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THE BUILDUP of large current ac-
count surpluses in Asia since the 
1997–98 financial crisis has focused 
attention on the source of these im-

balances, with two views gaining credence 
among economists. The “savings glut” view 
contends that Asia is flooding the world with 
excess savings, driving down 
world interest rates to artifi-
cially low levels and fostering 
counterpart external deficits 
in the United States. The “in-
vestment slump” view main-
tains that investment has been 
depressed since the Asian cri-
sis. The two views are impor-
tant because of their differing 
policy implications.

This article examines the 
possibility that a significant part 
of the picture reflects an invest-
ment slump in emerging Asia. 
Excluding China, aggregate 
saving has been relatively stable 

over the past 10 to 15 years and, according to 
some IMF studies, broadly consistent with 
economic fundamentals (IMF, 2005). In con-
trast, aggregate investment declined sharply 
around the time of the crisis, has recovered 
only partially, and by some measures seems 
low relative to its fundamental determinants. 
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holding back 
investment
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Sources: CEIC Data Company Ltd; and IMF, World Economic Outlook database.
1Comprises Korea, Philippines, Singapore, Taiwan Province of China, and Thailand.

Chart 1

Broad-based decline
Investment in both construction and equipment has fallen off 
since the crisis.
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To be sure, the underlying picture is more complex—notably, 
the mix of saving (public, household, and corporate) has 
changed over time, and the extent and nature of the invest-
ment slump, as well as the factors underlying it, differ across 
countries. But the broad-based decline in investment relative 
to GDP warrants an attempt at a regional explanation.

protracted investment decline
The investment decline in emerging Asia—defined here 
as Hong Kong SAR, India, Indonesia, Korea, Malaysia, 
Philippines, Singapore, Taiwan Province of China, and 
Thailand—has been prolonged, sizable, and broad-based, 
reflecting a fall in private investment (IMF, 2006a). For 
example, comparing 1992–96 with 2000–04, private invest-
ment declined by between 5 and 18 percentage points of 
GDP in Hong Kong SAR, Korea, Singapore, Malaysia, and 
Thailand (public investment has been comparatively stable). 
Asia’s investment decline has also been severe compared with 
other regions during the past 15 years—although similar to 
that in Latin America during the 1980s debt crisis.

The investment downturn reflected both a collapse in real 
estate spending following a boom, and a decline in equip-
ment investment (see Chart 1). By the mid-1990s, signs of 
overheating in construction were evident in several countries, 
with occupancy rates falling, real estate lending expanding 
rapidly, and property prices remaining buoyant. Starting in 
1997, however, investment in construction fell quite sharply, 
declining, for example, by 10 percentage points of GDP in 
Thailand. Real estate prices plummeted in tandem, as once-
booming real estate lending contracted. At the same time, 
lower equipment investment was also an important source 
of both the contraction during the crisis and the postcrisis 
sluggishness. In Thailand, for example, equipment and con-
struction investment were equally responsible for the post-
crisis fall in investment. In Korea, investment in transport 
and machinery equipment fell by half from its 1996 peak 
of 14 percent of GDP and has remained in the doldrums in 
recent years, whereas construction investment has recently 
staged a modest recovery.

Is investment too low? Some recent studies seem to say 
yes. Chinn and Ito (2005) find that investment in emerg-
ing Asia, excluding China, is much lower than predicted by 
their empirical model, especially in recent years. Eichengreen 
(2006) finds that the sharp fall in investment cannot be 
explained by changes in fundamentals. And a recent IMF 
study suggests that investment rates in Asian countries are 
below long-run levels (IMF, 2005).

On the other hand, the bursting of real estate price 
bubbles and pruning of overinvestment has undoubtedly 
brought investment down to more rational levels in several 
countries. A fall in the relative prices of investment goods, 
and an improvement in their efficiency, could reduce capi-
tal investment; but investment deflators have not fallen by 
much, relative to the GDP deflator, and real investment 
ratios have declined as well. And, although Asia’s investment 
rate is below precrisis levels, it has remained above those in 
other regions.

Then, too, the relationship of investment to macroeconomic 
fundamentals seems to have changed. For example, the correla-
tion between the ratio of investment to GDP and lagged GDP 
growth—a simple “accelerator” relationship—fell sharply fol-
lowing the crisis. In addition, the relationship between exports 
and investment, as well as between profits and investment, 
seems to have broken down since the crisis.

What might be crimping investment?
What is causing the continued lower rate of investment? A 
number of factors are worth examining, including the effects 
of financial and corporate sector restructuring, competition 
from China, and perceptions that the investment environ-
ment is riskier. The increase in perceived risk seems pervasive, 
whereas the other factors are more country-specific.

Financial and corporate sector restructuring. Financial 
and corporate sector stresses and subsequent restructuring 
aggravated the sharp decline in investment following the 
financial crisis, but these factors no longer seem to restrain 

investment. In the financial sector, the sharp deterioration 
in banking system solvency and liquidity in the wake of the 
crisis caused banks to rein in credit, with sizable repercus-
sions for investment. The impact was particularly severe 
because corporate bond markets—which serve as an impor-
tant backstop to bank lending during periods of financial 
stress—were underdeveloped. More recently, banking system 
performance has improved significantly, with nonperform-
ing loan ratios down substantially (albeit generally above 
developed country levels), regulatory capital ratios higher, 
and the return on assets improved. And, in some countries, 
a recovery in real estate prices has helped to take pressure 
off bank balance sheets. While credit to the private sector as 
a share of GDP has stagnated since the crisis, this seems to 
reflect weak corporate demand for funds more than difficul-
ties in banking systems, given that lending rates have been 
declining. Indeed, consumer lending has been expanding 
sharply in recent years.

In the corporate sector, balance sheets and profits have 
improved considerably. During the crisis, leverage rose 
sharply (partly because of the currency depreciation that 
raised the local-currency value of liabilities); interest cover-
age (the ratio of earnings before interest and taxes to interest 
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“A riskier macroeconomic and 
microeconomic environment may 
have prompted firms and  
households to increase 
precautionary savings, in addition 
to dampening investment.”
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expenses) and return on equity plunged. Subsequently, firms 
cut investment as they rebuilt balance sheets and restructured 
operations. In recent years, however, leverage has returned 
to around precrisis levels, interest coverage has risen to a 
10-year high, and profitability has returned close to precri-
sis levels. These facts suggest that emerging Asian corporates 
have adopted a fairly conservative financial stance, perhaps 
because of the perceived increased risk. Indeed, corporate 
savings have risen in Group of Seven countries, in part for 
similar reasons (IMF, 2006b). The conservative financial stance 
could also reflect corporate governance considerations; that 
is, low leverage and high liquidity may reflect preparedness to 
buy back shares or take other measures to fend off takeovers. 
Thus, with corporate balance sheets at least as strong as in the 
early 1990s, corporate sector weaknesses seem unlikely to be 
responsible for holding back investment at a regional level.

This broad picture masks pockets of weakness in the cor-
porate sector, however. For example, the data analyzed above 
include only listed firms and thus exclude many small and 
medium-sized enterprises (SMEs), whose weaknesses have 
been an important drag on investment in some countries—
most notably Korea (see box). In addition, the bursting of the 
global information technology bubble early in this decade had 

a strongly adverse effect on technology firms, at the same time 
that they faced heightened global competition.

Competition from China. China’s considerable success in 
attracting foreign direct investment (FDI) has raised the ques-
tion of whether this success might be coming at the expense 
of other countries. Direct investment flows into China have 
risen by about 10-fold since the early 1990s, making it one of 
the world’s top destinations for FDI. But, at the same time, 
the growth both in China’s domestic market and in its exports 
has created demand for products from other countries and, 
thus, new opportunities for trade and investment—including 
for other countries to invest in China and become part of its 
expanding production chain.

There is evidence of investment diversion in selected 
countries and industries. For example, in Korea, overseas net 
investment increased by 42 percent annually during 2002–04; 
in this period, almost 43 percent of overseas investment was 
directed toward China. SMEs accounted for about 40 percent 
of overseas investment, double the share of the early 1990s. 
SMEs tend to reduce their domestic investment after making 
overseas investment, whereas large companies increase both 
together. With a rising share of overseas investment under-
taken by SMEs, the increase in Korean firms’ overseas invest-

ment in China could thus have crowded 
out some domestic investment. In the elec-
tronics sector, investment in fabrication 
plants has risen sharply in China while it 
has contracted sharply in Southeast Asia.

Recent formal studies, however, have 
been unable to find systematic evidence that 
China is diverting FDI from other Asian 
countries (Chantasasawat and others, 2004; 
Mercereau, 2005; and Eichengreen and Tong, 
2005). Indeed, after controlling for other 
drivers, some studies find that inflows of 
FDI to most Asian countries seem to be posi-
tively related to flows into China, suggesting 
complementarity. This confluence of posi-
tive and negative effects could partly explain 
the limited evidence for a diversion effect.

Investment risk. Perceived macroeco-
nomic and microeconomic risks are higher 
than in the precrisis period. For example, 
the risks surrounding the outlook have 
increased. Consensus surveys show a 
60 percent increase in the dispersion of 
GDP growth projections across forecast-
ers, comparing forecasts made for 1996–98 
with those made in the past three years 
(see Chart 2), along with a sharp decline in 
expected growth. Both greater uncertainty 
and lower expected growth could have 
pushed down investment in the postcri-
sis period. Indeed, in modern investment 
theories, uncertainty plays a central role, 
implying that greater uncertainty deters 
investment. The increase in perceived mac-
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Korea highlights investment problems

In Korea, investment in transport and machinery equipment has remained 
sluggish since the crisis, largely reflecting weaknesses among small and 
medium-sized enterprises (SMEs). During 2003–04, for example, a sharp 
decline in facility investment by SMEs offset rapid growth in such investment 
by large firms (see chart). This may reflect the relatively better health of large 
firms, as well as the difficult operating environment for SMEs with increasing 
globalization and the weak domestic economy.

With the domestic economy weak, an estimated one in four firms has been 
unable to cover interest expenses with operating profits. But structural prob-
lems are at work, too: rising competition from China has raised pressure on 
labor-intensive SMEs, particularly in low-end manufacturing. Also, manufac-
turing SMEs seem to suffer from excess capacity, while excess capacity and low 
productivity in the service sector, where many SMEs operate, have also held 
back their investment. Persistent labor market rigidities have made it more dif-
ficult and expensive for companies to manage the workforce, pushing many to 
look to expand operations elsewhere.

Rapid expansion of government 
credit guarantees to SMEs may 
also have hampered investment. 
Since 1997, such guarantees have 
expanded threefold to about 6 per-
cent of GDP. As they benefit mainly 
existing SMEs, they raise barriers to 
entry (and exit) and delay needed 
restructuring. Restructuring of 
SMEs and revitalization of the ser-
vice sector through further deregu-
lation and financial sector reform 
will be crucial for a sustainable 
recovery in facility investment. Source: Lim and Kim (2005).

Holding back
Investment by SMEs has remained 
depressed since the crisis.

(percent annual growth in Korean transport 
and machinery equipment)
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roeconomic uncertainty could reflect a variety of factors. For 
example, the crisis may have served as a wake-up call, shaking 
investors out of complacency about risks and vulnerabilities, 
particularly those associated with capital flows.

Microeconomic risks faced by firms have increased as well. 
For example, guarantees have been (appropriately) with-
drawn in many instances, including both explicit govern-
ment guarantees and cross-guarantees by banks and affiliates. 
Moreover, the perceived ranking of the governance environ-
ment is weaker than it was before the crisis. Along six differ-
ent dimensions—voice and accountability, political stability, 
government effectiveness, regulatory quality, the rule of law, 
and control of corruption—emerging Asia ranked lower 
in 2004 than in 1996 (see Chart 3). This indicates a poten-
tially important change in the investment environment since 
governance is a significant determinant of FDI (Mercereau, 
2005). And, with the shift of lower value-added manufactur-
ing activities in sectors such as textiles to China, some Asian 
countries now must compete for market share in higher-end 
electronics markets, where investment is riskier because of 
constantly changing technology and consumer tastes.

The perceived increase in risk, despite steps to reduce vul-
nerabilities after the crisis, may partly reflect more realistic 
perceptions and a change in the distribution of risk. Since 
the crisis, exchange rate regimes have become more flexible, 
banking and corporate sectors have been strengthened, and 
large stocks of foreign exchange reserves have been accu-
mulated, all of which have made Asia less vulnerable. At the 
same time, investors were likely underestimating investment 
risks prior to the crisis; with the withdrawal of guarantees, 
they appropriately bear more of those risks. Thus, investor 
perceptions may, to some extent, be more realistic than they 
were before the crisis. But the perceived increase in risk is not 
necessarily just an artifact of the crisis; it could also reflect 
changes in the structure of trade and production that are 
apt to persist in the future—namely, the shift of production 
toward higher-end electronics markets, one of the most vola-
tile sectors of the global economy.

impact on investment
Given increased levels of risk and uncertainty, how will 
future investment fare? The medium-term outlook var-
ies considerably across subregions of emerging Asia. 
In the newly industrialized economies, the investment 
ratio is projected to remain broadly flat. In the southeast 
Asian economies of Indonesia, Malaysia, Philippines, and 
Thailand, the investment ratio is projected to stage a mod-
est recovery but would remain well below the precrisis peak. 
In India, by contrast, the ratio is projected to rise to well 
above mid-1990s levels.

The postcrisis decline in investment partly reflected a col-
lapse in overheated real estate markets that in some countries 
reflected the bulk of the investment decline—meaning that a 
return to inflated precrisis investment levels is neither likely 
nor warranted. In addition, technological innovation, by cre-
ating more efficient capital goods, could conceivably lower 
the optimal investment ratio, although these goods also tend 
to depreciate rapidly, and the effect seems likely to be small. 
Partly for those reasons, the “right” level of investment is 
impossible to identify with any precision.

The emphasis of policy prescriptions must depend on the 
circumstances in individual countries. However, given that 
there seems to be some room for improvement in the invest-
ment environment, it might be enhanced in several ways:

• Prudent monetary and fiscal policies that have helped 
contain an increase in perceived macroeconomic risk 
should be sustained (and bolstered where there is scope for 
improvement). 

• Structural improvements in the investment environment 
at the microeconomic level, notably in governance frameworks, 
would in some instances be helpful as well, to deal with uncer-
tainty, raise expected rates of return, and improve competitive-
ness in the face of globalization. Key elements could include trade 
liberalization, deregulation, and improvements to infrastructure. 
(At the same time, subsidies and guarantees that distort invest-
ment decisions should be avoided.) 

• Financial systems should be deepened and broadened, 
especially by encouraging the further development of cor-

Finance & Development June 2006  3�

Kramer

Source: World Bank.
1Excludes China.

Chart 3

Falling behind
Asia’s governance rankings have deteriorated since the crisis.
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Chart 2

Riskier predictions
Greater dispersion in forecasts suggests an increase in 
perceived risk in Asia since the 1997–98 crisis.
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porate bond markets, helping to develop additional chan-
nels for investment finance and to provide backstops for 
banking systems in the event of stress. At the same time, 
better-developed financial systems can help firms to cope 
with a more uncertain environment by facilitating the man-
agement and diversification of investment risks in financial 
markets.

But should one dismiss a role for saving in the adjustment 
in current account balances? No. In fact, a riskier macroeco-
nomic and microeconomic environment may have prompted 
firms and households to increase precautionary savings, in 
addition to dampening investment. If this is correct, steps 
to alleviate the perceived risks in the macroeconomic and 
microeconomic environments could both reduce savings and 
boost investment, helping to narrow current account imbal-
ances along both dimensions.  n

Charles Kramer is a Deputy Division Chief in the IMF’s Asia 
and Pacific Department.
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