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Abstract

International capital flows are highly sensitive not only to interest rates and
exchange rates but also to macroeconomic potential and stability, as verified by the
surge of capital inflows to emerging markets 1n the first half of 1990’s. Formats and
end uses of these flows are very important because these characteristics affect external
debt servicing capacity as well as vulnerability of recipient countries, What is more
threatening is the colossal size of these capital flows as compared to foreign exchange
reserves and typical economic profiles of small debtor countries. Due to those
features, once allowed to move freely across border, foreign capital can have
predominant impact on recipient economies in various respects including growth,

stability, inflation, and effectiveness of domestic economic policies.

The muserable financial meltdown in southeast Asian economies in 1997 is a
clear-cut evidence of the influences of capital flows. In the middle of 1990’s, export
downturn, upswing of U S. dollar value, and dollar-pegging exchange rates led to
ominous current account deficits. Worse yet. financial institutions’ asset quality
deteriorated markedly as a result of financial deregulation adopted when both
financial institutions and their regulators plus supervisors were not ready. All these
negative factors weakened confidence of both lenders and borrowers to a large extent
and raised widespread doubts about how the governments could maintain the
prevailing exchange rate pegging policy. The situation was aggravated by
speculators  Consequently, a flood of capital outflows pressured Thailand to float her

currency and sparked a financial crisis which was not only severe but also contagious.

Explicit lessons from such painful experiences are that the following issues
deserve very strong attention from policy makers timing of measures, formats as well
as end uses of capital flows. and policy consistency or coordination. Moreover,
recipient countries have to care very much for investor confidence. since investors’
decisions can lead 1o such a huge volume of capital flows that small developing

countries are hardly able to endure
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Management of Financial Flows in Southeast Asia

1. Macroeconomic Imbalance

1.1 From a macro perspective, the strong momentum of current account
deficits or savings-investment gap in southeast Asia in the mid-1990°s was largely
spurred by excessive investment funded by capital inflows. A crucial factor that
contributed to the surge in capital inflows to emerging markets in the early to mid-
1990°s was the decline in asset yields in industrial countries. Weak economic
performances of many industnal countries in that period led to accommodative
monetary policies, abundant liqumdity, and low interest rates. These in turn depressed
dividend yields as well as ratios of corporate earnings to equity values. Declines in
asset yields in industrial countries made the emerging countries an increasingly
attractive investment opportunity. Moreover, exchange rates of ASEAN-4, Hong
Kong, and Taiwan were closely linked to the U.S dollar, entailing little exchange
risks to investment flows from industrial countries. In addition, international wealth-
holders were impressed by Asian robust momentum of economic growth and high

interest rates throughout the first half of 1990’s (Table 1)

1.2 The unusually successful performances of Asian economies attracted
rapid growth of net capital inflows to the region during the early to mid-1990’s. At
that time, Indonesia, Malaysia, and Thailand experienced average real GDP growth
above 7% p.a. The Philippines was the only laggard among ASEAN-4, yet its growth
gradually rose to above 5% by 1995-96. These swift Asian growth paths were
heavily fuelled by external trade. Quick and outward-oriented growth was not the
only feature that attracted foreign investors. Macroeconomic stability played an

important role as well.

1.3 By developing country standard, inflation was moderate or below 10%,
except the Philippines in 1989-91. And the absence of significant fiscal imbalances
in most cases confirmed the disciphne of macroeconomic policies. Among the
ASEAN-4, only the Phuilippines incurred persistent general government deficits in the

late 1980°s and 1990’s. Thailand, in contrast, recorded general government surpluses



every year between 1988 and 1996 Given such healthy fiscal positions, the sizable
external current account deficits were not due to public dissaving but shortfalls of
private saving relative to private investment. Moreover, those shortfalls were not
associated with low savings but rather with extraordinarily high investment, which
was linked to these countries’ growth records. In other words. a sizable part of this

investment was financed by foreign capital attracted by relatively high returns.
2. Capital Formats

2.1 Formats of capital inflows posed challenges in terms of their
contributions to productivity and repercussions upon recipient countries’
macroeconomic policies as well as financial systems. In these respects, foreign direct
investment and other long-term flows were superior to short-term flows, especially the
ones tnto banks and other financial institutions. Unlike China and Vietnam (where
foreign direct investment dominated net private inflows), ASEAN-4 and Korea before
the crisis chose to rely upon growing shares of short-term debts (Table 2) which
brought about a large degree of volatility to flows of funds across border. In
Thailand, for example, short-term inflows were abundant amounting to 7-10% of
GDP each year during 1994-96, while foreign direct investment languished at about
1% of GDP.

2.2 Remarkable increases of net capital inflows into almost every region
(except Africa) in the first half of 1990's are immediately evident in Table 3. Asia
kept on capturing the largest portion (42%) of developing countries’ net private
capital flows. Another distinguished feature of Asia is that its net capital inflows 1n
the form of short-term credits, lhisted under the category “other net investment,”
represented the biggest among all continents’. This venifies that Asian countries
attracted strong attention from international 1nvestors and financial intermediaries in
the early 1990’s. That is particularly so in ASEAN-4. Table 4 demonstrates that
ASEAN-4 absorbed rising net private capital flows. Within all members of ASEAN-4,
Thailand was the most reliant {10.2% of GDP in 1989-95) and debt commitments far

overwhelmed both foreign direct investment and portfolio investment,
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2.3 Among the incentives encouraging borrowings from abroad were capital
account liberalization, relatively high domestic interest rates by international
standards, and exchange rate policies that appeared to provide assurance that the price
of foreign currency would not increase to outweigh interest differentials. Burgeoning
capital inflows resulted in growing foreign exchange reserves, increasing commercial
banks™ liquidity and foreign liabilities. Any country’s foreign exchange reserves
should then be measured not just in terms of import spending but also foreign
liabilities. For instance, Thailand’s foreign exchange reserves more than doubled
between early 1992 and early 1996 (reaching the peak at US$ 38 billion), while
during the same period its commercial banks' foreign liabilities grew from US$5

billion to US$ 46 billion. or from 6% to 24% of their total liabilities.

2.4 One salient feature of the Thai economy. which is similar to some of its
Asian neighbors, is the prevalence of family businesses. This tightly knit family
relationship is applicable to a large number of business segments in Thailand,
including local public companies listed in the stock market. Along the growth path,
even though these family businesses were considerably dynamic, they always tried
their best to retain management authority within their families. That is an underlying
reason why both domestic and foreign debts were hinged upon to a much larger extent
than equity as a source of finance. Even among non-financial firms listed in the
equity market, their average debt-to-asset ratios surged from 1.58 in 1994 to 1.98 in
1996. In the meantumne, their debt servicing capacity, as measured by the ratio of

before-tax and before-interest revenue to debt outstanding. fell from 14.2% to 10.7%.

2.5 Family businesses did not neglect tapping funds from the local stock
market. But the funds mobilized from such source were not meant to substitute for
debts. [nstead. they were intended to serve as a stepping stone for further borrowing

via debt instruments.

26 Two other reasons favor debt financing. First. similar to those in several
other countries, Thailand’s tax system allows private corporations to deduct interest
payments. but not dividends, as expenses before tax computation. Such allowance

gives a privilege to debt financing (over equity) in lowering the overall cost to



borrowing entities Moreover, this tax distortion is also resorted to as a means to
evade tax burden. For instance, instead of directly utilizing their own funds as equity,
private companies deposited such funds at financial institutions and borrowed the
same amount back so as to gain tax deduction. Second. tedious procedure of raising
funds via equity and the absence of bond markets encourages borrowers to count upon

debts as a primary source of financing.

2.7 Access to offshore funds or BIBF corresponded well to the preference of
Thai family businesses, as low foreign interest rates together with minimal exchange
risks (due to basket-pegged exchange rate policy) helped reduce their operating costs
but not therr management control. It is thus unsurprising to find that private non-bank
entities accounted for most of the colossal increase in the country’s external debt

outstanding after the authority liberalized capital account.
3. Usage and Impact

3.1 Streams of abundant capital inflows accelerated growth of private sector
credits. In Thailand. for example, the growth of private sector credits rose from 20%
in 1992 to 30% in 1994 or more than twice the growth rate of nominal GDP.
Overheating or excessive credit growth fuelled demand expansion and raised
momentum of inflation as well as external current account deficits--especially in
Malaysia and Thailand. Malaysia’s inflation more than doubled from 1.9% p.a. in
1987-89 to 4.0% p.a. in 1990-95 while her current account moved from an annual
surplus of 4.8% of GDP to an annual deficit of 6.2% of GDP during the same interval.
Rates of inflation during 1993-96 were in most cases higher than the weighted
average of trading partners’ inflation rates, thus contributing to the erosion of
competitiveness. There were also clear signs of asset price inflation, particularly in

real estate as well as equity markets.

3.2 The underlying cause of all the above-mentioned problems is how
foreign capital was (mis)used. Instead of funding export projects or foreign exchange
earning/saving activities, a sizable portion of those capital inflows rushed into
short-term and speculative sectors such as real estate and stock markets. That is true

even in the case of foreign direct investment. The data from Thailand reveal that



during the period of caprtal glut (1993-96) 37% or roughly a third of net foreign direct

invesiment clustered in the real estate sector (see Table 5)

3.3 After 1995 two external factors aggravated the strains on the current
account of ASEAN-4 : downturn of export markets and upswing of the U.S. dollar
exchange rate. The trade-weighted average growth of trading partners’ imports
weakened from 11-12% in 1994-95 to 8% in 1996. This slackening was attributed to
the following : a widespread deceleration of imports by industrial countries stemming
from sluggish economic activity in Europe and a decumulation of inventories, a glut
in the global electronics market that resulted in a sharp fall in prices, and a slowdown
of growth in much of the Asian region itself--including China, India, Malaysia, and
Thailand--partly in response to measures undertaken in some countries to contain the
emerging overheating pressures As regards exchange rates, after 1995 the U.S. dollar
recovered at a very quick pace (Chart 1). For example, it rose from 94.06 yen in 1995
to 108.78 yen in 1996 and 121.06 yen in 1997. Because ASEAN-4 pegged their
exchange rates closely to the U.S. dollar, their substantial currency appreciation meant

that the degree of competitiveness in international arena dwindled to a large extent.

34 On top of capital account liberalization, the financial deregulation
undertaken by ASEAN-4 in consonance with the global pressure raised the degree of
risks and vulnerability to deterioration of financial institutions’ asset quality. Such
adverse impact was due to three pnimary causes First, amid stronger competition due
to foreign capital, limited experience among local financial institutions in the pricing
and management of risks in new areas of business practice led to imprudent lending
or credit commitments. Second, inadequacies in the regulations and supervision of
financial institutions served as loopholes to modern practices in banking and finance.
Third, inefficiency on the part of central authorities’ regulatory personnel, due to their
lack of experience, further worsened structural weaknesses of the Asian financial
sector In short, the management of, and the supervision plus regulations of, financial
institutions paid too little attention to prudent analysis and containment of risks.
Consequently, asset quality declined to an alarming degree while the number/amount
of non-performing loans as well as bankruptcies grew unprecedentedly. It should be

noted as well that negative effects of initial imprudence were exacerbated by



subsequent events, i.e. economic slowdown, tighter financial policies. decline in
domestic real estate and equity markets, and eventual currency depreciation that
placed in difficulty customers with uncovered foreign currency habilities. Overall, in
addition to threatening deficits on the external account, weak financial sector further
undermined confidence of both debtors and investors, leading to Asian financial

CrSis.
4. Critical Stage

4.1  After periodic episodes of speculative attack 1n 1996, the Thai baht came
under downward pressure again in January-February 1997, as currency traders
questioned more about the sustainability of the U.S. dollar peg in the presence of a
large current account deficit and erosion of external competitiveness due to the
dollar’s continual rise against the yen and growing excess (Thar minus U.S) inflation.
Though the authorities were at that time able to defend the baht through spot and
forward intervention and temporary rise 1n interest rates, market traders viewed the
measures as inadequate. especially when fundamental weaknesses in the financial
sector were not remedied and equity prices continued sliding. Meanwhile. there was
Iittle market nervousness in neighboring ASEAN-4 countries, which were less
affected by the export slowdown 1n 1996 and encountered far smaller current account
deficits. However, as the situation in Thailand deteriorated, worries that financial
sectors in these countries might also be exposed to property gluts contributed to a

downturn in equity prices, particularly in Malaysia and the Philippines.

4.2 Severe pressures on the Thai baht reemerged in early May 1997,
prompting the central bank to intervene heavily in the spot and forward markets,
before moving on May 15 to introduce capital and exchange controls, aimed at
segmenting the onshore and offshore markets, and allow interest rates to rise.
However, these measures failed to restore confidence in the currency, and strong
pressures continued in the second half of May and June. On this occasion, the
neighboring ASEAN-4 countries suffered limited spillover effects. but these pressures

abated fairly quickly as the authorities intervened in their exchange markets, raised
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interest rates, and, in the case of Malaysia, introduced limits on swaps by nonresidents

not related to commercial transactions.

4.3  Underlying these currency attacks was a tightening in global financial
conditions resulting from the sudden nse in Japanese bond yields and the sharp
rebound of yen, which reduced the attractiveness of borrowing in Japan to finance
investment in high-yielding markets elsewhere, including Thailand which was heavily
reliant on short-term capital inflows. International investors--commercial banks,
investment banks, and hedge funds--played a role alongside domestic investors in
taking short positions against the baht, which they viewed as providing a one-way bet

given the exchange rate peg, weak fundamentals, and relatively low funding costs.

4.4 Large and continual capital outflows made it inevitable for Thailand to
abandon its exchange rate peg against the U.S. dollar-dominated basket on July 2 and
allow the baht to float. After dropping initially by 10%, the baht continued to falter
because of intensified worries about politics, an economic package to support the new
exchange regime, and weaknesses in the financial system. The fall of the baht value
immediately raised doubts about the viability of exchange rate arrangements in

neighboring countries.

4.5 The imitial victim was the Philippines, where the authorities had also
maintained an exchange rate peg to the U.S dollar. After trying briefly to defend the
peg through interest rate hikes and intervention, the authorities floated the peso on
July 11, and subsequently imposed restrictions on the sale of nondeliverable forward
contracts to nonresidents in an attempt to limit speculation against the peso. Spillover
effects spread quickly to Malaysia. where the authorities opted to allow the ringgit to
depreciate rather than raise interest rates, and also to Indonesia, where on July 21 the
rupiah fell sharply within the official intervention band Subsequent measures to
tighten liquidity condition in Indonesia failed to stem the growing exchange market
pressures, and the authorities allowed the rupiah to float on August 14. At the time of
the rupiah’s float. the Thai baht weakened by a cumulative 18% against the U.S.
dollar, compared with more moderate falls of other ASEAN-4 currencies by around

10%.



46 The situation, however, worsened markedly in September and October
1997, reflecting concerns about the eftects of currency depreciation and higher
domestic interest rates on highly leveraged corporate and financial sector balance
sheets, and about the authorities’ commitment to implement policies needed to restore
exchange rate stability. The imposition of controls on capital outflows during the
crisis further undermined investor confidence Although hedge funds played a role in
the crisis of the Thai baht, they were not a major driving force behind the downward
pressures on ASEAN currencies in the third quarter of 1997. Instead, domestic
investors, debtors seeking to hedge their foreign currency exposures, and international
commercial as well as investment banks played important roles in paring down
domestic currencies. By mid-October, the cumulative declines of currency value
versus the U.S. dollar exceeded 30% for Indonesia and Thailand and 20% for

Malaysia and the Philippines.

4.7 As the southeast Astan crisis deepened, spillover effects began to spread
to other countries 1n Asia. reflecting the same concerns (export competitiveness and
soundness of financial system) The Singapore dollar and New Taiwan dollar
weakened moderately 1n July. and the Hong Kong dollar came under temporary attack
in early August. Contagion of financial crisis could easily occur in other parts of the
world because of three primary reasons. First, financial markets around the world are
linked up with each other to a large degree by technological advancement. Second,
owners of surplus funds ordinarily diversify their investments to different countries or
continents in order to maximize returns while limiting risks. Third, financial crisis in
one country or continent typically has adverse psychological impact upon investor
confidence in other countries or continents. Therefore. globalization of financial

crises, as a result of the one in southeast Asia, could come as no surprise.

4.8 Table 3 demonstrates that the 1997 reduction in developing countnes’
net private capital inflows were entirely due to Asia. Within Asia. Thailand was not
the only country which saw a drastic plunge of net capital inflows. The Philippines,

Indonesia, and Malaysia were in a similar phight.



5. Consequences

5.1 Ordinarily, foreign capital serves a crucial driving force in most
developing countries’ economic development The pace of economic growth in
ASEAN-4 therefore slackened to a marked extent in 1997, as displayed in Table 1.
Industnal countries, on the other hand. were largely unaffected. Given a prolonged
recession in Japan since the bubble burst, it remains ambiguous how much of her

economic showdown in 1997 was attnibuted to the southeast Asian financial crisis.

5.2 The correlation between net capital inflows and economic growth is
reconfirmed by the data in Table 4 and Table 1. in 1997 Thailand suffered the most,
as net private capital outflows reached 10.9% of GDP. the total opposite of what had
happened 6 years earlier (which had seen net inflows of 8-12% of GDP p.a.). That is
why her economy came to a standstill in 1997, while other ASEAN members’
encountered only minor setbacks. Meanwhile, the momentum of economic downturn

was more than enough to offset the inflationary impact of currency depreciation.
6. Lessons

6.1 One very important reason why Thailand spearheaded the Asian
financial crisis is that not only did a dominant portion of her external debts belong to
financial markets which were highly sensitive to up-to-date news (unlike foreign
direct investment), but an enormous share of those financial debts were short-term
(Table 2), making the country's financial status extremely vulnerable to changes in
market sentiments. Consequently, sudden decrease of investor confidence can, and
did, spur foreign credutors or investors to immediately retrieve their funds.
Simultaneously. once panicked by possible or further currency devaluation and
therefore more debt burden. short-term debtors rushed to terminate, instead of rolling
over, their external debt obligations These pressures generated primary momentum

behind detrimental net capital outflows from Thailand 1n 1997.

6.2 It should be noted that the southeast Asian crisis differs from many
previous crises in that the affected countries had high saving rates and government

surpluses. However, their excessive investment, ngid exchange rates, too early a
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domestic financial liberalization, lack of transparency, and ineffective law
enforcement created doubts among traders and speculators about sustainability of
stable exchange rates. The resulting vulnerability to capital outflows was reinforced

by heavy reliance upon short-term external debts.

6.3 Korea serves as another good example of excessive investment, lax
discipline, government intervention, and high wvulnerability. Large corporate
conglomerates (chaebols) opted for heavy dependence on debt instead of equity
finance. Corporate entities that encountered financial difficulties were kept alive by
debt rollovers, often demanded by government authorities. The vulnerability of the
banking system was increased by large exposures to chaebols, compulsory lending to
small- and medium-sized enterprises, politically influenced lending, and credit
channeling from abroad Therefore, a large number of Korean firms received

increasing amounts of short-term foreign currency debts, little of which were hedged.

64 The management of, and the supervision plus regulations of, Korean
financial institutions paid too little attention of prudent analysis and containment of
risks. According to unoffictal estimates, at the end of 1996 banks’ nonperforming
loans, net of reserves, already reached 70% of their equity, indicating very poor asset
quality. During 1997, an unprecedented number of chaebols moved into bankruptcy
as a result of several factors, including excessive investment (in such sectors as steel

and autos) and cyclical downturn.

6.5 Strong government intervention (via directed credits, regulations, and
subsidies) heavily influenced Korean industrial structure. Worse yet, true fiscal
positions were not as tight as they appeared to be, because of extrabudgetary and
quasi-fiscal operations The resulting lack of market discipline contributed to the
problem of unproductive or excessive investment that played an important role in the
buildup to the crisis. Fortunately. those substantial short-term external debts of Korea
were clustered among few conglomerates, so debt renegotiations were much easier
and more successful than the similar attempts in Indonesia, where not only were debts

widely scattered but political instability debilitated investor confidence.

1}



6 6 Singapore. in contrasl, was least affected by the recent capital account
cnisis because it had prudent banking regulations and rigorous supervision. Neither
cronyism nor nepotism nor corruption distorted the allocation of resources. Public
officers acted as referees, not participants in the market, and good transparency

functioned to check abuses of power and privilege.

6.7 Even though Singapore faced considerable net outflows of portfolio
investment in 1996-97, such event represented temporary market reactions to export
downturn (especially electronics) and Asian financial crisis. Given that Singapore has
a firm command on economic and institutional fundamentals, those disturbances

turned out to be only transitory.

6.8 In the countries most affected by the crisis, the key factors that led to the
difficulties are the following (a) failure to dampen overheating pressures manifested
itself in large external deficits and property plus stock market bubbles: (b) too long a
peg of exchange rates encouraged excessive foreign borrowing without hedging; (c)
formats of foreign borrowing mattered very much in that short-term debts generated
extreme vulnerability while foreign direct investment was at the opposite end; (d) lax
rules and financial oversight precipitated deterioration of banks’ asset quality; (e)
poor transparency induced speculation: (f) political disarray and uncertainties

weakened investor confidence

7. Outlook

7.1 In 1998 and 1999 the U.S. Federal Reserve is likely to raise its interest
rate because of the following reasons. Thus far, several economic data demonstrate
that the U.S. economy 1s nearing the peak of its business cycle. For instance, the
unemployment rate dipped to the lowest level in two decades. Elevating interest rates
will certainly serve as a preemptive measure against intlation. Even though it has
been argued that various U.S. industrial sectors have already achieved considerable
restructuring benefiting from advancement of technology. records in the past rarely
indicate that incremental worker productivity outstripped inflationary pressure for a
long period of time. It is the pace of inflation. instead, that tends to persist if not

subdued at its earliest. Once the U.S. starts to hike its interest rate, the Asian financial



crisis will deteriorate as the U.S. now serves as a vital export market for most

emerging Asian countries. Worse yet, higher interest rates will accelerate recycling of

funds back to the U.S.

7.2 What is more threatening 1s the shifting of capital flows towards Europe
mainly due to currency unification in 1999 Under the new tightly linked Euro
currency system, European business entities will receive better credit rating from
international capital markets owing to firm currency commitments of credible
monetary authorities, such as the Bundesbank and the newly established European
Central Bank, regarding minimal exchange rnisks and sustainability of Euro.
Moreover, given that European corporates are inclined to hinge more upon
commercial banks’ funding than their American rivals who typically lean towards
debentures and securities issuances, international financial institutions will be tempted
to feed more funds to European corporates than those elsewhere. Unsurpnsingly, the
IMF believes that Middle East and Europe will represent the only continent which

receives more net private capital inflows in 1998 (Table 3).

7.3 Asia, in contrast, is suffering the loss of investor confidence after the
financial crisis in 1997. lts total net private capital inflows plunged from US$ 102.2
billion in 1996 to US$ 38 5 billion in 1997 and only US$ 1.5 billion in 1998. Such
drop was largely attributed to short-term net outflows, while sizable net portfolio
outflows were also distressing. The situation in 1998 is like the converse of 1996
except foreign direct investment which remains firm, reflecting promising long-term

prospects as viewed by foreign direct investors.

7.4  Another factor which may aggravate the Asian balance sheet is that the
Euro currency unification requires stringent fiscal and monetary policies on the part of
11 participating member governments Therefore, higher interest rates are expected in
Europe, attracting or retrieving funds from Asia. Meanwhile, in the midst of bleak
status, the suffering Asian economies are not expected to raise their interest rates
further, so they can hardly count upon interest rate differentials as a means to capture

foreign capital. Instead, they have to improve their economic fundamentals to a



satisfactory and sustainable level, otherwise foreign investors can readily shift their

funds elsewhere.

7.5 One notable feature in 1998 and 1999 is that the east Asian countries
which are hard hit by the financial turmoil -- Thailand, Indonesia, and Korea -- will
score current account surpluses as a result of imports declining more than exports.
What is questionable 1s whether these surpluses are adequate to compensate for net
capital outflows. If not, the consequential balance-of-payments deficits will

exacerbate the prevailing financial distress as well as declining investor confidence.
8. Thailand

8.1 As Thailand’s financial crisis triggered a series of economic difficulties
in several east Asian countries, 1t is worth investigating the causes in detail. To be
included as well are socio-political characteristics and private-public interactions,

some of which are common across Asian cultures,

8.2 Two central policy issues, exchange rate and handling of problems at
private financial institutions, deserve strong attention, since not only did they involve
various parties and generate widespread repercussions, but they actually spurred up
critical tension 1n financial markets and weakened investor confidence to a large

degree.

8.3 In 1990 Thailand started recognizing Article VIII of the IMF, which led
to three rounds of foreign exchange control liberalization (in May 1990, April 1991,
and February 1994). Another pivotal episode was the establishment of the Bangkok
International Banking Facilities (BIBF) in March 1993 to serve as a groundwork for
international banking services and mobilizing capital across border to support regional
economic growth. The Bank of Thailand (BOT) quoted more competition and
development of financial system as underlying rationale An immediate question 1s
whether the BOT was aware that once local exchange rate was not market-determined.
opening up the country’s capital account would totally nullify effectiveness of
monetary policies, since capital inflows (outflows) induced by higher (lower)

domestic interest rates would cancel the intended tightening (loosemng) of domestic



liquidity. Conceptually. the only discretionary instruments that remained effective

were exchange rate and fiscal policy.

8.4 Three perplexing points about BOT's actions are as follows. First,
according 1o internal reports, before starting BIBF, BOT was well-aware that liberal
capital transactions would limmt the capability of monetary policy if exchange rates
continued to be tightly pegged to the basket Second, that basket-pegged exchange
rate policy. which was initiated in 1984, was kept 1n use even after the capital account
was liberalized and BIBF went into effect. Third, fiscal policy was largely neglected
as a means to tone down looming inflation and current account deficits. Instead, the
BOT resorted to higher interest rates so as to contain credit e¢xpansion and
expenditures  Eventually, influx of capital inflows, induced by interest rate

differentials and minimal exchange risks, instigated overheating of the economy.

8.5 Given that the authornties knew beforehand that liberalized capital
account could negate monetary policy, their hesitation to float exchange rates must
have been an outcome of conservatism and/or business plus political influences,
particularly those heavily hinging upon external debts. One excuse for restricting
exchange rate movement was to avoid bankrupcies of debtors and to uphold
credibility of the nation However. a vicious circle or greater difficulties occurred as
rigtd exchange rates further encouraged foreign borrowings or higher external
indebtedness which magnified the risk of bankrupcies, lower credibility, and other
financial disruptions if floating exchange rate regime was chosen. Therefore, several
parties voted for postponing a flexible exchange rate system again. In short, this
exchange rate predicaments of Thailand demonstrate two prominent lessons for
developing countries. First, policy consistency should be continually adhered to. For
example, should foreign exchange funds be allowed to move in and out of the country
liberally, their prices or exchange rates ought to be determined by market force or
given an equal degree of freedom  Second, once any policy change is deemed
conceptually proper, it should be immediately implemented. Delaying it for whatever

reasons tends to complicate the matter.



8.6 Another controversial function of the BOT was to rescue ailing private
financial 1nstitutions.  Despite rapid advancement in banking and financial
liberalization, the BOT maintained its long-held responsibilities in not just monetary
policy but also safepuarding private financial institutions. The latter involves
regulations, supervision, and provisions of assistance. In 1985 a special unit called
Financial Institution Development Fund (FIDF) was created and attached to the BOT.
Its primary duty is to rehabilitate and develop financial system so as to attain stability.
In principle, FIDF is supposed to offer assistance to ailing banks or finance companies
in various formats, e.g. temporary emergency funds, purchasing shares in case of
recapitalization, transfers of assets and habilities, organizing mergers and acquisitions,
participation in management teams. But in fact, most assistance from FIDF took only
two forms, 1.e. emergency funds and holding stakes in ailing firms or banks. As for
its funding. FIDF tapped only short-term funds via either repurchase or interbank
markets or issuances of short-term notes. Whenever FIDF cannot obtain enough

funds, it often resorted to BOT as if the BOT served as an underwriter.

8.7 Various excuses were quoted for FIDF extension of liqudity aids, e.g.
bank runs as a result of political instability, closure of some finance companies,
flotation of exchange rate. In essence, the BOT offered liquidity funds to problem
banks and finance companies in order to avoid panic and maintain confidence as well
as stability in the financial system, because 1n Thailand there was no deposit insurance
corporation Consequently, before the mandate of the IMF, the BOT tried its best to

restore ailing private financial institutions.

8.8 Even though preserving stability of financial institutions facilitates
development of the financial system, the rescue operations undertaken by FIDF as
mentioned above should not belong to a central bank’s territory, as they could easily
interfere with appropriate monetary policy. In the case of Thailand, such interference
is immediately evident. Chart 2 shows that before the financial crisis in 1997, when
looming current account deficits and inflation needed to be corrected by deceleration
of money supply growth, credit extension from FIDF did the opposite for the sake of
healing problem banks and finance firms. In other words, amid the dilemma of

stability at the micro- or macro-level. the BOT opted for the former at the expense of



the latter This represents the second incident of BOT's policy inconsistency. Worse
yet, rescuing those financial patients at the near final stage tended to be futile in

various respects and generate numerous adverse repercussions subsequently.

8.9 Problems of commercial banks and finance companies in 1994-96
stemmed from mismanagement spurred by untimely financial liberalization. New
practices. newcomers (BIBF), and enormous capital inflows gave rise to strong
competition. Such pressures, together with domestic financial institutions’ inadequate
experience, led 1o excessive and improper credit extension (e.g. in property sectors)
without careful screening of project viability and likely risks versus returns. The
economy was therefore overheated and finally reached the bubble status, similar to
the Japanese economy. Over-investment was fueled by imprudent banks and
finance compamies which eventually encountered record high levels of
non-performing loans, 35% of commercial banks' and 60% of finance companies’

outstanding credits.

8.10 If more efficient and forceful supervision had been done by bank
regulators, the crisis may not have occurred. or if so, must have been less severe. In
the midst of high-tech financial era, bank examiners and regulators need to thoroughly
understand banking plus business nisks and move as quickly as possible to deal with
bad loans and financial mismanagement. In contrast. the examiners and supervisors
took up to a year to detect and notify the suspected or guilty banks or finance firms.
Problems thus became too difficult or too late to solve. In most cases, aids from FIDF
did not help rectify roots of the problems. They only palliated symptoms at the final
stage. while exacerbating macroeconomic imbalances. That was why the IMF

demanded a termination of continual aids from BOT to ailing financial institutions.

8.11 Matunty mismatching by FIDF created strong distortions in local money
markets. As a large portion of assistance from FIDF came in the form of equity
holding 1n ailing financial institutions, 1t should have been funded by long-term
borrowing such as government bonds or securities. Instead, FIDF resorted to
short-term borrowing, engendering pressure upon domestic liquidity. Such maturity

mismatching aggravated the high interest rate environment as prescribed by the IMF.
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8.12 Given that policy discretion of FIDF was not transparent, various sources
claimed that BOT provided preferential treatments to particular banks and finance
companies due to close connections or acquaintance with the involved executives. In
addition, political influences played some roles in the determination of which finance
firms should or should not be entitled to receive assistance from FIDF In any case,
one distinct defect of rescuing private financial institutions was the moral hazard
among executives In the financial circle. Once those executives learned that the
central authorities could hardly let any financial institution go under, they were
inclined to take more risks and be less cautious. This generated a vicious circle for
the BOT, i.e. the more it helped remedy ailing finance companies, the more risks

others will take, and the larger number of sickening firms will come in the future.

8.13 As formally recommended by a special commission scrutinizing the
BOT, the responsibility of regulating and supervising private financial institutions
should be under a separate organization from the BOT such as a deposit insurance
corporation (FDIC) which acts as a risk evaluator and (partial) guarantor for deposits.
Segregating FDIC from BOT will resolve the policy dilemma at BOT. Meanwhile,
the process of supervision at FDIC should be quick and transparent, which will
stimulate the market force to compel problem banks and finance firms to rectify
themselves. Otherwise, they will receive lower rating and less guarantee from FDIC,
unlike FIDF and BOT which revealed nothing but guaranteed everything (including
principal plus interest). The above suggestions correspond with the two lessons

mentioned in (8.5}, r.e. policy consistency and timely or immediate actions.
9. Indonesia

91 Before encountering the financial crisis in 1997, the suffering Asian
countries had to cope with five similar problems : high current account deficits,
large short-term external debts, weak financial institutions with high proportions of
non-performing loans, inflexible exchange rates. and political uncertainties. It is
therefore tempting to conclude that these are primary causes of the financial debacle.
But after detailed scrutiny, one will find that the genuine origin of the crisis lies at

mismanagement of capital flows and mushandhing of financial deregulation. Such



errors were outcomes of improper or inconsistent macroeconomic (exchange controls,
exchange rate, monetary, fiscal) policies, immaturity of market participants as well as
regulators, and market distortions instigated by the state. The Indonesian experience

substantiates the just-mentioned hypothesis

92 Between 1990 and 1996 the widemng current account deficits of
Indonesia were the result of overinvestment 1n land-based industries (hotel and tourist
resorts, amusement and industrial parks, real estates, commercial buildings and
shopping malls), excessive infrastructure, and other non-tradables. Those investments
were made possible or largely funded by external private debts which would not have
been so attractive 1f exchange risks had been high or domestic interest rates had been
kept low. And pressures on current account balance must have subsided to some
degree if fiscal expenditures had been adequately curtailed. Instead, the lack of
appropriate policy coordination engendered excessive spending to such an extent that
foreign creditors started to doubt about the country’s financial credibility and

therefore withdrew their invested funds.

9.3 Despite the absence of capital controls, the authorities did not float the
rupiah exchange rate until August 1997 The rupiah was very much tied to the U.S.
dollar via a basket of currencies On some occasions, it was devalued against the U.S.
dollar (50% in November 1978, 40% n June 1983, and 31% 1n September 1986). To
encourage inflows of foreign investment. between January 1979 and December 1991
Bank [ndonesia (BI) or the central bank extended a subsidy on exchange rate to
domestic borrowers. Under the so-called exchange rate swap facility, banks.,
non-bank financial institutions, and customers with foreign-exchange borrowing

contracts were provided with forward covers.

94  Ordinanly, Bl specified its “intervention band™ around the central rate,
within which it was ready to intervene so as to support its exchange rate. Between
1992 and 1997 BI widened the intervention band six times as a means to generate
some exchange risks and allow more degree of freedom for the monetary authorities
to exercise control over monetary aggregates. However. continual encouragement

from the state together with rather rigid exchange rates led to a surge in private sector



foreign borrowings throughout the 1990°s  Indonesian external debts thus grew
rapidly from US$ 66.9 billion in 1990 to US$ 131.4 bilhion in 1997 or around twice
the size of her export value. Within this amount, roughly a half was private and short-
term with average maturity of 1.5 years. Most of the private sector’'s external
borrowings were explicitly or implicitly guaranteed by the state. These included
foreign borrowings to finance infrastructure projects, largely owned by pohtically

well-connected groups.

9.5  Other than capital account liberalization, financial deregulation was
another prime mover towards the crisis. Interest rates were liberalized in June 1983
and other restrictions were relaxed since October 1988, e.g. regulations on asset
portfolios. reserve requirements, new entrants, privatization, and greater access to
offshore markets. The market environment became move competitive not only
because of new entrants but also because of easier credit access for all concerned
parties especially bank clients, as they can tap funds from abroad directly.
Unsurprisingly, domestic credits expanded at an excessive pace, ie. 24.3% p.a.
between 1992 and 1996. That was partly responsible for the growing current account
deficits  What was more worrisome was that banks engaged themselves in riskier
activiies. Worse yet, their inexperienced officers together with inadequate capital
base gave rise to high proportions of bad debts and insufficient loan loss provisions or
coverage One driving force behind such ominous risk taking was that foreign banks
were allowed to penetrate in domestic economy and so was larger ownership of

foreign investors in domestic assets.

9.6 Clear-cut examples of immaturity on the part of Indonesian banks and
their customers were mismatches of maturities and currencies. When domestic
interest rates were high. there was a strong temptation to borrow in short-term foreign
currencies to fund longer-term projects The risks of maturity mismatching were
particularly strong for unlisted banks which had no access to mobilize long-term
funding via shares. bonds, or securities Given that the rupiah depreciation was
historically predictable and rather low, a large portion of the external debts were
unhedged. The resulting exchange rate wvulnerability, in addition to poor risk

management, represented shortcomings of Indonesian commercial banks. [n other



words, they were not ready to successfully cope with financial deregulation as well as

open capital account.

9.7 Problems of bad debts were particularly severe at state-owned banks,
since they offered subsidized credits to government projects or acquiesced in erratic
government policies As of November 1996, 68% of the banking system’s bad debts
belonged to state-owned banks. Protected from closure on constitutional ground and
having their losses covered by the public budget. these banks tended to be overstaffed
and have overextended branching networks. Meanwhile, the lack of incentives and
lending skills (including risk appraisal) made these state-owned banks’ performances

far inferior to their private counterparts.

9.8 More worrisome was the fact that the six state-owned banks controlled
a sizable portion (over 30%) of bank assets in Indonesia. Given that these banks were
subject to government direction, they extended special credits to particular industries
and politically well-connected business groups. Overall, financial deregulation did
not end government intervention in lending decisions of state-owned banks and

finance companies.

9.9 On the part of regulators, the implemented rules and regulations were
very weak, partly because of structural weaknesses in the legal and accounting
systems. Besides, bank regulators were both inefficient and prone to frauds as well as
collusion or bribes. [t was thus easy to find private banks belonging to business

conglomerates and offering leniency to affiliated companies.

9.10  The absence of a deposit insurance scheme or bailout program allowed
Bank Indonesia (Bl) to provide supports to ailing banks on an ad-hoc and
non-transparent basis (which was similar to the Thai case). These supports included
capital injection, liquidity credits, and emergency assistances It turned out that Bl’s
supports to distressed banks grew rapidly, weakening moral discipline 1n the financial
system while aggravating macroeconomic imbalances (inflation and current account

deficits) of the country
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9.11  Partly responsible for the widening external deficit was fiscal behavior.
Though the government often ran budget surpluses, these surpluses were not adequate
to counter rapid expansion of “off-budget expenditures™ and government sponsored
projects. There were no data on these “off-budget expenditures” but the list of
involved projects, e.g. aircraft and national car industries, was demanding as well as
lengthy. Another strain on the fiscal position arose from revenue losses stemming
from the introduction of tax incentives for the national car program and other
pioneering projects. In sum. while exchange rate and monetary policies were misused
via several channels. no appropriate fiscal measures were undertaken to counteract the

adverse macroeconomic effects therefrom.
10. Malaysia

10.1  Malaysia differed from her southeast Asian neighbors in that she gave
stronger emphasis to foreign direct investment (FDI) than other formats of capital
inflows The underlying reasons were not only financing and technology transfer but
also marketing.  Reciprocally, Malaysia’s well-developed infrastructure and
administration, together with well-educated workforce, were attractive to most foreign
direct investors seeking locations for their production plants overseas. Therefore, the
statistics in Table 4 are not surprising. In 1989-95 Malaysia's FDI/GDP (6.5%) far
exceeded those of the Philippines (1.6%). Thailand (1.5%), and Indonesia (1.3%).
This characteristic allowed Malaysia to depend less upon external debt than her
ASEAN-4 neighbors, both in absolute terms and relative to GDP (see Table 2). In
other words, owing to her preference for long-term capital, Malaysia was, among
ASEAN-4, the least vulnerable to volatility in international capital markets.
Nevertheless, exchange control liberalization in December 1994 (allowing residents to
hold foreign currency accounts) and the June 1995 measure (which liberalized the

capital markets) added more uncertainties 1o the streams of cross-border transactions.

102 Although FDI had several benefits as mentioned above, it engendered
considerable repatriation of profits (or investment income) as a large debit item on the
invisible (or services-plus-transfers) account. Another sizable net payment item on

such account was insurance and freight. Local compames providing transport



services, such as the Malaysian International Shipping Company, did not expand as
fast as trade. In fact, these investrent income payments due to FDI and shipping
were so plentiful that made deficits on the invisible account larger than
Malaysia’s trade surpluses in the early 1990°s. In other words, Malaysian current

account deficits then were largely attributed to service payments.

10.3  After the 1995 liberalization, private sector external debts more than
tripled commercial banks™ foreign liabilities between 1995 and 1997. More
wormisome was that only a quarter of total Malaysian bank lending went to
manufacturing, agriculture. mining, and other productive activities. In the stock
market, there was no evidence of fund raising for productive investment. In contrast,
a considerable portion of corporate foreign borrowings were over-invested in “non-

tradables,” aggravating the prospect of the country’s current account.

10.4  Almost every party agrees that, other than capital account and financial
liberalization as well as imprudent supervision of banks, rigid exchange rate or
excessive pegging to the U.S. dollar is another significant factor instigating
widespread currency speculation and subsequent turmoil. After the Thai baht was
floated on 2 July 1997, the Malaysian authority rushed to defend its ringgit. Such
effort demonstrated the underlying interest of those responsible for substantial
increases of unhedged short-term borrowings in U S. dollar from abroad by politically
influential business groups. According to the BIS estimate 1n 1997, well over half of
foreign borrowings in east Asian countries were short-term: Malaysia 56%, Thailand
66%, Indonesia 59%, and South Korea 68%. These short-term debits raised the degree
of debtor countries’ vulnerability to capital flight. It thus came as no surprise that the
continual surge of U.S. dollar, to which the ringgit and other southeast Asian
currencies were pegged, sparked a stream of capital withdrawals and financial

meltdown in 1997

10.5 The ominous savings-investment gap in 1997 was exacerbated by
Malaysian direct investment abroad. Such investments were frequently encouraged
by the government and sometimes involved abuse of inter-government relations to

favor Malaysian investors, e.g. in logging. There were also strong reactions to the

(2
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cabinet’s decision to rescue selected businessmen by utilizing employee provident
funds, because the government failled to ensure clear-cut transparency and
accountabulity in the use of the facility. Various other adverse incidents were quoted

as outcomes of nepotism and cronyism.

10.6  After the 1997 financial crisis. policy responses on the fiscal front
raised some doubts about the government’s credibility and suggested that part of the
crisis may have been attributed to similar pohicy errors in the past. In the 1998 budget
there was little evidence of belt-tightening as far as government expenditure was
concerned. For instance, the lower, instead of higher, corporate income tax is unlikely
to bring about lower consumer prices. asserted as justifying rationale. Trade taxes
were ncreased and non-tariff barriers re-introduced. But in view of the much cheaper
ringgit and the slowdown 1n car sales. these measures seem unnecessary. The higher
taxes on imported cars and CKD units will mainly favor Proton and Perodua, the
government’s national cars which have not made much progress in terms of overseas
sales. The government also did not take an opportunity to cancel most of the
postponed mega-projects which are economically indefensible (e.g. Genting-
Camerons highland highway. Northern Regional International Airport, and Malacca
Straits bridge to Sumatra). Such reluctance did not help inspire confidence in official
policy responses to the crisis. Worse yet. it has become increasingly evident that the
government's fiscal surplus in recent years was not due to either taxes or
expenditures. but rather to sales of public assets as part of the privatization policy,
often 1n dubious circumstances or at heavily discounted prices, both with negative

impact on economic and social welfare.
11. Philippines

111 Statistics from the Philippines™ national income account as displayed
below reveal two outstanding features of the economy. First, in the early 1990's or
before the Asian financial crisis, the Philippine economy grew at the slowest rate
among ASEAN-4  That must have been an outcome of various economic
prescriptions from the IMF which offered several rounds of financial assistance at the

times of past crises. Unlike her ASEAN neighbors, being able to contain the pace of



her economic growth helped the Philippines restrict the extent of her current account
deficits and currency speculation. Unsurprisingly, in the second half of 1997 or after
the Thai baht sparked the currency contagion, the Philippine peso was almost the least
loser (-16%), as compared to Thai baht (-22%). Indonesian rupiah (-20%). and

Malaysian ringgit (-10%).

11.2 Second, the Philippines’ gross national savings relative to GNP was
the lowest in the region at 18-20% in 1991-96. This peculiar character is largely
explained by income, interest rates, bank availability, and real effective exchange rate.
The 1984-85 depression and the 1991-92 recession had strong adverse impact upon
household savings rate, since the 1983 real per capita income did not re-emerge even
in 1996 Government savings tended to be negatively related to interest rates because
high interest payments represented a significant part of government spending.
Though there are few questions about the positive correlation between bank
availability and successful savings mobilization, bank stability started to matter when
competition grew as a result of financial deregulation (1981-83} and foreign exchange
liberalization (1991-92), especially in the absence of prudent supervision and
regulations. The liquidity cnisis in 1981 and a severe balance-of-payments crisis in
1983, which resulted 1n numerous bank failures. shook saver confidence to a large
extent One study (Lamberte, Lim, Vos, 1992) finds real effective exchange rate to be
negatively related to the national savings rate. Another explanation for low savings is
that in recent years there are a large number of Filipinos working abroad and the
amount of their remittances to be converted into peso partly depends on the nominal
exchange rate. Meanwhile, domestic inflation cuts the peso purchasing power and
thus the incentive for conversion. Empirical evidences indicate that by 1996 the real
peso, as measured by real effective exchange rate, appreciated 38.4% higher than the

1988 level. therefore discouraging conversion of workers” earnings from abroad.



Key Macroeconomic Data of Southeast Asian Countries, 1991-96

Panel A: Per Capita Income and Recent GDP Growth Rates

1995 GDP Growth Rates (% per year)
Per Capita
(US$) 1991 1992 1993 1994 1995 1996
Indonesia Q80 76 70 41 40 76 6.0
Malaysia 3.890 87 30 90 91 101 88
Philippines 1,050 06 03 21 44 4.4 55
Singapore 26,730 73 62 104 105 88 70
Thailand 2,740 835 g! 83 39 87 6.7
Panel B: Gross National Saving Rates (as % of GNP)
1991 1992 1993 1994 1995 1996
Indonesia 304 323 328 319 314 337
Malaysia 299 341 353 355 364 388
Philippines 18.2 194 181 19.0 190 205
Singapore 458 465 459 492 499 497
Thailand 354 345 342 352 350 353
Panel C: Change in Consumer Prices (% per vear)
1991 1992 1993 1994 1995 1996
Indonesia 94 76 96 8.5 9.4 79
Malaysia 44 47 36 37 34 35
Philippines 187 g9 76 20 g1 84
Singapore 34 23 23 31 t7 14
Thailand 57 41 34 51 58 5.9
Panel D: Current Account Balances {as % of GNP)
1991 1992 1993 1994 1995 1996
Indonesia =35 21 -1 4 -16 -36 -4.1
Malaysia 92 -39 -4 6 -60 90 -63
Philippimes 22 -18 -55 -4 5 -33 -4 1
Singapore 111 11 73 159 176 15.3
Thailand -78 -58 -52 -58 -83 -8.1
Panel E: Central Government Budget Surpluses (as % of GNP)
1991 1992 1993 1994 1995 1996
Indonesia 07 -04 -04 02 02 -
Malaysia 20 -08 02 23 09 06
Philippines 221 -12 -15 10 06 03
Singapore 47 54 46 34 74 54
Thailand 43 26 19 27 30 09

Source. ADB (1997)



11.3  To demonstrate the importance of mnflows from Filipinos overseas
(including both contract workers and emigrants), one should compare annual
economic growth as measured by GDP and the one by GNP (equalling GDP plus net
factor income from abroad). While the growth rate according to the former in 1996
stayed at 5 5%. the one based on the latter surged to 6.9%. In absolute terms, a World
Bank study put funds received from overseas Filipinos at nearly US$ 6 billion in 1994
or close to three-quarters of the trade deficit and equivalent to some 9% of GDP in
that year. Furthermore, another pecuhar 1item on the Philippines’ invisible account
-- inflows through the conversion of foreign currency deposit units (FCDU) to peso --
plays a signiftcant role. Ever since the foreign exchange liberalization in 1991-92,
exporters of goods and services were given freedom to place their dollar earnings in
these accounts as they saw fit. Typically, they did so when they expected the peso to
depreciate and vice versa or when there are attractive peso assets to invest in. The
latter response occurred 1n 1994 and 1995. In 1994 the peso strengthened against the
dollar and 20% of the equity n the state oil refinery became available in the market,
and so did some other attractive corporate 1ssues. Consequently, peso conversion rose
by 180% between 1993 and 1995. In 1996, with the peso stable against the dollar, the

booming property market acted as a magnet.

11.4  Though remittances from Filipinos abroad are significant in size or
they can cushion a large portion of trade deficits. they are highly subject to market
sentiments about expected exchange rate movements, foreign trade status, and
politics For tnstance, in the first half of 1997 net factor income registered a year-to-
year growth of only 19.1%. down sharply from 91 5% recorded in the first half of
1996. The slackening was largely attributed to the jittery that hit the Philippine equity
and foreign exchange markets in the wake of property and banking cnisis in Thailand.
FCDU was caught in a similar dilemma It complied well with globalization and
financial liberalization. Nevertheless, it added strong momentum to exchange rate
speculation and volatility which has become an extremely formidable task for any
small country’s central bank to handle. That is so because these deposits (FCDU)

have grown very rapidly in recent years. from U.S.$ 2.56 billion in 1990 to U.S.$
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14 52 billion in 1996, exceeding gross international reserves of the Philippines by a

wide margin

IS One reason why the Philippines did not encounter as severe a foreign
exchange cnisis in 1997 as Thailand and Indonesia is that among different formats of
foreign capital. she resorted most to foreign direct investment (FDI), similar to
Malaysia. FDI is unquestionably less responsive to shifts of market sentiments and
liquidity in the short run than portfolio investment and foreign loans In 1991-96 net
FDI represented 50% of total net private capital inflows to the Philippines, much
larger than Indonesia (38%) and Thailand (11%). Malaysia had the highest FDI/GDP
ratio averaging 6.5% in 1989-95. In other words, FDI helped not only in fueling
economic growth, financing current account deficits, and transferring technology but

also in cushioning turbulent reactions to adverse market conditions.

11.6  Another crucial item is interest. Because of the Philippines” substantial
and continual foreign borrowing in the past, interest payments constituted a heavy
burden in the current account. Fortunately, those interest payments tended to ease in
recent years, in part due to debt rescheduling and restructuring agreements (stretching
maturities and counting more upon official creditors) since the mid-1980’s,
culminating in two deals in 1990 and 1991 for debt buyback and the conversion of

some commercial bank debts to long-term bonds.

11.7 The heavy influx of foretgn funds 1n 1994-96 provoked an overly rapid
loan growth, averaging 30% p.a in 1991-96. This led to the problem of adverse
selection. Banking sources indicated increasing reliance on unaudited financial
statements 1n the granting of new loans and overexposure to the property sector in
1995-96, as banks became flushed with funds. The overbuilding of the real estate
sector and the imminent currency crisis generated more non-performing loans. Moral
hazard. resembling the 1980°s cnsis, reappeared. After the 1997 crisis the central
authorities are in the midst of revising various facets of financial markets, including

information technology. taxation. regulations. supervision, and governance.



12. Conclusions

12.1  Painful experiences suffered by southeast Asian countries in the
1997-98 financial cnsis clearly indicate that policy consistency or coordination 1s
extremely essential for any country to survive 1n the current arena of mobile capital.
Incidents of policy inconsistency were plentiful and they were accountable for the past
criscs For example, even though funds were allowed to move across border without
constraints as a result of capital account liberalization, their prices or exchange rates
were kept rigid. When current account deficits surged frighteningly as a consequence
of financial deregulation and more competition, fiscal policy was ignored or not
tightened. Instead, the central authorities offered aids to ailing financial institutions
for the purpose of averting bankruptcies. T'hose aids markedly aggravated current

account deficits.

12.2  Timing 1s another vital issue. Before adopting any policy in whichever
direction, the government ought to ensure that all pertinent parties are ready. For
instance, the Asian financial ensis in 1997-98 was partly due to the fact that financial
derepulation was opted when domestic financial institutions were immature to cope
with strong competition from abroad while the central monetary authorities were not
adequately experienced in supervision and regulation. Without good timing of policy
implementation, the government could easily encounter vicious circles. Two explicit
examples of these circles occurred when flotation of exchange rate was postponed and

when ailing financial institutions were rescued.

123 Business and political influences are also important factors which may
lead to some policy inconsistency and/or improper iming. That 15 understandable as
decision-makers of macroeconomic 1ssues frequently encounter some trade-off. But
what the central authornities should constantly bear in mind is that macroeconomic
policy errors regarding their consistency and timing are often difficult to rectify and

tend to have a series of adverse repercussions.

124 Formats as well as end uses of foreign borrowings are very crucial
because they have immediate implications upon the vulnerability as well as debt

servicing capacity of debtor countries. The countnes which leaned towards foreign



direct investment (c.g. Malaysia and the Philippines) were less susceptible than the
ones which heavily counted upon short-term loans (e.g. Thailand and Indonesia). The
degree of vulnerability 1s highly meaningful, especially in the case of small
developing countries since capital flows are not only mobile to large extent but also

huge relative to those countries’ foreign exchange reserves or monetary aggregates.

125 In short, the financial crises that southeast Asian countries encountered
were outcomes of mismanagement of capital flows together with mishandling of

financial deregulation.
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Economic Growth (%)

Table 1: Important Economic Statistics

1989 1990) 1991 19927 1993 1994| 1995 1996 1997 1998] 1999
- USA 34 12 -09 27 23 35 23 34 39 4.4 42
- UK 21 06| -15 I 23 44 28 26 35 26 21
- Germany 37 57 13.2 221 -12 29 19 13 20 21 .6
- Japan 47 48 38 0 03 06 15 39 09 -25 2
ASEAN-4
- Thailand 122 112 86 81 87 86 88 55/ -04] -102 4.2
- Malaysia 92 97 86 78 83 93 94 86 771 -74 56
- Indonesia 75 72 70 65 65 75 82 78 49 -13 03
- Philippines 62 Joy -06 03 21 44 47 58 521 06 33
Inflation (%)
1989 1990 1991 1992 1993] 1994 1995 1996 1997 19981 1999
- USA 4.8 54 42 30 30 26 2.8 29 2.3 16 2.2
- UK 78 9.5 59 37 16 25 3.4 24 31 27 23
- Germany 28 27 16 51 435 27 | 8 15 | 8 06 07
- Japan 23 31 33 17 13 a7 -0l 0l 17 06 -03
ASEAN-4
- Thailand 54 60 37 41 34 50 58 58 56 8.1 03
- Malaysia 28 26 44 48 35 37 53 35 27 53 28
- [ndonesia 64 78 G4 75 97 85 94 8.0 67 58| 208
- Plulippines 114 132 185 86 69 84 80 90 59 9.7 67
Current Account/GDP (%)
F9BG) 1990 1991 1992 1993 1994 1995 1996 1997 1998} 1999
- USA 19 16 021 -10 -15 -2 -1.8 -19 -21 45 42
- UK -43 33 -14 170 17 -03 -05 ol 06 47 43
- Germany 47 32 -10f -10f 07 -10 -10f -06] -03 90 83
- Japan 290 12 20 30 31 28 22 14 22 41 4.7
ASEAN-4
- Thailand -35] -85 77 -57 51| -56| -79 -79| -22| 127 91
- Malaysia 08 20 -89 -38 -48 -78] -i00] -49] -48 129 158
- Indonesia -12] 28 37 22 -13 16 -33] -33] -26 42 3.7
- Philippines 34 <611 23] -19] 55 46| -44] -47 -54 24 9.4
Exchange Rates
1989 1990] 1991 1992] 1903 1994 1995 1996| 1997 1998| 1999
- UK 16397|1 7847[1 7694| 1 76551 5020|1 53161 5785[1 56171 6377| 1.6564|1.6182
- Germany 1 8800[1 6157|1 65951 5617|1.6533|1 6228(14331|1 5048|1 7341 17591|1 8358
- Japan 137 96| 144 79| 134 71126 65( 111 20102 21| 94 06|108 78[12099| 130091{113 91
ASEAN-4
- Thailand 2570 2559 25520 2540] 2532 2515 24 92| 2534 3136) 4136| 3784
- Malaysia 2 7088|2 7049|2 750112 5474]|2.5741|2 62432 5044(2 5159|2 8132] 3 9244|3 8000
- Indonesia 1770 1{1842 8/ 1950 3{2029 9| 2087 12160 8(2248 6|2342 3(2909 4| 10013 6|7855 2
- Philippines | 21 74| 24 31| 2748] 2551] 2712 2642 2571 2622| 2947 4089 3909
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Enterest Rates (%)

Table 1 (continued)

1989l 1990l 1961 1992} 1993] 1994] 1995} 1996 1997 (998 1999
-USA 91 §2 5.8 37 32 46 59 54 56 55 53
-UK L5 125 103 75 40 37 41 3t 36 45 na
- Germany 55 71 76 80 63 4.5 39 23 27 29 24
- Japan 20 36 41 34 21 17 09 03 0.3 03] na
ASEAN-4
- Thailand g5 123 137 89 86 85 116l O3 OS5 107 47
- Malaysia 49 59 72 80 70 49 59 71 78 85] na
- Indonesia 186 175 2331 196/ 1465 125 167 (7.3 200 391 n.a
- Phulippimes 141 195/ 188 143 96/ 105 §4 971 102 121 82
Periodical Averages
Economic Growth (%) Current Account/GDP (%2) Inflation (%)
1987-89 1990-99 1987-95 1990-99 1987-80 199(}-99
Thailand 117 53 =23 29 39 50
Malaysia 78 68 48 -18 19 39
[ndonesia 6] 43 -19 -13 79 14.6
Philippines 5.8 28 -19 23 B3 9.5

Sources. International Financial Statistics, 2000, World Economic Outlook, September 2000,
Bank of Thailand’s Key Economic Indicators. various 1ssues
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Table 2: External Debt Qutstanding

(Billions of U.S dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998
ASEAN-4
External debt 1423 1656 181.7 2028 2421 279.0 2992 3165 3159
Short-term debt 257 338 417 526 606 797 8B9 0944 595
{% of total debt) 181 204 229 259 250 286 297 298 188
Long-term debt 1166 1318 1400 1502 18135 1993 2103 2221 2564
(% of total debt) 819 796 771 741 750 714 703 702 812
Indonesia
External debt 693 794 880 9.2 1079 1244 1289 1332 1418
(% of GNP) 635 o048 662 587 634 646 S83 636 1659
Short-term debt 11 143 181 18¢ 195 260 322 329 20
(%0 of total debt) 16,0 180 206 202 181 209 250 247 14.2
Long-term debt 582 651 699 712 834 984 967 1003 121.7
(%o of total debt) 840 820 794 798 819 791 750 753 858
Debt-service ratio 333 343 326 336 307 299 366 30 33
Malaysia
External debt 153 171 200 262 303 344 397 472 449
(% of GNP) 374 384 363 430 440 414 420 498 655
Short-term debt 19 21 36 7.0 62 73 1t 1 14.9 37
(% of total debt) 124 123 t80 267 205 212 280 316 194
Long-term debt 134 150 ted4 192 241 271 286 323 362
(% of total debt) 876 877 820 733 795 788 720 684 806
Debt-service ratio 12.6 74 91 8.7 8.9 7.0 9.0 7.5 8.7
Philippines
External debt 296 313 319 347 383 371 398 448 463
(% of GNP) 67.1 686 592 627 583 487 472 522 679
Short-term debt 4.4 49 53 50 5.7 53 8.0 11.8 72
(% of total debt) 149 157 leé6 144 149 143 201 263 15.6
Long-term debt 252 264 2066 297 326 318 318 33 39.
(% of total debt) 851 843 834 856 851 857 799 737 844
Debt-service ratio 270 230 244 256 189 l6.1 13.4 93 11.8
Thailand
External debt 281 378 418 527 656 831 908 913 829
(% of GNP) 333 391 384 429 464 505 514 612 735
Short-term debt 83 125 147 226 292 411 376 348 235
{%e of total debt) 295 331 352 429 445 495 414 381 283
Long-term debt 198 253 271 301 364 420 532 565 594
{% of total debt) 705 669 648 571 555 505 586 619 717
Debt-service ratio 169 130 138 130 134 116 127 155 192

Sources: Global Development Finance. 2000



Table 3: Net Capital Flows

{Balhons of U S dollars)

1984-89 1990-96 1992 1993 1994 1995 |996 1997 1998 1999
Total
Net private capital flows 15.2 1481 1240 1624 1605 1920 2408 1737 122.0 1964
Net direct investment 129 631 374 562 B843 960 [149 1382 1196 1197
Net portfolio mvestment 47 541 586 1046 878 235 497 429 180 344
Other net investment -235 309 na na -117 725 762 -73 -156 423
Net official flows 239 153 133 212 -25 349 .97 290 370 -89
Change 1n reserves -13 8 812 680 -745 -772 -1205 -1159 -547 -671 -91.1
Developing countries
Net private capital flows 18.2 1312 1197 1420 366 1561 2079 1547 995 1686
Net direct investment 121 568 338 495 754 843 1050 1194 991 991
Net portfolio investment 42 493 516 889 B850 206 429 406 194 322
Other net investment 19 251 343 36 -238 S12 600 -53 -190 373
Net official flows 258 156 137 200 91 274 .34 175 286 57
Change in reserves 58 -557 459 -407 424 -656 -1034 -552 -373 -808
Africa
Net private capital flows 36 44 - 28 106 138 45 89 75 113
Net direct investment 11 29 20 20 36 42 53 17 60 6.9
Net portfolio investment -08 02 07 08 05 14 .03 26 17 138
Other net investment 33 16 -2 - 65 81 -06 -13 -01 26
Net official flows 51 71 86 59 81 5.2 65 84 44 49
Change n reserves 02 -19 20 - 44 14 64 -113 22 -33
Asia
Net private capntal flows 130 559 210 534 631 918 1022 385 |5 588
Net direct investment 45 322 176 341 434 497 585 554 406 437
Net portfolio investment 15 68 10 117 13 108 102 -22 70 53
Other net investment 70 169 24 76 B3 313 335 -147 -321 98
Net official flows 77 84 105 9.9 62 51 93 177 247 70|
Change 1n reserves =21 290 -146 -261 -397 290 -489 -172 -244 -655
Middle East and Europe
Net private capual flows 17 252 428 226 IS5 148 207 161 187 164
Net direct investment 1 3o 13 18 42 51 43 51 46 58
Net portfolio investment 44 28 210 153 125 84 79 68 52 47
Other net investment -38 94 205 55 -12 1.3 86 42 90 59
Net official flows 48 -18 -33 43 -12 48 -58 -13 -15 -14
Change 1n reserves 72 -64 -108 o667 -31 94 212 -143 -24 -34
Western hemisphere
Net private capital flows 02 457 559 633 474 357 805 911 717 82.0J
Net direct investment 53 iI87 129 116 243 253 369 512 480 426
Net portfolio investment -09 296 304 611 606 01 252 335 195 204
Other net investment -4 6 228 126 -94 375 105 185 65 42 19.0r
Net official flows 82 18 -22 01 40 220 -134 .73 10 -48
Change in reserves 05 -184 225 213 47 359 270 -123 83  -8.6
Countries in transition
Net private capital flows -1 0 128 77 121 184 298 213 345 354 392
Net direct investment 02 63 42 60 54 132 131 182 185 200}
Net portfolio investment - 20 08 36 41 29 22 73 88 96
Other net investment na na na na na na na na 82 96
Net official flows 02 0s -01 30 -110 84 -55 08 35 -44
Change in reserves -36 -78 60 -124 -85 -359 04 62 -49 -86

Source World Economic Qutlook, May 1998
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Table 4: Net Capital Flows

{Per cent of GDP)
1983-88 1989-95 1991 1992 1993 1994 1995 1996 1997
China
Net private capital flows 12 25 17 -09 45 56 52 47 37
Net direct investment U4 29 a9 17 553 59 48 46 43
Net portfolio investment 02 02 0l - 07 07 01 03 02
Other net investment 05 -06 07 26 -5 -009 02 03 -08
Net official flows 03 05 03 038 09 04 03 02  -0.1
Change n reserves -04 22 37 65 04 56 32 40 -45
Indonesia
Net pnivate capital flows 15 42 25 31 39 62 63 16
Net direct investment 04 13 2 1.2 12 14 23 28 20
Net portfolio investment 01 04 - - 11 06 07 0g -04
Other net investment L0 26 38 14 07 1.9 31 27 0l
Net official flows 24 08 11 11 09 01 02 07 10
Change 1n reserves - 14 24 300 .13 04 07 23 18
Malaysia
Net private capital flows 3l g8 112 151 174 15 8.8 96 4.7
Net direct investment 23 65 83 89 78 57 48 51 53
Net portfolio investment na na na na n.a n.a n.a n.a na
Other net investment 08 23 29 62 g7 -42 41 45 -06
Net official flows 03 - 04 01 06 02 -01 -0.1 -01
Change 1n reserves -18 47 26 -113 -177 4.3 20 25 36
Philippines
Net private capital flows 20 27 16 20 26 50 46 98 Q.5
Net direct investment 07 16 12 13 16 20 1.8 16 1.4
Net portfolio investment - 02 .3 ar -0l 04 03 -2 -53
Other net investment 27 09 02 06 11 25 24 g5 45
Net official flows 24 20 33 19 23 08 14 02 08
Change 1n reserves 03 -1 D N - N -t9 09 -48 21
Thailand
Net private capital flows 31 2 107 87 84 86 127 93 -109
Net direct investment 08 15 [ 14 11 07 07 09 1.3
Net portfolio investment 07 13 - 05 32 09 19 06 0.4
Other net investment 15 74 92 68 41 70 100 77 -126
Net official flows 07 - 11 0.1 02 0l 07 0.7 49
Change in reserves -14 <4y 43 28 32 30 -44 -12 97

Source World Economic Qutlook. December 1997
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Table 5: Thailand’s Net Flows of Foreign Direct Investment Classified by Sectors

{Percentage shares)

1993 1994 1995| 1996 1997 1998 ]999p|

1. Industry 26.1 160 283 31.21 496 42.7] 356

1.1 Food & sugar 22 35 200 20/ 59 1.5 2.6

1.2 Textiles -0.5 26 1.9 2.2 1.3 23 0.6

1.3 Metal & non-metallic 5.5 34 46 5.0 56| 6.7 7.3

1 4 Electrical appliances B2 45 117 106 157 52| 122
1.5 Machinery & transport

equipment 3o 09 72| 48 109 126/ 109

1.6 Chemicals 11.7) 2.5 47| 8.1 5.1 4.5 0.2

1 7 Petroleum products 94 -8.6| -81| -11.0] 04] 63| 02

1 8 Construction materials 03 04 1.3 021 -03 04 1.1

1.9 Others 46| 68 3.1 95 S50 32 05

2. Financial institutions 37 05 1.3 3.2 32 164 69

3. Trade 12.7| 258 2237 24.00 289 203 293

4 Construction 88 53 18 3.1 49 39 -43

5. Mining & quarrying 72 39 28 09 06| 05 -12

6. Agriculture 0.8/ -0.5( 05 0.1 0.0 0.0 0.1

7. Services 1.1] 42| 44 55 771 55 134

8. Real estate 40.2| 33.5] 42.6| 332 29 05 42

9. Others 05 112 409 -11 221 1021 16.0

Total 100.0{ 100.0| 100.0{ 100 0] 100.0] 100.0] 100.0

Source: Monthly Bulletins, Bank of Thailand
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