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Ercan Uygur \Y

Editor’s Introduction
In this issueEkonomi-telpresents two articles.

In the first one, Yilmaz Akylz, of the South Cersaed UNCTAD, takes up
the Asian crisis on its 20th anniversary. As helarg it, this financial crisis
was a liquidity crisis brought about by a confluemd factors, such as specu-
lative investments in property, excessive shoratborrowing in foreign cur-
rencies, domestic financial de-regulation, and tedjgiccount liberalization.
Following the crisis, Asian countries put in plaoeasures to forestall new
surges in capital inflows, including the adoptidnflexible exchange rates,
accumulation of substantial foreign reserves, mpviom debt finance to
equity finance, shifting from foreign borrowing lacal borrowing, the opening
of domestic asset and credit markets to non-redend extensive liberali-
zation of the capital account for residents. Akgtetes that Asian economies
are much more open today and that the foreign peesia the region’s credit,
equity, and debt markets has reached record lestlgly affecting their
liquidity and financing. As a result, these econesnhave now become sus-
ceptible to global financial cycles and shockgdpective of their low external
debt, high net foreign assets, and high internaticeserves.

In the second piece, Cecilia Rumi, from the Unidad Nacional de La
Plata, in Argentina, lays out the instability andcertainty in the Argentine
economy in the last century. As proxy measuresioértainty, the author lists
i) high and volatile inflation rates, with periodshyperinflation, ii) large and
volatile black-market premiums in exchange ratesl ié) high country-risk
premiums in international capital markets. We Idaom the paper that, since
independence, Argentina has defaulted on its smreebt eight times. In
2001, for instance, the Argentine government bec#meeworld’s biggest
defaulter by refusing to honor some $100 billionefgn debt. Citing other
studies, the author reveals that, in addition tongrheaded economic poli-
cies, institutional weaknesses, including politieatities that do not constrain
politicians and pervasive corruption create an aphere of uncertainty. The
author also reports that over the last centuryeAtiga has revamped its cur-
rency four times, and, on each occasion, zeroeschbd taken off the prede-
cessor. On at least five occasions over the lagteds, citizens’ deposits in
the country’s banks were confiscated by the Argengjovernment of the day.

We look forward to presenting you with interestengicles in the coming
issues oEkonomi-tek

Ercan Uygur
Editor
Ekonomi-tek
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Editérin Sunusu
Ekonomi-tekin bu sayisi iki makale sunmaktadir.

Birinci makalede, South Centre ve UNCTAD sbakonomisti Yilmaz
Akylz, 20. yildonimiinde Asya bunalimini ele almdktaAkytiz, bu finansal
bunalimin bir likidite bunalimi oldtunu ve spekulatif gayri menkul yatirim-
lar1, air kisa vadeli déviz borclanmasi, i¢ finansmandasgrmaye hesabinda
serbestlgme gibi unsurlarin bigmi ile ortaya ciktgini aciklamaktadir. Bu-
nalimdan sonra Asya ulkeleri hizli sermayestgrine kagl; esnek doviz kuru
sisteminin kabull, buytk doviz rezervleri birikiniprglanma yerine i¢ kay-
naklarla finansman, gliborclanma yerine icerideki yabanci uluslararasi-ba
kalardan borglanma, i¢ varlik ve kredi piyasalarigabancilara aciimasi ve
yerlesiklere sermaye hesabinin serbestiesi gibi dnlemler aldilar. Yazar,
simdilerde Asya ekonomilerinin ¢cok daha acik ekorlemolduysunu, yabanci
varhginin sermaye, kredi ve bor¢lanma piyasalarindarreikaeylere ulgti-
gini ve bunlarin dlkelerin likidite ve finansmanskdarini etkiledgini belirt-
mektedir. Bu Ulkeler, diilk dig borglarina, yiksek netgvarliklarina ve doviz
rezervlerine bakilmaksizigjmdilerde kiresel finansal devrelere yeklara
daha agik hale gelgterdir.

Ikinci makalenin yazari, Arjantin'den Universidad dianal de La
Plata’dan Cecilia Rumi'dir ve son bir asirda Arjaideki istikrarsizlg ve
belirsizligi irdelemektedir. Rumi, belirsidin yaklasik o6lcutleri olarak;
i) Hiperenflasyonlarin da yer afgiyiksek ve dalgali enflasyon oranlarini,
ii) doviz kuru piyasalarinda biyuk ve dalgali kaaasa farklarini, iii) uluslararasi
sermaye piyasalarinda yuksek ulke risk primleisielemektedir. Makaleden
Ogreniyoruz ki, b§imsizlgindan bu yana Arjantin sekiz kezdhor¢ yukim-
liliguni yerine getiremeyegmi ilan etmitir. Ornesin, 2001’de Arjantin
hikimeti 100 milyar $ olan gdiborcunu 6deyemeyegai aciklamstir; bu,
dinyada o zamana kadar 6denmgeen yiuksek bor¢ miktaridir. Ber calg-
malari da kaynak gosteren yazar, belirsizlikler@tyria olarak yany politi-
kalar yaninda, kurumsal zayifliklari vurgulamakeabu bglamda politikaci-
lari denetleyemeyen politik yapiyl ve yaygin yolsiga 6ne cikarmaktadir.
Yazar ayrica Arjantin’in gecen bir asirda parasiont kez dgistirdigini ve
her deisiklikte bir dnceki paradan sifirlar gitni bildirmektedir. Son 55 yilda,
Arjantin hukimetleri en az bé&ez bankalardaki mevduatlara el koyhaudir.

Ekonomi-telin gelecek sayilarinda da sizlere aydinlatici nielka sun-
may!1 umut ediyoruz.

Ercan Uygur
Editor
Ekonomi-tek
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THE ASIAN FINANCIAL CRISIS: LESSONS
LEARNED AND UNLEARNED

Yilmaz Akyiiz

Abstract

Much of what has recently been written about thexdsrisis on the occa-
sion of its 2@ anniversary praises the lessons drawn from thésaisd the
measures implemented thereupon. But they oftertdappreciate that while
these might have been effective in preventing tisescin 1997, they may be
inadequate and even counter-productive today becthesy entail deeper
integration into global finance.
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Keywords: Financial crisis, Asian economies
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Playing With Fire: Deepened Financial Integratiomdh Changing Vulnerabilities of the
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1. The Crisis Revisited

Governments in both mature and emerging econontiedonbt draw les-
sons from financial crises in order to adopt measuwo prevent their recur-
rence. However, it is often the case that such ureasare designed to address
the root causes of the last crisis but not the pext More importantly, they
can actually become the new sources of instakilitgt crisis. This is indeed
the case in emerging economies that experiencedrezt bouts of instability
and crises in the second half of the 1990s ang &00s, including several
East Asian economies hit by a virulent crisis i971.9

The Asian crisis was caused by a combination ofuiged financial poli-
cies with overreaction of foreign lenders to tengpgrshortfalls in interna-
tional liquidity rather than structural imbalancesd excessive indebtedness.
It was basically a liquidity crisis but it led tasolvencies because of mis-
guided interventions, notably by the IMF. Like edsalmost everywhere else
it was preceded by a sharp increase in capitabws] notably shorterm
lending by international commercial banks to bot#nks and firms in the
region. Most such lending was directed to 1fimancial private firms, but in

Korea, and to a lesser extent elsewhere, the fialasector was also an im-
portant recipient of funds.

An important reason for the surge in internatidaatling to East Asia was
the “yield famine” in advanced economies due to loterest rates resulting
from monetary policy response to economic slowdomwrthe early 1990s.
Higher returns in highgrowth, lowrisk Asian economies with a record of

relatively stable exchange rates made them attealtications for international
lenders. Moral hazard also played a role. The Maxibailout encouraged
imprudent lending and governments in East Asia édokeady to bail out
private debtors.

An important part of capital inflows consisted dfost-term arbitrage

funds seeking to profit from interest rate diffdials. Further, borrowing
from cheaper foreign markets allowed local firmsreéoduce their financing
costs. Firms were also driven by eroding competitess and reduced export
earnings resulting from the entry of lesost producers, particularly in Korea.

They reacted by augmenting investment to increasdugtivity and market
shares. In doing so they also added to global exsegply in several manu-
facturing products exported from East Asia. Asapah in the second half of
the 1980s, the rapid expansion of production cépaes a key factor in the
subsequent financial difficulties. However, not alternational borrowers
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were engaged in export activity. There was a spdizal surge in the property
market supported by funds borrowed abroad, notaiblphailand. Similarly,
some private firms in the region invested heawilyother non-traded activi-
ties, including infrastructure.

Both borrowers and lenders underestimated the egeheate risk because
of the history of stable exchange rates in theoregexchange rate policies in
the region were widely criticized for encouragingessive borrowing abroad
and giving one way bets to speculators. However gilnestion of appropriate
exchange rate regime under free capital mobilitpai@s unresolved. No re-
gime of exchange rates can guarantee stable Etaence shows that cur-
rency crises can occur under flexible exchangesraseunder fixed exchange
rates. When capital inflows are strong, floatingilddead to nominal appre-
ciations, pushing up real exchange rates evendurih is probable that if
currencies in East Asia had been allowed to floahe first half of the 1990s
when inflows were in excess of what was neededudament-account financing,
the result could have been nominal appreciationshmg up the real
exchange rate further and encouraging even ma@nisfin pursuit of capital
gains from currency movements. On the other hamedter flexibility at times
of turmoil cannot prevent a free fall, as seen astFAsia in 1997, notably in
Indonesia.

The main policy error relates to domestic finandig-regulation and
capital account liberalization. The East Asian etomes had been urged to
follow Japan on a path of liberalization, grantiingancial institutions more
freedom in their borrowing and lending decisionad a@ntroducing mar-
ket-based monetary policy by loosening direct regulatmntrols. In Korea

the departure from the post-war practice in two &esas, control over exter-
nal borrowing and state guidance of private investihplayed an important
role. Financial liberalization went further in Sbuast Asia. Thailand created
the Bangkok International Banking Facility to intexdiate foreign investment
in the region. In reality, it served instead asoaduit for shortterm foreign

lending to the liberalized Thai banks and finanoedes. Leveraged lending
for property funded abroad was allowed to go unkbecleading to a boom
in property markets, making borrowers highly vuliige to a downturn in

property prices, a rise in interest rates or a@gption of the baht.

Thus, in the build-up of external financial fratjli overinvestment in
manufacturing, speculative investment in propery axcessive short-term
borrowing in foreign currencies played a cruciderdHowever, unlike the
contention of mainstream ideologues at the time, rtfain reason for these
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was not that there was too much government intéiorerand control, but too
little.

The crisis broke out in Thailand when its reseffefigapidly as net capital
inflows fell short of the funds needed to meet Widening current account
deficits which had reached 8 per cent of GDP atethé of 1996, and the
Bank of Thailand could no longer maintain the coesewithin the fluctuation
band. Other economies in the region with bettearzd-of-payments funda-
mentals suffered primarily from contagion throudie texchange rate. The
decision to float the baht called into questionassumption of exchange rate
stability upon which existing regional division labour had been built. As
exchange rates came under pressure, markets scamdaware of the simi-
larities in financial vulnerability and inadequaafyreserves, and governments
were forced to float.

As the panic spread to the whole region, foreigacafators selling do-
mestic currencies were joined by domestic finanara non-financial firms
seeking to escape from the squeeze on their bakrests caused by rising
domestic cash needs to service foreign debt atidgatash flows to meet
them. Although Korea had not experienced a spédealg@iroperty bubble, it

also suffered corporate bankruptcies. The Sdidbkt Asian scenario was

repeated in Korea as domestic debtors attemptieeidpe or reduce their foreign
exposure, causing a downward spiral in the curremasket.

2. Lessons and Policy Responses

Recurrent currency, balance-of-payments and fimdmcises in emerging
economies in the 1990s and early 2000s, includieg 1997 Asian crisis,
show that at times of surges in capital inflowsnewbilities can emerge in at
least four areas: (i) currency and maturity mismescin private balance
sheets; (ii) domestic credit, asset and spendirtibles; (iii) unsustainable
currency appreciations and external deficits; amgdréliance on IMF assis-
tance and policy advice rather than self-insureegainst sudden stops and
reversals of capital flows. In the new millenniurovgrnments in many
emerging economies have taken measures to remadwerahilities in some
of these areas, particularly as they faced a negesin capital inflows, first
thanks to the very same credit and spending bultbsculminated in a se-
vere crisis in the US and Europe in 2008 and tienuitra-easy monetary
policies pursued in these economies in responskeetarisis. However, they
also liberalized further the capital account fomsesidents and residents,
leading to a deeper integration into the intermetidinancial system and cre-
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ating new channels of transmission of externalrfoia shocks without re-
moving the traditional channels.

In some respects the boom in capital flows in & millennium has been
somewhat better managed in East Asia than the ledahe 1990s, and better
than in most other emerging economies. One of itise dteps taken was to
move to more flexible exchange rate regimes. Howewdike other emerging
economies which used monetary policy primarily ifdftation targeting and
left the currency to the whims of capital flows, shdast Asian economies
avoided significant currency appreciations despit®ng surges in capital
inflows. They have done this not only through intartions in foreign
exchange markets, but also by using market-distneanfor certain types of
capital inflows such as taxes on interest incontecapital gains from foreign
holdings of local securities, taxes on banks’ sipar$itions, and higher re-
serve requirements for non-resident local curraseyosits. Korea used such
measures to such an extent that the won becamef dine weakest currencies
in the aftermath of the 2008 crisis when there wasrong surge in capital
inflows. However, it should be kept in mind thatilehThailand and Malaysia
had moderate real appreciations in the run-upaal®87 crisis, this was not
the case in Korea and Indonesia.

Second, East Asian economies, like many othersensawng efforts to
build self-insurance by accumulating large amowfitsternational reserves.
Unlike most other emerging economies, in East Asserves did not just
come from capital inflows. An important part hasbegenerated by current
account surpluses — that is, they are earned eseather than borrowed
reserves. All countries hit by the 1997 crisis madggnificant progress in the
management of their current accounts in the nevemmium, running sizeable
surpluses or moderate deficits. They also soughtrémgthen regional coopera-
tion in contingency financing by extending and nfatéralizing the Chiang
Mai Initiative.

Third, in order to reduce vulnerability to extermhbt crises, East Asian
economies, like several emerging economies, hawghtdo move from debt
finance to equity finance on grounds that equigpilities are less risky and
more stable. Foreign direct investment regimes Hhasen liberalized and
overall limits and sectoral caps over direct andfplio equity inflows have
been relaxed or removed. As a result non-resideltirig of equities as a
percent of market capitalization rose sharply, heax 30—40 per cent and
even exceeding 50 per cent in some compared t@légmt in the US. It has
been in the order of 20 per cent in Malaysia ardbtesia, 30 per cent in
Thailand and almost 50 per cent in Korea.
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While Korean equity market is quite deep, comingpagtop 12 globally
in capitalization, many emerging economies lackrang local investor base.
Consequently, the entry and exit of even relatiwhall amounts of foreign
investment can result in large price swings. Evecountries with little foreign
presence, such as China, equity prices have tragrishighly susceptible to
changes in the global risk appetite because lovadstors now act with a
global perspective.

Fourth, since currency mismatches in balance shp&yed a central role
in crises in emerging economies, governments haugtg to reduce their
exposure to the exchange rate risk by opening Iboad markets to non-
residents and borrowing in local currencies. IntEesa the development of
regional bond markets was also seen as a solutitiretproblems of currency
and maturity mismatches, culminating in the Asian® Market Initiative in
2003. Governments in several emerging economies k#fectively stopped
issuing foreign currency debt in international nedsk A much higher propor-
tion of public debt held by non-residents is nosued locally, denominated
in local currencies and subject to local jurisdinti

Domestically issued local-currency debt held by -nesidents is not al-
ways included in external debt statistics even ghoaccording to the con-
ventional definition based on the residency of boddsuch debt is part of
external debt. Because of this discrepancy, thereat debt of emerging
economies is often underestimated. For instancenvidank Negara of Ma-
laysia started using a new definition of externabtdin 2013, including all
debt owed to non-residents irrespective of curreary place of issue, total
external debt of Malaysia went up from 30.5 pert@#rGDP to over 60 per
cent.

Whether in local currency or dollars, foreign owsteép of debt is a key
indicator of external vulnerability. For instandeetUS has always been un-
easy about foreign holdings of its treasuries. Atbane-third of US treasuries
are held by non-residents. Sovereign debt in mangrging economies is
now internationalized to a greater extent. In s@merging economies the
share of non-residents in local government bondketarexceeds 50 per cent.
In Indonesia and Malaysia this proportion has hlietween 30 per cent and
40 per cent in recent years. The proportion is niigher when internationally
issued government debt is included. FurthermorékaitS treasuries this
debt is not in the hands of foreign central bamid @ther official bodies, but
mostly in the portfolios of fickle investors.

Opening local bond markets and borrowing from nesidents in local
currency have no doubt allowed the sovereign te s currency risk to
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lenders. However, it has also led to a significaxposure to interest rate
shocks and loss of autonomy in controlling domestitg-term rates and
heightening their sensitivity to fluctuations inbdenarkets of major advanced
economies. It has impaired the ability of local keds to act as a ‘spare tyre’
for local borrowers at times of interruptions tacess to external financing.
This could prove equally and even more damaging twrency exposure in
the transition of central banks of major advanasahemies from low-interest
to high-interest regimes and normalization of thigilance sheets.

Fifth, most emerging economies have also shiftechfcross-border bor-
rowing to local borrowing from international banky opening up their
banking sector to them. There has been a shamgaiselin the share of foreign
banks in emerging economies in the new millenniwvenghough the crisis in
the US and Europe resulted in a certain degreeitbflvawal of their banks
from these economies. In Indonesia half of banksfareign. Korea had no
foreign banks in 1996, but their number increasgibty in the new millennium.
Local currency claims of international banks onidests of emerging
economies rose from 15 per cent of their totalnegain mid-1990s to 40 per
cent on the eve of the global crisis. Local lendiydoreign banks in all cur-
rencies, including foreign currencies, is now geedhan their cross-border
lending. As seen during the Eurozone crisis, fordignks tend to act as a
conduit of financial instability in advanced ecories) transmitting credit
crunches from home to host countries, rather thaalating domestic credit
markets from international financial shocks.

Sixth, in East Asia banking regulations and supéovi have improved,
promoting more prudent lending and restricting ency and maturity mis-
matches in bank balance sheets. However, banks playv a much less
prominent role in the intermediation of internatbapital flows than in the
1990s. International bond issues by corporationg lgagown much faster than
cross-border bank lending directly or through Iduzahks. More importantly a
very large part of capital inflows now go into tleeal securities market,
bypassing the banking system.

Seventh, opening of domestic asset and credit nsatéenon-residents has
been accompanied by extensive liberalization ofddugital account for resi-
dents in East Asia and elsewhere. Since the gtotsas$ there has been a mas-
sive accumulation of debt in dollars by non-finahatorporations, mainly
through international bond issues. In major emeyginonomies such issues
have also been made though foreign subsidiarieselare not always repatriated
and registered as capital inflows and external ,delbt they have a similar
impact on corporate fragility. In East Asia dolldebt accumulation is
particularly notable in Indonesia and Korea. Thisams that the reduction in
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currency mismatches in balance sheets is largatiteil to the sovereign
while private corporations have been building uptde low-interest reserve
currencies very much in the same way as in the<.990

Eighth, most Asian emerging economies have alsswall and even en-
couraged corporations to invest abroad and becdobalglayers, occasionally
by leveraging internationally. Limits on the acqtus of foreign securities,
real estate assets and deposits by individualdrestitutional investors have
been raised or abolished in Malaysia, Korea andldidh During the surges
in capital inflows, a main motive for outward lildization was to relieve
upward pressures on currencies and avoid costgniattions in foreign
exchange markets. In other words, liberalizatioresfdent outflows was used
as a substitute to restrictions over non-residitaws.

Finally, like many others East Asian economies hasebeen able to pre-
vent ultra easy monetary policies in the US, Eurape Japan from producing
domestic credit and asset market bubbles in thetpasyears. Increases in
non-financial corporate debt in Korea and Malaysia among the fastest,
between 15 and 20 percentage points of GDP, inuufibth external and
domestic debt. At around 90 per cent of GDP Makaysis the highest house-
hold debt in the developing world. In Korea theaaif household debt to
GDP is higher than the ratio in the US and theayeiof the OECD. Thailand
has also seen a significant increase in househdkbiedness since 2007, by
some 25 percentage points of GDP.

3. Vulnerability to Global Financial Shocks

Capital account regimes of emerging economiesudict in East Asia,
are much more liberal today both for residents ao-residents than in the
1990s. Foreign presence in credit, equity and dedokets has reached un-
precedented levels, strongly affecting their lidyicand valuation dynamics
and making them highly susceptible to global finahconditions. In the
same vein, residents of these economies have siogha become active in
international financial markets as borrowers aneegtors. As a result all
emerging economies have now become susceptiblbbaldginancial cycles
and shocks irrespective of their balance-of-paymekternal debt, net foreign
assets and international reserves positions althdligse play an important
role in the way such shocks could impinge on them.

Indeed, asset and currency markets of all emergaogomies, including
China and other East Asian economies with stroteyriational reserves and
investment positions were hit on several occadiotise past ten years, starting
with the collapse of Lehman Brothers in Septemi@&82 The Lehman impact
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was strong but short-lived because of the easy ynpoécy introduced in
response by the US. Subsequently these markets gader pressure again
during the ‘taper tantrum’ in May 2013 when the B&deral Reserve re-
vealed its intention to start reducing its bondchases; in October 2014 due
to growing fears over global growth and the impafcan eventual rise in US
interest rates; in late 2015 on the eve of theeimse in policy rates in the US
for the first time in seven years.

These bouts of instability did not inflict severantage because they were
temporary, short-lived dislocations caused by shift market sentiments
without any fundamental departure from the poli€yeasy money. But they
give strong warnings for the kind of turmoil emegieconomies could face
in the event of a normalization of monetary policythe US, hikes in interest
rates and contraction in global liquidity.

After the Asian crisis external vulnerability canebe assessed in terms
of adequacy of reserves to meet short-term exteletat in foreign currencies,
defined as debt with a remaining maturity of upit@ year. While this is the
most widely used indicator of external sustainghiempirical evidence does
not always show a strong correlation between pressu reserves and short-
term external debt. Often, in countries sufferiagge reserve losses, sources
other than short-term foreign currency debt playeneater role.

Vulnerability to liquidity and currency crises istrrestricted to short-term
foreign currency debt. Countries with extensivesiigm participation in equity,
bond and deposit markets could be highly vulnerabkn in the absence of
high levels of short-term foreign-currency debt.rn@uncies can come under
stress if there is a significant foreign presemcgdmestic deposit and securities
markets and the capital account are open for neisidA rapid and generalized
exit could create significant turbulence with breadnacroeconomic conse-
guences, even though losses due to declines ih@éses and currencies fall
on foreign investors and mitigate the drain of ress.

Financial turmoil could be aggravated if foreigntds accompanied by
resident capital flight. Indeed resident outflovegher than exit by foreign
investors may well play a leading role in the drafrreserves and currency
declines as seen in some previous episodes ingudithe $1 trillion dollar
decline in China’s reserves during 2015-16.

Such market pressures have emerged in Malaysiaray2014 onwards
mainly due to political instability when foreign Iders of domestic securities
started to unload ringgit denominated assets. Eaumitl currency markets fell
sharply and foreign reserves declined from ovelOfdiBion to $97 billion by
June 2015. In October 2015, the ringgit came usti®ng pressure, hitting
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the lowest level since September 1998 when it wgged to the dollar. Although
it showed some recovery subsequently, at the erzDd6 it reached below
the lows seen during the turmoil in January 1998naestors continued to
download domestic assets, reacting to measuregtiast currency speculation
as well as prospects of higher US interest rates.

In all four East Asian countries directly hit byeth997 crisis, international
reserves now meet short-term external dollar d8bt.they do not always
leave much room to accommodate a sizeable andirsctaxit of foreign
investors from domestic securities and deposit etarland capital flight by
residents. This is particularly the case in Malayshere the margin of re-
serves over short-term dollar debt appears to lie gmall while foreign
holdings in local debt and equity markets are $ilaAccording to the latest
figures by Bank Negara, international reservesRfi@25 billion while short-
term external debt, including short-term loans imatd and bonds and notes
issued abroad and non-resident holdings of ringgiteminated short-term
debt securities and deposits are about RM413 hilktowever, the latter does
not include long-term local-currency debt held klynmesidents which, to-
gether with large equity holdings by them, consgitan important source of
drain on reserves in the event of market stresseas after 2014.

By contrast Thailand’'s foreign reserves positionk comfortable, ex-
ceeding its short term dollar debt by a large nmfgome $150 billion) and
providing ample buffer against a rapid exit of fgreinvestors from its secu-
rities markets. In Indonesia reserves exceed saort-dollar debt also by a
large margin ($80 billion), but foreign holdings its local bond and equity
markets are also substantial and the current atesum deficit. The country
was included among the Fragile 5 in 2013 by Mor§tanley economists for
being too dependent on unreliable foreign investrteefinance growth.

In Korea too, the margin is large, over $250 hiljibut foreign holdings of
domestic securities are more than twice as muchs &hrapid exit from secu-
rities market can also put pressure on the woredddvhen Korea was hit by
fallouts from the US crisis in 2008, it lost som@0$billion in reserves and
was given a swap line by the US Federal Reserve.

There has been no severe financial crisis in majeerging economies in
the last decade and a half when global financialditions have remained
highly favourable thanks to policies of easy moimeythe US, Europe and
Japan. This has created addiction to cheap fundsmssive accumulation of
debt and a sharp increase in foreign presencecimrises, credit and property
markets of emerging economies. As a result theg bacome highly vulnerable
to a severe and sustained reversal of these conditiThe self-insurance
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they have built up in international reserves mayprinadequate in the event
of a sudden stop in capital inflows, massive efitfareign investors and
capital flight by residents. Nor can they count ®outh-South cooperation
such as the Chiang-Mai Initiative Multilateralizati (CMIM) of East Asian
countries and the Contingent Reserve ArrangemeRAJMf BRICS. The
CMIM is inadequate in size and flawed in desigrome 1.5 per cent of total
GDP of the countries involved and access beyonpeB@ent of quotas is tied
to an IMF programme.

The initiative has never been called upon; during tehman collapse,
Korea and Singapore approached, instead, the USdrd&tkserve, and Indonesia
secured finance with a consortium led by the Wa&dak. The CRA does not
look very much different from the CMIM. It is desigd to complement rather
than substitute the existing IMF facilities. Itgesiis even smaller and access
beyond certain limits is also tied to the conclasid an IMF programme.

That leaves two options in the event of a seriapgdity crisis — seek as-
sistance from the IMF and central banks of resenreency countries or en-
gineer an unorthodox response, even going beyorad Mhalaysia did during
the 1997 crisis, bailing in international creditarsd investors by introducing,
inter alia, exchange restrictions and temporary debt stdlsdséind using
selective controls in trade and finance to safedjuaronomic activity and
employment. The East Asian countries, like mostrging economies, appear
to be determined not to go to the IMF again. Betjais obstacles may be
encountered in implementing unilateral heterodoasuees including creditor
litigation and sanctions by creditor countries. €equently, deepening
integration into the inherently unstable internasibfinancial system without
securing multilateral mechanisms for orderly andieple resolution of
external liquidity and debt crises could prove ¢éovery costly.

End note:

1According to the latest figures given by Bank Neghltalaysia on 14 July
2017, short-term external debt of banks and nombadd up to RM 398
billion. At the current exchange rate this comemtwre than $90 billion while
reserves are $99 billion. Since much of this pavstiort-term debt is in dol-
lars (or in other reserve currencies) the margimeserves over short-term
external dollar debt can be estimated to be retismall, possibly less than
$20 billion.
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ARGENTINA'S LONG HISTORY OF (ECONOMIC)
UNCERTAINTY
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Abstract

Instability and uncertainty have been the hallmafrlArgentina's political
economy throughout its history. Volatility in GDinflation, the exchange
rate, the terms of trade, and capital flows charads the burden that Argen-
tines—ordinary citizens, investors, and policymakehave had to endure for
as long as anyone can remember. The internal de$igronetary, financial,
and capital-market institutions has made possibl@-aero depletion of the
currency and several confiscations of bank depaAitgentine fiscal institu-
tions have long been partial to short-term, prdicgtplanning. Self-centered
discretion has been the rule, with complete disceéa the huge costs created
by uncertainty. Is there any way for Argentina it itself of this disastrous
tendency and put itself on a path to sustainaldetr and improved welfare?
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1. Introduction

Argentina is a land of paradoxes and contrastsspganity coexists with
poverty, booms abruptly alternate with busts. Bo¢ @f the most puzzling
riddles is how until the 1920s—just a century agmeitina managed to be
among the top ten economies in the world, ahea@rafice, Germany, and
Italy. Its income per capita was more than 90%hef average of the richest
economies; nowadays, that percentage is less #fan(Bhe EconomistFeb.
2014). Argentina was rich, but, over 100 years, edoow it fell off a cliff,
lowering its people’s living standards down a vstgep ladder. In the process,
the population has since acquired a certain aditbet has become part of the
culture, or DNA: an awareness (or expectation) aistant volatility and
uncertainty.

Volatility in GDP, inflation, the exchange rateethherms of trade, and
capital flows characterizes the burden that Argegti—ordinary citizens,
investors, and policymakers—have had to endureagolong as anyone can
remember. Compared to the world as a whole andher @roupings (both
advanced and developing economies), Argentina’'s &GP showsmore
extreme variability marked by frequent boom and bust phenomena (see
Graph 1, based on IMF Datamapper 2017). Also, keaihistory of devastating
hyperinflations, Argentina is nhowadays struggliogeit the Losers’ Circle
(countries whosenflation rates are higher than 25%Argentina (26.9%),
Sudan (26.9%), Angola (30.9%), Libya (32.8%), Con@d.7%), South
Sudan (182.2%), and Venezuela (652.7%)). See Geapbased on IMF
Datamapper 2017.

Is there any way for Argentina to rid itself ofghdisastrous tendency and
put itself on a path to sustainable growth and owpd welfare? Mainstream
macroeconomic theory argues that a sustainableaserin per capita income
requires macroeconomic stability. At the same timégroeconomic theory
stresses that a sustainable rise in per capitanieaesults from investment,
both in physical and human capital.

Both arguments —macroeconomic stability and investmhave a common
prerequisite: a low degree of uncertainty. Withoertainty, there is widespread
refusal to extend long-term contracts; reluctancplan and put money, effort,
or time into making profits in the long term. Sdige lacking a fair degree of
certainty and respect for the rule of law are dadnweshort-termism and its
corrosive after-effects on economic growth, welfared progress.
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Graph 1. Real GDP Growth, Annual Percentage Change
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2. Measures of Uncertainty

As Jurado et al. (2015) point out, at a generadllawncertainty is typically
defined as the conditional volatility of a distunica that is unforecastable
from the perspective of economic agents. In pargguilibrium settings,
increases in uncertainty can depress hiring, imvest, or consumption if
agents are subject to fixed costs or partial inrgtdities (a “real options”
effect), if agents are risk averse (a “precautiprsavings” effect), or if finan-
cial constraints tighten in response (a “finandimitions” effect). In general-
equilibrium settings, many of these mechanismsigoatto imply a role for
time-varying uncertainty, although some may alspuie additional frictions
to generate the same effects.

Dimensions of economic uncertainty affect (i) amtoy and its macroeco-
nomic performance, (ii) a country and its instibat, (iii) a country and its
political/electoral outcomes and systems, and &iountry and its relation-
ship to the outside world. Macroeconomic and stmatfinstitutional uncer-
tainties are within the scope of governments. iealfelectoral issues also
matter, especially in countries where the politicatle is somehow diluted
and all years are electoral. Therefore, it is up government to bring about a
healthy macroeconomic situation with predictablerke movements and
ironclad observation of the rule of law; only theiil it be in a position to
withstand external shocks from the world economy.

Even though holistically measuring uncertainty undiferent scenarios
or across episodes is still regarded as a challengee economic literature,
three proxies are available to outline Argentirgdsry experience with mas-
sive uncertainty over the years. These uncertanglyics include:

a)High inflation rates.This phenomenon encompasses not only continu-
ous rises in the prices of goods and servicesdrettonomy but also the ac-
companying volatility. Not knowing the future diteon of inflation (i.e., will
it get even worse?) hobbles economic decision ngak#trgentina’s rotten
reputation in this area includes hyperinflation&fvmonthly inflation rates as
high as 197%, in July 1989) and a tradition of ¢inkg with published statis-
tics in order to put the best (and a totally fafsee on unpleasant economic
and financial facts.

b) Expensive black-market premium. This premiumthe difference
between the value of the local currency on thedlemarket and its official
exchange rate in relation to the US dollar. Fotainse, in January 17, 2013,
the official exchange rate for the Argentine pesaswAR$4.95 per US$1,
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while on the black market, one US dollar was ymdiAR$7.50; a 50%
markup.

c¢) Elevated country-risk premium. The Emerging MaskBonds Index
(EMBI) is a leading indicator of country creditkis)IP Morgan calculates it as
the difference in the interest rate paid on dallanominated bonds, issued by
a national government, and US Treasury Bonds, whiehconsiderettee of
risk.

The greater the perceived risk, the higher theréstepaid and the wider
the spread between these bonds and US Treasurg.blondther words, the
lucrative returns coming from a risky bond is re@ibmpensation for running
the risk of default by the issuer. Table 1 shoveslast 18 years of Argentina’s
country-risk premium. Two noteworthy points emergee quantum of the
maximum country-risk premium Argentina has beendkst with, and the
variability of the index.

Table 1. Argentina in the 21% Century Country Risk Premium,
Data as of Nov. 1, 2017

President # days with minimum maximum Rank

Presidential period country risk CRP CRP (a)-(b)
premium data (a) (b)

Mauricio Macri ' 490 342 569 227

10 Dec 2015 - ongoing (day #483) (day #103)

Cridstina Fernandez de Kirchner 1034 466 1348 882

(2" mandate)

10 Dec 2011 — 10 Dec 2015 (day #1022) (day #250)

Cristina Fernandez de Kirchner 1033 357 1965 1,608

(1** mandate)

10 Dec 2007 — 10 Dec 2011 (day #1) (day #242)

Néstor Kirchner 1179 185 6769 6,584

25 May 2003 - 10 Dec 2007 (day #955) (day #530)

Eduardo Duhalde 359 3943 7222 3,279

2 Jan 2002 - 25 May 2003 (day #33)  (day #156)

4 peronist mandates in 10 days 7 4404 5495 1,091

21 Dec 2001 - 31 Dec 2001 (day #7) (day #3)

Fernado De la Rla 523 509 4449 3,940

10 Dec 1999 — 20 Dec 2001 (day #17) (day #523)

Source Ambito Financiero database. EMBI+, elaboratedJBy Morgan. Note: A
measure of 100 basis points means that the govetnimeuestion would be paying
one percentage point (1%) over the yield of rigefbonds (U.S. Treasury Bills).
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As Avila (2011a) states, the country-risk premiuaptures not only the
relative price volatility within an economy but alshe likelihood of a long
list of events that hinder capital accumulatiortiat country: sovereign de-
fault, confiscation of assets, nationalizationg)kbeuns, bank lock-outs, sub-
stantial currency devaluations, endemic inflatiprghibitions on exports, and
the like. One estimate of the welfare cost of Atgenrisk for the period
1976-2006 (Avila (2011b)) puts it at 20% of GDPfigure several times
larger than the welfare cost of any conventionsiadtion.

Since independence in 1816, Argentina has defaoltats sovereign debt
eight times. In 1890, when it could not honor iseign debt, the merchant
bank Barings Bank suffered a near-collapse aswdtréguch later, in 2001,
the Argentine government had the dubious honoreaigthe world’'s biggest
defaulter—$100 billion. The negative publicity tHatlowed the decision of
international creditors to hold out for better terfrom the 2005 debt restruc-
turing effort turned Argentina into a pariah statenternational capital mar-
kets.

As of 2017, however, after a settlement was reagfigdthe holdouts the
year before, Argentina is back in the global borafkats, putting out huge
debt issues, even one with a 100-year term. Evewlsenever an even minor
jitter roils the financial markets over the sourgl@f Argentine debt, the
uncertainty that goes along with the credit analgsilivers a body blow to the
overall Argentine economy: the population againcsuisciously is ready to
expect the worst, having had a century of econamg&management, where
governments in trouble with international creditbesse ofter resorted to con-
fiscatory measures imposed on their citizens tothayforeign piper. Argen-
tines’ resigned expectation of this is part of thpecial DNA that sets these
people apart asrara avis

3. Uncertainty and Fiscal Deficits

Fiscal deficits are a foremost source of macroecona@ncertainty in Ar-
gentina. The persistence of towering deficits, rited either by debt issues or
inflation of the currency (not to mention other cngpulous practices like
confiscating private assets—such as bank savingmuats—that totally dis-
regard the rule of law), stokes even greater iioffatin response, investment
projects are postponed or canceled, reducing tpéatastock per worker,
restraining technical progress, and reducing peit&@ncome.

Argentina’s public spending is one for the recombks; in 2017, on a
consolidated basis, the primary expenditures of nhgonal government,
provinces and municipalities amounted to 37.5% &@PG see Graph 3.
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The Argentine state bulks even larger than thosenaoét of the developed
countries. But unlike those countries, Argentinaigply of quality public
goods (education, health, security, justice, inftecgure) is still very low.
Instead, over the last decade, public financehéncbuntry have been charac-
terized by populism, unprofessional management wijlip resources, and
pervasive corruption.

Graph 3. Primary Expenditure Consolidated Public Sector,
as Percentage of GDP
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Acemazlu et al. (2003) present a very thorough and salisdussion on
the sources of volatility in Argentina and arguattthe main driver of macro-
economic uncertainty there is rfwdd policies (such as excessive government
spending, high inflation, and overvalued excharages)per se but, rather,
underlying institutional weaknesses. Weak institogi (including political
institutions that do not constrain politicians apalitical elites, ineffective
enforcement of property rights for investors, wihesd corruption, and a
high degree of political instability) foster thecgdion of distortionary macro-
economic policies, which, in turn, produce macroeenic uncertainty.

The repetitive nature of unsustainable and unwigeraeconomic policies
in Argentina stems from an underlying pattern olwenstitutions; the exis-
tence of this “skeleton” under the surface is winakes the unconscionable
periodic redistributions of income feasible andrepelitically rational.
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4. Into the Argentine DNA

Argentina has suffered a countless number of ecaneanises. Besides
hyperinflations and international credit default®th to the greatest extent
possible), national governments have become acuoest®o pursuing policies
that put property rights at risk and undermine rile of law in the process.
All such experiences have imprinted themselves han Argentine DNA,
making the people more aware than their countesrather countries.

There are many economic textbooks that spell oetigely the types of
economic measures that, if implemented by a govenmmvill lower the dis-
posable income of the population, as a whole oitédnto a subgroup or
groups within the society not in favor. Usuallyhet groups, having more
power, will be the beneficiaries of such favoritipmeferences. Not receiving
as much attention to date are those harmful ecanpuoiicies that violate the
institutional order or take control of private d@sseesulting in a shrinking of
disposable income. The purpose of this paperfifl tbat gap.

As mentioned, the very anatomy of Argentine monetéinancial, and
capital - market institutions has paved the way dohollowing out of the
value of the national currency (a total of 13 zerbave been lopped off it to
make it manageable) and the confiscation of thieetis’ bank deposits on
several occasions.

Table 2. Monetary Designations in Argentina Zero Removals

Monetary 1 unitin current | Zeroes In force for

designation (2017) pesos

Peso (current) | 1 Removes 4 zerog 25 years and counting

Decree 2128/9 from Austral (01/011992— nowadays)

Austral 0.0001 Removes 3 zeroey 6 years

Decree 1096/8 from Peso (15/061985-31/12/1991)
Argentino

Peso 0.0000001 Removes 4 zeroe§ 2 years

Argentino from Peso Ley (01/06/983- 14/06/1985)

Law 22.707

Peso Ley 0.00000000001 | Removes 2 zeroey 13 years

Law 18,188 from PMN (01/014970- 31/05/1983)

Peso Moneda | 0.0000000000001 88 years

Nacional (05/114881- 31/12/1969)

Law 3,871

Source Author’s compilation

Over the last century, Argentina has revamped utseacy designation
four times (peso moneda nacional, peso ley, pegentno, austral, and
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peso). Table 2 presents each currency title wstdate of introduction and the
number of zeroes taken off its predecessor. It piesents the equivalent of
one unit of each currency with respect to the cunpeso.

At least five episodes of general explicit confifma of Argentines’
money took place over 55 years. Interestingly, Mbani's life-cycle con-
sumption theory does not even consider the posgilmf such a scenario,
assuming that all sudhstitutional detailswere discounted. Table 3 summa-
rizes the list of confiscatory episodes.

Table 3. Explicit Confiscations in Argentina: 20" and
21* Centuries Five Concrete Episodes

Date Episode

April 1964 Pesoification of deposits

October 1983 Frozen deposits for 2 months
January 1990 7-day deposits for 10-year bonds
January 2002 Asymmetric pesoification of deposits
December 2008 Nationalization of pension funds

Source Author’s compilation

In April 1964, Argentina was overwhelmed by an external debtithaas
unable to service or redeem. “Back then, like ntve, government took a
drastic decision,” writeda Nacion(2002), one of the few newspapers that
actually kept records going back 50 years thatrohled the episode. It was
during Arturo lllia’s presidency (October 1963-J1866) that all saving
deposits denominated in dollars were pesofied, (im@andatorily converted
into pesos). The amount impounded was some $20@mmilequivalent to
$1.6 billion today), and the banks were in no posito return the dollars to
their rightful owners. Savers had only one monthdibtheir dollars.

In October 1983, mly three weeks before the first presidential @est(after
years of dictatorship), the Argentine governmentreled that all foreign-
currency deposits would henceforth be unavailablieteast until December
4th. Maturities were extended for 60 days, and diépalid accrue interest
during the time period. Only foreign officials adéblomats were exempted
from this measure.

A prominent Spanish dailyg{ Pais October 7, 1983) stated that “a high
official from the Palacio de Hacienda denied tte government was pre-
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pared to break into banks' safe-deposit boxes,avmeich of the black market
of US dollars has been stashed away. However, tbheelast two days, there
have been scenes of panic in the financial cerit®&uenos Aires, with long
gueues of depositors seeking information or emptyiheir safe-deposit
boxes.

The “parallel” dollar—formerly the only store of lu@ in the Argentine
economy—s now technically valueless and is reportedly ihéady in price.
In turn, the prices of imported goods, which hadrbskyrocketing, have been
dynamited. The flight of the American currency imgavate residences or
abroad (thanks to the porous borders with Bolivia &#araguay) can be
described as a “dollar stampede.”

Again, all bets were on the government’s applylmgse foreign currencies
taken from the citizenry toward its most urgenteinaitional obligations:
payments for strategic imports and service of fpreiebts. In effect, what
had happened was a private-to-public-transédution

In January 1990, as part of the Bonex Plan, and with a backdropcef a
celerating inflation, the government, having reedithe exchange of short-term
dollar-denominated debt for 20-year versions inddelger 1989, then forced
the swapping of 7-day accounts for 10-year BONEKe T-day flazo fijo
holders were allowed to withdraw only around $5@0rf their accounts, with
the remainder being transformed (by governmentrpridéo 10-year dollar-
denominated bonds (BONEX Series 89).

The dollar immediately collapsed on the foreigntemye market. The
new minimum term for deposits was lengthened td&s. This confiscation
of 7-day accounts amounted to a $3 billion rem@fdiquid assets from the
economy. Further arm-twisted refinancings occuire@ctober 1990, when
$8 billion owed to contractors was suddenly frozew then converted into
10-year negotiable indexed government bonds.

In January 2002 In December 2001, Argentina restricted bank wélagls
in a last-ditch attempt to save the imploding bagksystem ahead of an
expected sovereign default in international mark&tsese restrictions, re-
ferred to as thecbrralito,” allowed only withdrawals between $1,000 and
$1,200 per month. In January 2002, in the wake ha&f tesignation of
Fernando de la Rua and his replacement by Eduardmlfe as the new
president, the government was worried about impengersonal and corpo-
rate bankruptcies on a huge scale, To countergtithiheat, the authorities
imposed an “asymmetric pesoification,” thereby diewve bank deposits to a
rate of AR$1.4:US$1 while keeping bank debt at AREEI$1; this created
disproportionate losses for savers and profitsdebtors. The move also left
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banks in a fragile state, so the government hatkjpin and compensate them
with some $8 billion in sovereign bonds.

In December 2008 Argentina nationalized the country’s private pens
plans AFJP): nearly $30 billion in private pension funds weansferred to
government custody in order “to protect retire@srifalling stock and bond
prices as the global financial crisis continuedhiisTinfusion of funds shored
up state coffers, giving it the chance of headiffgacfiscal crisis in 2009,
when the government might be struggling to makedgmo billions of dollars
in debt paymentsThe New York Time2008)

Argentina remains the worst offender in the smedug of countries that
have helped themselves to their citizens’ pensgsets to pay various obliga-
tions, whether domestic or international; otherpatd are Hungary (2010),
Poland (2013), Portugal (2011), Bulgaria (2014) Russia (2014).

5. Conclusions

As della Paolera and Taylor (2001) claim, it isyoloy examining the rela-
tionship between institutional structure, policyoides, and economic condi-
tions that we can begin to offer an explanationAentina’s puzzling decline
from its Golden Age at the turn of the 20th centutywas then one of the
richest countries in the world, but its potentisdnt/to waste over the many
years following that time under the pall of a cam$tincoherence in economic
policies that became standard.

This is a sad story that serves as a cautionayfdalthe developing world
today, where many governments are grappling with ¢hallenges of eco-
nomic reform. Argentine economic history dramaticalemonstrates that
prosperity in incomes and prosperity in institusoare two very different
things. A failure in the second can be the undoife first.

The persistent nature of economic crises and gawemh expropriations in
Argentina, and the fact that the same macroeconpniicies are continually
resorted to, only to be followed by inevitable apke, could well justify a
despairing attitude.

However, Argentina now has a unique opportunitytuim itself around
and leave behind those institutions built merelyquick and clientelist
redistribution. A determination to create stronatestinstitutions that are free
of political conflict, inefficient redistributionand utter predation will go a
long way toward restoring the economic stabilitg @nosperity that Argentines
once knew.
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With a sustainable growth rate and an upward welfzath, Argentina
could consign to its past the memory of weak ing8ths that worsened com-
petition and fanned uncertainty, weakening markalslity to work, create,
invest, and produce. The special Argentine DNAlrisaaly a parameter to be
reckoned with, but new government elites shoule thleir responsibilities to
heart and ensure a healthy and thriving economyenatlast.
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