in
macroeconomic management. For example, Asian
does not have a deep bond market, which is absolutely
important for long term financing. Asia has been
working on that for years, but there is much more to be

done.

3. Asianeeds to deal with global capital flows. The surge
in capital flow to emerging Asia presents big
challenges for the region.

The Asian economies need to handle this issue very
carefully and design proper policies to bring lasting
solutions.

What the global financial crisis means for developing Asia,
and how the reforms they undertaken over the past decade
have left them in better shape to maintain economic growth
in the face of the global downturn. The financial foundation,
domestic demand, investment and trade become appreciably
Strength firmer since the Asian financial crisis of more than a
decade ago. But such are the strengths of global financial
linkages these days that this in no guarantee of immunity
from the global crisis. There is growing spill over from the
recession in the industrialized world into Asia real economy.
The Asian economies open as they are and highly dependent
on exports and foreign capital inflow are suffering as
demand contracts and reverses from industrialized world and
international market.

Today, in emerging Asia, the risk of a currency and
banking crisis is substantially lower than it was 13 years ago
when the Asian financial crisis struck. The primary reason is
that crisis affected economies have taken action to rectify
their macroeconomic imbalances and address financial
weaknesses. Their macroeconomic fundamentals are much
healthier now, we can now see more prudent fiscal
management, reduced external debt, more flexible exchange
rate regimes, and development of local currency bond
markets has also helped to reduce currency and maturity
mismatched. Post crisis reforms such as improved economic
policies and institutional frameworks have also helped to
build up economic resilience. These have not only favoured
price stability and reduce output volatility, but also helped
protect against the danger of shocks generated by
adjustments in international financial markets. This all gives
some reason to believe that Asian financial systems can
avoid the worst affects of the global financial turmoil and
avert a crisis on the scale of that of 1997\98.

8. What are the Differences between
Two Crisis

1. Today's crisis is broader and deeper than the Asian
financial crisis of 1997-1998, it is also more complex.
2. The Asian financial crisis arose from structural
weaknesses in financial and monetary systems at
home. This time the damage has come from financial
and economic meltdowns in the advanced countries.
The US subprime mortgage collapse, shattered
confidence in major global financial institutions and
instruments, massive developing, crashing equity
prices, and frozen credit markets reversed credit and
investment flows to Asia. Wounded Asian stock prices
and exchange rates, and interrupted a decade of record
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economic expansion and social progress in developing
Asia.

3. During the earlier crisis, healthy growth and growth in
the developed world and increases the flows of
liquidity from the international capital markets helped
support Asia's recovery. This time, however, the US,
Japan and Europe are in recession and their business
confidence, trade, consumption and FDI other foreign
capital, on which the region has long depended, are in
decline.

4. The crisis has hit export dependent Asian the hardest.
Growth in East Asia overall declined from 10.4% in
2007 to 6.6% in 2008 and 3.6% in 2009 and in 2010.
As import demand faded in the advanced economies
and their recessions set in, export growth plunged in
East and Southeast Asia. It was down by about 30% in
2009 compared to 2008. Lost export revenues have
crimped income and cast a cloud over investment in
export manufacturing, import growth has followed
suit. The gloomy global outlook has sapped business
confidence across developing Asia.

5. External financing, a key driver of economic
expansion in Asia has been cut bake radically,
developed world investors have withdrawn funds to
repair balance sheets at home. The slump in net private
flows for both direct and portfolio investment will
continue in 2010. A sudden reversal in capital inflows
to developing countries from 1.2 trillion 2008 to 680
in 2009 to 186 billion in 2010 could exert significant
macroeconomic pressure on emerging Asia.

9. Methodology and Sources of the Data

To control for country-specific factors and joint
endogeneity, we use Generalized-Method-of Moments
(GMM) estimator for dynamic panel data models developed
by Arellano and Bond (1991). This estimator deals with
country specific effects and potential endogeneity of the
explanatory variables. The control for endogeneity is
achieved by the use of “internal instruments”, that is to say,
instruments based on lagged values of the explanatory
variables. This estimates in a system the regression equations
in differences and levels, each with its specific set of
instrumental variables.

This estimator works in the following way: first, take first
differences of a model to remove time-invariant like (6)
which, generalized to a model containing (k) lagged
dependent variable as regresses, and second the first
differences eliminates the time invariant components c; .

This solves the problem of omitted variables bias, leave:
k
AGROi[ = ZQJAGROLI—] + ﬁ’AXit + Avit f
j=1

Where AGRO,, = GRO;; —GRO, ,;_, . First differencing
gets rid of the country specific effects, but leads by

construction a correlation between the differenced lagged
saving variable and the differenced error term. Namely

endogeneity since it is clear that GRO,'t_l is endogenous
to the error terms through ov;;_; . To overcome this problem,
an instrument variable needs to be used for AGRO;; ;.

Anderson and Hsiao (1982) proposed using AGRO,; , or
GRO;; , as instruments. Arellano and Bond (1991) show

that using the lagged level, GRO;; , as instrument is

superior and that in fact the list of instruments can be
extended * to include further GRO;; 3, GRO,( 4 .....,

GRO;; ¢ The GMM estimator will be consistent if the

lagged levels of explanatory variables are valid instruments
for differenced explanatory variables. This will hold if the
error term is not serially correlated. These assumptions can
be tested through the tests proposed by Arellano and Bond.
The first is a Sagan test of over-identify restrictions, which
tests the overall validity of the instruments. Failure to reject
the null hypothesis given support to the model. The second is
a test for serial correlation in the error term. If such test does
not reject the null hypothesis of the second order correlation
absence, it can be concluded that original error term does not
have serial correlation. In order to maximum use of both time
and cross-country dimensions of available data sets, we use
an extended set of panel data covering annual data of 6 Asian
countries from 1990-2011 to carry out our empirical analysis
and to make econometric results more confident.

Our data are collected from Asian Development bank,
IMF and World Bank various issue and are expressed in
logarithms to include the proliferate effect of time series.

10. Results and Discussion

Panel unit root test

We begin our analysis by showing the univariate
properties of the various variables of interest using
(Fisher-PP) test for unite root tests. The results in Table 3
uniformly indicate that the null hypothesis of a unit root
could not be rejected for all variables in the levels. The null
hypothesis, however, was overwhelming rejected for all the
series in first-differences.

Panel multivariate co-integration

To determine whether the non-stationary variables
identified above are co-integrated or not, the panel
multivariate co-integration technique (Fisher-y?) developed
by Maddala and WU, 2000) is employed to the five
dimensional vector: X;=[GRO,, EX. USA,, TEX,,, ERy,, and
F.C.]. Results of the co-integration analysis are summarized
in Table 4. The Fisher multivariate tests reveal that the null
hypothesis of no co-integration (r=0) is easily rejected at the

1 Itis assumed that there is no second-order autocorrelation in the differenced
idiosyncratic error term.
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5 per cent significance level in the system of five variables.
Notice that both the computed A-max and trace statistics
exceed their critical values. In addition, we find the eigen
value associate with the first vector is dominant over those
corresponding to other vectors, thereby confirming that there
exists a unique co-integrating relationship in the system.

countries have been successful in organizing themselves
within Asian, due to increased cooperation in trade and
finance. However, they still follow an outward foreign
capital-led growth strategy which negatively affected
economic growth during the crisis period.

Table (5). Dynamic Panel GMM, The Effect of Asian Crisis up on Asian
Growth 1990-2011

Table (3). (Fisher-PP) Test for Unite Root
(Iw) First Diff (Ig) Level GDP Coefficients v z ? 95%
. Error > Izl confidence
Trend and Trend and Variables
Constant Constant
Constant Constant AGDP, 0.25 0.092 2.7 0.007 0.068
149.3 121 22.19 18.2 GRO ATotal
(0.00) (0.001) (0.44) (0.52) Export 0.0025 0.0014 1.72 0.087 0.0004
157.9 149 29.5 21.2 USA AForeign
: -0.019 0.004 453 0.000 0.026
(0.00) (0.00) (0.53) (0.33) Export Capital
141.83 177.20 22.50 27.01 Total AExchange -0.108 0047 231 0021 0.199
(0.00) (0.00) (0.76) (0.69) Export Rate
332.06 264.43 31.54 21.08 Foreign Asian Crisis -3.23 0.614 525 0.000 4.43
(0.00) (0.00) (0.45) ©.31) Capital Constant 123 25 491 0000  7.39
265.37 197.1 20.70 21.42 Exchange _
(0.00) (0.00) (0.48) (0.44) Rate Number of observations 108
Number of Groups=6
Table (4). Test for Co-integration (Fisher-y?) Wald Chi2yx? (5)=110.7, Prob> y%Chi2- 0.000
. Fisher Stat. . - .
. Fisher Stat. Table (6). Dynamic panel GMM, The Effect of Global Crisis up on Asian
Hypothesized (From Growth 1990-2011
(From Prob. . Prob.
No. of CE (s) Max-Eigen
Trace Test) Test st
est) GDP Coefficients Err;)r z p >zl %5
None 116.5 0.00 79.70 0.00
At most 1 57.63 0.00 42.40 0.00 AGDP,;_4 0.195 0.075 2.59 0.010 0.047
AExport
At most 2 31.43 0.28 24.34 0.32 from USA 0.026 0.0054 4.84 0.000 0.016
At most 3 20.16 0.57 17.93 0.71 i
AForeign -0.022 00054 400 0000  0.032
At most 4 14.94 0.86 14.94 0.86 Capital
The results best on Eviews-7 AE’g:tae”ge 00005 00003 342 0015 0012
Estimation res_ults. o _ Féerci‘;;t 0.17 078 022 083 136
The results in tables (5 and 6) indicate that there is a
Constant 7.1 0.97 7.21 0.000 5.12

statistically significant, negative relationship between both
foreign capital inflows and exchange rate and economic
growth. Further, there is a statistically significant, positive
relationship between total exports and economic growth in
Asian countries. Total exports is positive and statistically
significant. This means that foreign capital flight higher
exchange rate fluctuation is contributed in sharp decrease in
economic growth during the Asian crisis. While the increase
in export earnings due to the domestic currency deprecation
with respect to US dollar will led to lower price of Asian
export goods and increase the trade surplus then contributed
positively to economic growth. In the second model, which
estimates the effects of the global crisis on Asian economic
growth, there is a statistically significant negative
relationship between foreign capital inflows to Asian
countries and economic growth. Total exports to the US,
exchange rate of Asian currencies to the US dollar and the
global crisis all are positively related to economic growth.
Taken together, these results could indicate that the Asian

Number of observations=108
Number of Groups=6

Wald Chi2y? (5)=867.8, Prob> y*Chi2- 0.00

The results do not change much when we are using the
Random-Effects GLS for the Asian crisis period only
1997-2000, and for the global crisis only 2008-2011 (Table 7
and 8) expect for the sign of export form Asian to US
economy became negative, which is mean that the role of
trade integration in transmitting the global crisis due to the
bilateral trade between the developed and Asian countries.

Our results indicate that Asian governments must make
immediate and short term policy changes in order to
minimize their dependency on foreign market in trade and
foreign capital inflows. It will be better for them to have a
diversity of capital flows from both domestic and foreign
sources.
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Table (7). Random-Effects GLS during the Asian Crisis 1997-2000
- St. p 95%
GDP Coefficients Error z >1IzI  confidence
Total 0.079 0012 666 0000 0055
Export
Foreign -0.102 0027 383 0.000 0.154
Capital
Exchange -0.048 0016 283 0.004 0.015
Rate
constant 6.1 1.07 5.63  0.000 3.95

Number of observations 30, Number of Groups=6,
R?*:Within = 0.063

Between = 0.95

Overall = 0.25

Wald Chi2 x? (3)=761.7, Probability> y¥%Chi2- 0.000
sigmap =0

sigmas = 6.1

rho = 0 (fractionofvarianceduetou — i
Corr(u,i,x) =0

Table (8). Random-effects GLS during the Global Crisis 2008-2011
_ St. P 95%
GDP Coefficients Error >1IzI  confidence
Export
Erom USA -0.048 0.0018 26.3 0.000 0.044
Foreign -0.075 0.0007 106 0000  0.0088
Capital
Exchange 0.035 0.0072 486 0.000 0.021
Rate
Constant 1.97 0.287 6.85 0.000 1.41

Number of observations=30,Number of Groups=6
R%:Within = 0.001

Between = 0.98

Overall = 0.59

Wald Chi2 y? (3)=1266, Probability> y*Chi2- 0.000
sigmap =0

sigmae = 2.9

rho = 0 (fractionofvarianceduetou — i
Corr(p,i,x) =0

Granger Causality

The co-integration tests presented above imply that the
five variables are bounded together by one long-run
relationship, but do not provide information about the causal
relationship between these variables. We proceed with the
Granger- Causality test. Results in Table (9) point to several
interesting results about the usual relation; First, there is
sufficient evidence to support the view of foreign capital —
lead growth hypothesis, high export and more foreign capital
inflow Granger-cause faster economic growth. This finding
reveals that foreign capital has contributed to the growth
performance of the Asian countries. On the other hand,
capital reversal as observed in the post-crisis era has negative
impact on the growth rates of these countries. Second, a
bi-directional causality relationship is detected between total
export and export from USA, supporting the popular view
that the economic progress in Asian-6 have dependency so
much upon the export from developed countries (USA, EU)

and thus make Asia more attractive to the external crisis
(shocks). Third, interest rates Granger-cause capital inflows.
This finding also suggests that interest rates (high) that
favour emerging market economies observed in the first-half
of 1990s is one of the reasons why foreign capitals seek these
countries. This ‘pull factor’ has been established in the recent
literature as one of the factors contributing to the large influx
of capital inflow into the East Asian economies.

Table (9). Granger Causality Results Based on Dynamic Panel

Causality Direction F P.Value
T.EXP - GDP 3.85 0.052
T.DEBT — GDP 5.86 0.017
EXP.US - GDP 2.81 0.097
EXC - T.DEBT 2.81 0.096

EXP.US < T.EXP 34 0.01

11. Lessons for Asia

In the medium and long term, the US subprime crisis
highlights the need for Asian countries to continue and build
upon the post crisis structural reforms of their financial
sectors, including further strengthening of their regulatory
infrastructures. While those reforms have helped to protect
the region from the global financial meltdown this time, the
more general lesson for Asia is that even financially
advanced economies are susceptible to risks arising from lax
regulation and reckless lending. It is also important that the
region’s policymakers do not draw the wrong lessons from
the current crisis. In particular, it is not financial innovation
per se that precipitated the crisis but rather the failure of
prudential regulation to stay on top of innovation. Finally, in
the long term, the unsustainable nature of the global current
account imbalances that have contributed to this crisis has
some implications about Asia’s economic growth strategy.
In particular, it suggests that Asia may have an enlightened
self-interest in modifying its growth strategy toward a
greater reliance on domestic demand (James et al 2008, p.
73).

Finally, the Asian countries are still at a very early stage in
the recovery cycle. Financial crises take time to build. Hence,
it is very important that policymakers take pre-emptive
measures today to prevent even bigger problems in the
future.
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