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Learning from the Asian Currency Crisis – An Insider View from Thailand

by Mr. Surasak Nananukool*

The Logics of the Asian Currency Crisis
If I were to explain the causes of the Asian currency crisis, I would narrow them down to three causes; namely, the bubble economy, the excessive overseas borrowing, and the rigid (fixed or non-flexible) exchange rate policy. These three mechanisms fed on to the mis-allocation of resources in Asia for over a time span of 10 years, and brought these countries to the brink of the crisis.

During this period, two other external factors also contributed to the on-set of the crisis. First, it was Japan who made available large sums of money to lend, at very low interest rate. But, should we blame Japan for providing cheap money to the world? I would not. Secondly, it was the US Dollar, which stayed undervalued during 1988 - mid1995, that gave the Asian countries, whose currencies were mostly tied to the dollars, an easy task of exporting their goods and services, which again provided a fault, but comforting feeling to these countries that they were very competitive in the world market. Since mid-1995, however, the value of the 
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dollar has appreciated greatly. Most Asian currencies were caught off guarded, and failed to dissociate themselves from the dollar. As a result, Asian currencies became over-valued, exports from these countries became less competitive, and these factors set up their currencies for speculative attacks. Can we blame the world currency market, and the G7’s central banks for coming up with such values for the dollar? I would think not. I would think that it was the responsibility of other currencies that decided to be tied to the dollar, to make their own judgment as to when the dollar was over- or under-valued, and it was their responsibility to make adjustment to the degree of rigidity that their currencies were tied to the dollar. This is the main duty of a currency board of a country. If a currency board can not learn from the environment of the currency market, and make appropriate adjustments, then it should abdicate such function to the market mechanism, i.e., to float the currency.

The Economics of the Bubble economy

The bubble economy is a term used to describe the process of gaining weight - as applied to the economy of  a country. In management term, bubbles are inefficiencies. Bursting or reducing the bubbles is the mission of productivity.

A bubble is born when someone is able to sell something at a price well beyond the realm  of making a reasonable profit. In Asia, and not exclusively, bubbles are abundance in land speculation, in the prices of housing, condominiums, office spaces, real estate, and golf courses. Bubbles are not evident in the salary and benefits of faculty members in finance and management in Asia, as so apparent in the USA, but bubbles are full blown in the pay scale of graduates who became executives in finance and securities firms. They, in turn, use their excessive purchasing power to create bubbles in the prices of automobiles and houses. As a well known fact, Asian are paying for the highest prices of these two necessities of good life.

Financial institutions in Asia have their own bubbles. They can borrow money from overseas at low interest rates, with an automatic protection from the rigid exchange rate policy of their governments, and lend at an unreasonable high rate in the domestic market.

Some types of industries with inherent high risk were able to borrow money only at a high interest rate in the domestic market, thereby were dictated by the market mechanism to limit their investments. But when the IPO markets were occasionally booming with funds from overseas, it was easy and attractive to seek equity funds at high share prices. As a result, several industries, such as telecommunications, energy sectors, and infrastructure projects were able to expand well beyond the means of the countries. Also, when the international money market were occasionally flooded with liquidity, the criteria for lending money would be slackened, and thus real estate companies were able to borrow overseas easily so as to invest in projects that were excessive.

The government also has its own bubbles. When the economy was booming due to excessive investments, the government would be collecting windfall value-added taxes and corporate and personal income taxes. Government infrastructure projects were privatized to the private sectors by collecting high concession fees for the government, which is another form of taxes.  With all these excessive tax income, and even with a balanced budget scheme in place, the Thai government was spending more than its should. The concession taxes would be adding to the cost of utilities such as the gas price, the oil price, the electricity price, and the telecommunication price.

The rule of the game in a bubble economy is to pass on the bubbles, at an unreasonable higher profit, to the next person or the next buyer at the right time. The game is played both at the national and international levels. The end game is arrived when the last buyer get caught with the largest bubble imaginable – when the inefficiency is manifest, and the competitiveness is gone, then the bubble bursts. The game plan is not new, it is classic. In Thailand, there is a children game called “Morn Sorn Par”, and all over the world know the game called “Musical Chairs”.

Can We Manage the Bubble economy?

Can we prevent inefficiency? Can we prevent the bubble economy to form the next time around? Hardly. The process of gaining weight is very enjoyable, and the process of accumulating inefficiency is very rewarding to everyone involved – except the last one. Yes, the competition and the market mechanism will burst the bubbles eventually, but maybe too late to prevent a disaster. 

Similarly, the process of borrowing money easily and/or gaining capital through IPO are very rewarding. And the subsequent processes of investing and buying capital goods are as enjoyable as going shopping. Can effective securities analysis for IPO purpose prevent these from recurring? I doubt it. When the capital markets are booming, all that investment bankers think about are fees and easy money.

One thing can stop the excessive borrowing from abroad though, it is the “floating exchange rate” scheme. When an industrialist borrowed dollars from abroad, he had to sell dollars for baht at a domestic commercial bank at a fixed rate of exchange, the bank would, in turn, sell dollars for baht to the central bank, again at a fixed rate. When many people were borrowing dollars from abroad, the central bank would be flooded with dollars. International reserve of a country would increase by this borrowed dollars, and they called it “borrowed reserve”. Over the last ten years, and especially over the last five years, Thailand has an exponential growth in this “borrowed  reserve”. The Bank of Thailand  should have questioned the rational of this “borrowed reserve”, and it should have refused to exchange baht for dollars at the fixed rate, i.e. , it should have floated the exchange rate and thereby discouraged further borrowings since five years ago.

On hind-sight, in addition to the floatation of the baht, the financial authority should have done many things, such as, slow down borrowings, restructure all borrowings to longer terms, and these have to be done for both public and private sectors. Thailand’s problem with the investment-saving gap had been known for a long time, the solution would be to slow down investment or slow down borrowing, and increase or extend the terms of savings. 

A floatation of the baht would have slowed down investment and borrowing, but was not implemented by the Bank of Thailand. 

On the Ministry of Finance - MOF’s side, over the past 5 years, tax revenues were abundant due to the bubble economy, therefore the Thai Government was able to reduce its own borrowings greatly. It had stopped issuing new bonds, and continued to redeem old bonds to the extent that the banking sector was short of government bonds all the time. The MOF put a cap on Government and state enterprise borrowing, and instructed all state enterprises to stop borrowing from abroad but borrow domestically instead. The MOF also set up a committee to control the foreign exchange exposure of the government sector. This Government’s self serving policy had created an ongoing tight money market, and forever high interest rate in the domestic market, which put a lot of pressure on the private sector to go and borrow from abroad. The Thai Government was giving the private sector a freehand to borrow abroad, with a guarantee of a fixed exchange rate. In fact, the Government did not know the foreign exchange exposure of the private sector. On hind sight, the Thai Government should have either required reports of all private foreign exchange exposure, or control the exposure through commercial banks, or put a cap on the total private borrowing from overseas. This it had not done; it did control the foreign exchange exposure of banks to 20% of their respective capital, but not the exposure of banks’ customers. In addition, when the MOF allowed the opening of BIBF facilities, foreign companies’ borrowings from foreign banks – which used to be booked outside Thailand, would be booked domestically, and the foreign exchange exposure of the country increased quickly.

On the saving side, Thailand’s private savings had increased on the corporate side, due to profit from real export and also from inflated profit of  “bubble” businesses. Saving on the consumer side has been disappointing. Government saving was good due to tax collection from the bubble economy. On hind-sight,  the issue for Thailand was not only to increase saving, but, more importantly, was to increase the stability of “borrowed saving”, i.e., to borrow long-term. If Thai did not or could not  save more, we would have to use other people’s saving by borrowing. But since Thailand’s borrowings were mostly short-term, including the international reserve, there must be a system of extending the terms of the borrowings. Instead of redeeming all bonds, the Thai Government should have a program of long-term borrowings, with several objectives: first, borrow long-term an amount at least to cover its own debt, second, borrowed an amount to create long-tern stability in the financial system, and third, borrow long-term an amount to create a benchmark for long-term interest rate, so that the private sector, who has been trying to set up a long-term corporate bond market, would be able to start issuing long-term bonds or perpetual bonds. This was the area completely neglected by the Ministry of Finance.

How Some Asian Countries Handle the Crises 

Each Asian country has its own set of problems. Most do have some forms of bubbles in their economies, except a few who don’t. A few do borrow a lot of money from abroad, but an equal number are very rich – they are net lenders. Many still peg their currencies to the dollar, but some have adjusted and devalued against the dollar, and some have floated freely. To understand and predict how Asian currencies behave, it is necessary to do factors analysis of each country. (See the attached table.)
Japan has a lot of bubbles in real estate and in banking. It chose to burst the bubbles slowly though. When a country chose to solve problems slowly, it gave the private sectors more time to adjust, hoping that, in the process, the private sectors can soften the impact.  But Japan has the luxury to do this because it is a rich country with a lot of money to lend and a lot of international reserve, it has no overseas debt, it maintains a low interest rate policy for over a decade, its currency is already floating, and the Yen has devalued against the dollar. Most of all, Japan is still very competitive in most industries.

Singapore and Taiwan are two other countries that have survived the storm very well. Both do not have much of the bubbles as in other places. Singapore has very high current account surplus. Both have low overseas debt, have high international reserve, and both remain very competitive in most industries. Most of all, both have devalued their currencies slightly. 

Hong Kong has a fixed exchange rate system and it has a big bubble in the real estate sector.  But this may be misleading; although Hong Kong fixes its exchange rate, it occasionally floats its real estate prices – meaning it allows occasional crashes in real estate prices to burst the bubbles. Hong Kong has some, but low overseas debt, it has high international reserve, and it is very competitive.

China has a fixed exchange rate system but it has occasionally devalued it currency. It has big bubbles in the state enterprises, but it is in the process of restructuring these state enterprises. It also has a bubble in the real estate sector, but China is quick to point out that most empty office buildings belong to foreigners via foreign direct investment. China has moderate overseas debt. It has high international reserve, very high foreign direct investment, and high current account surplus. It is very competitive in many industries.

Combining Hong Kong and China, it is a strong country, and it will survive any speculative attack.
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GDP GROWTH, % REAL TERM
9.0
5.3
5.2
1.0
7.8
4.5
7.2
6.2
6.5
1.0

ECONOMY
GDP, US$, BILLION
936.0
171.6
218.0

95.1
85.1
96.1
484.0
285.0
163.4


INFLATION, % ANNUAL AVERAGE
3.2
5.5
6.5
1.7
3.0
5.5
2.1
4.2
1.8
5.7


BUDGET BALANCE, % OF GDP
-0.3
1.9
-0.3
-3.3
2.0
-0.2
3.3
-0.5
-2.0
-0.8

EXTERNAL
MERCHANDISE EXPORTS, US$ BN
181.5
185.0
54.0

80.3
24.5
127.3
136.0
119.2
56.0

SECTOR
MERCHANDISE IMPORTS, US$ BN
140.0
205.0
42.0

80.5
35.2
127.4
144.0
107.2
58.0


TRADE BALANCE, US$ BN
41.5
-20.0
12.0

-0.2
-10.7
-0.1
-8.0
12.0
-2.0


CURRENT ACCOUNT BALANCE, US$ BN
22.3
-1.5
-4.9

-5.2
-4.1
12.7
-15.8
3.4
-7.0


CURRENT ACCOUNT BALANCE, % OF GDP
2.4
-0.9
-2.2
2.2
-5.5
-4.8
13.2
-3.3
1.2
-4.3


NET FOREIGN DIRECT INVESTMENT, US$ BN
30.0

4.7

2.5
1.4
4.3
-2.0
-2.5
1.6


GROSS FOREIGN DEBT, US$ BN
135.0
42.0
124.5

50.0
51.5
9.2
150.0
44.7
110.0


FOREIGN DEBT, % OF EXPORTS(GOODS & SERVICES)
65
19
201

52
111
5
88
31
143


FOREIGN EXCHANGE RESERVES, US$ BN
142.0
78.0
20.0

23.0
10.9
79.0
10.0
84.0
28.5


RESERVE, % OF IMPORTS(GOODS % SERVICES)
75
34
30

23
21
50
5
61
34

INTEREST
INTER BANK, OVER NIGHT, ANNUAL AVERAGE

5.5
26.6

8.0
13.0
3.3

6.9
15.5

RATES
TIME DEPOSIT  RATE, 1 YEARS, ANNUAL AVERAGE
7.5
7.6
23.2
0.6
7.6
12.9
3.7
12.7
6.6
13.0

STOCK 
INDEX, YEAR END
60
11,022
416

636
1973
1,469
400
8,503
391

MARKET
MARKET CAPITALIZATION, YEAR END, US$ BN
184.7
7.73
52.5

107.5
47.7
312.0
143.4
346.6
38.0

EXCHANGE
YEAR END, CURRENCY PER US DOLLAR
8.31
7.4
4,500
143
3.80
35.50
1.63
2,000
31.9
43.00

RATE
ANNUAL AVERAGE, CURRENCY PER US DOLLAR
8.32

3,000
121
2.80
29.23
1.51
1,014
28.49
30.70

How the Bubbles Burst in Thailand and Korea

The crises in Korea and Thailand were unexpected. Korea is a NIC country. It was on the verge of promoting itself into a more-developed country status when the crisis struck. Thailand was a five-star emerging economy, the one that the IMF used to take on road-show as a good example of how to manage an emerging country. (see “Thailand: Adjusting to Success - Current Policy Issues”, IMF Occasional Paper No. 85, August 1991).

In fact, both countries were inefficient in many industries, and in state enterprises—they met the “bubbles criteria”.

Both have excessive overseas debt. Both have international reserve that were mostly “borrowed”. Both have low foreign direct investment. Korea fixed its exchange rate to the dollar; Thailand fixed its exchange rate to a basket of dollar-yen-mark. Both countries met the “high debt-fixed exchange rate” criteria.

When the situations were ripen, currency speculators attacked both currencies. Both countries were able to stand the attacks for a while, then they have to succumb to the attacks because of their inherent weaknesses. 

The aftermath of the currency crisis started with the devaluation of the currency against the dollar. Corporations and banks that borrowed in dollars would take immediate substantial losses, because the loan obligations would be increased in proportion to the devaluation. Debt servicing also increased immediately. Therefore bubbles would start to burst in banks and financial institutions and in industries due to the devaluation factor alone. 

In addition to that, the cost of importing raw materials, energy and machinery would increase greatly; import businesses would collapse. Out-bound tourism would be greatly reduced. The side effect of business contraction and failures would turn out to be a much lower tax collection by the government. Budget cuts would have to be made, thereby contributing to more economic contraction. Foreign lenders would panic and call back their money, thereby creating an avalanche of capital outflows. Banks would be calling back their loans. The liquidity of the whole country would dry up, forcing even the best of businesses to slow down their activities. 

On the social side, massive unemployment will happen in many businesses and industries. Inflation will increase due to more expensive import content, including oil prices, energy cost and transport cost. Students studying abroad will be greatly hurt.

On the positive side, export industries would benefit substantially, in-bound tourism would be booming. Competitive industries in Korea could still compete. Food and service industries in Thailand are still booming because of their competitiveness, and world food prices are soaring. These inherent strengths would carry the two countries through the storm and make them rebound quickly.

How bubbles burst in the ASEAN

Besides Thailand, Malaysia, Indonesia, and the Philippines were similarly affected. 

Compared with Thailand, Malaysia is a smaller country - population-wise,  with a smaller bubbles problem. But Malaysia is relatively strong on the financial side, and it has absorbed the blow from the crisis better than Thailand. 

Indonesia is a larger country with a larger bubbles problem. The Indonesian rupiah was devalued from Rp2,000-to-a-dollar to a trough of Rp15,000-to-a-dollar, thereby hurting the borrowers and importers badly. How can any one survive when he has to pay Rp15,000 for the debt that he borrowed at Rp2,000!!!

The Philippines is about the size of Thailand - population-wise, a smaller economy, with a smaller bubbles problem. The Philippines have been under IMF supervision for many years, therefore the country was not hurt so badly, but it has the same weaknesses as Thailand. 

How do they do in Brunei, Vietnam, Myanma, Laos and Cambodia? 

Brunei is a rich country, and its external relationship with the world is not significant, so it is not much affected.

The Indochina countries neighboring Thailand are still in the process of development . They are not much affected by the currency crisis however, mainly because they still have small external economies. 

The Ripening of the Crisis in Thailand
Over the five years before 1997, the crises in Thailand were ripening, as can be seen from many factors:

· The bubbles in the private and the public sectors were wide-spread.

· The (private sector) borrowing reached an excessive level.

· The US$ strengthened greatly since mid-1995, and the Thai baht started to be over-valued.

· The current account deficit of Thailand hit 8% of GDP in 1995.

· The China devaluation effected the competitiveness of the low-end industries in Thailand.

· The US frozen shrimp embargo (based on a condition of enforcing fishing gear that prevents sea turtle destruction on every fishing boat) affected Thailand drastically in 1996, as Thailand was one of the top exporters of frozen shrimp to the USA .

· The combined effect of various factors above led to an export collapse for Thailand in 1996.

· The current account deficit of Thailand hit 8% of GDP again in 1996. 

The Role of Currency Speculators in Hastening the Crisis

The international currency speculators had speculated against the Thai baht several times in the past, but not to a significant degree until 1997. On Valentine Day, February 14, 1997, there was a concerted attack on the baht. Essentially, the foreign speculators expected the baht to depreciate, say - from 26 baht per US$ to 30 baht per US$, so they would short-sell the baht against the US$, and the Bank of Thailand would defend the baht by short-selling the dollar against the baht. The BOT would buy and sell the baht at around a fixed rate of 26 baht per dollar. On the date of delivery, the speculators expected that the market rate would be 30 baht per US$, they would expect to exchange a dollar for 30 baht in the market, and deliver to the BOT 26 baht in exchange for a dollar, and thereby making a 4 baht profit per dollar. The Bank of Thailand would not want the market to trade 30 baht per dollar , so they instructed Thai banks to limit the availability of the baht and to make the interbank borrowing of the baht very expensive, thereby hurting the speculators badly. The speculators had to try to secure baht by setting up a market for overseas baht in Singapore, just to secure enough baht to deliver as per their commitment. The value of the baht peaked at 22-23 baht per dollar then because of the shortage.

On the other hand, the speculators expected that the BOT would have only a limited amount of US$, therefore the BOT would soon run out of dollar and would have to exchange more baht for a dollar. Any way, in the first round, the speculators did not have enough baht, and they have to suffer.

The second attack happened in the week of 9-16 May, 1997. This time the speculators had prepared themselves well. They had accumulated more baht in hand. They also sold bills of exchange that were deposited with Thai bank for baht, and they sold stocks on the Securities Exchange of Thailand for baht. 

Defending the Baht to the Last Dollar of International Reserve

The May attack was a major concerted operations, such that the BOT had to committed all its international reserve to a level of US$26 billion for defending the baht. In addition, the BOT had to borrow more US$ in the form of swap contracts to cover its commitment. Technically, if the BOT had unlimited amount of US$, it would make profit from every contract with the a currency speculator.

In reality, when the BOT had committed itself beyond its own means, it had to turn to the Thai Government to propose that the baht be floated under a “managed float” scheme. The first “Finance Minister of 1997” resigned on 19 June, and the baht was under tremendous pressure to devalue. When the baht was declared floated since July 2, 1997, the profit that the BOT expected from its defense of the baht started to evaporate. Still the BOT had maintained the “two-tier” exchange policy of limiting the availability of the baht and making the borrowing of the baht on the interbank market expensive so as to delay and soften the devaluation impact. 

The Inadequate IMF’s Rescue Package

The Thai Government finally asked for IMF assistance and the IMF package was approved on August 14. In the past, when the IMF provided assistance to a country, the financial markets around the world would feel more confident that the country would be able to handle the crisis, and the value of the currency of that country would stabilize soon. But in the case of Thailand, it was obvious right from the start that the IMF assistance package was inadequate, because it did not cover the risk of private capital outflow.  As a result, the value of the baht kept sliding down.

The debate on this matter centered around the thesis that if the private sectors made mistakes, no one should come to their rescue, they should suffer for their own deeds. 

In the case of Mexico, there was an allegation that public money was used to rescue bad loans made by commercial banks, therefore, there were outcries that, in Thailand case, no consideration should be made to the substantial private debt loaned to Thailand. Let the private sector solves its own problem, this includes solving the problems of the domestic financial institutions!!

In addition, if we look back on the IMF’s experiences in solving commercial banks’ problems in many countries (see “Private Market Financing for Developing Countries”, IMF’s World Economic and Financial Surveys, December 1993), we can see that the IMF had been involved in many commercial bank debt restructuring in countries like South Africa, Russia, Argentina, the Philippines, Brazil, Mexico, Poland, Venezuela, Yugoslavia, etc. The typical solutions involve debt reduction and/or extension of debt service and postponement of repayment of principles to 15 and 20 years, under the guidance of the IMF, the World Bank, and the IDA. Apparently, Thailand case is not so serious as to merit debt restructuring, so the IMF did not recommend debt restructuring for Thailand.

What the IMF did was to provide a financing package to Thailand just enough to keep the public sector liquid, or just enough to have a bare minimum international reserve. The problem is the IMF did not anticipate the amount of reserve that the Bank of Thailand would lose in defending the baht. Moreover, Thailand’s private sector’s debt was at a level of 60-70 US$ billion, and the IMF did not anticipate the effect of  the capital outflow. Granted, there is nothing the IMF can do if the private lenders decided to take their 60-70 US$ billion home, because this was such a large amount. What the IMF did was to hope that its rescue package would create enough confidence so that the capital outflow would not happen, which was not the case.

The Role of the International Lenders in Cornering the Victim

International lenders and the IMF are two different types of bankers, and they say bad things about one another. 

International lenders kept asking whether the IMF package was large enough?, how much the Bank of Thailand would lose in defending the baht?, and whether Thailand will have enough international reserve to service its private debt?. The IMF kept saying its package was adequate.

The IMF kept saying that all troubled finance companies must be closed, and there will be no rescue for lenders. But the international lenders kept insisting that its loans to financial institutions in Thailand need to be repaid in full, because it was the Bank of Thailand, by the IMF’s insistence, who decided to close those institutions. In fact, loans to industrial firms and real estate firms soon became finance companies’ liabilities, because they were mostly guaranteed by the finance companies. When the Thai government insisted private sectors should solve their own problems, the Association of Foreign Bankers, including the IFC, kept calling the government house.

Meanwhile, all international lenders started to call their money back, with the obvious exceptions of those who lend to their own subsidiaries or related institutions. It was estimated that 60% of the total private borrowings of Thailand (about 40 US$ billion) were due in 1997 and about half of this was renewed because they were intra-group loans of foreign companies or banks, leaving 20 US$ billion to be called and paid. The President of the US, the Prime Minister of Japan, and the EEC all showed sympathy for Thailand, and provided comforting words. But Thailand had to dutifully repaid its massive debt in 1997 without any real financial assistance. To make the matter worse, Moody and S&P started a series of credit downgrading for both the Thai government and the private firms.

Was It A Revenge? Or A Conspiracy?

It was a coincident that the international lenders and the currency speculators are not independent, some of them are in the same group of corporations or banks. Is it possible that the Bank of Thailand hurt the speculators by making them lose money, so they came back to fight until the Bank of Thailand ran out of reserve? Is it possible then that the international lenders called back all their money so as to put pressure on the baht, to break the Bank of Thailand as soon as possible? 

Anyway, since the IMF came to the rescue in August 1997, the baht kept sliding down, while international lenders kept calling their money back.

The baht floated from the pre-devaluation value of 25.84 baht per US$ as at the end of June, to 27 early July, to 32 early August, to 36 early September, to 36 early October, and to 39 early November - a 51% devaluation since June. The second “Minister of Finance of 1997” resigned in November  and the baht drifted further.

When the third “Minister of Finance of 1997” took office, the IMF insisted that the Bank of Thailand stop controlling the availability of the baht by eliminating the two-tier foreign exchange market early in February, thereby forcing the Bank of Thailand to accept loss on its defense of the baht. The baht soon dropped to 42 in early December, 47 early January, bottomed out at 55.50 mid January and stayed around 54 to the end of January - a 109% devaluation since June 1997.

Was it because the IMF package was inadequate to create confidence?, or was it because the international lenders did not have confidence on Thailand any way no matter what the IMF did?, or was it because the currency speculators want to revenge to win their battles of greed?, that push the Thai baht down 109%?

In hind-sight, what do we want the IMF to do? -- to bail out bad investments? to bail out bad loans? to bail out bad government? No!,  No!, and No!

Thailand was hijacked by the international lenders, who demanded their money back right away – unless we guarantee to pay their bad loans. The problem started out as a liquidity problem. But when the international lenders wanted their money back, they wanted to stop doing business altogether. When the Thai banks borrowed short-term, and lend medium-term, the liquidity crisis turned into a solvency crisis, and Thailand is not alone in this matter. In fact, when a capital surplus country lends to a capital shortage country, there must be a code of conduct whereby the creditors would not call their money back abruptly, because the money was already invested in plants and machinery, and most likely, the plant and machinery were purchased from the creditors’ country. Otherwise, we would not have an orderly system of international financing and investment. 

What Thailand needs is an international debt renewal program, or a debt roll-over program that guarantees the availability of foreign exchange to pay debts, but not guaranteeing the credit risks of projects. 

At the same time, Thailand was forced by the IMF to close as many troubled finance companies as possible. The Bank of Thailand-cum-IMF dictated to the Financial Restructuring Agency to go so far as to put up a 15% capital-to-risk assets ratio as a hurdle for a finance company which was short of liquidity to cross before it could reopen ( while the normal ratio was only 8-8.5%). What the FRA did not understand was that there are linkages between banks and finance companies: First, finance companies borrow from banks. Second, although banks lend to larger companies, and finance companies lend to smaller companies, they do have a lot of common customers. Third, many companies deposit money with both banks and finance companies. When the Bank of Thailand, by the insistence of the IMF, closed 58 finance companies (half of the industry), for reason of liquidity, they accidentally closed many “normal finance companies”. 

Many of these companies closed had more capital than required by the BIS capital ratio, but they borrowed from the Bank of Thailand more than one time its capital, so they were closed for this reason. 

When half of the finance companies were closed, a lot of smaller companies in Thailand were short of liquidity right away, some could not borrow new money, and some could not withdraw their deposits – an absurd situation!. When a lot of small companies had liquidity problems, they would stop payments to larger companies, pretty soon, all companies had liquidity problems. 

When a lot of finance companies were closed, they became NPL ( non-performing loans) to banks. When all companies had liquidity problems, they also became NPL of banks, so banks came up with a lot of NPL quickly. On top of that, banks stopped lending to customers of other banks, so the NPL figures increased further.

Meanwhile, the IMF and the international community kept pushing Thailand to enforce a tougher standards for financial institution reporting; such as, all active loans need 1% reserve, overdue accounts over 3-months need 20% reserve, 6-months they become NPL, and so on. The logic of the tough NPL rule is to create confidence among foreign investors that Thailand has a world-class reporting standards, so that they would be comfortable to invest in these banks. What actually happened were the opposites. When banks had to make more reserve for NPL, they would be hard-pressed to increase capital so as to maintain their capital-to-risk assets ratio, therefore they stopped lending altogether, which, in turn, increased the NPL in the banking system further. When they went out to increase capital by selling new shares, they found reluctant investors who wanted to buy share cheap.

With friends like these, Thailand need no enemy!

What Did the IMF Do Right?

The IMF has a standard rescue package, which does work in many rescues; namely,

· Float the currency and reverse the term of trade. The most important structural change is to float the currency, and let the brutal adjustments work themselves out on the economy. Exporters would benefit, importers would loss, and the term of trade would improve quickly.

· Hastening the bursts of the bubbles in the private sectors and banks. The new exchange rate will penalize all entities borrowing from abroad, especially financial institutions. There would be a lot of losses and contractions of businesses.

· Let capital outflow  takes its course. There would be a lot of capital flight, both from the country’s residence, and from international lenders. Liquidity would dry up. Interest rate would increase. The commercial banking function would be broken, and some banks would go under.

· Concentrate on macroeconomic indicators. The IMF package would required the financial authority of the country seeking financial assistance to set targets for macroeconomic indicators mainly to correct the current account deficit quickly. In the case of Thailand, the GDP growth rate was set to drop from 8% p.a. to close to 0%. The current account deficit was set to improve from -8% of GDP to around -4%

· Keep the public sector lean. The government budget was set, not only in balance with tax revenues, but with a surplus of revenues over the budget for an amount of 1% of GDP to cover for the cost of restructuring the financial institutions. In a situation of a drastic contraction of the economy, 

the tax revenues would drop greatly, and the government would have to cut back on many activities just to keep the budget within the target.

· Make the State Enterprises Efficient. The IMF would push for all state enterprises to, first, think like the private sector – to have a business mind, second, to improve efficiency, third, to restructure themselves to allow private sectors’ participation in its businesses, forth, to sell a part of its share capital to the private sector or the public, and, lastly, to divest themselves until they become private companies.

· Reduce Price Distortion in the Economy. The IMF would recommend elimination of all price distortions; such as, subsidies for infrastructure costs, tax incentives and interest rate incentives for some industries,  and they would push for value-added tax because it is a tax for consumption.

· Provide Loans for Propping Up Reserve Position. The IMF loans would be calculated to cover the capital outflow, the loss of reserve in defending the currency, and the negative term of trade.

· Provide Loans for Social Programs. The contraction of the economy will result in unemployment and higher inflation, the IMF learned from its experiences that there might be need for loans for social programs to soften the impact on the poor.

The role of a country asking for IMF’s assistance is first to accept its own mistakes. For Thailand case, the floatation of the baht on July 2 was a major decision that would correct the mistake of the past, and change the course of the country. The reason why the IMF was not officially involved then was because the Thai government  knew what the IMF would require, and Thailand was trying to implement those measures beforehand, such as, cutting budget drastically two rounds and solving finance problems – like a patient taking his own medicine hoping things would get better and he would not have to go see the doctor. But things got worse and the problems were overwhelming, so the IMF was consulted and Thailand had dutifully followed the IMF solutions ever since. It must be emphasized here that Thailand has always prided itself in being able to honor its international obligations.

What the IMF Should Learn From the Thailand Crisis – the Microeconomic Complications.

The Thailand case would not be so bad if the Bank of Thailand, under the recommendation of the IMF,  had not solved the financial institutions problem by creating more problems and ignoring positive actions: -

· Forcing the Capital Adequacy Standards At the Wrong Time. When financial institutions got into troubles, their problem loans increased, they had to make more reserve for these loans, their capital funds would be reduced, and they would have to increase capital. There is no resistance to that sacred rule. In fact, the BIS standards had been in force many years ago. The main difference is that, in the more advanced countries, business accounting are more developed and more reliable, therefore banks would be relying more on cashflow as the basis for assessing credit risk. Moreover, banks in these countries have learned to securitize their asset-based loan off the balance sheets, so that these banks can have lower capital fund – for the same capital to risk asset ratio. In the less advanced countries, banks generally can not rely on customers’ financial statements, therefore they have to rely on collateral- or asset-based criteria for credit evaluation. Besides, businesses in these countries would be more risky, and the collateral- or asset-based criteria would provide a better protection for banks. When the Bank of Thailand-cum-IMF forced the capital adequacy standards for a cashflow based financial system on to an asset-based financial system, during a period of tight liquidity and business down-turn, it created a loss of confidence on the banking and financing system as a whole. A more appropriate measure is to have a gradual shift from one system to another, and the appropriate timing is to avoid major change at the time when the crisis is the worst.

· The Thai Authority Had No Rescue Plan. When many finance companies were trying to increase capital and were negotiating with new investors,  there were questions (1) whether the Rehabilitation Fund of the Bank of Thailand would convert a part of  its loans to the finance companies to become equity, so that other investors would not have to put in a lot more money, or (2) whether these loans could be extended for 3-5 years with some grace period, or (3) whether foreign investors would be allowed to hold more than 50% of the equity of a finance and securities company, and (4) not have to divest these holding, or (5) to be able to hold these equity for at least 10 years, but there were no answer from the Thai authority -- not until many months later, when it was too late because the financial positions of those finance companies had deteriorated so much after so many months of inactivity that investors were no longer interested, and besides, the investors were fed up with the indecisiveness of the Thai authority.

· The Thai Authority Had No Finance Development Plan. During the period of restructuring the finance companies, there were many suggestions to expand the business scope of the finance companies, such as, to allow them to accept saving deposits like banks, to join the ATM pool with banks, and to do foreign exchange business. All these suggestions were to make finance companies more diversified in their source of funds, more diversified in their loan portfolio, and to make them more attractive to investors in terms of business opportunities. Again, there was no response from the authority.

· The Thai Authority Had No Liquidity Recycle Plan. Meanwhile, during the first half of 1997, there was a total loss of confidence on the finance and banking system, depositors shifted money from finance companies and smaller banks to the top five banks. The inter-bank market stopped functioning; finance companies lend to other finance companies at 36% p.a., banks lend to other banks at 24% p.a. The top five banks repaid their international loans, and stopped lending to the business sectors – to reduce their risk and to conserve their capital. The largest industrial firm of Thailand announced it would accept only cash from its customers. The trade credit system was broken as well. The velocity of money was reduced to 1.0 and below. When first the inter-bank and inter-finance markets were not functioning, the authority did not provide any solution for the system because the Rehabilitation Fund was busy lending to the parties who were short of liquidity. It was only much later that, the Bank of Thailand thought of the recycle of liquidity from the big banks back to the system, by coming in to enforce the mechanic of the inter-bank market, and to control the interest rate at a reasonable level. By then, 58 finance companies were closed. 

· Massive Liquidity Problems Led to Massive Insolvency. When money was tight for a firm, we call it a liquidity crisis. When money was tight for everyone in the economy and nobody wants to pay to anybody, we call it a insolvency crisis. When a businessman faced a liquidity crisis, he usually got busted by his banker. When an economy faced a solvency crisis, businesses got busted by banks, and banks got busted by their foreign bankers. Before we know it, many banks are taken over by the Central bank or foreign banks, before banks have the time to take over the businesses. 

· The Way that Thailand Has Solved Its Financial Institutions’ Problems in 1997 Should Be A Lesson In Failures. At first, the Bank of Thailand tried to solve each individual finance company’s problem by instructing it to increase capital and to restructure its operations. However, without any clear policy about official support in terms of liquidity and foreign ownership, only one company was able to increase capital. Many other finance companies had to borrow liquidity from the Rehabilitation Fund. The amount was so large that the Bank of Thailand panicked and announced, on mass, the names of 10 finance companies that were instructed to increase capital. The announcement was based on the thesis that once the BOT had announced the names of troubled finance companies, the public would believe that the rest would be fine. The thesis was wrong; the public interpreted that the announcement was a confirmation that there was a real problem, and the public believed that more companies were in trouble. The public was right; pretty soon, the Bank of Thailand announced 16 finance companies that were to cease operations. The Bank of Thailand’s ability to solve problems was seriously questioned then, and the problems were passed on to the Ministry of Finance to solve.    The MOF was not any more successful, because it had no clear policy on providing liquidity, on ownership of financial institutions, and on the expansion of the scope of  financial business. The MOF efforts were at best confusing; by then, 3-6 months had past. During that period, many foreign banks backed out of several deals because both the BOT and the MOF did not facilitate any of the deals. In fact, many pending restructure deals broke down after they went to meet the authorities. In August 1997, the IMF was asked to help and, as a part of the letter requesting assistance, the BOT proposed the cessation of 42 more finance companies. The IMF also proposed to set up the FRA ( Financial Restructuring Agency) to deal with the 16+42=58 finances. 

· The Blanket Cessation of Half of the Finance Company System by the FRA, As Prescribed by the IMF was Clearly A Mistake. It was a macroeconomic decision without regard to the microeconomic reality . Many of the finance companies had more capital than the BIS standards, but they were instructed to cease operation anyway. Besides, the FRA as proposed by the IMF was an impractical institution; it was set up, not to restructure, as its name implied, but to liquidate only. When the IMF recommended the liquidation of all 58 finances, the Thai Government was set up to lose a lot of money. Much of it was unnecessary, because many of the 42 finances were not meant to be liquidated.

· The Finance Closure and Auction Would be A Great Loss to Thailand. When the “Third Finance Minister of 1997” took office, the FRA used the occasion to propose permanent closures of all 58 finances. The closures meant that the values of the finance and securities licenses are now gone. The FRA is now in the process of auctioning assets of all 58 finance and securities companies. It remains to be seen how the financial advisor hired by the FRA would handle the auction. Obviously, when the BOT closed a company that should be restructured, it was bound to take responsibility for the loss incurred. When the FRA applied overly conservative due diligence to the company, the loss would be even greater. When the company was to be put to auctioned, the loss would be indeed greater. All in all, the solution to the financial sector would incur a sizable loss to the  economy as a whole. The budget surplus of 1% of GDP, ear-marked by the IMF to cover this loss, would not be enough. 

· The IMF Did Not Provide For the Case of Private Capital Out Flow. When Thailand was in trouble, many thought that Thailand case would be much easier to solve than Mexico; the Thai private sector had a lot of overseas borrowings, but the Thai government was well managed and had little debt. As it turned out, the Thai case was more complicated, such that the loan package provided by the IMF to the government was inadequate and there was no cushion for error at all. The program to prevent private capital outflow was overlooked altogether. The IMF was also over confident of its brand name. Therefore, when the international lenders started calling back all their money, The confidence on Thailand collapsed.

· The Over-Contraction would Delay the Resurrection of the Economy. The side-effect of the Thai financial problems was that the whole economy was faced with no liquidity at all, which was a  major obstacle to export, the only survival route for Thailand. The loss of opportunity to export, due to the break down of the commercial bank function will delay the resurrection of the Thai economy.

Overcontraction of the Thai Economy - 

Macroeconomic Recovery with Underlying Microeconomic Damages.

Looking back, even though Thailand had many inherent weaknesses, but Thailand had many strengths as well. If Thailand did not make unnecessary mistakes in the financial sector, and if the IMF would have more time to study the microeconomic details, they would not have contracted the Thai economy so much.

· The Thai Government had floated the baht in July 1997 before requesting IMF’s assistance in August, which showed its readiness to restructure itself.

· The Thai Government had contracted credit to the real estate sector for many years to no avail. 

· The Thai private sector had dutifully repaid its international debt in 1997 as best it could, with no real assistance from any debtor country.

· The Thai government had maintained a balanced budget for many years. It had cut budget twice early in 1997 before requesting IMF’s assistance. It had tried to gain a budget surplus of 1% of GDP, but it was unsuccessful because the tax short-fall was overwhelming.

· The Thai Government has increased the value-added tax rate from 7% to 10% with no problem. It was not able to increase gasoline price late in 1997, but did so early in 1998.

· The privatization programs for state enterprises have been underway for many years. The programs have prepared many state enterprises for readiness. They may be slow, but they are prepared.

· The restructuring of the Government has started, although very slowly.

· The Thai political system has been going through a process of reengineering for transparency and grass-root participation. The new system will provide a venue for grass-root participation in solving social problems.

· The unexpected buoyancy of the prices of all agricultural products, such as the tripling of the price of Thai “Jasmine Rice”, has contributed to the export from the country. More importantly, the mass of the Thai people, who are in the agricultural sector, have benefited from the better prices and higher production in 1997. They also have not been affected by the currency crisis, as long as they have not involved in buying shares in the stock market. There is a joke in Thailand that although per capita income has worsened, the distribution of income has improved. The farmers are a little better off, but the city people and the rich people are much worse off. Now the farmers are feeding their college-educated sons and daughters who were recently laid off from finance companies.

· Thailand has started the tourism promotion campaign, under the banner “Amazing Thailand Years --1998-1999”. In 1998, the Asian Game will be hosted by Thailand. In 1999, the country will be celebrating the 72th birthday ( the 6th cycle) of the King of Thailand. This timely tourism campaign will increase in-bound tourism into Thailand which will add to an earlier recovery.

· The King of Thailand has spoken to comfort and pacify the people who are victims of the currency crisis. He has reminded the country to review its strategy for development, and he has guided the country to strive toward a more self reliant economic system.

With all these restructuring efforts made in 1997, there was no need to over contract the Thai economy. But in reality, there was a massive over contraction of the economy which led to massive tax revenue shortfalls. The Thai economy has undershot in 1997; the GDP growth has become negative by a great amount.

The debate in Thailand in the first half of 1998 is now focused on the policy of the Bank of Thailand as supported by the IMF  to maintain very high repurchase rate at the Bank of Thailand – the bankers rate (at 20-24% p.a.). Whether this is done to strengthen the value of the baht – thereby to reduce exchange loss to the Bank of Thailand, or to slow down capital out flow, or to encourage savings, or to penalize smaller banks that can not increase their customers’ deposit and still borrow from the Bank of Thailand, or for no reason at all, remains to be seen.

Whatever the reasons, the ultra-high interest rate policy is making the top five commercial banks very happy because they lend to the Bank of Thailand at low or no risk at 20-24% p.a. The new chairman of the Thai Bankers Association has unintentionally spoken to the press that, after his bank has secured more capital, he has deposited the money with the repurchase window at the central bank. Meanwhile, the Association of Thai Industries and the Thai Chamber of Commerce have come out and reported that Thai industries and businesses are not getting any new loan from banks – they have not got any new loan since the start of the liquidity crisis early in 1997. In fact, for over a year now, the banks have been doing one thing – to call back their loans. The Thai economy is now back to square one – we are now operating on cash basis.

Before the crisis, the World Bank has sent a mission to Thailand to study the problems of financial institutions. In its report, the mission speculated on the closure of  many financial institutions, and it recommended that Thailand could survive with only the last five banks remaining, because they would be able to service all the financing needs of the country. They were wrong. We now have more than five operating banks, but they are not lending money. The banking system has stopped functioning.

Self Discipline Resulted in Early Recovery

There was good news in January 1998, when the Bank of Thailand reported back-dated statistics during August to December 1997, that showed three encouraging signs: 

First, for many consecutive months since September 1997, Thailand had turned from a position of perpetual trade deficit to trade surplus; 

Second, Thailand had current account surplus on a monthly basis - which meant real capital inflow after netting the massive capital out flow; and 

Third, the inflation rate was 6-7% per annum which was very unusual for a country whose currency had devalued by 60% then.

As a result of the good news, the baht appreciated to 48 baht per US$ in early February, to 44 in early March, to 40 in early April, and touching 38 in April. The value of the baht at 38 baht per US$ is considered too strong at the moment, because it starts to make export prices feel expensive. 

The macroeconomic forecast as sanctioned by the IMF shows a conservative-style recovery in 1998:

· GDP growth rate has become zero in 1997 and expected to become negative in 1998.—( 5.5% in 1996, estimated to be 0% in 1997, and -2.0 % in 1998)

· Current account will change from a deficit to a surplus in 1998  (-8.1% of GDP in 1996, estimated to be -0.8% in 1997, and +1.3% in 1998).

· Liquidity of the economic system is still very tight early in 1998 but all efforts are focused on solving this problem.

· The inflation rate is expected to worsen ( from 5.9% in 1996, to 5.6 % in 1997, and to be 8.8% in 1998).

· The unemployment and social problems are still of much concerns and budgets have been allocated for these problems.

Thailand was a crippled plane approaching an airport for a soft landing in 1997. Its right wing was like the financial system that carried the country with fuel that was like the liquidity that was the  life-line of the economy. Its left wing was like the agricultural sector that also carried the majority of the people.  Its front section was like the service sector that earned foreign exchange from tourism.  Its wide-body mid section was like the industrial sectors that were lately expanding very fast. Its tail section was like the trade and export sector that will steer the economy. The co-pilot was like the IMF who seems to have taken over the command of the plane. The right wing seemed to be damaged since many financial institutions were closed down. The left wing was intact. The pilot had dumped a lot of fuel from the Rehabilitation Fund such that the plane seemed to run out fuel as the economy had run out of liquidity. The mid section of the plane was damaged; several windows were broken, several industries were ruined. The tail section had mal-functioned, the commercial banks and the EXIM Bank was not financing the exporters, even though funds were available. The cabin pressure had dropped, every passenger felt the pain in his head, luckily it was not so bad as the inflation rate was not out of control. The pilot and co-pilot had applied the brake too strongly, the plane was flying slowly. In addition to dumping fuel, they had dumped many passengers out of work, and they had dumped a lot of goods by selling assets. They had controlled too much, there was over contractions: now the plane is flying backward with negative GDP growth.  The plane had touched down hard but it is still in one piece. It is now being reconditioned; the right wing, the fuel system, the mid section, and the tail section are being fixed. The plane seems to be restorable. At least, it can run on the runway. It is getting ready to fly again, just waiting for enough fuel to arrive.

Is This the End of East Asia?

There are many questions left to be asked and answered. 

Is this Asian crisis the model to force a country to change its currency policy? Is this the way that international community used to force a country to change its leader? -- as appeared to be the case in Indonesia. Is this the way to kill the small dragons of Asia? -- as many would wish it to happen.

Is this the end of East Asia? No, actually this is a blessing in disguise for East Asia. The crisis has forced East Asia to eliminate its inefficiencies – to reduce weight, and to cut loss. After this ordeal, East Asia will be more competitive. But ownership will change hands. A corporation will die, another will be born in place. Here and now, there are lots of investment opportunities in East Asia!!!..(The End)

Presented at the Carnegie Mellon University, Graduate School of Industrial Administration, March 13, 1998


