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ABSTRACT

The last two decades have been a critical period for Thailand’s development. From
the mid 1980s to the beginning of the 1990s, the Thai economy performed
remarkably well and was a showcase for the world economy. Having achieved a
double-digit growth rate for a brief period, Thailand in the late 1980s was regarded
as the fastest growing economy in the world by the World Bank and the IMF. With
prospects of further rapid economic growth, the Thai government accepted Article
VII of the IMF, which required Thailand to liberalise and deregulate its financial
system. Accordingly, Thailand removed most regulations on its financial system
from 1989 to early 1994. Consequently, the country enjoyed further economic
growth and large volumes of capital began to flow into Thailand’s financial market.
Unfortunately, the story of Thailand’s success was short lived and soon ended, after
the financial liberalisation was completed. Finally, economic growth came to a

sudden stop and the crisis erupted in July 1997.

This thesis investigates the contribution of financial liberalisation to the crisis in
Thailand by focusing on four main issues: the sequence of financial liberalisation,
capital controls, exchange rate policy and asymmetric information. In addition, this
study also examines time-series data and other information to explore the
consequences of financial liberalisation for the crisis in Thailand. The thesis
divides the analysis into three parts. Part A reviews the literature on contemporary
financial issues and investigates the financial liberalisation framework that Thailand
pursued in opening up its financial system. Part B explores the impact of financial
liberalisation on the Thai economy, focusing on the issues of sequencing of
financial liberalisation, capital controls and exchange rate policy. Part C reviews
financial liberalisation theory and the Thai crisis. In this final part, we present our
conclusions about the contribution of financial liberalisation to the financial crisis in

Thailand.
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The study shows that four policy errors in the management of the financial
liberalisation process contributed significantly to the financial crisis in Thailand.
The four errors were inappropriate sequencing of financial liberalisation, too rapid
and too extensive liberalisation of capital controls, misalignment of the exchange
rate through a basket of currencies dominated by the US dollar and lack of adequate
supervisory systems in the face of large scale capital inflows, giving rise to moral
hazard problems. These errors contributed to problems of a high level of current
account deficit, speculative behaviour, overinvesment, loss of competitiveness,
increased short-term external debt and excessive investment in and lending to the
domestic markets. These problems resulted in economic instability and disruption,
and made the country vulnerable to financial crisis when the expectations of foreign

investors were not met.
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Chapter 1

Introduction

1.1 Introduction

A trend toward the global liberalisation of financial systems became widespread in the
1990s, including in developing countries (Ouattara 1998; Siamwalla 2000).
According to Hallwood and MacDonald (2000), the purpose of financial liberalisation is
to detach the financial sector from its anchorage in the domestic economy and to make it
a part of the international financial sector. In other words, the purpose of financial sector
reforms is to make the domestic financial sector integrated into the globalised financial
system. Brooks and Oh (1999) refer to financial liberalisation as the progressive
allocation of resources according to market forces rather than personal relationships or
government direction, with the aim of strengthening the competitiveness of the financial
system. In his study, Vichyanond (2000a) regards financial liberalisation as the process
of opening up a domestic financial system to increasing international capital with the aim
of fostering economic growth. According to Alba et al. (1999) and Queisser (1999),
financial liberalisation is the process by which individual countries liberalise their capital
account by renouncing any controls, taxes, subsidies, or restrictions that affect capital
account transactions between residents and non-residents. In principle, then, financial
liberalisation is the process where by a country seeks to increase its competitiveness and
growth by freeing up its financial system for international capital through reforming

trade, foreign exchange policy, capital controls and the domestic financial market.

Theoretically, financial liberalisation is said to benefit developing countries. Sauve
(1999) suggested that there are at least two reasons why a country could benefit from
financial liberalisation. First, the opening up of financial markets provides more
opportunities for foreign investors to invest, leading to a spillover into savings and

investment, which contributes to higher growth and development in the long run.



Second, liberalisation can promote innovation and modernisation of the domestic
financial system through transfer of capital, technologies and skilled labour, which results
in improved services that lead to better quality investments. In addition, Levine (1996)
and Claessens and Glaessner (1998) added that liberalising foreign entry increases
competition and so lowers the cost of finance for domestic users, who gain easier access

to cheaper funds from the external sources.

Rapid financial liberalisation did appear to bring substantial benefits to developing Asian
countries, as 1s indicated primarily by the surge in the volume of international flows to
Asia during much of the 1990s (Sheehan 1998a, 1998b; Siksamat 1998). According to
Sheehan (1998b), private capital flows to Asian countries rose more than fivefold
between 1993 and 1996. At the same time, Asian countries such as Thailand, Indonesia,
Malaysia and South Korea experienced high economic growth as a result of increased
capital inflows, exports and investments (Siamwalla 2000). A study by Gab (2000)
revealed that the value of exports increased rapidly during 1993 to 1995. For instance,
Malaysian exports grew at an average of 18 per cent, with 12 per cent for South Korea
and Indonesia and 16 per cent for Thailand. Furthermore, Park (1998) found that real
income of Asian countries also rose significantly at the rate of 8.4 per cent, 6 per cent, 5.7
per cent and 6.2 per cent in Indonesia, Thailand, Malaysia and South Korea, respectively,
during the period of 1985 to 1995. Such impressive economic performance led the
World Bank (1993b) to regard these countries as ‘economic miracles’ and declared them
the fastest growing in the world. The facts, stated above, and others led Phongpaichit
and Baker (1998a) to conclude that the achievements of these Asian economies derived

partly from the benefits of liberalising their financial systems.

Unfortunately, the miracle did not last and ended when a crisis surprisingly erupted in
Thailand and soon spread to strike the neighbouring countries of South Korea, Malaysia
and Indonesia. As the crisis unfolded, questions of what caused this sudden collapse of
some of the world’s fastest growing economies arose (Queisser 1999). Ironically, the
Asian crisis was not a traditional financial crisis caused by poor macroeconomic
performance, such as high inflation and large budget deficits (Krugman 1998a). Instead,
these Asian countries had been praised for their strong macroeconomic fundamentals,

accompanied by low inflation, small budget deficits and high rates of domestic savings



and investment (Yoshitomi 1999). The Asian crisis was different to other financial crises
and one fact stood out: each of these four countries had implemented financial
liberalisation prior to the crisis (BOT 1998b). Recent studies by Siamwalla (1997, 2000),
Ryan (2000) and Vichyanond (2000a, 2000b) identified financial liberalisation as a cause
of the crisis in Asia. Additionally, Brooks and Queisser (1999) and Mishkin (1999)
argued that the crisis represented a problem of financial liberalisation due to mismatch
between the liberalisation of their external economic relations, on the one hand, and the

lack of adjustment of domestic institutions, on the other.

Kumar and Debroy (1999) reported that financial liberalisation played a major role in
increasing foreign debt, because liberalisation allowed private financial institutions and
non-financial corporations to borrow from abroad more freely. Thus, all crisis countries
recorded rising lending from international sources and incurred high levels of foreign
debt, particularly short-term debt. According to the World Bank (1998), the short-term
debt to foreign reserves ratio in Indonesia, South Korea and Thailand was more than 100
per cent by mid 1997. Soon after, investor confidence turned sour when the countries
failed to service their debt. This made borrowing difficult and led to a sudden economic
stagnation, which resulted in collapse of the economies. Corsetti et al. (1998) argue that
the crisis in Asia was due to liberalisation coupled with weak bank supervision, allowing
poor investment decisions to develop, which resulted in a problem of excessive lending.
In their study, they found that the ratio of bank lending to GDP grew by more that 50 per
cent in Thailand and the Philippines, 27 per cent in Malaysia and 15 per cent in South
Korea. Moreover, Krugman (1998a, 1998b) and Mishkin (1999) concluded that financial
liberalisation gave rise to excessive lending in risky investments, which resulted in huge
loan losses and led these countries into a moral hazard problem hinged upon poor risk
management behaviour and the weakness of the domestic financial system. Siamwalla
(1997), Julian (2000) and Ryan (2000) argue that the recent financial crisis in Asia
suggested that the benefits of financial liberalisation were uncertain but the costs of
financial crises were obvious. In many quarters, the 1997 Asian crisis has been seen as
demonstrating the urgent need to rethink the comprehensive application of financial

liberalisation.



The problem this thesis will address is how financial liberalisation contributed to the
financial crisis in Thailand, focusing particularly on four main issues: the sequencing of
financial liberalisation; the removal of capital controls; the choice of exchange rate
policy; and issues arising from asymmetric information. The thesis will assess and

analyse the contribution of financial liberalisation to this crisis.

This introductory chapter lays the foundation of the thesis. Section 1.2 summarises
different views on the financial crisis in the context of international crises and the Asian
crisis in particular. Section 1.3 describes the problem and objective of this thesis.

Finally, Section 1.4 presents the structure of the thesis.

1.2  Financial Crises: An International Perspective

Financial crises affecting individual countries and even related groups of countries are
nothing new (Nava-Campos 2000), and the experiences of crises in the past have caught
the attention of both scholars and policy-makers seeking to find the causes and the
solutions to prevent them. Sundararajan and Balino (1991) and Lindgren et al. (1996)
equate crises with episodes where there have been runs or other substantial portfolio
shifts, collapses of financial firms, or massive government intervention. Typically,
economists distinguish crises into two types: currency crises and financial crises. The
first, currency crises, usually involve a sudden movement of the exchange rate and a
sharp change in capital flows (Dollar and Driemeir 2000; Nava-Campos 2000). The
second, financial crises, tend to originate in the banking sector — eventually induce bank
insolvency — and are generally accompanied by a collapse in asset prices (Dormbusch et
al. 1995; Krugman 1991, 1998b). Kaminsky and Reinhart (1999) added that financial
crises usually involve a debt problem in the real sector. In other words, banks and other
intermediaries usually do not get into trouble if borrowers can service their debt.
Additionally, Nava-Campos (2000) asserts that financial crises can occur without any
currency crisis, as witnessed in many cases in Africa and in some transition countries

(such as Russia), where the main problem has been the insolvency of the banking system.



1.2.1 Overview of International Financial Crises

Although the world’s financial crises occurred in different places and different time
periods, they can be characterised into two major episodes, namely, pre- and post-World
War II crises (Mishkin 1991; Bordo and Schwartz 1996). According to Mishkin (1996)
the pre-war crises occurred mainly in the US, while the postwar crises spread to other

economies as well, for instance, Chile and Mexico.

The early literature emphasised the study of the major pre-war crises in the US, where
there was a long history of financial crises that occurred almost every twenty years,
starting from 1857 to 1930. As documented in Mishkin (1991), most pre-war financial
crises in the US were associated with a sharp increase in interest rates (resulting from a
rise in interest rates abroad, particularly the London market), stock market crashes, an
increase in uncertainty following economic recession or failure of major financial or non-
financial companies. Bordo and Schwartz (1996) and Mishkin (1996) pointed out that
the financial panic of 1857 was to blame for the rising interest rate, the falling of stock
market and particularly for the collapse of a leading financial institution, the Ohio Life
Insurance and Trust Company. The severe economic conditions and uncertainty in the
bank’s health stirred up panic among investors. Consequently, they began to withdraw
massive amount of funds, causing the bank to collapse and drove the country into crisis.
Furthermore, Mishkin (1996) discovered that the origin of US crises after that (occurring
in 1873, 1884, 1893, 1907 and 1930), had similar causes to those of earlier crises. That
is, the crises erupted because of growing interest rates, a stock market crash and the
collapse of major financial companies. However, Bordo and Schwartz (1996) argued that
the 1873 crisis was unusual and different from other crises as it was not proceeded by a
sharp increase in interest rates but originated totally from the financial difficulties of
financial institutions. The bank panic began with the failure of the New York Warehouse
and Security Company who had made substantial loans to the Missouri, Kansas and
Texas railroads. When the railroad companies failed, panic spread nationwide and

investors began to withdraw funds from the bank, causing its insolvency.

Some of the most important post-World War II crises differ from those of the pre-war

period in one important aspect, namely, the banking system has not been subjected to



panic bank withdrawals (Mishkin 1991). Bordo and Schwartz (1996) argued that the
postwar crises occurred because of mismatch between fiscal and monetary policies
(mainly due to a fixed exchange rate). Some of the major crises that we discuss here
include the Chilean crisis (1982), the Mexican crisis (1976, 1982 and 1994), and lastly
the European Monetary System (EMS) crisis (1992 to 1993).

The unfolding of Chile’s crisis begins in 1982 with a strategy to peg their currency to the
US dollar in order to lower inflation. Practically, this strategy was likely to succeed as
long as US inflation remained low (Mishkin 1991). Unfortunately, US inflation rose
dramatically at the time when the peso was pegged to the dollar, causing Chilean
inflation to rise, and the prices of tradable goods to increase. The attempt to maintain the
pegged currency regime also implied that trade sectors lost their competitiveness, as their
prices rose relative to foreign goods, and this deepened the trade deficit (Dombusch et al.
1995). In sum, Chile’s crisis is well explained by its loss of competitiveness, its high
inflation and huge trade deficits that rose significantly while inflows to finance sector
declined, leading to collapse of the economy (Mishkin 1991; Bordo and Schwartz 1996).
Consequently, the authorities were forced to sell foreign reserves to settle the current

account deficit and finally to devalue the peso by the end of 1982.

Mexico is another country that has been long associated with financial troubles. The
country experienced a financial crisis at least once in every decade from the 1970s
through to the 1990s. A study by Bordo and Schwartz (1996) argued that financial crisis
of 1976, originated from high fiscal deficits caused by high foreign debt, a decline of
private investment as a result of the world recession, and the pegged exchange rate that
made the real prices of imports decline and led to a surge in dollar value while the real
price of exports rose. Accordingly, the current account deficit rose rapidly and capital
flight began to occur, forcing the government to enter into negotiations for a bailout from
the IMF (Buffie 1990). The second crisis, in 1982, was characterised by a huge increase
in public sector expenditure that was not matched by revenue increases, resulting in a
fiscal deficit as well as a balance of payment deficit (Mishkin 1991; Bordo and Schwartz
1996). Moreover, trade liberalisation and real exchange appreciation lowered the real
prices of imports, which raised the current account deficit (Buffie 1990). Indeed, these

factors made the devaluation of the peso appear unavoidable (Mishkin 1991).



Accordingly, the Mexican government announced the devaluation of the peso by 40 per
cent in January 1982. Finally, a decade later in 1994, financial crisis appeared again. An
important factor leading to this crisis was the deterioration in banks’ balance sheets as a
result of a high level of non-performing loans (NPL) (Mishkin 1991, 1996; Bordo and
Schwartz 1996). OECD (1995) pointed out that the Mexican government pursued a fixed
exchange rate of the peso to the US dollar in order to lower inflation. However, this
action did not succeed in eliminating the inflation differential between the two currencies.
Prior to the crisis, inflation in Mexico reached 10 per cent by the end of 1993. Moreover,
Bordo and Schwartz (1996) added that political unrest and the assassination of the
presidential candidate in March 1994 precipitated capital outflows that drained
government reserves. Thus, OECD (1995) reported that the peso was forced to devalue
on 20 December 1994 and two days later, on 22 December, the government finally

abolished the pegged peso and freed it to float.

Like other post-World War II crises, the European Monetary System (EMS) crisis was a
negative impact caused by a fixed exchange rate policy. Germany was the nominal
anchor in the European Monetary System, thus, other EMS members pegged their
currencies to the Deutschemark (DM) in order lower inflation (Bordo and Schwartz
1996). However, after reunification, the German interest rate began to rise and together
with a weak US dollar, drew massive inflows into Germany. Consequently, the DM
began to appreciate, and with the DM as a nominal anchor, other EMS countries had to
keep their inflation lower than the German inflation or realign their currencies (Mishkin
1996), which they were reluctant to do. Finally, the market enforced a devaluation
(Bordo and Schwartz 1996; Mishkin 1996) with the Italian lira was the first to devalue,
followed by the British pound, Finnish markka, Swedish krona and lastly the Greek
drachma.

The growing number of financial crises raised the question for economists as to what are
the factors causing these crises and how they occur. Recently, there are two competing
interpretations of the crises that have been widely debated among economists. Seminal
papers by Krugman (1979) and Flood and Garber (1984a) argue that the crises resulted
from speculative attacks on the currency, which were driven by the incompatibility of a

pegged exchange rate and expansionary domestic financial policy. Their studies have



been extended to explain a number of crises: such as, studies of the 1982 Chilean crisis
by Velasco (1987); the Mexican devaluation in 1976 by Blanco and Garber (1986); the
attack on Argentina’s crawling peg in 1981, studied by Cumby and Van Wijnbergen
(1989); and the Mexico’s 1994 crisis, as well as the 1982 Chilean and the Finish 1992
crisis, by Dombusch et al. (1995). A number of studies found that the Krugman theory
could not explain the EMS exchange rate crisis of 1992, because the economic
fundamentals of most countries involved were healthy and did not appear inconsistent
with the pegged exchange rate system. This led Eichengreen et al. (1995), Obstfeld
(1995) and Obstfeld and Rogoff (1995) to conclude that the Krugman’s theory could not
applied to all type of crises, as it fails to take into account the impact of the policymaking

environment,

In their studies of the EMS crisis, Flood and Garber (1984b) and Obstfeld (1986)
questioned Krugman’s theory by arguing that a crisis is not necessarily related to the
behaviour of fundamentals and the pegged exchange rate, but reflects the effects of self-
fulfilling speculative attacks. Their explanation of the EMS crisis is that these
speculative attacks occurred because the devaluation of the pegged currency was
anticipated in the event of high inflation, increasing interest rates and instability of the
banking system. Obstfeld (1995) explains the attack on the Italian lira by the fact that
speculators were expecting the lira to devalue because of a high domestic interest rate
and the government’s ability to pay its short-term debt. Similarly, the attacks on the
Swedish krona occurred because of high interest rates, high unemployment and banking
instability. Ozkhan and Sutherland (1994) assert that the crisis in Germany was due to

rising interest rates following reunification, which triggered attacks on its currency.

1.2.2 Views on the East Asian Crises

Despite the usefulness of the models introduced by Krugman (1979) and Flood and
Garber (1984b) in explaining many past crises, the Asian crises represent a new type of
financial crisis, whose causes, consequences and remedies cannot be explained by these
two traditional views (Brustelo 1998). According to Krugman (1998b), the Asian crises

seem to have differed from the previous crises in four fundamentals.



First, none of the fundamentals that drive "first-generation" crisis models seem to have
been present in any of the affected Asian economies. Prior to the crisis, all of the
governments were in fiscal balance. In addition, their inflation rates were relatively low
by international standards. Second, although there had been some slowdown in growth in
1996, some of the countries were not experiencing high unemployment when the crisis
began. In other words, there did not seem to be the kind of incentive to abandon the
fixed exchange rate to pursue a more expansionary monetary policy that is generally held
to be the cause of the EMS crises (1992) in Europe. Third, there was a boom-bust cycle
in the asset markets that preceded the currency crisis: stock and land prices soared, and
then plunged in all of the affected countries. Lastly, financial intermediaries seem to have
been central players in all of the countries. For instance in Thailand a crucial role was
played by finance companies (non-bank intermediaries) that borrowed short-term money,
often in dollars, then lent that money to speculative investors (Krugman 1998b;
Siamwalla 2000). In the case of South Korea more conventional banks were involved, but
they too borrowed short-term funds extensively and lent to speculative investors who

invested in highly leveraged corporations (Young 1999; Yoon 2000).

Brustelo (1998) and Krugman (1998b) argue that the Asian crisis is best seen not as a
problem caused by fiscal deficits, as in "first-generation" models, nor as one caused by
macroeconomic temptation, as in "second-generation” models, but it is best seen as a

problem brought on by financial excess followed by financial collapse.

Unlike other crises, the East Asian one did not exhibit traditional fundamental economic
weaknesses. A study by Kumar and Debroy (1999) asserts that the macroeconomic
elements of the East Asian were strong. For instance, the budget deficits and inflation
were low, while investments, savings and growth rates were high. Thus, the East Asian

crisis exposes the need to reinterpret the traditional views on crises.

Prior to the crisis, East Asian economies were performing exceptionally well and this
performance was regarded as a striking phenomenon. According to Dollar and Driemeier
(2000), the East Asian countries of Thailand, Malaysia, Singapore, Indonesia, Hong
Kong and South Korea had registered the most impressive economic growth rates in the

world with an average GDP growth of 6 to 9 per cent during 1980 to 1989. It was the



process of financial liberalisation recommended by the International Monetary Fund
(IMF) and the World Bank that changed the Asian economies, which mostly opened up
their financial markets lured by the prospect of future growth (Ouattara 1998).
Proponents of liberalisation assert that the deregulation of financial markets provided the
Asian economies with increased opportunities for investment and savings as international
financial capital freely flowed in. A study by Ouattara (1998) pointed out that East Asian
countries experienced an unprecedented investment boom following financial
liberalisation. For instance, annual gross domestic investment grew with an average of
16.3 per cent in Indonesia, 16 per cent in Malaysia, 15.3 per cent in Thailand and 7.2 per
cent in South Korea, during 1990 to 1996.

Prior to the crisis, the Thai economy had performed impressively, with economic growth
averaging 7.6 per cent from the late 1970s to early 1990s (Siamwalla 2000). This strong
growth required large amounts of investment funds, which prompted the Thai
government and the Bank of Thailand (BOT) to liberalise its financial system in the early
1990s (Vajragupta and Vichyanond 1998). Soon after, international capital flows surged
into Thailand, fuelling an investment boom (BOT 1998b; Siamwalla 2000). However, as
a study by Wiboonchutikula et al. (1999) found, a high proportion of foreign funds were
allocated to investment projects in non-tradeable sectors, which were not generating
foreign exchange earnings to service the foreign debt. The BOT (1998) added that poor
regulation gave rise to misallocation of funds and overinvestment in non-tradable sectors,
which led to the creation of an asset price bubble. Furthermore, a savings guarantee by
the Thai authorities and weak supervision created a problem of moral hazard, which
resulted in excessive lending in the financial system (BOT 1998b; Kumar and Debroy

1999).

The free flow of capital mobility can benefit all countries involved only if these funds are
used efficiently within a competitive environment that encourages innovation, and most
importantly, affords better returns to investors. However, financial liberalisation can
sometime involves risks. Corsetti et al. (1998, 1999), in their study of the Asian crisis,
argued that policy mistakes heightened the risks associated with financial liberalisation
along with weak financial institutions, and problems in corporate and public governance.

Similarly, Brooks and Queisser (1999) argue that the Asian crisis can be interpreted as a
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result of the ongoing process of globalisation that reflects a mismatch between the
liberalisation of external economic relations, on the one hand, and the adjustment of
domestic institutions, on the other. Clearly, Julian (2000) and Ryan (2000) argue that
financial liberalisation is the driving force behind the recent financial crisis in East Asia.
Indeed, Vajragupta and Vichyanond (1998), Limskul (2000) and Siamwalla (2000)
concluded that the crisis, which was sparked in Thailand with currency devaluation of
38.7 per cent in July 1997, has been seen as a showcase demonstrating the urgent need to

rethink the comprehensive implementation of financial liberalisation.

1.3 Statement of the Problem and Objectives of the Study

Despite the fact that the process and implications of financial liberalisation for different
countries has been widely debated in economic literature, little empirical research has
been done to analyse its effects on Thailand’s economy. Past studies have often focused
on the implications of globalisation and financial liberalisation for the world economy as

a whole.

The primary focus of this thesis is to present a specific discussion regarding the impacts
of financial liberalisation on Thailand’s financial crisis. It aims to present a critical
review of a broad range of relevant aspects of financial liberalisation, while remaining
focused on the Thai economy. It will document and analyse the implications of financial
liberalisation in the context of the contemporary theory in financial crises which includes
the sequencing of financial liberalisation, the use of capital control, the choice of

exchange rate policy and issues arising from asymmetric information.
1.3.1 Objectives of the Study
The objective of this research is to investigate and discuss the impacts of financial

liberalisation on the crisis in Thailand. It aims to document and analyse the global forces

that affected the Thai economy in the light of contemporary issues in financial crises. It
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presents a specific discussion of the impact of financial liberalisation on Thailand’s
economy and the financial crisis.

The specific aims of this study are as follows:

* To review the literature on financial liberalisation, focusing on Thailand’s
economy in particular.

» To present and review contemporary theories of financial liberalisation, including
the sequencing of financial liberalisation, the use of capital controls, the choice of
exchange rate policy and issues arising from asymmetric information.

* To identify and discuss the impact of financial liberalisation on Thailand’s
economy and crisis.

= To assemble appropriate time-series data to analyse the contribution of these

contemporary theories to understanding the crisis in Thailand.

1.4 Thesis Outline

This thesis is delineated into three parts. Part A presents a review of the literature. Part
B is a study of the consequences of financial liberalisation in Thailand. Finally, Part C is
an analysis of the contribution of financial liberalisation to the Thai crisis and

conclusions.

This thesis is composed of eight chapters:
® Introduction
Part A
» Issues in Financial Liberalisation and Crisis: A Literature Review
= Overview of Thailand’s Approach to Financial Liberalisation
Part B
* Analysis of Sequencing Financial Liberalisation in Thailand
= (Capital Controls: Consequences of Financial Liberalisation

» Exchange Rate Policy and its Consequences
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Part C
s Review of Financial Liberalisation Theory and the Thai Crisis

*  Conclusion and Policy Implications

Part A of this thesis is covered in Chapters 2 and 3. In Chapter 2, we provide a literature
review on contemporary theories in financial liberalisation, including the sequencing of
financial liberalisation, the use of capital control, the choice of exchange rate policy and
issues arising from asymmetric information. The first section begins with an overview of
the sequencing of financial liberalisation, then discusses the appropriate sequence of
financial liberalisation suggested by the literature. The second section documents the
argument for the use of capital controls to prevent and deal with financial crises. We
focus our discussion on controls on capital outflows and inflows. The next section
reviews the issues of exchange rate policy. First, we highlight factor influencing the
choice of exchange rate, then discuss the main features of an exchange rate regime by
focusing on fixed and flexible exchange rates. The last section details the issues in
financial crises arising from the theory of asymmetric information. The two main issues
of asymmetric information discussed in this section include adverse selection and moral

hazard.

Chapter 3 portrays the framework of financial liberalisation pursued by Thailand in
liberalising its financial system. The chapter starts with a review of Thailand’s economic
developments that includes the six National Development Plans and briefly discusses the
history of its economic growth. Then, it further explores the factors that influenced
financial liberalisation in Thailand, focusing on external and internal factors. The final
section provides a detailed discussion of Thailand’s financial liberalisation framework.
In this section, we review the key financial liberalisation strategies and provide an outline
of the order of its occurrence. The financial liberalisation framework of Thailand
includes transformation of trade patterns through interest rate deregulation, relaxation of

exchange rate and capital controls, and establishment of new financial institutions.
Part B is found in Chapters 4 to 6 and contains a study of the impacts and consequences

of financial liberalisation on the Thai economy. Chapter 4 attempts to make an

assessment of the sequence of Thailand’s financial liberalisation. This chapter analyses
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and outlines the order of the sequence and compares it with the sequence and order
described in the literature. The sequence of Thailand’s financial liberalisation comprises
four steps. As the first step in liberalising its financial system, Thailand undertook the
reform of foreign trade, which included the implementation of several National
Development Plans, aiming to promote the country’s export and industrial sectors. The
second step was to maintain a sound macroeconomic component. Theoretically, it is
suggested that in order to avoid economic instability which may cause by free flows of
capital, a country should ensure that the three main macroeconomic aspects: fiscal or
budget deficit, current account and foreign reserve, are well-maintained prior to the
implementation of financial liberalisation. In this second section, we detail three key
macroeconomic components: fiscal deficit, current account balance and foreign reserves,
respectively. The third step was deregulation of the exchange rate and capital controls.
We delineate into three episodes between the period of 1989 to early 1994. The final step
was domestic financial reforms that normally involved the development of supervisory
and monitoring program as described in the literature. However, Thailand pursued a
different approach in reforming its domestic market by establishing the two new financial
institutions, the Bangkok International Banking Facilities (BIBF) and the Export-Import
Bank (EXIM). In this last section, we explore the immediate impact of such reform,
focusing on the movement of capital of the BIBF and EXIM bank.

Chapter 5 analyses the impacts of the deregulation of Thailand’s capital controls. To
accommodate financial liberalisation, Thailand removed most controls on both capital
outflows and inflows. For the inflows, Thailand has always welcomed investments from
foreign sources; however, foreign investors were allowed to invest more freely in private
and equity sectors. In terms of outflows, Thailand has always placed heavy controls on
outgoing capital and required prior approval from the Bank of Thailand (BOT) before
funds could be transferred out of the country. With financial liberalisation, the Thai
government gradually removed controls on capital outflows to allow both local and
foreign transfer of funds out of the country. This chapter concerns consequences of
capital controls deregulation resulting from financial liberalisation. Firstly, the chapter
presents a chronology of capital controls reform and discusses the overall pattern of net
private capital flows from the 1980s up to the crisis year in 1997. The next section

details the characteristics of capital flows in Thailand, and divides them into two main
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sections: capital flows to banking and non-bank sector. For the banking sector, we
explore the movement of capital flows of commercial banks and the BIBF. The main
discussion in the non-bank sector emphasises on four types of capital flows: foreign
direct investment (FDI), foreign loans, portfolio investment and non-resident accounts.

Chapter 6 analyses the consequences of the exchange rate policy that Thailand pursued as
part of the financial liberalisation framework. Under the banner of financial
liberalisation, the Thai government implemented a basket of currencies, pegging the baht
to the US dollar which dominated the basket. This was to ensure that the country would
benefit from the pegged exchange regime, by attracting more inflows into the country in
order to service economic growth and investments. This chapter analyses the
consequences of this exchange rate regime and is composed of three sections. First, we
provide an overview of the basket of currencies. The second section studies the
development of the basket of currencies. The third section explores the consequences of
the basket of currencies for the Thai economy. In this section, the study is divided into
two main parts. First, we focus on the contribution of the basket of currencies to the
growth of trade. Then, we further study the role of the pegged exchange rate in
contributing to the surge in of foreign capital to Thailand’s financial market, focusing on

the commercial banks and the BIBF.

Part C is the last part of this thesis and comprises the two final chapters, Chapters 7 and
8. Chapter 7 analyses the consequences of applying contemporary theories of financial
liberalisation (the sequencing of financial liberalisation, the use of capital control, the
choice of exchange rate policy and issues arising from asymmetric information) to
explain the impact of liberalisation on the Thai crisis. The discussion in this chapter
centres around four main issues. Firstly, we analyse the sequencing of financial
liberalisation in Thailand. We observed an inappropriate sequence of liberalisation
where there was a mismatch of the sequence described by the literature and Thailand’s
sequence. That is, liberalisation implemented when current account was imbalance
widened the deficit, foreign exchange rate and capital control reforms were implemented
prior to domestic financial reform led to a significant trade of currency and high level of
outflows, causing problems currency speculation and weakness to macroeconomic
fundamentals, and to establish the offshore banking (BIBF) rather than reforming the

domestic market with supervisory and monitoring system caused problem of
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overinvestment. Secondly, we explore controls of capital after financial liberalisation
and found that the controls were too loose, resulting in large inflows were directed to
risky projects with poor returns. Thirdly, the fixed exchange rate in Thailand has reduced
the country’s competitiveness when the US dollar appreciated and increasing external
debts, particular the short-term one as a result from rapid increase of foreign capital
which normally came in as lending to domestic market. Lastly, we explore the issues of
asymmetric information and found that various aspects of financial liberalisation caused a
problem of moral hazard with the expectation of stable exchange rate and guaranteed
loans, resulting excessive investments and lending which finally sparked the financial

crisis in the end.

The final chapter, Chapter 8, summarises the contributions and consequences of financial
liberalisation to the crisis in Thailand. In our study, we concluded that the crisis in
Thailand was not caused by any single factor, in fact its origins are to be found in various
policy mistakes and poor management of the financial system itself. The inappropriate
sequence of financial liberalisation resulted in growing current account deficit,
speculative behaviour and weakness of macroeconomic fundamentals, caused by failure
to reduce current account deficit prior financial liberalisation, foreign exchange trade by
foreign commercial banks and rapid increase of capital outflows. Capital control reform
by allowing foreign capital to flow freely caused high level of risky investment toward
unproductive sector. The pegged exchange rate that strictly tied the baht to the US dollar
did not enhance growth and investments, but on the contrary, weakened the country’s
competitiveness when the value of the dollar began to appreciate, causing a decline of
exports, investments and economic growth. Additionally, we also found that the pegged
exchange regime has encouraged more foreign capital which generally came 1n as short-
term lending, hence the external debts of the country grew dramatically. Finally, moral
hazard problem derived from the pegged exchange rate regime and establishment of the
BIBF, causing the expectations of guaranteed value of currency and loans which led to
excessive investment and lending in the domestic market. We conclude, the financial
crisis in Thailand was a showcase of poor policy and mismanagement of financial
liberalisation by the Thai government with an inappropriate sequence of financial
liberalisation, loose controls over the capital accounts, misalignment of the currency and

lack of moral hazard management.
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It is hoped that the findings of this thesis are used to formulate better policies and
strategies, which may assist in avoiding future crises and help Thailand and other
countries to cope with financial liberalisation. Lastly, we also point out possible policy

recommendations and areas for future research that the next study can extend this study.
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PART A



Chapter 2
Issues in Financial Liberalisation and Crisis:

A Literature Review

2.1 Introduction

The purpose of this chapter is to overview the main issues in financial liberalisation,
focusing on this process as a possible cause of the financial crisis. The rest of this
chapter is organised as follows. Section 2.2 provides an overview and review of
literature on the sequence and order of financial liberalisation. Section 2.3 reviews
capital controls, and focuses on two types of controls, namely, controls on capital
outflows and inflows. Section 2.4 gives a brief discussion on factors that influence the
choice of exchange rate policy, and also presents an overview of both fixed and flexible
exchange rates. Section 2.5 first gives an overview of asymmetric information, then
reviews theories of adverse selection and moral hazard. Section 2.6 is the chapter

summary.

2.2. Sequence and Order of Financial Liberalisation

In the new age of global capital market, developing countries have been popular
destinations for global capital investment funds. As a result, financial liberalisation in
developing countries is now seen by many to be an irresistible trend (Rajan 2001). The
integrated capital market has been regarded as a necessity for developing countries to
benefit from globalising capital markets.  But it has been also claimed that some
developing countries have become economically vulnerable from financial market
integration (Lane et al. 1999; Gab 2000). Indeed, it has been argued that the economic
and financial crisis that followed this integration has highlighted an incorrectly ordered

and perhaps hasty process of financial liberalisation, and has demonstrated the necessity
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of an appropriate and correct sequence of financial liberalisation (Hallwood and

MacDonald 2000)."

2.2.1 Overview

A study by Gab (2000) concluded that financial liberalisation generates both benefits and
disruption to developing countries. A study by Sauve (1999) reported that high economic
growth in Asia, led by high trade and investments, is a prime example of the benefits
from financial liberalisation. While Brooks and Oh (1999) argue that the recent crisis in
Asia revealed risks associated with financial liberalisation, for instance high external
debts, over-investments and so on. Other views (Goldstein and Turner 1996; Capio et al.
1997; Demirguc-Kunt and Detragiache 1997a, 1997b; Honohan 1997; Williamson and
Mahar 1998; Chirathivat 1999) hold that high capital flows imply the international capital
market is fundamentally unstable and disruptive, suggesting the need for tight capital
control to stabilise emerging financial markets. On the other hand, the proponents of
high capital flows say that speculative capital flow has a stabilising effect that raises
efficiency in the economy. Traditional views (Jung 1986, Gelb 1989; DeGregorio and
Guidotti 1992; King and Levine 1993) supporting high capital flows say that a potential
positive role of high capital flows is to provide incentives for policy makers who are
politically opportunistic to follow efficiency-increasing economic policies. Recent
intermediate views (Arestos and Demetriades 1999; Brooks and Oh 1999; Ariff and
Khalid 2000) of the public choice approach argue that the discipline effect from
international capital flows is not sufficiently farsighted, and that the inherent short-

sightness of this discipline effect can explain the recent crises (Ito 1998; Gab 2000).

Recent empirical studies have concluded that inappropriately sequenced financial
liberalisation has been an important contributory factor to the boom and crash cycles in

emerging economies (Williamson and Mahar 1998). Gourinchas et al. (1999) studied

! For discussion of this view, see for example McKinnon (1982), Edwards (1984, 1986), Corbo and deMelo
(1987), Edwards and Edwards (1987), Kahkonen (1987), Fry (1988), World Bank (1989b), Collier and
Gunning (1992), Falvey and Kim (1992), Williamson and Mahar (1998) and Rajan (2001). On the other
hand, Siamwalla (2000) argues that the recent crisis in Asia was not entirely due to an inappropriate
sequence of financial liberalisation, but highlighted poor management of the financial market. While, Aoki
(1997) and Mishkin (1997, 1999) concluded that the crisis was due to problems of asymmetric information,
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lending boom episodes across ninety-one countries during the period 1960-1996, and
concluded that the probability of experiencing a financial crisis was significantly greater
following a lending boom, linking this to financial liberalisation. Empirical studies by
Demirguc-Kunt and Detragiache (1998) and Hutchison and McDill (1999)° found that a
financial crisis was more likely in a liberalised financial system, particularly when the
institutional support was weak. Kaminsky and Reinhart (1999) concluded that in
eighteen of the twenty-six banking crises in their sample, the financial sector had been

liberalised some time during the previous five years (Rajan 2001).

2.2.2 Sequence and Order of Financial Liberalisation: A Literature Review

According to Sundararajan (1999), orderly liberalisation often requires implementation of
critical and massive reforms simultaneously. What is needed is a package of reforms
involving different components of the financial sector, such as aspects of banking
supervision, money markets, monetary operations and central banking. He argues that, at
the least, this is necessary for financial stability reasons, and to be able to be effective in

implementing stabilisation policies.

The influential views on the sequence of liberalisation of Edwards (1989a) and
McKinnon (1993) assert that domestic financial market liberalisation and current account
liberalisation should be implemented first, followed by capital account liberalisation.
Moreover, early literature on the optimal sequencing of economic reform also suggests
the importance of capital controls during the process of development.” 1In this view,
liberalisation of the capital account should not be undertaken until the end of the process;
freeing up capital flows prematurely before domestic and trade liberalisation could lead
to economic instability (McKinnon 1973, 1993; Edwards 1984; Balassa 1990; Glick and
Hutchison 2000).

Valdes-Prieto and Soto (1998) blamed it on a lack of capital controls and Pantusane (1998) views the
mismanagement of exchange rate policy as a cause of the crisis.

2 Samples in Demirguc-Kunt and Detragiache (1998) include a panel of fifty-three countries for the period
1980-95 and ninety-seven countries for the period 1975-97 by Hutchison and McDill (1999).

3 Burkett and Lotspeich (1993) argue that financial liberalisation should not take place until both fiscal and
monetary controls are established. Also see Wihlborn and Willet (1998) for discussion of this view.
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McKinnon (1993) and Burkett and Lotspeich (1993) argue that there are at least two
reasons why capital account liberalisation should be delayed until the end of the reform
sequence. First, if inflows occur prior to the completion of trade reforms, the domestic
allocation of foreign savings may not be efficient. Second, whether or not trade reforms
are initially in place, a rapid inflow of capital will cause real appreciation of the exchange
rate, which makes it difficult for domestic tradeable producers to adjust to the removal of
protection. Thus, a massive influx of capital at the time liberalisation occurs, finances an
unusual increase in imports while decreasing exports and gives out the wrong long-run
price signals in private markets (Edwards 1984). In addition, other elements of a
supporting policy package for orderly capital account liberalisation are restructuring
weak and insolvent banks. Indeed, where banks are weak or insolvent, one would want
to restrict their access to international capital flows, and so there may be a case for
imposing controls on selective capital movements. Furthermore, there would be a need

to strengthen auditing, accounting and disclosure practices (Sundararajan 1999).

McKinnon (1993) has attempted to account for institutional capabilities and weaknesses,

with ‘the optimal order of economic liberalisation’. It is thus argued that:

...how fiscal, monetary, and foreign exchange policies are sequenced is of critical
importance. Government cannot, and perhaps should not, undertake all liberalising
measures simultaneously. Instead, there is an ‘optimal’ order of economic
liberalisation, which may vary for different liberalising economies depending on their
initial conditions. (McKinnon 1993, p.77)

McKinnon elaborates by suggesting that the speed of adjustment is sluggish in the goods
markets, and faster in the financial markets. Thus, financial markets could not be
reformed in the same manner and at the same time as other markets, without creating
awkward difficulties. Recognition of these problems has led to the proposition of
sequencing in financial reforms. Successful reform of the real sector 1s seen as a
prerequisite to financial reform. Thus, financial restraint would have to be maintained
during the first stage of economic liberalisation. Furthermore, different aspects of reform
programs may work at cross-purposes, disrupting the real sector in the process. This is
precisely what Sachs (1989) labelled as ‘competition of instruments’. Such conflict can
occur when abrupt increases in interest rates cause the exchange rate to appreciate rapidly

thus damaging the real sector. Sequencing becomes important again. It is thus suggested
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that liberalisation of foreign markets should take place after liberalisation of domestic
financial markets. In this context, proponent views on financial liberalisation suggest
caution in sequencing in the sense of a gradual process of liberalisation emphasising the
achievement of macroeconomic stability and adequate bank supervision as preconditions
for successful financial reform. It is also argued by proponent views of financial
liberalisation say that the authorities should move more aggressively on financial reform
in good times, and more slowly when borrower net worth is reduced by negative shocks,
such as recessions and losses due to changes in the terms of trade (World Bank 1989b;

Arestos and Demetriades 1999).

Caprio et al. (1994) have reviewed financial reforms in a number of countries, primarily
developing countries, and studied the experience of six countries at some length. They
conclude that appropriate sequencing along with favourable initial conditions of financial
markets and macroeconomic stability are critical elements in the successful

implementation of financial reforms.

In the light of the poor results that followed the Latin American financial liberalisation in
the 1970s and early 1980s, many economists now recognise that financial liberalisation in
developing countries is most successful when it is gradual (Kahkonen 1987; McKinnon
1989; Villanueva and Mirakhor 1990b). In principle, the order of liberalisation now

accepted by some economists is the following sequence (see Figure 2.1).

Figure 2.1: Sequence of Financial Liberalisation

Full Financial
Liberalisation

Capital Account
Reform

Reduce Fiscal
Deficit

Foreign Trade &
Domestic Financial
Reform

Foreign Exchange
Reform

Source: Adapted from Hallwood and MacDonald (2000).
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A study by McKinnon (1993) has reviewed the three prerequisites for successful reform
which are the establishment of macro-financial control by lowering government deficits,
the correct sequencing of domestic financial market reforms including reductions in trade
restrictions and deregulation of external capital flows, and prudential regulations on bank
activities to prevent financial market instability from derailing the liberalisation process.
Hallwood and MacDonald (2000) argue that there are five major areas where financial
liberalisation measures need to be taken. The five areas include reduction of the fiscal
deficit, liberalisation of domestic financial system, liberalisation of foreign trade,
liberalisation of foreign exchange control, and exchange rate management. Additionally,
Caprio et al. (1994) argue that successful liberalisation will depend on the speed of
implementation of the process of financial liberalisation which should be done gradually.
In this gradual process a sequencing of financial liberalisation (Edwards 1989a;
McKinnon 1993; Johnson et al. 1997) is recommended, emphasising the achievement of
stability in the broader macroeconomic environment and adequate bank supervision
within which financial reforms were to be undertaken (McKinnon 1988; Cho and
Khatkhate 1989; Sachs 1989; Villanueva and Mirakhor 1990b). Employing credibility
arguments, Calvo (1988), Rodrik (1987) and Arestos and ‘Demetriades (1999) suggest a
narrow focus of reforms with financial liberalisation left as last. In principle, it is widely
agreed that a gradual process is recommended for successful financial liberalisation and
the appropriate sequencing of financial liberalisation consists of reductions of deficits,
foreign trade and domestic financial reforms, foreign exchange rate reforms, and capital

account reform, left to the last.

2.3 Capital Controls

The window of opportunity offered by capital controls has been abused by certain
powerfully-connected business interests, not only to secure publicly funded bail-outs
at public expense, but even to consolidate and extend their corporate domination,
especially in the crucial financial sector. Capital controls have been part of a package
focused on saving friends of the regime, usually at the public's expense. (Jomo

2001, p. 55)
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Currency controls are a risky, stopgap measure, but some gaps desperately need to be

stopped. (Krugman 1998b, p. 1)

The volume of foreign capital transactions has increased dramatically in recent years both
for developed and developing countries. The forces of globalisation have pushed both
investors and borrowers into international financial markets." The liberalisation of
financial markets has also presented crucial challenges for policymakers in controlling
the flows of capital (Dooley 1996). Neely (1999) defines capital controls as any policy
implemented to limit capital account transactions. Bakker (1996) argues that this broad
definition makes it difficult to generalise the issues of capital controls as they can take
many forms and can be utilised for various purposes.5 Furthermore, Edwards (1999)
suggests that the series of crises has demonstrated the need for controls over capital.
Recent studies on the new international financial theories have focused on two types of
capital controls, namely, controls of capital outflows and inflows (Edwards 1999; Neely
1999).

2.3.1 Controls on Capital Outflows

A number of academic economists have argued that controls on capital outflows have
been one of the solutions to deal with a financial crisis (Edwards 1999). In most cases,
controls on capital outflows are applied to postpone a choice between devaluation and
tighter monetary policy (Neely 1999). In his article, Krugman (1998a) argued that
controls on capital outflows are useful, at least to prevent a speculative attack from both
domestic and international sources. In essence, Edwards (1999) has delineated the two
major types of controls on capital outflows, ‘preventive controls’ and ‘curative controls’,

which are discussed in the following section.

* Edwards (1999) argues that globalisation gives rise to capital mobility and has created a highly unstable
international financial system. Mussa (2000) reveals the danger of high openness to international capital
flows, especially short-term flows to countries with weak or inconsistent macroeconomic policies or
inadequately capitalised and regulated financial system.

* See Alesina et al. (1994) and Grilli and Milesi-Ferrentti (1995) for empirical studies of factors associated
with capital controls.
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2.3.1.1 Preventive Controls on Capital Outflows

Generally, these are employed when a country is facing a balance of payments deficit,
but has not yet suffered currency devaluation (Edwards 1999). Preventive controls
include taxes on funds remitted from international transactions, dual exchange rates with
a more depreciated rate applied for capital transactions, and outright prohibition of fund
transfers (Yoshitomi and Shirai 2000). The main objectives of this type of control are to
slow down the drainage of foreign reserves, and at the same time, provide authorities
with time to implement corrective policies, while fending off speculation (Edwards 1999;

Yoshitomi and Shirai 2000)

According to Edwards (1999) and Yoshitomi and Shirai (2000), some earlier empirical
evidence suggests that preventive controls are likely to be ineffective. Studies by
Edwards (1989b) and Edwards and Santaella (1993) showed that the private sector would
find ways to circumvent the controls in the months prior to a devaluation crisis. Results
from their studies reported that almost 70 per cent of the cases where the controls on
outflows were applied as a preventive approach, resulted in a large increase in capital
flight at the end. Similarly, a study by Cuddington (1986) on the determinants of capital
flight in developing countries came up with the same conclusion. Kaminsky and
Reinhart (1999) found that the authorities tried unsuccessfully to avoid currency collapse
by introducing controls on capital outflows. Additionally, Edwards (1999) and
Yoshitomi and Shirai (2000) argue that capital controls often give a false sense of

security that encourage complacent and careless behaviour by the authorities.

Some economists believe that these types of controls have been far less than successful.
Edwards (1999) argues that controls of capital outflows introduce corruption problems,
as international investors bribe local authorities to move their money out of a country
facing prospective financial crisis (Yoshitomi and Shirai 2000). Under these
circumstances, the authorities usually fail to implement a credible and effective program
after the controls are in place (Yoshitomi and Shirai 2000). In other words, preventive
controls are unlikely to help improve macroeconomic disequilibrium. Rogoff (1999)
believes that preventive controls are too costly to run, as their disadvantages outweigh the

benefits.
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2.3.1.2 Curative Controls on Capital Outflows

In contrast to preventive controls, curative controls are usually imposed when a country
is already experiencing a crisis. Krugman (1998a) argues that a country with a major
crisis can benefit from imposing temporary controls on capital outflows. For instance, it
can help a crisis-country to lower the domestic interest rate and encourage domestic
demand (Krugman 1998a; Edwards 1999; Yoshitomi and Shirai 2000). These controls
also allow a country in crisis additional time to put their financial sector back in order.
However, once a country’s financial sector is back on its feet, controls need to be

removed (Edwards 1999).

Edwards (1999) concluded that the usefulness of curative controls on outflows is not
conclusive. Yoshitomi and Shirai (2000) argue that these types of controls in a post-
crisis period have not been helpful. For instance, an empirical study by Edwards (1989b)
reported that S0 per cent of sample countries had unsuccessfully attempted to avoid the
crises by imposing curative controls, which failed to improve the balance of payments.
Two-thirds of the countries experienced unsatisfactory GDP growth after the financial
crisis. While, only 35% of the countries that did not apply curative controls went through

an economic slowdown.

Additionally, Latin-American countries such as Argentina, Mexico and Brazil that
implemented controls on outflows in the 1980s’ crisis, experienced a long-term economic
slowdown, high unemployment and high inflation (Edwards 1999; Yoshitomi and Shirai
2000).

2.3.2 Controls on Capital Inflows

In the aftermath of the East Asian crisis, there has been increasing support for the
imposition of controls on capital inflows, as a way of preventing future currency crises
(Eichengreen 1999). Controls on inflows are expected to protect emerging countries from
international speculation, while at the same time allowing them to undertake an
independent monetary policy (Edwards 1999). Furthermore, Khor (1998) concluded that

controls on capital inflows are imposed for two reasons: first, as part of macroeconomic
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management to reinforce or substitute for monetary and fiscal measures; and second, to
attain long-term national development goals, for instance, to put in place regional
controls ensuring residents’ funds are locally invested or that certain types of activities

are reserved for residents.

Theoretically, controls on capital inflows can be under taken in two forms, administrative
(directly) and market-based (indirectly) (Moreno 2001). Administrative or direct controls
involve outright prohibitions on certain transactions, minimum maturity or stay
requirements, or other methods. Market-based or indirect controls attempt to discourage
particular capital movements by making them more costly, and involve direct or indirect
taxes, including, unremunerated reserve requirements (URR)° or regulatory and reporting
requirements. Similarly, however, Neely (1999) concluded that capital controls can be
distinguished by price mechanisms (including taxing certain inflows transactions) and
quantity controls (involve quotas or outright prohibitions on incoming capital). In
principle, taxing capital inflows can be helpful in curbing an excessive temporary
increase in economic activity, particularly in private consumption, that is being financed
to a large extent by capital flows (Reinhart and Smith 2001). Crotty and Epstein (1999)
stressed that the most efficient way to control capital inflows is to rely on taxation. The
two tax mechanisms that have gained support in the economic literature are URRs and

the Tobin tax.

Taxation of capital inflows in the form of URRs has been one of the most frequently used
controls.” Banks, and non-banks dealing on their own account, are required to deposit at
zero interest with the central bank an amount of domestic or foreign currency equivalent
to a proportion of the inflows or their net position in foreign currency. URRs may be
used to limit capital inflows for particular types of transaction. For instance, Chile during
1991-1998 required foreign investors to leave a fraction of their short-term bank deposits
with the central bank, earning no interest. The Chilean reserve requirement applied not

only to bank deposits, but also to many types of capital inflows. As the deposits earn no

% See for example, DeGregorio et al. (2000) for empirical work of URR on capital inflows.
7 See Bundnevich and LeFort (1997), Laurens and Cardoso (1998), and Valdes-Prieto and Soto (1998) for
studies examining the effects of the URR on capital inflows.
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interest and allow the central bank to buy foreign money market instruments, the reserve

requirement effectively functions as a tax on capital inflows (Edwards 1998).

Another type of tax mechanism that has gained support in the literature is the ‘Tobin’ tax,
proposed by James Tobin in 1972. The Tobin tax charges participants a small percentage
of all foreign exchange transactions (ul Haq et al. 1996; Kasa 1999). Advocates of such a
tax argue that it diminishes foreign exchange market volatility by curtailing the incentive
to switch positions over the short term in the foreign exchange market. It has also been
argued that there are many potential problems with a Tobin tax. The tax might reduce
liquidity in foreign exchange markets or be evaded easily through derivative instruments.
It is uncertain who would collect the tax or for what purposes the revenue would be used.
Lastly, a Tobin tax would have to be enacted by widespread international agreement to be

successful.

2.4 Exchange Rate Policy

The choice between fixed and flexible exchange rates has long been one of the most
fundamental issues in international finance (Collignon et al. 1999). Furthermore, the
debate between fixed and flexible exchange rates is often phrased as a choice between
absolutes. However, the early literature introduced by Mundell (1961) and McKinnon
(1963) concluded that one choice cannot be right for all countries. According to Hossain
and Chowdhury (1996), most developed countries are open economies and follow
exchange rate policies that can be characterised as a fixed or flexible foreign exchange
regime. We will first review the factors behind the choice of exchange rate policies in
Section 2.4.1. Then, Section 2.4.2 provides an argument between fixed and flexible

exchange rates.
2.4.1 Factors Influencing a Choice of Exchange Rate Policy
The exchange rate is said to be the most important single price in the economy (Kenen

1994). There may be good reasons for either fixing it or for letting it float, depending on

the structure of an economy and its trade pattern. Decisions concerning the choice of
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future exchange rate regimes, however, need to be internally and logically consistent.
The authorities may pursue various decision criteria in choosing an appropriate exchange
rate system (Visser 2000).® Frankel et al. (1991) argue that the final choice by the
authorities depends on three main factors: the structural characteristics of an economy,
the need to reinforce the credibility of monetary policy, and the existence of a regional
cooperation agreement. On the other hand, Hallwood and MacDonald (2000) argue that
five factors are likely to be relevant concerning a choice of exchange rate policies: the
country’s size, its degree of openness, its degree of international financial integration, its

inflation relative to the world average, and its trade pattern.

Indeed, there is no right answer to the question of whether developing countries are better
off with a fixed or a flexible exchange rate system. In sum, the optimal management of
the exchange rate depends on the policymakers’ economic objectives, the source of
shocks to the economy, trade policy, international agreements on financial cooperation
and the structure of the economy (Frankel et al. 1991; Hallwood and MacDonald 2000,
Mussa et al. 2000).

2.4.2 Overview of Fixed and Flexible Exchange Rate

Should countries adopt fixed or flexible exchange rates? One way to tackle this age-old
question is to consider which exchange rate regime provides more discipline against
loose monetary policies, high fiscal spending, or excessive wage demands. Recent
conventional wisdom within the economics profession holds that fixed rates provide
more discipline (Aghevli et al. 1991; Frankel et al. 1991). Tornell and Velasco (1995)
concluded that fixed rates induce more fiscal discipline because adopting lax fiscal

policies must eventually lead to an exhaustion of reserves and an end to pegging the rate.

Fixed exchange regimes have been adopted as part of the macroeconomic stabilisation
programs employed by different countries in different times. This diversity of
circumstances makes it unlikely that there is any consistent pattern in the outcomes of

these stabilisation attempts (Rebelo 1997). Krugman (1979) stresses that a fixed

® See Edwards (1996) for a theoretical study on a choice between fixed and flexible exchange rate regimes.

29



exchange rate regime establishes important links between fiscal policy and monetary
policy. Governments with large fiscal imbalances may have to resort to the monetization
of the deficit, which leads to a gradual loss in reserves and renders vulnerable to

speculative attack.

Following a pegging of exchange rates, developing economies tend to experience an
increase in GDP, a large expansion of production in the non-tradeable sector, a
contraction in tradeable productions, a current account deterioration, an increase in the
real wage, a reduction in unemployment, a sharp appreciation in the relative price of non-
tradeable, and a boom in the real estate market (Rebelo 1997). Similarly, Vegh (1992)
suggests that after fixing the exchange rate, the economy tends to experience the

following:

* There is an economic expansion: consumption rises, real wage increases, the rate
of unemployment falls, and there is often a boom in the real estate market.
Investment increases in many causes, but not as strongly or as consistently as
consumption.

* The relative price of non-tradeable increases rapidly, slowing down the decline in
the rate of inflation.

® The current account and the trade balance deteriorate.

* Production in the tradeable sector often falls relative to trend.

= There is initially a large fiscal adjustment of temporarily programs.

* The initial expansion in economic activity tends to be followed by a slowdown.

According to Branson and Papefstratiou (1981), a country’s choice of currency peg
should be determined by the geographic structure of its foreign trade. In particular, if its
foreign trade is mainly with a single partner, it should peg to that country’s exchange

rate, this will help to stabilise relative prices by constraining exchange rate fluctuations.

There are several arguments in favour of a fixed exchange rate. Pegging to a low
inflation currency can provide a credible anchor for restraining domestic inflation
expectations, as long as expectations that the fixed exchange rate will not be abandoned

are credible. Another argument for a peg is that it fosters fiscal or monetary policy
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discipline by curbing the temptation to follow excessively stimulatory macroeconomic
policies that would lead to an exhaustion of foreign exchange reserves and an end to the
peg.9 At the micro level, a fixed exchange rate may also reduce transaction costs and
exchange rate risks, which can discourage trade and investment (Glick 2000; Visser

2000).'°

According to Glick (2000), the main cost of a fixed exchange rate is the loss of
macroeconomic flexibility in the response to shocks, particularly those that affect the
equilibrium real exchange rate.'' Giving up an escape clause to exercise devaluation,
during times of severe global downturn, may be undesirable, if the short-term cost of
defending the peg exceeds the long-term benefit of maintaining it. The loss of the
domestic central bank as a lender of last resort can also be costly. Lastly, fixed rates
lacking credibility leave countries open to speculative attacks on their currencies, and
serve as a ‘lightning rod’ for concerns about broader debt and banking problems as well
as government macroeconomic policies, and may spawn crises that greatly amplify the

costs of adjustment.

In addition, fixing currencies has the advantage of reducing the average fluctuation of the
domestic currency to other currencies, thus, reducing the risk for those who have to take
an open position in various currencies. In other words, a peg implies that all traders
would bear no exchange rate risk. A country without well-developed financial markets
may find it advantageous to peg to a single major currency and thereby effectively
expand the domain of its currency by allowing market participants to take advantage of

services available for that major currency (Mussa et al. 2000).12

In regard to a flexible exchange rate, it is argued that floating exchange rates insulate a
country from external shocks or terms of trade movements. For instance, if there is a

large balance of payments deficit due to an external shock such as an increase in oil

® However, Tomell and Velasco (1995) argue that flexible rates may provide more fiscal discipline through
the more immediate effects of lax policies on the exchange rate and the price level.

' Eichengreen and Hausmann (1999) argue that emerging market economies could benefit from a fixed
exchange rate as countries can borrow for the long-term in local currency either from abroad or
domestically, creating a match between assets and liabilities.

"' Edwards and Savastano (1999) argue that fixed exchange regimes may give rise to real overvaluation of
a currency and increase inflation.
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prices, money supply will decline under a fixed exchange rate system in the absence of
sterilisation.  This will have a contractionary impact on the domestic economy.
However, under the floating exchange rate system, the exchange rate will depreciate in
response to balance of payments deficits without any contractionary impact on money

supply and the domestic economy (Hossain and Chowdhury 1996).

Frankel (1995) argues that the advantages of flexible rates include, being freed of the
obligation to keep the exchange rate fixed and monetary policy can respond
independently to disturbances. When a country opens up its financial market to
international capital flows, this point becomes more compelling. Monetary policy
becomes a powerful instrument. A monetary expansion under floating exchange rates
has much of its effect via the international channel — a depreciation of the currency and
the resulting stimulus to net foreign demand, supplementing the traditional channel of a

lower real interest rate and resulting stimulus to domestic demand.

A seminal paper by Glick (2000) provides an argument in favour of a flexible exchange
rate. At the macro level, flexible exchange rates allow a country to have an independent
and discretionary monetary policy as a tool for responding to shocks, particularly to
aggregate demand. In addition, flexible rates provide a faster and less costly adjustment
mechanism to change relative prices, in response to shocks necessitating an adjustment in

the real exchange rate, particularly when nominal goods prices change slowly.

A flexible exchange rate and discretionary monetary policy usually come at the cost of
some loss of credibility that can lead to an inflation bias. At the microeconomic level,
higher exchange rate variability creates uncertainty and discourages international trade
and investment (Glick 2000). Also, a floating exchange rate regime has been found to
come under speculative attacks, making the foreign exchange market more volatile. Asa
result, fluctuations in exchange rates have been larger than could be explained either by
variations in inflation rates or by perceived structural changes among countries (Hossain

and Chowdhury 1996).

2 See for example Aghevli (1981) and Williamson (1982) for a discussion of these views.
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The insulation property of a flexible exchange rate regime can also be questioned on
three grounds (Hossain and Chowdhury 1996). First, developing countries experience
domestic supply shocks such as crop failure, more often than external shocks. Second,
sharp and continuous depreciations of domestic currency may be intolerable politically,
making a floating exchange rate ineffective against external shocks. Third, if there is
currency substitution, as one would expect in the absence of exchange controls, it is
reasonable to believe that a rational holder of money balances will diversify his portfolio
of currencies, and the dealers in foreign exchange in developing countries must have
access to world currency and capital markets for a variety of monetary services, but the
volatility of currency increases the risk of access to those markets. For Thailand, a study
by Bird and Rajan (2001) argue that internationalisation of financial system has
contributed to financial crises for two reasons. Firstly, internationalisation of financial
system did increase supply of foreign fund into the country. Secondly, capital account
liberalisation did generate demand for bank credit in domestic market. Thus, these two

factors coupled with poor reform of domestic financial sector led the country into crisis.

2.5 Asymmetric Information

The new trend in international capital markets, namely globalisation, has made global
investment more accessible to all investors (Frankel and Schmukler 1997). Mishkin
(1997, 1999) argues that globalisation enables funds to move from economic agents who
lack productive opportunities to those who have such opportunities. In the light of an
asymmetric view of financial crises, Mishkin (1992a, 1996, 1997) defines a financial
crisis as ‘a disruption to financial markets in which adverse selection and moral hazard
problems become much worse, so that financial markets are unable to efficiently channel
funds to those who have the most productive investment opportunities’. ~According to
Mishkin (1997), asymmetric information leads to two basic problems in the financial
system, they are adverse selection and moral hazard. The literature discussed in this
section draws heavily from the study by Mishkin (1992s, 1996, 1997) and Aoki (1997).
This section will present a review of asymmetric information theory and it proceeds in
the following manner. Section 2.5.1 is an overview of asymmetric information. A

literature review of adverse selection and moral hazard is provided in Section 2.5.2 and
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2.5.3 respectively. Finally, Section 2.5.4 reviews the roles asymmetric information and

financial crises.
2.5.1 Asymmetric Information: An Overview

Asymmetric information has been widely discussed in the finance and related literature
(Frankel and Schmukler 1997). Some examples include Akerlof (1970), Grossman and
Stiglitz (1980), French and Poterba (1991), Lang et al. (1992) and Gehrig (1993).
Frankel and Schmukler (1997) argue that asymmetric information can show up in
different ways.  First, domestic investors may have access to locally available
information that foreign investors do not receive. Perhaps foreign investors can obtain
the same information, but must bear an extra cost to get it. Second, foreign investors may
have the same information, but interpret it in a different way. Third, there may be leaks
in information which domestic investors are able to obtain first. Fourth, foreign fund
holders might lack information on how the fund is being managed. Even though there is
an information disadvantage, global investment may still look attractive as a consequence

of high-expected returns and diversification benefits (especially from emerging markets).

Asymmetric information characterises a situation where for a given amount of
information, one side of the market has better information than the other (Van-Ees and
Garretsen 1993). Asymmetric information in financial markets creates two main
problems known as adverse selection and moral hazard. In the case of adverse selection,
a ‘lemons problem’ arises if lenders cannot determine the quality of borrowers (Akerlof
1970). Lenders will only sign contracts that reflect the average quality of the pool of loan
applicants. As a result, good borrowers are kept out of the market. In the case of moral
hazard, a higher contractual rate of return induces lenders to undertake more risky
investment projects. Hence, both adverse selection and incentive effects cause the mix of
loan applicants to change adversely with an increase in the contractual rate of return on
loans, which negatively affects the lenders’ profits (Van-Ees and Garretsen 1993). In
essence, adverse selection and moral hazard in financial markets frequently derive from
government regulation and informational obstacles that result in perverse incentives

(Devaney 2000).
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2.5.2 Theory of Adverse Selection

Adverse selection (hidden information) problems arise from the asymmetry of
information about the riskiness of investment projects before investment occurs.
Financial intermediaries may be able to cope with such problems by accumulating

expertise in project evaluation and credit analysis (Aoki 1997).

Similarly, Mishkin (1997) argues that adverse selection is an asymmetric information
problem that occurs before the transaction. This problem exists when the parties who are
the most likely to produce an undesirable (adverse) outcome are the most likely to be
selected for a loan. Borrowers who want to take on big risks are likely to be the most
eager to take out a loan because they know that they are unlikely to pay it back. Since
adverse selection makes it more likely that loans might be made to bad credit risks,
lenders may decide not to make any loans, even though there are good credit risks in the
marketplace. According to Mishkin (1997), this outcome is a feature of the classic

‘lemons problem’ that was first introduced by Akerlof ( 1970).13

This paper by Akerlof analysed the market for used cars by applying his ‘lemons
problem’ theory to illustrate the importance of informational asymmetries. The scenario
is quite simple in that the seller of a used car usually knows more about it than the buyer
does. They know, for instance, how well it runs on the highway, in the snow, when it's
hot outside, and so on. The buyer knows relatively little. So if a seller offers to sell the
car for, say, $5,000, the buyer should be suspicious, since, if the car were worth more
than 5,000, the owner would not be selling it at that price. In this case, Akerlof showed,
the market may break down completely. In other words, he shows that when sellers
know the true quality of a good, but buyers know only little about the quality, markets
may not exist. Essentially, a buyer’s best estimate of the quality of any individual seller’s
good is the market average, and sellers of high quality goods are unable to command a
price consistent with the quality of their good. In long run, low quality drives out high

quality until no market exists. This argument was later extended in a number of studies.

'3 See Chapter 8 in Ivan (1998) and Chapter 17 in Pindyck and Rubinfeld (1998) _for case studies and
discussion of this view. Also see Chapter 8 in Mishkin (1992b) for a detailed discussion of adverse
selection and the ‘lemons problem’.
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Genesove (1993) extends Akerlof’s argument by allowing buyers to gain information
concerning the ‘types’ of sellers in the market. He considers a buyer in search of a good
apple. While only the seller is able to discern the true quality of apples, the buyer is able
to distinguish between two distinct types of sellers: one who has a large orchard and hates
apples and a second who has a small orchard and loves apples. From whom should he
purchase? Obviously, the purchase should be made from the seller with the large orchard
who hates apples. This seller takes all her apples to market, good and bad. The seller
who loves apples is unlikely to take good apples to the market. The buyer can improve
on the estimate of the average apple by incorporating information on seller type. If the
market incorporates this information, the seller who hates apples will receive a premium

for the sale of her apples.

Myers and Majluf (1984) and Greenwald et al. (1984) pointed out that a lemons problem
occurs in debt and equity markets when lenders have trouble determining whether a
borrower is a good risk (has good investment opportunities with low risk) or a bad risk
(has poor investment opportunities with high risk). In this situation, a lender will only be
willing to pay a price for securities that reflect the average quality of firms issuing the
securities at a price below fair market value (the net present value of the expected income
streams) for high-quality firms but above fair market value for low-quality firms.
Owners or managers of high quality who know their quality also know that their
securities are undervalued and will not want to sell them in the market. Low-quality
firms, however, are willing sellers because they know that the price of their securities is
greater than their value. Since asymmetric information prevents investors from
determining the quality of firms, high-quality firms will issue few securities and credit
markets will not work as well since many projects with a positive net present value will

not be undertaken (Mishkin 1997).

Several studies have examined markets where asymmetric information leads to price
differentials based on seller type. Gibbons and Katz (1991) apply the model to post-
displacement wages, finding that individuals displaced by layoffs earn lower wages in
their next job than do individuals displaced by plant closings. Greenwald and

Glasspiegel (1983) examine historical data from pre-civil war slave auctions in New
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Orleans. Because of the different types of crops grown in the new and old South, similar
slaves have a higher marginal value in the new South. Sellers bringing slaves from the
old South to the new South are found to receive a premium over similar slaves sold by
locals. Genesove (1993) is able to 1dentify two seller types in auctions for new-car
dealers and used-car dealers. It is expected that used-car dealers prefer to keep their best-
used cars and take only their low-quality used cars to auction. New-car dealers are
expected to receive a price premium for an otherwise similar used car. By regressing the
final price of autos sold in the auction as function of seller type and controls for the

visible characteristics of the auto, limited support for the hypothesis is found.

Stiglitz and Weiss (1981) demonstrated that information asymmetry can lead to credit
rationing in which borrowers are arbitrarily denied loans. This occurs because a higher
interest rate leads to even greater adverse selection: the borrowers with the riskiest
investment projects will now be the likeliest to want to take out loans at the higher
interest rate. If the lender cannot discriminate who are the borrowers with the riskier
investment projects, he may want to cut down the number of loans he makes, which
causes the supply of loans to decrease with the higher interest rate rather than increase.
Thus, even if there is an excess demand for loans, a higher interest rate will not be able to
equilibrate the market because additional increases in the interest rate will only decrease
the supply of loans and make the excess demand for loans increase even further. Indeed,
Mankiw (1986) concluded that a small rise in the riskless interest rate can lead to a very

large decrease in lending and even a possible collapse in the market.
2.5.3 Theory of Moral Hazard

Contrary to adverse selection, moral hazard is an asymmetric information problem that
occurs after the transaction and when a principal commissions an agent to act on his
behalf, but the agent engages in shirking, pursues self-interest to the detriment of the
principal's interest, or indulges in dishonest or immoral behaviour (Mishkin 1997)."
Aoki (1997) refers to moral hazard as a hidden action problem arising because investors

cannot distinguish the effects of events that management cannot control from the effects

4 See Chapter 17 in Pindyck and Rubinfeld (1998) for case studies and discussion of moral hazard.
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of management actions taken in implementing an investment project. Financial
intermediaries may be able to reduce these problems by monitoring management
activities (interim monitoring). Moral hazard is a disposition on the part of individuals
or organisations to engage in riskier behaviour, than they otherwise would, because of a
tacit assumption that someone else will bear part or all of the costs and consequences if
the incurred risk turns out badly (Wolf 1999). Moral hazard is defined in the economics
literature as ‘actions by economic agents in maximising their own utility to the detriment
of others in situations where they do not bear the full consequences of their actions’ (Ivan

1998; Pindyck and Rubinfeld 1999).

Moreover, moral hazard occurs because the borrower has incentives to invest in high-risk
projects where the borrower does well if the project succeeds but the lender bears most of
the loss if the project fails. The borrower also has incentives to misallocate funds for
personal use, for instance, to undertake investment in unprofitable projects that increase
the borrower’s power or stature. The conflict of interest between borrower and lender,
stemming from moral hazard or the agency problem, implies that many lenders will
decide that they would rather not make loans, so that lending and investment will be at

sub-optimal levels (Mishkin 1997)."

Sandmo (1999) and Wolf (1999) concluded that insurance is a major cause of moral
hazard, where insurance companies have to realise that an insurance policy may change
the behaviour of the insured in a way which makes the event covered by the insurance
policy more likely to happen. For instance, fire insurance may make homeowners
exercise less care to prevent fires, unemployment insurance may cause workers to
exercise less care in holding on to their jobs. It is difficult for the insurance company to
determine, once a fire has occurred, whether it was due to an exogeneous event or to
negligence. Another application of the concept is to agency problems, where agents enter
into a contract requiring the agent to exert themselves in the best interests of a principle.

The principle is only able to observe the result, and cannot determine the extent to which

' Mishkin (1997) argues that asymmetric information is not the only source of moral hazard. Moral hazard
can also occur if high enforcement costs make it too costly for the lender to prevent moral hazard even

when the lender is fully informed about the borrower’s activities. .
' See also Chapter 11 in Mishkin (1992b) for further discussion and case studies on moral hazard and

financial crises.
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this is due to the agent’s effort or to some exogeneous cause. Similarly, Peake (2000)
argues that moral hazard is where one party to a contract has an incentive to change
behaviour after an agreement is reached. In automobile insurance, for instance,
information on how carefully and defensively the insured person drives is private
information. Once the contract is entered, the insured no longer faces the prospect of
financial loss and thus has less incentive to continue to drive carefully. This lack of
incentive raises the potential costs to the insurer, who is unable to monitor the insured to
determined whether or not the person is driving safely (Sandmo 1999; Wolf 1999; Peake
2000).

On the other hand, Amott and Stiglitz (1988) advocate that moral hazard occurs
whenever risk is present and a problem arises not only in insurance markets, but also for
insurance provided by governments, through social institutions or in principal-agent

contracts.

Corsetti et al. (1999) stresses that moral hazard becomes a source of crises when there is
over-investment, excessive external borrowing and current account deficits in a poorly
supervised and regulated economy. According to Ely (1999), moral hazard leads to
financial crises in three situations. First, bad management (poor internal control, self-
dealing, bad lending and investment decisions, and excessively rapid expansion) is the
main cause of isolated or non-contagious financial failures. Second, an economic
contagion, almost always triggered by a decline in the market value of assets, causes the
financial sector to fail when in normal economic times it would not. Third, government
restrictions on asset and geographical risk dispersion limit the ability of individual banks
or financial institutions to diversify their asset risk in order to protect themselves against
contagious events such as a regional asset deflation made worse by asset fire sales. In
effect, asset and branching restrictions magnify contagion losses by increasing the

. . . 16
number of bank failures and financial crises.

' See also Chapter 11 in Mishkin (1992b) for further discussion and case studies on moral hazard and
financial crises.
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2.5.4 Financial Crises and Asymmetric Information

Financial crises and banking crises have become worldwide phenomena occurring in both
developed and developing countries. A number of studies (Mishkin 1991, 1996, 1999;
Corsetti et al. 1998; Goldstein 1998) have used asymmetric information theory to explain
financial and banking crises, and severe asymmetry problems caused by financial
liberalisation which were common in most recent crises in Mexico and Asia (Mishkin
2000)."”  The root of the Mexican crisis in 1994 begins with financial reforms
implemented by the administration of President Carlos Salinas in 1988, which caused
problems of a lending boom, over-investment and massive loan losses (Tower 1997).
Bordo and Schwartz (1996) argue that when the liberalisation took place in the early
1990s, the expertise of the Mexican banks in managing financial inflows and making
loans was very limited. For instance, there were no official credit bureaus to monitor
loans to make sure borrowers were not taking on excessive risk. Mishkin (1996) found
that loans to the private sector rose rapidly after liberalisation, from 10 per cent of GDP
in 1996 to over 40 per cent of GDP in 1994. This confirms that the Mexican financial
crisis was a direct impact from asymmetric information problems. Lenders failed to
distinguish between good and bad borrowers, resulting in heavy investment in risky and
non-performing investments. Indeed, this led to deterioration in banks’ balance sheets
and further worsened asymmetric information problems, making the Mexican economy
ripe for a serious financial crisis (Tower 1997). Finally, the crisis erupted at the end of
1994 and the government was forced to accept financial assistant from the US and the

IMF.'®

On the other hand, several studies (McKinnon and Pill 1997; World Bank 1998; Pilbeam
2001) agreed that the crises in Asia share a similarity with the earlier crisis in Mexico.
One key factor stood out: financial liberalisation led to asymmetric information problems
which worsened and caused deterioration in banks’ balance sheets. ~ Mishkin (2000)
argues that there are two reasons why the deterioration of banks’ balance sheets led East

Asian countries into financial crisis. First, the deterioration in the balance sheets of

"7 See also Diaz-Alejandro (1985), Krugman (1998b), Radelet and Sachs (1998) and Kamiq (.1999).
'® Mexico receipted a total of $50 billion US dollars in an emergency package where $20 billion US dollars
came from the US government and the rest from the IMF.
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banking firms led them to restrict their lending in order to improve capital ratios or even
led to a full-scale banking crisis which forced the banks into insolvency, thereby directly
removing the ability of the banking sector to make loans. Second, the deterioration in
bank balance sheets can promote financial crisis because it makes it difficult for the
central bank to defend its currency against a speculative attack. Any rise in interest rates
to keep the currency from devaluating can harm the banking system, because the rise in
interest rates occurs as a result of the maturity mismatch and exposure to increased credit
risk when the economy deteriorates. In other words, the banking system may collapse if
the central bank chooses to raise interest rates to defend its currency when speculative
attack on the currency occurs. Once investors realise that a weak banking system makes
it unlikely that the central bank will successfully defend the currency, this provides
greater incentives for the investors to attack the currency because the anticipated profits

from selling the currency will rise with each increase in interest rate.

Moreover, Pilbeam (2001) argues that financial liberalisation yields new lending
opportunities as well as new opportunities for financial institutions to take on risk.
McKinnon and Pill (1997) state that financial liberalisation results in excessive
borrowing because it sends over-optimistic signals regarding the future economy to the
non-bank private sector which increases loan applications to domestic banks who
increase lending expecting that they will be protected from risks by the government.
Accordingly, the inflows (mostly in the form of lending) and credit extensions to the
Asian countries grew at far higher rates than GDP (Corsertti et al. 1998). Johnson (1998)
argues that lending to Asian countries after financial liberalisation expanded too rapidly,
resulting in ekcessive risk taking which led to huge loans losses later. In his study,
Goldstein (1998) found that the share of non-performing loans losses to total loans rose
from 15 per cent to 35 per cent during 1993 to 1996. This led Siamwalla (2000) to
conclude that a rapid increase of inflows at the time when the supervisory system was

weak gave rise to problems of asymmetric information and ending in financial crisis.

In addition, several studies (Tower 1997; Calomiris 1998; Johnson et al. 1998; Pilbeam
2001) argue that the Mexican bailout helped fuel the Asian crisis because international
lenders thought the IMF would insulate them from losses if a crisis occurred. According

to Meltzer (1998) and Vasquez (1999), one aspect of asymmetric information holds that
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the more governments or the IMF bail out institutions suffering from financial crises, the
more lenders and borrowers are willing to engage in excessive lending and borrowing as
they expect the government or the IMF will come to the rescue in the face of a crisis.
Krugman (1998a) argues that with guaranteed liabilities, the owners of financial
companies know that while they can earn the excess return in the good times, they can
walk away from the institution at no personal cost in the case of bankruptcy. McKinnon
and Pill (1997) state that financial liberalisation sends over-optimistic signals regarding
the future economy to the non-bank private sector and because domestic banks expect
that they will be protected from risks by the government, this results in excessive
borrowing. In principle, government or IMF bailouts actually make crises more likely

than if they did not intervene.

2.6 Summary

This chapter provides a review of the issues in financial liberalisation and crises,
covering the sequence and order of financial liberalisation, capital controls, exchange rate

policy and asymmetric information.

Having reviewed the above issues, we conclude that domestic financial reform needs to
be considered first, and capital account liberalisation is best left to the last stage.
Moreover, it is widely accepted that the appropriate sequence and order of liberalisation
involves four steps: reduction of deficit, reform of finance and trade domestically,
reforms to put in place the appropriate exchange rate policy, and finally liberalising the
capital accounts. Capital controls are divided into two main types: controls of capital
outflows and inflows. Controls of capital outflows, on one side, involve preventive
controls that are applied when a country is facing fiscal deficit but not yet experiencing a
crisis. On the other side, curative controls on capital outflows are applied when a country
is already enduring a crisis. Controls on capital inflows are said to insulate a developing
economy from financial crisis and also to provide extra time to correct monetary policy.
According to the literature reviewed in this chapter, the choice between a fixed and
flexible exchange regime varies from one country to another, depending on the nature of

the economy, trade pattern of each country, monetary policy and degree of financial
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integration. On the one hand, some economists provide arguments in favour of a fixed
exchange regime as it can result in economic expansion, increasing investments and
lowering inflation. On the other hand, several studies argue that a flexible exchange rate
provides more discipline and allows the country to have an independent monetary policy,
avoiding external shocks and providing a faster adjustment process in response to the
shocks. Finally, asymmetric information involves the theory of adverse selection and
moral hazard. Major differences between these two branches of asymmetric information
theory are that adverse selection is an asymmetric problem and causes an adverse
decision before the investment takes place, while, moral hazard arises afier the
investment and is a problem of inability to distinguish the actions taken by an economic
agent in implementing investment projects. In the light of financial crises, a number of
studies concluded that financial liberalisation has further worsened the problem of
asymmetric information. The two most recent crises in Mexico and Asia are prime
examples. In both cases, financial crises occurred shortly after full financial
liberalisation causing asymmetric information problems of excessive risk taking, lending
booms, deterioration of banks’ balance sheets and massive loans losses, which drove the

countries into deep financial problems.

The next chapter is the last section of Part A (literature review) of this thesis. It portrays
past actions taken by Thai authorities in introducing financial liberalisation. It provides a
detailed discussion of strategies and frameworks in the early days of the financial
liberalisation process. Firstly, it explores the developments and behaviours of Thailand’s
economy from early 1960 up to the period prior to financial liberalisation in the early
1990s. Secondly, a brief history of Thailand’s economic growth is discussed. Thirdly, it
surveys the influential factors behind Thailand’s financial liberalisation. Finally, it

presents an overall framework for financial liberalisation in Thailand.
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Chapter 3

Overview of Thailand’s Approach to Financial Liberalisation

3.1 Introduction

The objective of this chapter is to provide an analysis of the strategies and policies in
financial liberalisation implemented by Thailand. It begins with an overview of
Thailand’s economic development, including a review of the history of Thai economic
growth prior to the financial liberalisation period in the 1990s and then analyses the
internal and external factors that influenced Thailand’s decision to liberalise its financial
system. Furthermore, it portrays the framework of financial liberalisation pursued by

Thailand.

The chapter proceeds in the following manner. Section 3.2 presents a summary of the six
Development Plans that Thailand implemented during the period of 1961 to 1991.
Additionally, a brief analysis of the economic performance of Thailand during each plan
1s also provided in this section. Section 3.3 reviews the background of Thai economic
growth, focusing on the period before financial liberalisation was implemented. Section
3.4 analyses the factors that influence Thailand’s financial liberalisation. The factors
discussed in this section are internal and external. Section 3.5 provides an overview of

the framework of the financial liberalisation. Lastly, a summary is given in Section 3.6.

3.2 Thailand’s Economic Development

3.2.1 The Six National Development Plans

In his study, Pakhasem (1972) regards the Thai economy in the 1950s as unbalanced,
uncoordinated and disrupted. During the period of 1955 to 1960, Thailand began to
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reorganise its economy when the World Bank pressured the government to implement a
development plan and policies in order to attract foreign assistance for the country’s
economic development (Siksamat 1998). Accordingly, by the end of the 1960s, the Thai
government made efforts to reorganise its economy by accepting assistance from the
World Bank, along with their suggestion to promote private sector investment.'” Under
the World Bank recommendation, the official reform of the trade patterns in Thailand
took place in the early 1960s, alongside the establishment of the National Economic
Development Board (NEDB).20

Table 3.1: Thailand’s Selected Economic Indicators, selected years

GDP growth Inflation rate Per capita Fiscal balance Foreign debt
(%) (%) (Baht) (% of GDP) (% of GDP)
1961-1966 . . 2,466
1967-1971 7.7 03 3,634 -2.98 143
1972 4. 4.9 4,420 -4.29 14.9
1973 9.9 15.4 5,623 -2.39 13.1
1974 44 243 6,916 0.72 12.8
1975 48 5.3 7,328 -2.46 13.6
1976 9.4 42 8,136 4.66 14.4
1977 9.9 7.6 9,234 -3.10 17.1
1978 10.4 7.9 10,858 -2.60 203
1979 5.3 9.9 10,296 -2.23 235
1980 48 19.7 13,980 -3.90 27.1
1981 59 127 15,673 281 25.3
1982 5.4 5.2 17,281 -4.89 27.6
1983 5.6 38 18,538 -2.48 28.0
1984 5.8 0.9 19,512 -3.36 30.6
1985 4.6 2.4 20,483 -3.69 378
1986 5.5 1.9 21,548 -3.01 371
1987 9.5 2.5 24,329 -0.68 34.7
1988 133 38 28,710 -2.31 29.0
1989 12.2 5.4 33,635 3.52 269
1990 11.6 6.0 39,149 4.90 294
1991 84 5.7 44,314 4.30 340

Source: Adapted from Siksamat (1998).

Notes: 1. The data for 1961-1966 and 1967-1971 are average.
2. Growth rate of GDP at 1988 constant prices.

The NEDB acted as the government’s economic planning agency to develop strategies to

transform the Thai economy into a global economy. As soon as it was established, the

" See Chapter 1 in Warr (1993) for a discussion of this view.
2 NEDB is now called the National Economic and Social Development Board (NESDB).
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NEDB implemented The First National Development Plan (1961-1966), which aimed to
encourage industrialisation and economic growth in the private sector with a target of 6
per cent GDP growth per year for the period of 1961-1966. The plan was carried out
well with an average growth rate of 8.1 per cent, (exceeding the target rate), while
inflation was also low at 1.3 per cent (see Table 3.1). According to Parnwell (1996), the
success of the first plan was due to two main factors. First, world demand was
favourable toward Thai products at that time. Second, the US government’s military

spending in Thailand provided support to the economic development.?!

The Second National Development Plan (1967-1971) was a continuing plan carried
forward from the first plan. The objectives of the second plan remained the same as
those of the first but with greater emphasis on rural developments. Overall, the
performance of the Thai economy during this period was disappointing. The average real
GDP growth declined from 8.1 per cent to 7.7 per cent. Similarly, the average fiscal
balance experienced a further deficit of more than 2 per cent. Lastly, the average
percentage of foreign debt also indicated a huge increase by at least 6 per cent (see Table

3.1).

The Third National Development Plan was covered the period of 1972-1976. The plan
was drafted with the objective of generating economic growth, while focusing on the
distribution of income to rural areas. During this period, the Thai economy experienced
economic difficulties and a slowdown resulting from a sharp increase of the world oil
price, reduction of the US military budgets and the world economic recession (Warr
1993). According to Table 3.1, GDP growth fluctuated from the beginning of the plan.
In 1972, GDP reached its lowest point at 4.1 per cent, but increased to 9.9 per cent in
1973. However it later declined to 4.4 per cent and 4.8 per cent in 1974 and 1975
respectively. Inflation grew significantly especially in 1973 and 1974, tripling from 4.9
per cent in 1972 to 15.4 per cent in 1973 and peaking at 24.3 per cent in 1974. A sharp
increase of inflation can be explained by two main factors, namely those of supply and
demand.?? On the supply side, Thailand suffered from high oil prices during the oil crisis

of 1973. Consequently, costs of Thai products became higher resulting in an increase in

2 See Chapter 2 in Siksamat (1998) for a more detail discussion.
22 See Parnwell (1996) for discussion of this view.
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prices and reduced export competitiveness in the international market. On the demand
side, national economic expansion was limited by the decline of US military spending in
Thailand, as well as the recession of the world economy (Siksamat 1998). These factors
caused budgetary problems for the Thai government that led to economic recession and

an increased current account deficit at the end of the period.

The Fourth National Development Plan (1977-1981) had the objective of redesigning
economic adjustments to rescue the Thai economy from crisis. During this period,
Thailand experienced economic disruption and instability derived from external sources,
for instance, the second oil crisis of 1979-1980, high interest rates and declining demand
for Thai exports. In spite of these unfavourable external conditions, the Thai economy
performed reasonably well. Real GPD growth expanded at an average of 7.3 per cent
(see Figure 3.1). This achievement resulted partly from a public investment expansion
despite low levels of domestic savings (Warr 1993).* On the down side, Thailand
confronted problems of fiscal deficit, foreign debt and inflation. The fiscal deficit grew
at an average of 3 per cent compared to 2.6 per cent in the previous period. During the
second oil crisis, foreign debt rose by 23.5 per cent in 1979 and 27.1 per cent in 1980,
and inflation also increased from 9.9 per cent to 19.7 per cent in the same period. In
principle, all these problems occurred due to a widened domestic investment-saving gap

resulting from insufficient income to compensate the deficit.

Figure 3.1: Key Economic Indicators during the National Development Plan
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Source: Adapted from the Bank of Thailand, various issues.
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As aresult of previous economic instability, The F. ifth National Development Plan (1982-
1986) was drafted to encourage economic stability and economic restructuring, as well
as, lower inflation, reduction of the current account deficit and lower foreign debt.
During this period, the Thai economy was affected again by continuing increases of the
world oil price. From Figure 3.1, GDP growth for this period was 5.4 per cent, declining
approximately 2 per cent from the previous period. Fiscal deficit was relatively high
compared to the previous period at 4.9 per cent of GDP. Moreover, foreign debt rose
continuously throughout the period 1982-1986, with average debt increase more than 10

per cent of GDP from previous period, reaching the highest debt of 32.8 per cent in 1986.

The Sixth National Development Plan (1987-1991) aimed to promote economic growth
and reduce the current account deficit via an export-led growth strategy.** In order to
enhance export competitiveness, the Thai government decided to devalue the currency,
and reform taxes and regulations for the export sector. Consequently, GDP rose by
double-digit rates of 13.3 per cent, 12.2 per cent and 11.6 per cent from 1988 to 1990,
respectively (see Table 3.1). Additionally, the GDP growth average of 11 per cent was
double that of the previous period. In terms of Thailand outstanding foreign debt, there
was relatively high level of debt of 34.7 per of GDP in 1987 and 34 per cent in 1991 (see
Table 3.1), however, average debt was lower compared to the previous period in 1982 to

1986 (see Figure 3.1).

3.3 History of Thailand’s Economic Growth

After a decade of zero growth rates in the 1950s, Thailand’s economy has transformed
from one of the poorest to the fastest growth economy in the world during the following
four decades (Warr 1993; Phongpaichit and Baker 1995, 1998a).”® Growth peaked
during the second half of the 1980s, when exports grew rapidly at the rate of 20 per cent a
year and real GDP grew at double-digit rates for many consecutive years

(Wiboonchutikula et al. 1999). For instance, Thailand recorded double-digit GDP

2 See also Chapter 2 in Siksamat (1998). .
* Warr (1993) argues that export-led growth policy was concentrated on the manufacturing sector.
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growth during 1988-1990, reaching a peak of 13.2 per cent in 1988 (Falkus 1995). Asa
result of this rapid economic growth, many economists considered Thailand to be ‘the
fifth tiger of Asia’ (Bhongmakapat 1990b; Patmasiriwat 1995; Warr and Nidhiprabha
1996).

Thailand’s economic performance from 1987-1990 was extremely impressive.
According to Chaiyasoot (1995), real GDP growth was 9.5 per cent, 13.3 percent, 12.2
per cent and 11.6 per cent, from 1987-1990 respectively (see Table 3.1). This growth
resulted primarily from a boom in the manufactured exports sector. From 1980 to 1990
annual average growth rates of sectoral contributions to GDP were, agriculture 4.1 per

cent, industry 9.0 per cent and services 7.8 per cent (Siamwalla et al. 1993).%

While Bhongmakapat (1990a) advocates that there were several forces that tended to
hinder Thailand’s economic success, Warr and Nidhiprabha (1996) assert that there were
three major forces behind the Thai economic boom: the depreciation of the US dollar,
foreign investment from newly industrialised countries (NICs), and the continuing low

international petroleum prices in relation to those of Thailand’s export commodities.

Thailand became one of the leading destinations for private capital investment after the
depreciation of the U.S. currency in the mid 1980s (Bhongmakapat 1999) made Thai
exports more competitive internationally (Warr and Nidhiprabha 1996). Furthermore, the
Thai economic boom took off as the baht remained pegged to the dollar during its
depreciation relative to other currencies, especially the yen and those of the NICs
(Johnson 1991). Japan took advantage of its appreciating yen by relocating its
production sites in Thailand to lower production costs, and soon other NICs followed for
the same reason (Patmasiriwat 1995). Yoshida (1990) added that the reduction in oil
prices in 1985 were favourable to Thailand’s economic growth and enhanced its
competitiveness. Limskul (2000) concluded that during this period, Thailand experienced

private investment growth of 20 to 30 per cent and export growth of 29 per cent. The

BA study by Manarungsan (1989) of Thailand’s GDP from period of 1870 to 1950 found zero growth per
capita over this period. o o
% Falkus (1995) argues that industry exceeded agriculture in its contribution to GDP for the first time in
1986.
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domestic market grew considerably as a result of income expansion in export-oriented

activities.

Falkus (1995) argues that the rapid and unexpected growth during the mid 1980s changed
the structure of the Thai economy forever. Also, the World Bank (1993b) regards
Thailand as one of the so called High Performing Asian Economies (HPAEs), while its
economic performance has been hailed by the IMF as ‘an excellent example of successful

development and growth’ (Chowdhury 1999).

The high growth and stable macroeconomic environment from the late 1980s, provided
enough confidence for Thailand to open to the international financial market
(Wiboonchutikula et al. 1999). In essence, the Thai government implemented a
comprehensive financial reform program in the early 1990s, which included the
liberalisation of its financial sector and the integration of its economy with global
financial and product markets (Alba et al. 1999). According to Wibulswadi (1995), the
stated objectives of the financial reform program of the Thai government were
‘coordinating and synchronising several aspects of the reform with the ultimate
objectives to enhance competitiveness, flexibility, efficiency, and stability of the financial
sector’. Moreover, Allison and Suwanraks (1999) added that financial liberalisation was
undertaken with the following purposes: to strengthen competition in the domestic
financial system, to give more resilience to financial institutions as preparation for the
worldwide liberalisation of trade and services, and to expand the role of Thailand to serve

as a regional financial centre.

3.4 Forces Influencing Financial Liberalisation in Thailand

The dynamism behind financial liberalisation can be derived from varies sources. They
can come in the form of self-driven or global forces. This section provides an overview
of the forces of financial liberalisation that are delineated into two broad categories,

namely, internal and external.
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3.4.1 Internal Forces
3.4.1.1 Export-Led Growth Policy

Thai government policy had paid attention to exports since the Third National Economic
and Social Development Plan in the 1970s, however, greater emphasis was given in the
1980s, especially from 1985 onward (Suphachalasai 1995). According to Warr and
Nidhiprabha (1996), the Thai government was aimed to promote export-led economic
growth to at least 5 per cent per year in real terms and to continue liberalising its state

enterprises and the whole economy from 1987 onward.

In the early 1990s, the Thai economy was at the turning point of becoming more
industrialised (Ratanakomut et al. 1995; Ratanakomut 1999). In general, the government
sought industrial and export-led economic growth through a largely liberal, market-
oriented approach, within a framework of economic stability and conservative monetary

policy (Falkus 1995).

The main thrust of industrialisation in Thailand has been reliance on the private sector to
generate economic growth within the framework of a free-market economy
(Dhiratayakinant 1995). The rapid expansion of the Thai export sector has, to a large
extent, been the result of an increase in local competitiveness, and to a lesser extent
commodity composition and growth in demand for Thai exports in overseas markets

(Ariff and Hill 1985; Strunk 1997; Haggard and Kim 1999).

However, the Thai economy faced a greater degree of competition in its traditional export
markets in the early 1990s. The grouping of countries into trading areas represents a
greater potential for, as well as a threat to, the growth of Thailand’s exports
(Dhiratayakinant 1995). Higher economic growth induced by an inflow of direct foreign
investment strengthened the momentum towards export activity and further
industrialisation, and convinced the government of the importance of export-led growth
(Patmasiriwat 1995). This growth required a huge source of investment finance, which

Thailand could not finance with its own savings (Limskul 2000). Thus, to achieve its
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export-led growth plan, Thailand needed to open its doors to welcome foreign funds by

liberalising its financial system.

3.4.1.2 Acceptance of the IMF Article VIII

In the early 1970s, the IMF had set the scene for a more market-oriented approach in the
global arena as well as providing advice and finance for developing economies
(Chatterjee 1999). From 1985 to 1988, its perspective of financial systems had changed
under US leadership, which recommended structural changes derived from financial
liberalisation. This meant a significant industrial growth potential and improvement of

capital inflow into countries (Aglietta 2000).

The overall economic policies of Thailand changed significantly after the devaluation of
its currency in 1984.% Phongpaichit and Baker (2000) argue that the 1984 currency
devaluation demonstrated the need for technocrats’ skill to manage the transition from
agriculture to export-oriented industrialisation.”® Many of these technocrats had been
educated in the US and were drawn to free-market policies (Phongpaichit and Baker
1998a, 1998b, 2000). They argued that the potential of the Thai economy was restricted
by oligopolies and particularly by the power of the banking cartel. Furthermore, they
encouraged the Thai government to pursue the World Bank and IMF project to liberalise
financial markets. As a result, the Thai government agreed to accept the Article VIII of
the IMF by the end of 1980s, which required Thailand to deregulate and reform its
financial system (see Appendix A). The Thai government began to reform its financial
system in 1989. By the beginning of 1994, the Thai financial system was fully liberalised
with the role of the financial sector greatly broadened (Phongpaichit and Baker 2000).

3.4.1.3 A Sound Fiscal Condition

The performance of the Thai economy has been hailed as an economic phenomenon.

From 1965 to 1990, Thailand’s GNP grew consistently at the rate of 4.2 per cent

27 Pantusane (1998) asserts that the devaluation of the Thai baht in 1984 was pressured by.the slowdown of
its economy as a result of a sharp increase in the world oil price and Thai government foreign debt.
2 The majority of the technocrats were executives of the Bank of Thailand.
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(compared to an average of 2.5 percent for low and middle income countries) (Warr
1993; Warr and Nidhiprabha 1996). Krongkaew (1995) reports that Thailand
experienced a positive economic growth from the early 1960s. Indeed, during 1988-1990
Thailand was the fastest growing economy in the world with an impressive average

growth of 11.8 per cent.

Table 3.2: Thailand’s Fiscal Balance and International Reserves

Fiscal cash balance” International reserves”’
(% of GDP) (months of imports)
1987 -14 4.7
1988 1.9 4.3
1989 32 5.0
1990 4.7 53
1991 4.9 5.8
1992 3.1 6.3
1993 2.2 6.8
1994 1.8 6.8
1995 1.0 6.3
1996 2.2 6.5

Source: Vajragupta and Vichyanond (1998).

Moreover, Thailand’s fiscal cash balance and international reserves also performed
exceptionally well.  According to Table 3.2, Thailand achieved its first cash balance
surplus in 1988, after having years of fiscal deficits. International reserves were growing
dramatically. Vajragupta and Vichyanond (1998) advocate that these much more than
sufficient international reserves enabled Thailand to cover all necessary expenses. Thus,
the condition of the Thai economy was strong and ready for any changes to take place.
Overall, the condition and performance of the Thai economy provided confidence for
Thailand to open its economy for further development, especially in the financial sector

via liberalisation.

% Cash balance is the difference between import and export.
3% International reserves include forward rate.
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3.4.2 External Forces
3.4.2.1 Opening of Neighbouring Economies

At the beginning of the 1990s, Thailand faced major trade competition from the new
industrialised Asian countries of China and Vietnam. These newcomers competed with
Thai exports especially in textiles, garments and shoes (Haihong 2000). Limskul (2000)
concluded that these neighbouring countries became Thailand’s competitors as they were
also striving to achieve export-led growth. However, the crucial competitor for Thailand

is China (Bhongmakapat 1990a, 1990b; Dhiratayakinant 1995).

China started to liberalise its economy in 1986 by granting permission for the operation
of wholly foreign owned companies throughout the country (Chai 1997). The foreign
exchange rate controls were also relaxed to allow foreign firms to convert their Chinese
currency earnings into foreign exchange at the swap markets (Chen 1997). Tax

concessions were also provided to FDI to attract more capital inflow (Hathong 2000).

The steady devaluation of the Chinese yuan towards the end of the 1980s further
decreased the competitiveness of neighbouring countries. Furthermore, China devalued
its currency by 40 per cent in 1994 (Cheng 1997; Haihong 2000). This made Chinese
goods very cheap compared with those from Thailand. In essence, Thailand would loose
its competitive and comparative advantages against China without further economic

strategies to liberalise its financial system.”’

Another influence on Thailand’s financial liberalisation was the opening up of the
Indochinese countries. Since the 1980s, Vietnam, Laos and Cambodia have opened their
countries to foreign investment. At the beginning of the 1990s, they further opened their
economies and began to move toward the emerging global economy (Vajragupta and
Vichyanond 1998). With the potentials of these newly opened economies, Thailand saw
the need to liberalise its financial system and broaden its financial structure in order to

accommodate increased trade and investment, and more importantly, to gain the

3! See McKibbin (2000) for a discussion of globalisation and comparative advantage.
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advantage of being the financial centre between the Indochinese region and the rest of the

world.
3.4.2.2 The Trend Towards Globalisation of the Financial System

The trend of financial globalisation was reinforced by the loose monetary policies of
developed countries, especially during the early 1980s. Financial liberalisation was a
western objective for the Asian developmental model (Higgott and Phillips 1999). In the
early 1990s, there was also a period of heightened euphoria over the prospect of
developing East Asian economies, making them a principal destination of much of the
global flow of funds (Yoshitomi 1999). These international financial market trends of
the 1990s contributed to the large inflow of financial capital to East Asian developing

economies including Thailand.

Moreover, regional integration extended beyond linkages based on trade and FDI in the
early 1990s. International financial integration greatly promoted dramatic increases of
capital flows to emerging Asian markets (Queisser 1999). As aresult, FDI was no longer
the dominant source of financing for external deficits of Southeast Asian economies.
Other forms of capital inflows such as foreign portfolio investment and bank loans
became dominant. This was a consequence of domestic financial deregulation and

capital account liberalisation in Southeast Asian countries (Yoshitomi 1999).

Since the 1980s many developing countries have liberalised their capital markets, often in
the face of pressure from developed countries and the IMF. Thailand also followed the
trend of financial globalisation, which had been set by the IMF (Limskul 2000). As a
member of the WTO and having accepted Article VIII of the IMF, Thailand was required
to provide access to and equal treatment of foreign financial institutions. Since Thailand
would gradually have to open not only its industrial and agricultural markets but also its
financial markets, it was thought reasonable for the country to start liberalising its
financial sector at the earliest possible moment to prepare for greater competition from
abroad in the future (Vajragupta and Vichyanond 1998). Growing trends of trade and
investment in an increasingly integrated world economy, however, made it difficult for

Thailand to maintain growth and development without further financial liberalisation.
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3.5 Financial Liberalisation Framework

Limskul (2000) reported that Thailand’s financial liberalisation consisted of two phases.
The first phase started during 1990-1992 by encouraging and reforming trade patterns via
interest rate deregulation. The second phase was the establishment of new banking
facilities to serve as international financial intermediates. Similarly, BOT (1998b) argues
that the key actions taken by Thailand in liberalising its financial system were interest
rate liberalisation, exchange control deregulation, and the establishment of the Bangkok
International Banking Facilities (BIBF). Moreover, a study by Vichyanond (1994, 1995)
reached the same conclusion, with the addition that the implementation of new banking
facilities also included the establishment of the Export-Import Bank (EXIM Bank) as
another aspect of the framework. In this section, we delineate the financial liberalisation
framework of Thailand into three main components, namely, trade reforms and interest
rate liberalisation, exchange rate control reform and establishment of new financial

institutions.
3.5.1 Trade Reforms and Interest Rate Deregulation

In general, the objectives of interest rate liberalisation are to promote savings and
efficient investment and to deepen financial markets (World Bank 1989). Positive real
interest rates favour financial over non-financial savings, leading to the deepening of
financial markets. In fact, greater financial intermediation tends to ensure economic
growth by promoting financial deepening and improving the productivity of investment

(Tseng and Corker 1991).

Deregulation of interest rates was a compulsory component of the financial reforms
implemented by almost all liberalising countries including Thailand (Tseng and Corker
1991). Historically, the Thai financial system was highly regulated and financial
operations were subjected to interest rate ceilings on both deposits and lending.
However, with the continuous economic expansion resulting from the export-led growth
policy, Thailand saw the need for funds from external sources, particularly when it was
evident that total deposits had not expanded in line with borrowing needs (Vichyanond

1994). In other words, there was indeed an urgent need to increase foreign funds to fill
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the saving and investment gaps, and these funds played a major role in the future
economic development of Thailand by helping the transformation from an agricultural to
industrial based economy. With the aim to encouraging future trade and economic
development, the Bank of Thailand (BOT) implemented the three-year interest rate
liberalisation plan during 1989 to 1992, as the first step in liberalising its financial system
to promote and encourage the country’s trade and development through increasing saving

and investment.

Among the most important actions included in the reform program was the dismantling
of interest rate controls over the period 1989 to 1992 (Alba et al. 1999). As a result,
interest rate ceilings on long-term time deposits were abolished in June 1989
(Vichyanond 1994, 1995, 2000a; Allison and Suwanraks 1999).32 Thus, interest rates on
long-term deposits increased from 9.5 per cent in 1988 to 10.5-11.0 per cent in 1989.
Furthermore, the remaining ceilings on short-term deposits (time deposits of less than one
year) were removed on 16 March 1990 (Vichyanond 1994, 1995; BOT 1998a; Allison
and Suwanraks 1999; Alba et al. 1999). In June 1992, interest rate ceilings on finance
and credit companies’ deposit and lending rates, and on commercial banks’ lending rates
were removed (Vichyanond 1994; Alba et al. 1999; Allison and Suwanraks 1999). In
essence, Thailand’s interest rate was fully liberalised by the end of 1992.

In addition, after interest rate liberalisation, Thai authorities also put forward some
requirements to ensure its transparency. From October 1993 onward, the Bank of
Thailand (BOT) required that banks should disclose their minimum loan rate (MLR is the
rate on term credits to large customers) and minimum retail rate (MRR is the rate on
small customers) (Vichyanond 1994, 1995; Vajragupta and Vichyanond 1998; BOT
1998a, 1998b). Also, the wider margins charged above these rates had to be declared to
the public (Alba et al. 1999). In sum, the liberalisation of interest rates in Thailand was

one aspect of a comprehensive approach to economic and financial liberalisation.

32 Long-term deposits are defined as deposits with maturities of more than one year.

57



3.5.2 Relaxation of Exchange Rate and Capital Controls

Having accepted Article VIII of the International Monetary Fund, Thailand held an
obligation to liberalise its current account by relaxing the foreign exchange control.
According to Chaiyasoot (1995), the objective of liberalising Thailand’s exchange
control was to enhance confidence of investors and entrepreneurs (both international and
domestic), as well as, to ensure the sanctioning of Thailand’s credit in international
markets. Moreover, Vichyanond (1994, 1995) Vajragupta and Vichyanond (1998) and
BOT (1998a, 1998b) advocate that Thailand also aimed to provide increased access to
international capital, and to help cope with the trend in globalisation of its economic and
financial systems. In order to liberalise the exchange control, Thailand undertook three
main steps during 1990 to 1994 (Vichyanond 1994, 1995; Chaiyasoot 1995; Alba et al.
1998; BOT 1998a, 1998b; Limskul 2000).

Step I was announced on 17 July 1989 to allow the public to lend in foreign funds and
make outflows for a purpose of dividend, interest or principle transactions (Vichyanond
1994, 1995; Chaiyasoot 1995). On 21 May 1990, the BOT further allowed commercial
banks to process the purchase of foreign exchange relating to international transactions
without prior approval (Alba et al. 1998; BOT 1998a, 1998b). In addition, Vichyanond
(1994, 1995) and Chaiyasoot (1995) added that the limit on foreign exchange transactions
was increased, as well as, approval given to commercial banks to process the repayment
of foreign loans and remittance of securities sales in foreign currency. The first step
toward the liberalisation of exchange controls was expected to benefit the public as a

whole, as most of the main restrictions were abolished.

Step II of the exchange control liberalisation was announced on 1 April 1991. The
government amended the Exchange Control Act, B.E. 2485 (1942) and the Ministenal
Regulation No. 13, B.E. 2497 (1954) to allow the public more freedom in selling and
buying of foreign exchange from the commercial banks. Chaiyasoot (1995) reported that
the BOT allowed repatriation of investment funds, dividends and profits, loan repayments
and interest payments without prior approval. Vichyanond (1994) stated that the public
were also free to purchase foreign exchange for current account transactions without

prior authorisation. On the export front, the BOT further liberalised the exchange control
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on 1 May 1992. Thai exporters could now receive payments for business transactions in
foreign currency and transfer those foreign currency receipts to pay for imports or foreign
loans. Moreover, to facilitate foreign currency transfer, commercial banks were free to
withdraw funds from their accounts or to receive deposits from government departments

and state enterprises (Vajragupta and Vichyanond 1998).

Step 11l was announced on 10 January 1994 and aimed to promote Thailand as a regional
financial centre among Indochinese countries. The BOT increased the maximum limit on
the baht to be carried to neighbouring countries from 250,000 baht to 500,000 baht. The
amount permitted to transfer for overseas investments also increased from US$5 million

to US$10 million (Vichyanond 1994; Vajragupta and Vichyanond 1998).

3.5.3 The Establishment of International Financial Facilities

3.5.3.1 The Establishment of the Bangkok International Banking Facilities (BIBF)

According to the government policy promoting Thailand as a regional financial centre,
the offshore banking business was launched in Thailand with the establishment of the
Bangkok International Banking Facilities (BIBFs) in March 1993 (Vichyanond 1995;
BOT 1998a, 1998b; Vajragupta and Vichyanond 1998; Alba et al. 1999; Limskul 2000).
The establishment of the BIBF was aimed to serve the increasingly sophisticated needs of
international trade and investment and enhance the capacity of the domestic banking

business in preparation for competition in the global financial market (BOT 1998a).

The BIBF operations included taking deposits or borrowing in foreign currencies from
abroad, lending in foreign currencies in Thailand (out-in lending) and abroad (out-out
lending), non-baht cross-currency foreign exchange transactions, giving guarantees
against any debts denominated in foreign currencies to persons residing abroad,
undertaking financial transactions which involved international trade where buyers and
sellers resided abroad, seeking loans from foreign sources, as well as acting as fund
managers in arranging loans. In addition, the BIBF engaged in other investment banking
services such as provision of financial information, undertaking investment feasibility

studies, providing financial advisory services, an advisory service for business
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acquisition and take-over or mergers, and arranging or underwriting debt instruments for

selling abroad (Chaiyasoot 1995; BOT 1998b; Shirai 2001).

To enable financial institutions operating the BIBF to compete with financial institutions
in other financial centres, the authorities granted the following privileges: a reduction in
the corporate income tax rate, from 30 per cent to 10 per cent; exemption from special
business tax (including municipal tax) which was currently at 3.3 per cent of total
turnover; exemption from withholding tax on interest income from deposits or lending
for out-out transactions with non-Thai residents; exemption from stamp duties; and
reduction of withholding tax on interest on foreign loans for countries without a double-
taxation agreement with Thailand from 15 per cent to 10 per cent (Vichyanond 1994;
BOT 1996; Chaiyasoot 1995). Finally, unlike other deposit or deposit type instruments,
short-term (under 12 months) BIBF monetary instruments were not subject to the 7 per

cent cash reserve requirements favouring a short-term maturity structure (BOT 1996).

In January 1995, the authorities expanded the offshore banking business further by
granting 37 licenses for the Provincial International Banking Facilities (PIBFs) to 22
commercial banks in order to operate in areas outside Bangkok. At the end of 1997, 30
PIBF offices had begun operations. These offices were located in 5 provinces: Chiang
Mai in the northern region, Chonburi and Rayong in the eastern region, Ayutthaya in the
central region, and Songkhla in the southern region. The PIBF’s funding had to be from
overseas as in the case of the BIBF. However, the PIBF could extend credits both in Thai
bahts and in foreign currencies, while the BIBF could extend credits only in foreign

currencies (BOT 1996).

In December 1996, 7 new foreign banks were granted permission to establish BIBF
offices in Thailand following the upgrading of 7 BIBF units to fully-licensed branches.
Recently, there were 48 BIBFs comprising 12 Thai banks, 17 foreign bank branches in
Thailand and 19 foreign banks (BOT 1996, 1998a).

As of December 1997, 52 financial institutions held licenses to operate offshore banking

businesses. However, only 48 BIBF offices were in operation, of these 15 belonged to

Thai commercial banks, 18 to foreign bank branches already operating in Thailand, and
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19 to other foreign banks. BIBF credits to domestic businesses amounted to 1,411.4
billion baht, accounting for 23.6 percent of total domestic credits extended by the
banking system (BOT 1998a).

3.5.3.2 The Export-Import Bank

The Export-Import Bank of Thailand (EXIM Bank) was established under the Export-
Import Bank of Thailand Act B.E. 2536 (1993) which became effective on 7 September
1993. A few months later, the EXIM Bank officially started its operations on 17
February 1994 with the aim of providing financial services to strengthen the competitive
edge of Thai businesses in the world market. In addition, the EXIM Bank was a financial
institution wholly owned by the Royal Thai Government under the Ministry of Finance’s
supervision. Under the Export-Import Bank of Thailand Act, the EXIM Bank was
empowered to engage in various business undertakings. They could offer short-term as
well as long-term credits, either in domestic or overseas markets, in Thai or any foreign
currency denominations. In mobilising funds, EXIM Banks could borrow from local or
overseas financial institutions, as well as issue short-term or long-term financial
instruments for sale to financial institutions and the general public, both domestically and
internationally (BOT 1998a). In other words, EXIM Banks can currently engage in any
financial activities customary to commercial bank practices, except for accepting deposits
from the general public. The activities of the bank include supporting the export of
goods and services for foreign currency earnings, as well as, providing services to
facilitate imports or investments that enhance export capability and to help promote

foreign direct investment (FDI).

In promoting exports, the EXIM Bank avoided facilities already well served by
commercial banks, while focusing on services not presently available or insufficiently
furnished to exporters by commercial banks such as long-term credit for export of capital
goods, financial facilities for overseas contracts, export credit insurance and export
financing for small, medium and new exporters (BOT 1996, 1998a). In addition, the
EXIM Bank was committed to providing new services in foreign currencies to help
address problems relating to balance of payments and the export sector such as the

Merchant Marine Financing Facility and the Term Loan for Machinery Upgrading and
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Pre-Shipment Financing Facility (Vichyanond 1994; BOT 1998a). For Thai investors
abroad, the EXIM Bank was prepared to support their investment projects through
medium and long-term credit facilities. Additionally, in order to strengthen their position,
it was able to joint-invest in their ventures through equity participation (Vichyanond

1994).

To accommodate emerging economies, the EXIM Bank also provided financial support
to investment projects in neighbouring countries provided these projects would bring
benefits to Thailand. For instance, supported projects included machinery or raw
materials from Thailand, and those engaging Thai contractors or producing raw materials

or energy for sale to Thailand (BOT 1998a).

In compliance with the liberalisation policy, some areas of EXIM operations incur high
risks such as export credit insurance and financing facilities for investment projects in
neighbouring countries. BOT (1998a) argues that any loss incurred from business
transactions in accordance with the government policy or resulting from export credit

insurance, would be compensated by the Ministry of Finance.

In short, the establishment of the EXIM Bank was part of Thailand’s financial
liberalisation framework to promote Thailand as a regional financial centre. The EXIM
Bank represented a new element of the Thai financial infrastructure and is now proving

essential amid current trade liberalisation trends.

3.6 Summary

This chapter presents an overview of Thailand’s policies and frameworks in financial
liberalisation. It first discusses the development of the Thai economy, where we focus
our study on the six National Development Plans from the 1961 to the period before the
financial liberalisation of the 1990s. Secondly, it gives a brief history of the economic
miracle in Thailand, prior to financial liberalisation. Thirdly, it provides a discussion of

the factors behind Thai financial liberalisation derived both internally and externally.
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Finally, it presents an analysis of the financial liberalisation framework implemented by
Thailand.

Prior to the 1960s, Thailand was invariably seen as one of the slowest economy with a
growth of zero per cent. Accordingly, the World Bank strongly suggested that Thailand
should undergo a series of reforms and place more emphasise on investment in the
private sector in order to foster the economics growth. Having accepted the advice from
the World Bank, Thailand began to reorganise its economy by establishing an economic
planning institution called the National Economic Development Board (NEDB). The
First Development Plan was implemented in 1961 followed by five more to make a total

of six plans prior to financial liberalisation in the early 1990s.

As a result, Thailand gradually transformed from an agricultural to an industrial based
country, whose economy began to grow and performed well, especially during 1988 to
1990 when double-digit growth rates were recorded. The unexpected growth provided
enough confidence for Thailand to further develop its economy into the emerging global
economy. The factors that drove Thai financial liberalisation fall into two main
categories, namely, internal and external forces. The internal forces are the government’s
export-led growth policy, the free-market policy that come with accepting the IMF
Article VIII and a good fiscal position. On the other hand, external forces derived from
the need to be competitive with emerging neighbouring economies and the pressure
toward liberalisation coming from the global financial system. The financial
liberalisation framework pursued by Thailand included transformation of trade through
interest rate deregulation, exchange rate control reform and the establishment of BIBF

and EXIM Banks.

Interest rate deregulation was the first action taken in June 1989 when the interest rate
ceiling on long-term deposits was lifted. Exchange reform came second and involved
three main steps implemented in May 1990, April 1991 and January 1994, respectively
(see Appendix B). Finally, two new financial institutions were established to enhance
capital inflows. They were the BIBF (March 1993) and the EXIM Bank (February
1994).
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The next part of this thesis, Chapter 4 to 7, is an assessment of the financial crisis theories
(reviewed earlier in chapter 2) applied to the financial sector in Thailand. In addition,

time-series data are employed to analyse the effect of financial liberalisation on the Thai

financial crisis.
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PART B



Chapter 4

Analysis of Sequencing of Financial Liberalisation in Thailand

4.1 Introduction

The traditional view on sequencing of financial liberalisation state that a certain order of
financial liberalisation should be implemented to ensure benefits are derived from free
flow of capital while at the same time avoiding economic disruption (McKinnon 1982;
Williamson and Mahar 1998).*> While, some economists believe that the sequence of
financial liberalisation can be varied from one country to another, depending on the
nature and conditions of each economy, a significant number of economists now accept
that the sequence of financial liberalisation is reduction of deficits, trade and domestic
financial reform, foreign exchange rate reform, with capital account reform left to the last
(Villanueva and Mirakhor 1990b; Hallwood and MacDonald 2000).** Having explored
financial liberalisation frameworks in the previous chapter, we now analyse the sequence
of financial liberalisation that Thailand pursued, by assessing the sequence that it
undertook against the order described in the literature, which was reviewed earlier in
Chapter 2. Thus, the chapter is organised as follows. Section 4.2 focuses on Thailand’s
foreign trade pattern reforms and their consequences for the economy. Section 4.3
discusses the three macroeconomic components covering the fiscal deficits, current
account balance and foreign reserves. Section 4.4 studies foreign exchange and capital
control reforms undertaken in three main episodes between 1989 and 1994. Section 4.4
analyses the domestic financial reforms that involved the establishment and operations of
two new financial institutions, the Bangkok International Banking Facilities (BIBF) and
Export-Import Bank (EXIM). Section 4.5 provides a summary of the chapter.

3 See for example Edwards (1984, 1986) for discussion of this view.
3 See also Kahkonen (1987), McKinnon (1989), Gab (2000) and Hallwood and MacDonald (2000) for

discussion of this view.
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4.2 Reforms of Foreign Trade Pattern

In order ensure the benefits of free capital flows, it is recommended that the country
pursuing financial liberalisation, first reforms its foreign trade (Areston and Demetriades
1999). McKinnon (1993) argues that a successful trade reform prior to other financial
reforms can lead to an efficient domestic allocation of foreign funds which results in
further economic growth and development. In other words, inflows occurring after the
foreign trade reform, can be channelled properly to the tradeable sector, producing

further foreign income, which results in economic growth and development through a

positive feedback effect.

Historically, as an agricultural country, the nature of Thailand’s trade had relied mainly
on agricultural exports (Warr 1993). As stated in Chapter 3, Thailand started reforming
its foreign trade pattern with the first national development plan, as suggested by the
World Bank from the early 1960s. However, a significant change in its trade pattern
began in 1986 when the Thai government placed particular emphasis on an export-led
growth policy through various reforms, for instance, with low levels of taxation and a
fixed exchange rate policy to attack foreign capital inflows, generate domestic savings
and encourage the country’s trade. Consequently, Thai trade patterns changed from

agriculture based to manufacturing and industry export oriented from 1986 onwards.

Figure 4.1: Thailand’s Trade Pattern in Selected Years
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Source: Author’s calculations from The Bank of Thailand Yearly, various issues.
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Figure 4.1 is a comparison study of foreign income earnings from agriculture, industry
and manufacturing as a percentage of GDP from the 1960s to the 1990s. It shows that
the agricultural sector was initially the major source of foreign income for Thailand with
an average contribution of 40 per cent in the 1960s, 33 per cent in 1970s and 31 per cent
during 1980 to 1985. In contrast to agriculture, the industrial sector was on a trend of
steady growth 18 per cent in the 1960s, 25 per cent in the 1970s, and 28 per cent during
1940 to 1985. During 1986, agriculture was overshadowed by the industrial and
manufacturing sector as the biggest foreign income earner with a sudden jump to 34 per
cent of total GDP, compared to only 16 per cent for agriculture. From then on, income
from the industrial and manufacturing sector continued to grow dramatically, peaking at

40 per cent in 1990.

Figure 4.2: Level and Growth of Thailand’s Real GDP, 1981-1990%
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Moreover, high income generated from the industrial and manufacturing sector had had a
direct impact in enhancing economic growth. According to Figure 4.2, we observe that
GDP in baht grew rapidly after Thailand’s foreign trade was dominated by the industrial
and manufacturing sector in 1986 and almost doubling to 38 million baht in 1990. Thai
GDP rose from 15 million baht in 1981 to 20 million baht in 1986. In terms of
percentage, the Thai economy experienced difficulties resulting from the decline of the
global economy and the domestic banking crisis from the early of 1980s. Consequently,
Thailand’s GDP growth rate fluctuated from 6.3 per cent in 1981 to 4.1 per cent in 1982
and hit the lowest at 3.5 per cent in 1985. Indeed, the growth of the industrial and

% Level of Real GDP at constant 1988 prices.
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manufacturing sector helped the economy to recover and expand from 1986 onward. For
instance, GPD rose from 5 per cent in 1986, to record double-digit growth for three
consecutive years of 13.2 per cent, 12.2 per cent and 11.6 per cent during 1988 to 1990.
GDP also rose significantly from 20 million baht in 1986 to 27 million baht in 1988,
peaking at 38 million baht in 1990.

Since the First Development Plan was implemented in the 1960s, the pattern of
Thailand’s foreign trade gradually transformed from being agricultural based to industry
and manufacturing oriented. 1986 marked a significant change of foreign trade pattern
for Thailand with an export-led growth policy featuring reduced tax and a pegged
exchange rate. As a result, the pattern of foreign trade was completely transformed when
the agricultural exports that once dominated foreign incomes were overshadowed by
exports from the industrial and manufacturing sector. Soon after, the Thai economy
expanded rapidly and achieved the first ever double-digit GDP growth in 1988. Indeed,
this successful foreign trade transformation in Thailand proved the economy was in good
health and that the country was ready to liberalise its financial system in order to generate
more foreign funds to service further economic expansion and growth. Accordingly, the
Thai government began deregulation by lifting the ceiling on long-term interest rates in
June 1989. Almost a year later, the ceiling on the short-term interest rate was removed.
Finally, in June 1992, all interest rate ceilings were abolished. The consequences of

interest rate deregulation will be explored later in Chapter 6 of this thesis.

4.3 Reduction of Deficits and Maintaining Foreign Reserve

In order to prevent economic instability and currency speculation, the traditional view of
sequencing financial liberalisation states that prior to financial reform a country should
reduce its fiscal®® and current account deficits and maintain sufficient levels of foreign
reserves (McKinnon 1973, 1993; Sundararajan 1999; Glick and Hutchison 2000). In this
section, we analyse the position of Thailand’s fiscal and current account deficits and

foreign reserve prior to financial liberalisation. A further aim of this section is to assess

68



whether or not Thailand successfully reduced deficits and maintained high foreign
reserves before financial liberalisation and to examine how these elements impacted on

the financial crisis in 1997.

Thailand had a long period of fiscal imbalance beginning with national economic reforms
of the early 1960s. During the first decade of the reform, the fiscal balance of Thailand
was in deficit at an average of -1.83 per cent of GDP. In the following decade, the
imbalance worsened, reaching an average of -2.72 per cent as a result of the first oil
shock and the world economic recession (Warr 1993; Siksamat 1998). However, this
lengthy period of fiscal imbalance finally ended when Thailand turned fiscal deficit into

surplus for the first time in nearly thirty years in the late 1980s.

Figure 4.3: Fiscal Balance of Thailand, 1981-1993 (percentage and USS$ billions)
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Figure 4.3 shows that the Thai economy remained in deficit from 1981 to 1987, with the
oil shock of the late 1970s still impacting its performance in the early 1980s. In 1981,
Thailand experienced a deficit of -2.3 per cent of GDP or US$-17.5 billion. The fiscal
imbalance worsened when the financial crisis caused by the world economic slump
deepened and inn 1982, the deficit rose more than double the 1981 figure from US$-17.5
billion to US$-42.5 billion (or -5.1 per cent of GDP). From 1983 to 1986, the fiscal
deficit was stable, ranging from -2.9 per cent in 1983 to -3.5 per cent in 1984, -3.3 per

cent in 1985 and -3.5 per cent in 1986. However, in the latter period, the Thai economy

% We refer to fiscal balance as government budget, which is the difference between the actual revenue and
expenditure of the government from both budget and non-budget allocations.
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showed signs of improvement. GDP stood high at 9.5 per cent, and exports grew by 28.5
per cent; thus the fiscal deficit declined to -1.4 per cent in 1987.%

With an export-led growth policy, Thailand achieved fiscal balance for the first time in
1988 with a surplus of US$30.2 billion or 1.9 per cent of GDP. Furthermore, the Thai
economy was able to maintain the surplus throughout the 1990s, for instance, the fiscal
surplus increased from 1.9 per cent of GDP in 1988 to 3.2 per cent in 1989 and 4.7 per
cent in 1990. At the beginning of the financial reform between 1991 to 1993, Thailand
continued to achieve economic growth and reached a fiscal surplus of 4.9 per cent, 3.0

per cent and 2.2 per cent during 1991 to 1993 (see Figure 4.3).

Similar to its fiscal position, Thailand experienced a current account deficit beginning
with the transformation of economic policies and trade patterns in the 1960s. Like most
developing economies, Thailand was affected by economic shocks derived from both
internal and external sources (Warr 1993; Chaiyasoot 1995). Internally, Thailand had
been ruled by authoritarian military governments that caused continued political and
social unrest throughout the 1970s, leading to economic disruption and instability. On
the external side, it experienced the two oil shocks of 1973 to 1974 and 1979 to 1980, as
well as the global economic recession at the end of 1970s to early 1980s. In general,
these factors were the prime obstacle to investment and economic growth and led to

problems of current account imbalance in the 1980s and early 1990s.

Figure 4.4: Thailand’s Current Account, 1981-1993
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%7 For a discussion of Thailand’s export growth see Chapter 6 of this thesis.
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Figure 4.4 exhibits an averaged current account balance from 1981 to the financial
liberalisation era in the early 1990s. As a result of the oil shock in the late 1970s,
Thailand began the 1980s with a record high current account deficit of US$-2.6 billion
which was equivalent to -7.4 per cent of GDP in 1981. During the first financial crisis of
1982 to 1985, the current account worsened and fluctuated. Despite the reduction of the
current account deficit in 1982, the deficit rate rose by -2.8 per cent to -7.2 per cent in
1983.  Following the export-led growth policy implemented in 1986, BOT (1998b)
argues that Thai exports grew at a rate of 23.9 per cent of GDP and the current account
deficit became a surplus of 0.7 per cent of GDP for the first time in 1986. Unfortunately,
the surplus was short lived and only lasted for a year. Thailand’s current account headed
back into a deficit of -0.6 per cent, -2.4 per cent and -3.3 per cent in 1987, 1988, and
1989, respectively. The most serious deficit problem, perhaps occurred during the
financial reform between 1990 to 1993. Thailand reached its highest deficit ever
recorded of -8.3 per cent in 1990. Afterwards in 1991, the deficit stood at -7.5 per cent,
then declined by 2 per cent to -5.5 per cent in 1992. It the last stage of financial
liberalisation in 1993, the deficit was at -5 per cent, which BOT (1998b) argues that this

was considerably high by international standards.

Figure 4.5: Thailand’s Foreign Reserve During 1981 to 1993 (million baht)

- N N W
wn © w»n O
L

Miilion baht
=

S »n
I

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993

Years

F—O— Foreign Reserves

Source: Adapted from Vichyanond (1994) and The Bank of Thailand Monthly, various issues.

Lastly, we study the behaviour of Thailand’s foreign reserves, presented in Figure 4.5.
According to the figure, Thailand’s foreign reserves were considerably low from 1981 to

1985. This is because the Thai economy suffered from two major external shocks; the oil
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shock and the financial crisis. Consequently, Thailand’s foreign reserves were relatively
low during this period at 2.8 million baht, 2.7 million baht, 2.6 million baht, 2.7 million
baht and 3.0 million baht from 1981 to 1985, respectively. According to Warr (1993),
the low reserves in 1981 were a consequence of the global oil shock carried forward from
1979. On the other hand, the case of low reserves during 1982 to 1985 was due to the
first financial crisis. In other words, these factors resulted in economic slowdown and
discouraged investment from international markets especially capital investment

(Siksamat 1998).

Having accepted the recommendation of a growth strategy from the World Bank and the
IMF, the Thai government began to place greater emphasis on the export sector from
1986 onwards. As we discussed earlier, the economy grew rapidly, owing to a significant
increase of industry and manufacturing exports, which continued until their percentage
share of exports to GDP overtook agriculture for the first time in 1986, and led to an
increase in the country’s foreign revenue. Thus, Thailand’s reserves grew dramatically
from 3.8 million in 1986 to 5.2 million in 1987, 7.1 million in 1988 and 10.5 million in
1989. At the beginning of financial liberalisation in the early 1990s, Thailand’s foreign
reserves continued to increase dramatically, from 14.3 million baht in 1990 to a relative

peak of 25.4 million in 1993 (see Figure 4.5).

Suphachalasai (1995) and Vajragupta and Vichyanond (1998) argue that the unexpected
growth of the Thai economy in the late 1980s indeed provided a positive sign of a
successful financial reform. Furthermore, we found that Thailand successfully turned
fiscal deficits to surplus and was able to maintain a high level of foreign reserves prior to
the financial liberalisation. This impressive performance suggested strong economic
growth and generated confidence for further liberalisation of its financial system.38
However, the literature on the sequencing of financial liberalisation, such as Edwards
(1989a) and Sachs (1989) state that a country should reduce its current account balance
prior to the implementation of financial reform. Burkett and Lotspeich (1993) suggest
that if financial liberalisation occurs prior to the reduction of current account deficits,

then the country may experience a problem of widening deficits, which could . spiral out

% See also Chaiyasoot (1995) and Vichyanond (1994, 2000a) for a detailed discussion of this view.
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of control and result in economic instability. In other words, liberalisation of the
financial system while the current account deficit is high, is likely to generate economic
instability rather than provide benefits. In the case of Thailand, we found high level of
current account deficits as high as -8.3 per cent in 1990 when Thailand pursuing financial
liberalisation. The suggestion is that although foreign reserves and fiscal balance were
well maintained, financial liberalisation at a time when current account deficits were high
could lead to economic disruption. Indeed, the financial liberalisation in Thailand when
current account deficits were high, is seen as inappropriate in the eyes of sequencing

liberalisation theorists.

4.4 Foreign Exchange and Capital Control Reforms

Having reformed its trade pattern and maintained sufficient reserves, Thailand further
removed its control of foreign exchange and capital controls during the period of 1989 to
early 1994. As reviewed earlier in Chapter 3, the official reform of foreign exchange and
capital control deregulation by the Thai government can be categorised into three main
episodes. The first episode began on 17 July 1989 by granting members of the general
public access to foreign capital, and allowing them to transfer out larger amount of
capital for purpose dividends, interest and principal repayments. From 21 May 1990
onward, commercial banks were allowed to make purchases or sales of foreign exchange
(especially for the purpose of export and loan repayments) without prior approval from
the BOT. The second episode began with the amendment of the Ministerial Regulation
No. 13, B.E. 2497 (1954) and the Exchange Control Act, B.E. 2485 (1942), allowing
commercial banks further freedoms in purchasing and selling foreign exchange. On
April 1991, the BOT officially announced episode two of the exchange control reform by
allowing commercial banks to purchase and sell foreign exchange to private businesses
and the general public without prior approval. On 1 May 1992, the government further
allowed the public to receive payments in foreign currencies and transfer them abroad,
while commercial banks were allowed to withdraw funds from their account and use
them freely. The last episode of the exchange control reform was officially declared in
January 1994. This episode comprised of two main aspects. First, the limit of Thai baht
allowed out of the country was raised from 250,000 baht to 500,000 baht. Second,
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Thailand allowed maximum foreign currency transfers out of the country to reach million
to US$10 million up from US$5 million. Consequently, the volume of foreign exchange

trade by the commercial banks and capital outflows increased dramatically.

Table 4.1: Commercial Banks’ Trade of Foreign Exchange (million baht)

1989 1990 1991 1992 1993 1994 1995 1996
Purchases
US.$ 809,297 1,100,335 1,521,480 1,995,666 3,882,089 8,044,379 13,206,671 23,626,402
Yen 26,799 54,199 62,409. 66,277 89,311 83,367 102,193 134,709
DM. 18,857 22,650 20,831 22,041 24,125 25,476 28,244 26,253
Pound Sterling 8,184.20 10,598 9,487 10,553 12,498 10,896 10,183 11,444
S$ 7,291 8,433 10,044 8,571 9,841 11,599 11,315 11,096
HK.$ 8,934 8,087 7,948 10,835 11,793 11,018 11,264 10,323
M.$ 2,877 2,343 1,950 2,038 2,525 3,419 4,714 4,778
Other Currencies 19,459 23,650 23,045 25,705 21,196 28,520 39,593 37,839
Total 907,698 1,230,296 1,657,194 2,141,686 4,053,378 8,218,674 13,414,177 23,862,844
Sales
US.$ 615,176 926,739 1,256,636 1,792,748 3,470,084 7,799,008 12,830,990 23,378,849
Yen 83,150 114,740 139,936 138,759 171,293 188,688 224,929 229,628
D.M. 27,761 38,305 44,366 51,121 62,046 66,069 85,432 82,407
Pound Sterling 12,170 17,816 15,211 19,574 20,066 22,449 24,301 29,123
S$ 12,321 16,420 18,552 21,635 22,670 28,446 29,294 28,682
HK.$ 7,674 8,011 9,965 14,683 16,047 16,851 13,712 14,222
M.$ 3,509 5,446 6,245 12,593 25,712 28,939 17,003 13,732
Other Currencies 41,683 48,956 54,775 51,711 59,163 76,837 77,674 80,035
Total 803,444 1,176,432 1,545,686 2,102,824 3,847,081 8,227,287 13,303,335 23,856,678

Source: The Bank of Thailand Monthly, various issues.

Table 4.1 demonstrates the major foreign currencies traded by commercial banks in
Thailand during 1989 to 1996. According to the table, the total trade volume of foreign
exchange by commercial banks rose immediately following the declaration of official
exchange rate and capital control reforms in 1989. The reforms allowed the public to
engage in foreign capital flows and commercial banks were able to trade on foreign
exchange currency without approval from the BOT. Thus, the volume of foreign
exchange sold by the commercial banks grew from approximately 803 billion baht in
1989 to 1,176 billion baht in 1990, while the purchasing of foreign exchange also
increase from 908 billion baht to 1,230 billion baht during the same period of time.

During the second stage of reform, the total volume of trade of foreign exchange grew

even more rapidly when the government further amended the Exchange Control Act
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allowing the public to purchase or sell foreign currency from the commercial banks more
freely and also permitting them to receive or transfer foreign currency for the first time.
As a result, the total volume of foreign exchange traded by the commercial banks rose
more than twofold in both purchasing and selling transactions during 1991 to 1993.

Perhaps, the most significant increase of foreign exchange transactions occurred in the
last stage of the reform in 1994. At this time, the government raised the limit on baht
taken out of the country from 250,000 baht to 500,000 baht, while the amount of inflows
and outflows for the purpose of international investments also increased from USS$5
million to US$10 million. Hence, the total trade of foreign exchange rose more than
twofold from 1993 to 1994. From then on, foreign exchange trade by commercial banks
grew rapidly to a relative peak of 23,863 billion baht in purchasing and 23,857 billion
baht in selling in 1996.

Figure 4.6: Percentage Share of Foreign Ekchange Commercial Banks
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Source: Author’s calculations from The Bank of Thailand Yearly, various issues.

In general, a fast growing trend of foreign exchange trade implies that most of these
transactions were by processed commercial banks operating from within the country.
Vichyanond (1994) points out that the foreign exchange and capital control reforms in
Thailand did not distinguish between: Thai-owned and foreign commercial banks
operating in Thailand. Therefore, the reforms benefited both Thai and foreign
commercial banks. According to Figure 4.6, the foreign commercial banks’ percentage

share of total foreign exchange trade rose dramatically from approximately 28 per cent to
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35 per cent in both purchasing and selling during the first episode of the reform in 1989
and 1990, respectively. When the Exchange Act was amended in the second episode, the
role of foreign commercial banks increased from 40 per cent in 1991 to 49 per cent 1992
and they became the main trader of foreign exchange in Thailand in 1993 with a total
share of 65 per cent all transactions. The foreign commercial banks’ trade of foreign
exchange rose even more significantly after the last episode of reform was implemented
in 1994 when their percentage share reached almost 80 per cent. After this, they
continued to dominate with more than 79 per cent, 75 per cent and 70 per cent of total

transactions in 1995, 1996 and 1997, respectively.

Table 4.2: Thailand’s Capital Outflows from 1985 to 1994 (US$ millions)
1985 1986 1987 1988 1989 1990 1991 1992 1993 1994

FDI 215 137 135 188 286 488 1,667 3,189 906 1,129
Foreign Loans 1,827 1,961 1,697 1,604 2,179 2,747 7,957 11,701 20,640 23,283
Portfolio Investment 8 20 167 653 1,089 2,960 2,140 2,846 6,107 7,885
Non-resident 84 45 30 143 86 235 9,919 20,920 74,278 229,198
Total 2,134 2,163 2,029 2,588 3,640 6,430 21,683 38,656 101,931 261,495

Source: The Bank of Thailand Yearly, various issues.

Another important impact came as a consequence of capital control reform, which
resulted in severe capital outflows from Thailand that increased massively from the
beginning of the reform. We provide a summary of Thailand’s major outflows made for
purposes of foreign direct investment (FDI), foreign loans, portfolio investment and non-
residential accounts (see Table 4.2). Our study here focuses only on the immediate
outcomes of the reform, while further detailed analysis of capital outflows will be

conducted later in Chapter 5 of this thesis.

Prior to the reform, the Thai government had placed much emphasis on capital outflows,
often requiring approval from the BOT before any outward movement could be made.
Thus, the capital outflows in Thailand were stable and low during 1985 to 1988. The
important changes of capital outflows occurred with the capital control reform from 1989
onward. In the first stage of the reform in 1989, the public were allowed to transfer funds
out for the first time, resulting in a rapid increase of outflows that grew from US$2.5

billion in 1988 to US$6.3 billion and US$6.4 billion in 1989 and 1990, respectively.
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Thailand experienced a further surge of capital outflows in the second stage of the reform
from 1991 to 1993, which allowed the public to be involved in foreign exchange
transactions and provided more freedom in transferring capital outflows. Consequently,
capital outflows from Thailand escalated very rapidly with an extraordinary increase of
outflows made for foreign loans and non-residential account. For instance, non-resident
outflows alone rose by more that 4,000 per cent from US$235 million in 1990 to
US$9,919 million in 1991 and rose more than twofold in 1992 and 1993, reaching US$21
billion and US$74 billion, respectively. The limit of outflows was raised in the last stage
of reform in early 1994, propelling Thailand’s capital outflows high of US$261 billion.
This was indeed a significant increase of outflows compared with the maximum of
US$2.6 billion in 1988 prior to the reform. One could argue that high level of outflows
alone is not necessarily a problem. In fact, we argue that capital outflows have direct role
in offsetting capital inflows, hence net inflows. In the extreme case, the problem could
occur as a result form loss of confidence and panic among the investors when the
economy fails to perform, causing a sudden stop of inflows and rapid withdraw of capital
which in turn widening current account and reducing balance of payment and foreign
reserve. Indeed, the combination of these factors is likely to lure the country into

financial crisis.

The traditional view on the sequencing of financial liberalisation asserts that the reform
of capital controls needs to be undertaken gradually in order to prevent economic
instability that may be caused by a rapid increase of capital flows (Edwards 1984;
Balassa 1990). In this context, it seems that the loosening of capital controls in Thailand
was on the right path since it had gradually removed controls during the period of 1989 to
early 1994. However, the World Bank (1998) and Arestos and Demetriades (1999) argue
that the country needed to first reform its domestic financial institutions before the
deregulation of foreign exchange and capital controls. This is to ensure the domestic
institutions are prepared to cope with the eminent massive inflows. While, Sundararajan
(1999) argues that the decision to totally free up controls on capital could lead to a
problem of speculation on the currency. Thus, it is recommended that a country should at
least maintain a minimum of controls such as, controls on selective capital movements
and so on, to avoid economic disruption and at the same time to ensure the effectiveness

of funds allocation to the right users. In our study, we noted that foreign exchange and
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capital control liberalisation in Thailand were not carried out in the order suggested by
the literature. Thailand pursued liberalisation of the foreign exchange and capital
controls prior to the reform of domestic financial institutions, resulting in economic
instability in at least two areas. First, Thai commercial banks lost most of their foreign
exchange trade to foreign commercial banks, making the speculative attack on the
currency become easier to develop. Second, there were severe immediate increases of
capital outflows. High level of outflows could lead to problem of current account deficit,
reduction of balance of payment and foreign reserve, resulting in economic disruption in
the end. Clearly, these consequences indicate the weaking of the financial system caused
by an inappropriate reform of foreign exchange and capital controls in Thailand. Indeed,
the reform of Thailand in this manner exposed the country to speculative attack and

economic disruption, which led to a financial crisis in the end.

4.5 Domestic Financial Reforms

It is known that domestic financial reforms is one of the crucial requirements needed for
a successful financial liberalisation and it must be carefully implemented in order to
ensure economic stability (World Bank 1989b; Arestos and Demetriades 1999). The
implementation of domestic reform can come in various forms. Sundararajan (1999)
argues that at least a country should develop supervisory program to assist domestic
financial institutions the way to cope with high level of foreign capital which could occur
from financial liberalisation. McKinnon (1988) and Sachs (1989) argue that if a country
fails to do so could face with a problem of misallocation of funds and cause the financial
system to collapse. Moreover, Sundararajan (1999) added that it is also essential needs to
monitor the operation of domestic financial institutions in order to avoid problem of
insolvency by strengthening auditing, accounting and disclosure practices. Indeed, a
successful financial liberalisation could not be achieved without a proper reform of
domestic financial system through implementation of supervisory and monitoring

program to monitor the activities of financial institutions.
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As reviewed earlier that sequencing financial liberalisation can be varied from one
country to another, depending to its objectives, policies and economic conditions.
Thailand undertook domestic financial reforms as the last step in liberalising its financial
system. This final stage reform included the establishment of two new financial
institutions called the BIBF and EXIM bank in 1993 and 1994, respectively.”® This
section aims to study the operation of these two institutions by focusing on the first year

of their operation.

The BIBF was established on March 1993 with two main purposes involved: seek and
receive funds from external sources and lend them out to domestic markets (out-in
lending) or international markets (out-out lending). Within nine months after beginning
operation, the BIBF had received foreign funds totally US$7,655 million, the highest
inflow in comparison to other sector. For instance, foreign inflows to the BIBF in 1993
alone were greater than the combined inflows to four major non-bank investment sectors

such as FDI, foreign loans, portfolio investments and non-resident accounts (see Chapter
5).

Table 4.3: BIBF’s Lending in 1993 (million baht)

Mar Apr May Jun

Out-In 1,405.8 [34,081.0/61,019.891,341.9|109,061.3 | 125,693.4 | 144,015.3| 157,260.7 | 173,335.4 | 197,024.4
Out-Out 0.0 334 520.8 | 1,483.7 | 1,840.2 | 11,877.2 | 20,880.0 | 2,130.9 | 2,886.1 S8

Source: The Bank of Thailand Yearly, various issues.

Table 4.3 exhibits the lending behaviour of the BIBF from the beginning of its operation
in March 1993 to December of the same year. In March, out-in lending totaled 1,406
million baht, which jumped by more that 2,000 per cent reaching 34,081 million baht in
the next month period of April. The total amount of out-in lending continued to increase
for the rest of the year, with 91,342 million baht in June, 125,693 million baht in August
and 197,024 million baht in December. Looking at out-out lending, the BIBF began to
extend funds abroad to the amount of 33 million baht in April. Like out-in, out-out
lending also rose rapidly throughout the year, increasing by 1,560 per cent from April to
May (33 to 521 million baht), extending to 1,484 million baht in June, 11,872 million

% See also Section 3.5.3 in Chapter 3 for discussion of the BIBF and EXIM Bank.
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baht in August and 3,789 million baht in December. We see the BIBF extended most of
its funds within the domestic market, which had a percentage share of more than 90 per

cent higher than the international market.

The Export-Import Bank of Thailand (EXIM Bank) was established on September 1993.
However, its operations did not officially taken place until March 1994. The EXIM bank
was allowed to engage in lending and borrowing from both local and international
financial institutions. The EXIM bank borrowed and loaned relatively massive amount
of funds as soon as it started operating. Table 4.4 presents a summary of the EXIM bank

lending and borrowing in the first year of its operations from March to December 1994.

Table 4.4: EXIM Bank Borrowing and Lending, selected months 1994 (million baht)

March Jun Sept Oct Nov Dec
Borrowing
BOT 5,430 15,890 13,580 14,180 15,500 14,000
Commercial Banks 18 89.6 45.7 38.2 523 26.8
Non-resident - - 250 250 250 250
Lending
Commercial Banks 3,568 1,030 791 712 740 684
Private Business 3,673 16,707 14,668 15,362 16,690 15,213
Non-resident - - 250 250 250 250

Source: Adapted from the Bank of Thailand Monthly Report, various issues.

The EXIM bank started its operations with financial support from two sources, namely,
the BOT and commercial banks. However, the BOT was the main source of funds with
5,430 million baht in March, while only 18 million baht came from commercial banks.
In June, the amount of borrowing from both sources rose rapidly from 5,430 to 15,890
million baht for the BOT and from 18 to 89.6 million baht for commercial banks. Over
the year, lending from the BOT was steady remaining approximately between 13.6 to
15.6 billion baht, while borrowing from commercial banks declined dramatically.
Foreign funds were also another source of funds. The EXIM bank began to borrow
abroad in September starting with 250 million baht and remaining the same throughout

the year.
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On the lending side, the EXIM bank loaned 3,568 million baht in March to commercial
banks, and 3,673 million baht to the private business and household sector. Lending to
commercial banks declined in June to 1,030 million and continued to decline for the rest
of the year. On the other hand, lending to the private business and the household sector
rose significantly from 3,673 in March to 16,707 million baht in June. Moreover, this
sector received steady amount of loans from the EXIM bank, of approximately between
14,600 and 16,700 million baht from June to December of 1994. Similar to borrowing,
the EXIM bank began lending overseas in September with 250 million baht, with the
amount staying the same for the rest of the year. In short, the EXIM bank followed a
trend of borrowing funds mainly from the BOT and rolling them out within domestic

markets to the private business and household sector.

In summary, the showcase of high capital flows following financial reform was the BIBF,
with a massive influx of foreign capital pouring in as soon as it was established. On the
contrary, foreign investors paid little attention to investing via the EXIM bank where our
study showed that foreign capital flows were only minor compared to funds to the BOT.
The reasons why foreign flows to the BIBF skyrocketed in a very short period of time
seem to lie with the capital controls reform. Just prior to establishing the BIBF, the Thai
government liberalised capital controls allowing freer flows of foreign capital. In
addition, as we reviewed in Chapter 3, to ensured high foreign capital mobility for the
BIBF, the Thai government had provided several tax benefits for foreign investors with
the BIBF. Consequently, foreign capital poured into the BIBF in just a very short period

of time.

Theoretically, the reform of domestic financial institutions should be carried out first
before foreign exchange and capital controls liberalisation. According to Sachs (1989)
and McKinnon (1993), capital controls deregulation should not be implemented prior to
the domestic financial institutions reform as they believed this could lead to problems of
misallocation of funds and excessive lending, which damage economic growth. Our
findings confirmed the fact that capital controls reform before domestic financial reform
caused a massive influx to the BIBF. Furthermore, we observed that high inflows to the
BIBF stirred up domestic demand for lending. Our study shows that the BIBF loaned

most of its funds within the domestic market, which in turn created excessive lending
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with potential loan losses if these loans were poorly managed. Most importantly, our
study also reveals one crucial implication regarding lack of appropriate reform of
domestic financial institutions. Thailand pursued different approach in reforming its
domestic financial market where the establishment of the BIBF and the EXIM was
implemented rather than reforming the domestic institutions with supervisory and
monitoring system. The direct impact of this mistake is witnessed in high level of out-in
lending that likely to generate problems of misallocation of funds that could resulted in
overinvestment in the domestic market. Indeed, this element exposes the risk and creates
precondition for severe case of financial crisis to occur. In short, the sequence of
financial liberalisation in Thailand exhibits another error with domestic financial reform
left to the last and without adequate reform of domestic financial institutions. The
consequences of capital controls reform to the BIBF will be discussed in greater detail in

Chapter S of this thesis.

4.6 Summary

This chapter presents an analysis of the sequencing of financial liberalisation in Thailand.
The issue of what is the proper sequencing is widely debated by economists who follow
two main schools of thoughts. On the one hand, some argue that there must be a
stereotype sequence in financial liberalisation that will maximise the benefits and at the
same time minimise economic instability. On the other hand, others argue that there is
no particular sequence of financial liberalisation that best suites all countries. In this
view, the sequence of financial liberalisation is determined by the nature of the economy
and the objectives of reform in each country. However, it is generally accepted now that
the country should first transform its foreign trade patterns and reduce deficits before
other actions are taken. Most importantly, the country must reform its domestic financial
institutions before deregulating control on foreign exchange or capital. Failing to do so

results in economic disruption instead of growth.
For Thailand, the country successfully transformed foreign trade from and agriculture

base to being industrial and manufacturing export oriented prior to the financial

liberalisation. The transformation of foreign trade patterns was carried out from the early
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1960s with the development of the national development plans and continued to 1991.
Prior to full liberalisation in 1994, Thailand had developed a total of six national plans.*
However, a major change in Thailand’s trade pattern occurred with the Sixth National
Plan during 1986 and 1987 when the government placed more emphasis on an export led
growth policy by reducing taxes and a pegged exchange rate policy. Accordingly, the
Thai economy successfully transformed from an agriculture base to a industrial and
manufacturing export base and as a result the economy grew rapidly with double-digit
GDP growth rates (see Figures 4.1 and 4.2). This suggests that the first action of

financial liberalisation in Thailand was correctly chosen and successfully executed.

From a theoretical point of view, the country needed to reduce fiscal deficits to surplus
level before financial liberalisation was implemented. According to our findings,
Thailand performed well in reducing fiscal deficits and maintaining a high level of
foreign reserves to months of imports. The Thai economy reversed a long period of
persistent fiscal deficit in 1988 and foreign reserves grew after the successful reform of
foreign trade in the second half of the 1980s (see Figures 4.3 and 4.4). These factors
provided confidence so that a successful financial liberalisation could be undertaken.
However, the current account deficit was an important element that had been overlooked.
We discovered that the current account deficits of Thailand were as high as -8.3 per cent
of GDP at the first stage of financial liberalisation in 1990 (see Figure 4.5). Ideally, it is
not recommended that a country liberalise its financial system while deficits are high

because the deficits may increase and lead to economic instability in the future.

Another crucial policy error occurred with the reverse order of financial reform when the
foreign exchange and capital control deregulation was taken before the domestic financial
was fully reformed. This created several problems that disrupt the economic of the
country. We found that there were significant increases of foreign exchange trade by
foreign banks (see Table 4.1 and Figure 4.6). This implies that foreign investors under
controlled trade of the Thai currency and the problem may arise when economic
conditions of the country were weak, providing the opportunity to speculate on the

currency. In addition, we observed that outflows of Thailand rose massively after the

“ For a detailed discussion and analysis of the National Development Plans see Chapter 3.
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reform started, particularly outflows made by non-resident and foreign loans. High level
of outflows could leads to economic disruption as it has an impact in reducing net
inflows, hence macroeconomic fundamentals such as current account balance, foreign

reserves and balance of payments.

Domestic financial market reform was the last step Thailand undertook in liberalising its
financial system by establishing the BIBF and the EXIM Bank rather than reforming
domestic institutions with supervisory and monitoring system to monitor the operation.
The impact of this poor reform could damage to economy with problems of misallocation
of funds and overinvestment. Although there were two institutions established as part of
domestic reform, however it was the BIBF that proved to be the most crucial institution
that highlighted consequences of high foreign capital flows. Foreign investors preferred
to invest more with the BIBF, while the EXIM bank relied on the BOT. The BIBF
received massive amount of funds from international markets (borrowing) as soon as it
was established and loaned them out as out-in lending to domestic markets not
international markets (see Table 4.3). High foreign flows alone were not a problem but
lending these funds to the domestic market, in turn stirred demand for lending, created an

excessive lending problem.

In essence, from the Thai experience we found obvious errors in the sequencing of
financial liberalisation with high current account deficits and the deregulation of foreign
exchange and capital controls occurring before appropriate domestic financial reforms
were in place. Lastly, these errors exposed Thailand to speculation on the currency,
widening current account deficits, overinvestment and weakness of macroeconomic
fundamentals. All these problems were likely to generate economic instability and

disruption rather than benefits.

This chapter analysed the sequencing of financial liberalisation in Thailand. The next
chapter studies the issue of capital controls and their consequences after financial

liberalisation.
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Chapter 5

Capital Controls: Consequences of Financial Liberalisation

5.1 Introduction

The issues of capital controls and financial crises have been widely debated in economic
literature. Some economists argue that controls on capital are becoming difficult to
maintain, especially in a liberalising financial system. Coy et al. (1998) argue that capital
controls are unlikely to work well in a world moving toward financial liberalisation, as
the controls will have a negative impact on the investment atmosphere. Cooper (1999)
advocates the deregulation of capital controls as he believes that financial liberalisation
aims to allow unrestricted movement of capital among free economies, and people should
also be able to place their assets wherever they prefer. In other words, financial
liberalisation aims at promoting comparative advantages and development by attracting

foreign investment funds.

Capital controls may have a different meaning to different people. Khor (1998) and
Crotty and Epstein (1999) refer to capital controls as any policy designed to limit or
redirect capital account transactions. Bakker (1996) defines it as any government
measures to restrict or bar the sending of capital outside a country. Neely (1999) argues
that these broad definitions suggest that it will be difficult to generalise about capital
controls because they can take many forms and may be applied for various purposes.
Edwards (1999) argues that the use of capital controls does not restrict only the export of
capital but also includes a limit on incoming funds from foreign sources. In other words,
he argues that capital controls imply prohibitions on the export of capital by either
residents or non-residents as well as to a variety of controls on financial and investment
processes applied to residents and non-residents. In principle, we define capital controls
as any policy or restriction prohibiting residents and non-residents from freely moving
financial capital and investment into or out of a country. Examples of capital controls

include outright prohibitions on certain types of foreign investment, quantitative
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restrictions on foreign ownership of domestic firms, limits or prohibitions on holdings by
firms or individuals of foreign exchange-denominated assets, and requirements that

capital entering the country must remain for a specified time.

As discussed earlier in Chapter 3, Thailand decided to release its controls on both capital
outflows and inflows in the financial reforms of 1990 to 1994. This chapter aims to
analyse the consequences of those reforms on capital controls and it proceeds as follows.
Section 5.2 reviews the pattern of net cross-border flows of Thailand from the beginning
of the capital controls reform in 1990 through to 1997 when the crisis occurred. Section
5.3 explores the characteristics of Thailand’s capital flows by focusing on capital flows to
bank and non-bank sectors, separately. For the banking sector, we explore the pattern of
net cross-border flows of two main financial institutions, commercial banks and the
BIBF. In terms of the non-bank sector, we analyse net cross-border flows in four main
aspects; FDI, loans, portfolio investment and non-residential accounts. Section 5.4

provides a summary of the chapter.

5.2 Pattern of Net Private Capital Flows

Traditionally, capital inflows into Thailand have always been welcome and there were
specific restrictions on the movement of incoming foreign capital.*’ Unlike inflows,
Thailand had always placed a great emphasis on controls over the outflow of funds,
which normally required a prior approval from the Bank of Thailand (BOT) before they
could be taken out of the country.42 As a result of its financial liberalisation policy, the
Thai government gradually removed controls on both incoming and outgoing capital
during the process of financial liberalisation (1990-1994), as they believed that the free
flow of capital plays a major role in economic growth and development of the country.
First, the BOT allowed the commercial sector to process purchases of foreign currency
without prior approval and the limit of outflows for a loan repayment was also raised on

21 May 1990. Second, on 1 April 1991, the BOT announced that the public could freely

*! See Siksamat (1998) for a discussion of this view. . ' -
“ Warr and Nidhiprabha (1989) argue that Thailand pursued this policy because it enabled the authorities to
prevent the outward flows of capital, which would otherwise deprive them of the capital to expand the domestic

money supply when desired.
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purchase and sell foreign exchange from commercial banks without prior approval.
Third, on 1 May 1992, Thai exporters were allowed to transfer funds out of Thailand to
pay for exports or foreign loans without prior approval and the commercial banks were
allowed to manage their funds more freely.” Finally, the limit on both Thai and foreign
funds to be taken out of Thailand was increased on 10 January 1994 (see Table 5.1).

Table 5.1: Chronology of Capital Controls Reform in Thailand

Date Capital Control Reforms

17 July 1989 First Round: The public was allowed to borrow from foreign countries and were
also permitted to make outflows for dividend, interest and principle payments.

21 May 1990 The BOT allowed commercial banks to process purchases of foreign currency
without prior approval. The BOT also raised the limit on capital outflows for
loans repayment.

1 April 1991 Second Round: The BOT allowed public purchasing and selling of foreign
exchange without further approval.

1 May 1992 The government allowed the public to receive payments and investments in
foreign currency and transfer them overseas. The commercial banks were
permitted to withdraw funds from their account from the BOT and use it more
freely.

10 January 1994  Third Round: The BOT increased the limit of Thai bahts to be taken out of
Thailand from 250,000 baht to 500,000 baht. The amount permitted for overseas

investments also increased from US$5 million to US$10 million.

Table 5.2: Net Private Capital Inflows (US$ millions)
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

Bank 108 112 463 672 67 -533 -835 239 850 -296
Commercial banks 108 112 463 672 67 -533 -835 239 850 -296
BIBFs 0 0 0 0 0 0 0 0 0 0

Non-bank 607 772 859 786 1,784 738 602 646 2,600 6,144
Direct investment 341 392 266 356 412 160 262 354 1,106 1,780
Loans 83 182 370 183 1,029 63 -125 -619 188 1,842
Portfolio investment 2 8 11 15 -6 141 97 499 447 1,429
Non-resident account 174 190 212 232 349 374 368 412 89 1,093
Total 715 884 1,322 1,458 1,851 205 -233 885 3,450 5,848

{
1

* See also Chapter 3 of this thesis.
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Table 5.2: Net Private Capital Inflows (cont.)
1990 1991 1992 1993 1994 1995 1996 1997

Bank : 1,603  -253 1,934 3,604 13,894 11,239 5,003 -5,717
Commercial banks 1,603 -253 1,934 -4,051 3,807 3,097 419  -5.212
BIBFs 0 0 0 7,655 10,087 8,142 4,584  -505

Non-bank 8,870 9,899 7,265 6,837 -1,343 10,349 14,134 -1,323
Direct investment Lo s 21540 1732 13260 a4 22 3.62%
Loans 4,535 5,661 2,846 -2,432 -5845 1,518 5451 -3,688
Portfolio investment 457 163 561 4,852 1,110 3,420 3,488 4,550
Non-resident account 1,336 2,042 1,707 2,685 2,066 3,407 2,924  -5812
Total 10,473 9,646 9,199 10,441 12,551 21,588 19,137 -7,040

Source: The Bank of Thailand Yearly Report (2000).

Figure 5.1: Pattern of Net Cross Border Capital Inflows (US$ millions)
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Source: The Bank of Thailand Yearly Report (2000).

According the Table 5.2, the net cross-border inflows of Thailand fluctuated from the
early 1980s to the end of 1987. The net inflows began to increase dramatically from
1988 onward with the majority being FDI flows. However, the pattern of flows changed
early during the financial liberalisation process of 1990 to 1994, when most inflows
switched from FDI to loans and net cross-border flows increased dramatically. In
addition, the establishment of the BIBF played a major role in attracting cross-border
funds to Thailand and to the banking sector, in particular. The BIBF scored the highest

inflows from any single source in the very first year of its operation with total net flows

88



of US$7,655 million which represents 73 per cent share of total net flows in 1993. Most
importantly, the BIBF had a significant role in increasing inflows to the banking sector.
Prior to its establishment, net cross-border flows were mainly invested in the non-bank
sector, but this trend changed when the BIBF came into operation in 1993. Large
amount of capital began to flow into the BIBF, resulting in a rapid increase of net flows
to the banking sector. Accordingly, the BIBF dominated the total net cross-border flows
of Thailand during 1994 and 1995.

There was a small increase of net inflows in 1994, but a significant increase did not occur
until 1995, when net inflows rose by 71 per cent, reaching US$21,588 million (see Figure
5.1).  Wiboonchutikula et al. (1999) argue that the net capital flows of Thailand
increased rapidly after the capital controls reform was completed. Accordingly, they
found that net cross-border flows rose by more than 100 per cent during the first and the
second quarter of 1994. From then on, inflows continued to grow dramatically reaching
a peak of US$7,605 million in the second quarter of 1995. This suggests that the
financial reform had a direct impact in increasing capital inflows. Overall, Thailand
chalked up a net inflow totalling US$93,035 million within just seven years during 1990
to 1996, a considerably large increase compared to an inflow of US$16,385 million in the

previous decade (see Table 5.2).

Thailand experienced a slowdown of capital flows with a decline in 1996. According to
Table 5.3, the BOT’s data shows that a serious decline of inflows occurred in the second
half of 1996 with a drop from US$2,485 million in the second quarter to US$1,802
million and US$1,286 million in the third and fourth quarters, respectively. Finally,
inflows turned negative for the first time in the second quarter of 1997 with US$-717
million and further declined dramatically throughout the year. In 1997, Thailand
recorded net outflows as high as US$-7,040 million (see Table 5.2).
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Table 5.3: Net Cross-Border Inflows (quarterly)

Bank Non-Bank
1995 Q1 4,463 -1,029

Q2 3,478 4,126
Q3 1,570 3,593
Q4 1,728 3,659
1996 Q1  -573 6,560
Q2 2,485 3,328
Q3 1,805 1,765
Q4 1,286 2,481

1997 Q1 2,425 671
Q2 717 -630
Q3 4,155  -1,176
Q4 -3.270 1,100

Source: The Bank of Thailand Yearly Report (2000).

Such a decline of inflows was due to significant losses of capital inflows to both the bank
and non-bank sectors. Data from Table 5.2 exhibits that there was a huge decline of net
inflows to banking institutions in 1996 with a sudden drop of more that 50 per cent. A
year later, the net inflows declined more rapidly ending 1997 with a record of US$-5717
million (see Table 5.2). On the other hand, inflows to the non-bank sector increased from
1995 to peak in 1996. However, the situation became worse when inflows suddenly

dropped from US$14,134 million in 1996 to US$-1,323 million in 1997.

In sum, the pattern of net capital flows to both the bank and non-bank sector fluctuated
since the beginning of financial liberalisation and capital controls deregulation until 1997
when the financial crisis struck. For the banking sector, capital inflows to commercial
banks also fluctuated throughout the period. The BIBF experienced high capital flows,
which rose markedly from its establishment in 1993 and it remained the highest capital
flow generator for Thailand until 1995. From 1995 onward, the banking sector

experienced a decline of capital flows in both commercial banks and the BIBF.
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Like the banking sector, most capital flows to the non-bank sector also fluctuated
throughout the period. Capital flows as loans, portfolio investment and non-resident
account varied during1990 to 1994. During 1995 and 1996, capital flows for these three
purposes increased dramatically after capital controls deregulation was completed.
Unlike others, capital flows for FDI was very consistent throughout the period. As a
result, FDI were the only sector that experienced stable capital flows while others

fluctuated.

5.3 Characteristics of Thailand’s Capital Flows

In the previous section, we have analysed overall net private capital flows to Thailand
from the early stages of financial liberalisation and capital controls deregulation in 1990
up to the financial crisis in 1997. This section explores the behaviour of capital flows to
Thailand in much greater detail and divides the analysis into two major sections, the bank

and non-bank sectors.
3.3.1 Capital Flows to the Banking Sector

For the banking sector, there are only two main recipients of foreign capital, commercial
banks and the BIBF. As a result of capital control reforms, large amount of capital flows
poured into the banking sector with a total of US$37,024 million from 1990 to 1996.
This was a great increase compared to only US$2,286 million during 1980 to 1989 (see
Table 5.2). Here, we explore the pattern of inflows to both commercial banks and the

BIBF in order to understand the impact of capital controls reforms.
J.3.1.1 Capital Flows of Commercial Banks

In the light of financial liberalisation, the Thai government lifted several controls on its
financial market, especially controls on the operation of the commercial banks during
1990 to 1994. First, on 21 May 1990, commercial banks were allowed to purchase
foreign currency without prior approval. At the same time, the government also allowed

commercial banks to make more outflows for loan repayments. Second, on 1 May 1991,
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the commercial banks were allowed to manage and withdraw from their accounts more
freely. Lastly, on 10 January 1994, the limit of international investment in Thailand,
including investment via commercial banks was raised from US$5 million to US$10
million. As a result, the commercial banks experienced significant inflows after capital
controls reform commenced in 1990. The total net inflows of commercial banks
amounted to US$6,556 million within seven years from 1990 to 1997. This was a very
large increase, compared to US$2,286 million for the earlier decade (see Table 5.2).
Indeed, capital controls reform helped generate foreign capital flows to commercial

banks, who had a huge increase of inflows following the reform.

According to Table 5.2, net inflows to commercial banks were low and unstable during
the process of financial reform from 1990 to 1993. For instance, inflows amounted to
US$1,603 million for the first year of the reform in 1990. From then on, they fluctuated
through to the end of the reform period in 1993, which had a high negative inflow of
US$-4,051 million. A study by Hataiseree (1998) argues that the decline of inflows in
1991 and 1992 was a result of an increase of outflows, while inflows remained constant.
We suggest there is another reason why the net foreign inflows of the commercial banks
declined in 1991 and 1993: the decline was due to significant negative changes in both
assets and liabilities of the commercial banks. Because the net capital flows account of
the commercial banks included assets and liabilities transactions, it declines when there is
a negative change on one or both transactions. We found that there were negative
changes in both assets and liabilities of the commercial banks in both years, especially in
1993 with a record high of US$-3,065 million for assets and US$-986 million for
liabilities. This led to a negative net capital flow of US$-4,051 million for the
commercial banks in 1993.

As soon as most capital controls were lifted, net inflows began to come into the
commercial banks amounting to US$3,807 million in 1994 and US$3,097 million in
1995. According to Table 5.2, inflows to commercial banks declined sharply with
US$419 million in 1996 and further declined to negative inflows of US$-5,212 million in
1997. This data suggests that capital control deregulation did not help generate capital
flows to the commercial banks, which continued to fluctuate throughout 1990 to 1997. In

1997 alone, Thai commercial bank experienced a major drop of net inflows from
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US$1,158 million in the first quarter to US$-581 million in the second quarter. The
situation was even worse in the last two quarters of the year as net inflows further
declined to US$-3,327 million and US$-2,462 million in the third and fourth quarter
respectively (see Table 5.4).

Table 5.4: Net Inflows: Commercial Banks (quarterly)

Commercial banks

1993 Q1 610
Q2 -426
Q3 -1,981
Q4 -2,254
1994 Q1 2,360
Q2 1,872
Q3 -1,007
Q4 582
1995 Q1 2,667
Q2 562
Q3 -804
Q4 672
1996 Q1 2,325
Q2 590
Q3 1,660
Q4 494
1997 Q1 1,158
, Q2 -581
. Q3 -3,327
l Q4 -2,462

Source: The Bank of Thailand Yearly Report (2000).

Furthermore, the data from our study has provided interesting results with respect to the
decline in capital flows to the commercial bank sector. Figure 5.2 shows that capital
flows to commercial banks declined dramatically while net inflows of the BIBF rose
markedly after the BIBF was established in 1993. This suggests that foreign inflows to
the banking sector were substitutable. Data from Table 5.2 revealed that the net capital
flows of commercial banks fluctuated during 1990 to 1993, however, they recovered in
1994, as a result of the commercial banks raising interest rates. Figure 5.3 exhibits that
commercial banks interest rates increased dramatically from 5.4 per cent in January 1994
to 9 per cent in December and continued to increase toward the end of 1995, reaching a

peak of 10.5 per cent in December. Thus, foreign capital began to flow into the
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commercial banks to take advantage of the benefits of rising interest rates, resulting in a

marked increase of net capital flows (see Figures 5.2 and 5.3).

Figure 5.2: Pattern of Net Cross-Border Inflows to Banking Sector (quarterly)
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Source: The Bank of Thailand Yearly Report (2000).

Figure 5.3: Commercial Banks’ Interest Rate (monthly)
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Hataiseree (1998) argues that although the opening of the BIBF increased net capital
flows of the banking sector, there was a decline of capital flows to commercial bank. We
argue that a possible reason for this change lies in the benefit of tax privileges of the
BIBF over commercial banks. Because the BIBF was established specifically to attract

foreign funds, the government exempted it from most taxes for investment, and any
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remaining taxes always at a lower rate than other financial institutions. For instance, the
income tax for the BIBF was only 10 per cent while it was 30 per cent for other
institutions. Additionally, there was no business tax, interest income tax and stamp
duties for the BIBF, while these were 3.3 per cent, 10 per cent and 2 per cent for others
institutions, respectively. Accordingly, large amount of foreign capital flows shifted
from the commercial banks to the BIBF, since investment via the BIBF provided distinct
tax advantages. In all, the BIBF became the prime actor in mobilising funds to the
banking sector and helped increase the share of the banking sector to the total net capital
flows from 11 per cent in 1990 to 1992 to 53 per cent in 1993 to 1996.

5.3.1.2 Capital Flows of the BIBF

As discussed in Chapter 3, the BIBF was established as part of a financial liberalisation
framework; its attention was focussed offshore with the aim to increase capital inflows
into the country. If we consider the BIBF as a funds seeker, its performance would be
regarded as successful in helping to boost inflows rapidly in just a very short period of
time. For instance, the BIBF generated large amount of inflows of US$30,468 million
since beginning operation in 1993 to the end of 1996. Furthermore, the BIBF’s inflows
were extremely high when compared to the inflows of commercial banks (US$3,277

million for the same period of time, see Table 5.2).

Despite being newly established in March 1993, the BIBF began to reap large amounts of
inflows immediately after it first operated. The BOT’s data revealed that the BIBF
brought in the astonishing amount of US$7,585 million within just the first three quarters
in 1993. As a result of financial liberalisation, the BIBF managed to raise inflows by 32
per cent to a peak of US$10,087 million in 1994. However, inflows began to decline
from 1995 onward. Table 5.5 shows that the BIBF’s inflows started to drop from the

second quarter of 1995 onward and continued to decline dramatically from then on.
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Table 5.5: BIBF’s Gross Flows (quarterly)

Inflows

(US$ million)

1993 Q2 3,596
Q3 2,077
Q4 1,982
1994 Q1 2,598
Q2 2,252
Q3 2,401
Q4 2,836
1995 QI 1,796
Q2 2,916
Q3 2,374
Q4 1,056
1996 Q1 1,752
Q2 1,895
Q3 145
Q4 792
1997 Q1 1,267
Q2 -136
Q3 -828
Q4 -808

Source: The Bank of Thailand Yearly Report (2000).

The greatest decline of inflows occurred in 1996, when they there was almost a 50 per
cent decline of inflows from US$8,147 in 1995 to US$4,089 million in 1996. Most
importantly, 1996 was a year that highlighted the beginning of the decline of inflows,
particularly during the third quarter, when inflows dropped by -92 per cent to US$145
million and continued to decline through to the end of the year (see Table 5.5). However,
the situation got worse a year later in 1997 when inflows declined significantly to a
record low, turning to a negative of US$-136 million in the second quarter of 1997 for the
first time in the history (see Table 5.5). Inflows continued to drop by the end of the year,
the BIBF had suffered a great loss of inflows, which declined from US$4,584 million in
1996 to US$-505 million in 1997 (see Table 5.5).
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Figure 5.4: Share of Net Banking Capital Inflows to Total Net Capital Inflows
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Source: Author’s calculation from the Bank of Thailand Yearly Report (2000).

In order to understand the importance of the BIBF flows, we further analyse the share of
banking capital flows to total net capital flows to Thailand during 1990 to 1996.
According to Figure 5.4, we see that prior to the establishment of the BIBF, foreign
capital flows to banking sectors were relatively low with a percentage share of less than
20 per cent of total net capital flows. When the BIBF first operated in 1993, capital
flows to the banking sector began to increase rapidly. Consequently, banking share of
total net capital flows increased dramatically from 35 per cent in 1993 to 53 per cent in
1995. However, capital to the BIBF declined of almost 50 per cent in 1996, this in turn
resulted in a drop of net inflows to the banking sector by 50 per cent (from 53 per cent in
1995 to 26 per cent in 1996). Clearly, the data indicates that the BIBF was an important
factor in the increase of banking capital flows. The establishment of the BIBF together
with capital controls deregulation encouraged foreign funds to shift from the non-bank
sector (for instance FDI), to the banking sector.
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Figure 5.5: Pattern of Thailand’s Net Cross-Border Inflows (quarterly)
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Source: The Bank of Thailand Yearly Report (2000).

Table 5.6: Summary of Regression Model

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.72
R Square 0.51
Adjusted R Square 048
Standard Error 1187.7
Observations 17
Coefficients _ Standard Error ! Stat
Intercept 3005.1 362.6 8.29
X Variable 1 -0.51 0.13 -3.98

Source: Author’s calculation from the Bank of Thailand Yearly Report (2000).

In addition, we also found a crucial relationship between the net capital inflows to the
bank and non-bank sector. That is, when capital flows to the banking sector (especially
the BIBF) rose, those of investment as loan, portfolio investment and non-resident
accounts in the non-bank sector declined and vice versa (see Figure 5.5). In order to
generate more understanding of this relationship, we develop regression model to test

whether inflows to the bank and non-bank sector share similar movement behaviour,

98



using net private capital inflows quarterly data from first quarter of 1993 to first quarter
of 1997, and the results exhibited in Table 5.6. According to the results, inflows to the
banking sector measured by inflows to the non-bank sector explain 51 per cent, where the
R? value is 0.51and is regarded as significant. The estimated equation of this model is

shown below.

B = 3005.1-0.51 NB +¢€,

where; B Inflows to banking sector
NB = Inflows to non-bank sector
on = Error terms

Our statistical test shows that patterns of inflows to the bank and non-bank sector are
significant and relationship of the two inflows are inversed to each other. As explained
by the estimated model that given inflows to the non-bank sector equal to zero, inflows to
the banking sector could be as high as US$ 3005.1 millions. On the other hand, if
inflows to the non-bank sector equal then the banking inflows will drop by 0.51and could
decline further when inflows to the non-bank sector continue to rise. In principle, this
confirm that at least before 1997, net capital inflows to Thailand seem to invested heavily
toward one sector at a time either in the bank and non-bank sector which implied that

inflows were indeed substitutable.

In terms of lending, the BIBF rolled out most of its funds within the domestic market for
various purpose investments. It loaned funds for investment in agriculture, mining,
public utilities, services, and personal consumption, with a majority of loans going to
manufacturing, trade, banking and finance, and construction and real estate sector. For

the BIBF’s lending, further details are provided in the following chapter of this thesis.
3.3.2 Capital Flows of Non-Bank Sector

Generally, capital flows to the non-bank sector were invested for various purposes and
can be classified into four major catdgories: foreign direct investment (FDI), loans,

portfolio investment and non-resident account. Prior to financial liberalisation from 1980

to the early 1990s, net capital flows to the non-bank sector were high (see Table 5.2).
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From 1992 onward, these flows began to fluctuate and foreign capital flowed to the
banking sector, especially once the BIBF was established.

The aim of this section is to study in detail various aspects of capital flows to the non-
bank sector: particularly the impact of capital control deregulation. The analysis includes

capital flows of FDI, loans, portfolio investment and non-resident accounts.

5.3.2.1 Capital Flows as Foreign Direct Investment (FDI)

As reviewed in Chapter 3, FDI inflows had indeed helped to generate Thailand’s
economic growth in the late 1980s when the country was regarded as the fastest growing
economy in the world with double-digit GDP growth during 1988 to 1990. With hope of
duplicating the success, the government then liberalised its financial system and lifted
various aspects of capital control, aiming to promote foreign investment into the country.
From 1990, when the capital controls deregulation commenced, until 1997, Thailand had
received FDI inflows totalling US$14,425 million.

Table 5.7: Gross FDI Flows of Thailand (US$ millions)
1990 1991 1992 1993 1994 1995 1996 1997

Inflows 3,030 3,700 5,340 2,638 2,455 3,051 3,941 5,141
Outflows -488 -1,667  -3,189 -906 -1,129  -1,047 -1,670 -1,514
Net 2,542 2,033 2,151 1,732 1,326 2,004 2,271 3,627

Source: The Bank of Thailand Yearly Report (2000).

Table 5.7 demonstrates that FDI inflows grew rapidly from US$3,030 million in 1990 to
a peak of US$5,340 million in 1992. Unfortunately, inflows declined by approximately
50 per cent in 1993 and dropped further to a low of US$2,455 million 1994. However,
more capital started to flow in again from 1995 onward, rising dramatically by 25 per

cent, 29 per cent and 31 per cent during 1995 to 1997

Additionally, capital controls reform did not only lead to higher FDI inflows, but also
increased capital outflows as well. Our study shows that large amount of capital flowed

out of Thailand from the beginning of capital controls deregulation. Table 5.7 shows that
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FDI outflows rose rapidly in just a very short period of time, rising more than 240 per
cent from US$488 million in 1990 to US$1,667 million in 1991. A year later, they
further increased by 90 per cent to a peak of US$3,189 million in 1992. In 1993, capital
outflows did slow down and dropped to US$906 million but then began increasing
dramatically again during 1994 to 1996.

In order to understand more how those FDI flows were used, we further analyse the
pattern of foreign investment funds by sectors, during the period of 1990 to 1997. In
general, foreign capital was distributed and invested for various purposes and in different
sectors, namely, industry, financial institutions, trade, mining and quarrying, agriculture,
services, investment in holding companies, and real estate and constructions. However,
the majority of capital was invested in four sectors; industry, financial institutions, trade,

and real estate and constructions.

Table 5.8: FDI Investment by Sector (US$ millions)
1990 1991 1992 1993 1994 1995 1996 1997 Total

Industry 1,217 935 369 452 513 567 709 1,820 6,582
Financial Institutions 180 286 281 65 7 26 72 110 1,027
Trade 508 303 281 219 341 446 545 1,033 3,676

Real Estate & Constructions 460 271 959 847 543 910 823 273 5,086

Source: Author’s calculation from the Bank of Thailand Yearly Report (2000).

According to Table 5.8, FDI flows had been varied and fluctuated in all sectors
throughout the period. The industry sector experienced a massive decline of capital
flows during the process of financial reform with a drop of -23 per cent in 1991 to
US$935 million and declined -61 per cent to a low of US$369 million in 1992. From
1993 onward, FDI to the industry sector accelerated year after year and peaked at
US$1,820 million in 1997. Inflows to the trade sector also declined in the early stages of
the reform, dropping from US$508 million in 1990 to 303 million in 1991, 281 million in
1992 and 219 million in 1993. The inflows began to grow again from 1994 onward
moving from US$341 million to 446 million in 1995, 545 million in 1996 and increasing
sharply in 1997 to US$1,033 million. Similarly, the financial sector also experienced
relatively low inflows during the financial reform process. The inflows declined from

US$286 million in 1991 to 281 million in 1992, 65 million in 1993 and reached a low of
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7 million in 1994. However, from 1995 onward the inflow grew consistently to US$26
million, 72 million and 110 million from 1995 to 1997, respectively.

Figure 5.6: Real Estate and Constructions’ Shares of Net FDI Inflows (yearly)
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Source: Author’s calculation from the Bank of Thailand Yearly Report (2000).

Perhaps, the real estate and construction sector was a showcase for the impact of capital
control reform. Inflows to the sector rose rapidly from the beginning of the reform in
1990. This sector marked the highest FDI flows between the period of 1990 to 1996 with
a record total US$4,831million. This compares with US$4,762 million for industry,
US$2,643 million for trade and US$997 million for financial institutions for the same
period of time. Additionally, the inflows to the sector grew more significantly than the
other sectors; especially in some years it reached the highest inflows from 1992 to 1996
(see Table 5.8). The inflows declined from US$460 million in 1990 to US$271 million
in 1991, rose to a peak of US$959 million in 1992, slightly declined in 1993 and 1994.
In 1995, capital flows to the sector rose significantly again by almost 70 per cent,
reaching US$910 million, declining slightly to US$823 million in 1996 and reaching a
low US$273 in 1997.

Most importantly, we observed that the pattern of FDI inflows changed rapidly,
following the reform of capital controls. FDI flows to the real estate and construction
sector increased tremendously in 1992 when it held the biggest share of net FDI inflows
from then on. According to Figure 5.6, the share of real estate and construction sector in

net FDI flows rose rapidly from 18 per cent in 1990 to 45 per cent in 1992, peaking at 49

102



per cent in 1993 and continued to dominate net FDI flows to the end of 1996.
Vichyanond (1994, 2000) argues that the significant change in FDI investment from 1992
onward was a result of the capital controls reform, which reduced operational guidelines
to direct FDI investment. We argue that the rapid increase of FDI inflows in real estate
and constructions was a direct impact of the second round of capital controls reform. The
Thai government allowed the public to receive investment in foreign currency and they
were free to invest for the first time on May 1, 1992. Consequently, the pattern of FDI
inflows changed rapidly from investment in industry to investment in the real estate and

construction sector.

A study of Thailand’s capital flows by Siksamat (1998) concluded that foreign capital in
the form of FDI has been flowing to the industry and services sectors. She argues that
there are at least two reasons for this.** First, these sectors are more profitable and have a
higher rate of returns. Second, the government policy has encouraged foreign capital into
these sectors. Finally, she concluded that the surge of inflows to the industry and
services sectors has been associated with very strong growth in these sectors. However,

evidence from our study suggests several differences with Siksamat (1998).

First, we found that most FDI inflows were not invested in industry and services; instead,
the majority of them were invested in real estate from 1992 to 1996. Although, it is true
that most of FDI inflows were invested in industry during the period of 1980 to 1990,
based on the BOT’s data we argue that inflows to services were not crucial, compared to
other sectors such as trade. Furthermore, we argue that FDI inflows were more likely to
be invested in the real estate and construction sector after capital controls deregulation

commenced.

Second, if higher FDI inflows suggested a higher rate of profit, which encouraged more
capital inflows, then we argue that the real estate and constructions sector definitely

provided higher returns as it has greater FDI inflows, especially from 1992 to 1996.

“ Siksamat (1998) refers to service sector inflows as an investment mainly for transportation and travelling
purposes.
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Third, we disagree that the Thai government would aim to boost funds to only one sector,
the industry and services sector; it would aim to increase funds to every sector, and
particularly to the financial system as a whole. If the aim of capital controls deregulation
was to encourage FDI inflows to the industry and services sector, then we regard this
policy as a failure because the majority of funds were invested in the real estate sector.
The real estate sector scored the highest FDI inflows during 1990 to 1996 with a total of
US$4,813 million, compared to US$4,762 million for industry, US$2,643 million for

trade and US$917 million for financial institutions.

Fourth, we argue that the surge of net FDI inflows was not associated with strong trade
growth because most of the capital was invested in the real estate sector and produced no

foreign income, which would be reflected in the country’s trade growth.

Finally, we found that FDI inflows were not increasing as Siksamat (1998) suggested, but
were stable when compared to other types of capital flows. A study by Alba et al. (1999)
argues that the amendment of the Investment Promotion Act, to promote more foreign
investment, was a crucial factor that kept FDI inflows stable, because, it allowed 100 per
cent foreign ownership of firms that exported all their products. Therefore, foreign
capital kept coming in consistently to claim such benefit, making net FDI inflows stable
throughout the 1990s. On the other hand, Hataiseree (1998) argues that net FDI inflows
barely fluctuated because investor concerns were long-term oriented. In other words, this
suggested that FDI inflows were the only long-term investment in the non-bank sector.
And investments of this kind are not normally subjected to any liquidity or other short-
term disturbances. Lastly, we argue that financial liberalisation by lifting controls of
capital and allowing FDI inflows to be invested more freely, resulted in a change of
pattern of FDI inflows from the real sector (industry and trade) to real estate and

construction investments.

In terms of FDI outflows, we found that capital went out of the country immediately from
the early stages of capital control deregulation. Similar to inflows, Thailand also found
its FDI outflows were much fluctuated throughout the period. Although the FDI
outflows fluctuated, overall capital controls deregulation resulted in greater outflows

being made, especially during the early days of capital reforms.
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3.3.2.2 The Loan Component of Capital Flows

In the light of the financial reform, the Thai government gradually removed capital
controls on loans for the private sector from 1989 to early 1994. On 17 July 1989, the
government allowed the public to borrow from foreign countries as well as allowed the
transfer of capital outflows as dividend, interest and principle payments with no prior
approval from the BOT. On 21 May 1990, the limit on loan inflows and outflows had
been increased. On 1 April 1991, the public were permitted to transfer inflows and
outflows as loans up to the amount of US$5 million without prior approval. Lastly, on 10
January 1994, the limit on international investments, including loans, increased again
from US$5 million to US$10 million. Consequently, foreign loans to the Thai private

sector rose rapidly after the commencement of capital controls reform.

Table 5.9: Cross-Border Capital Flows - Loans (US$ millions)
1988 1989 1990 1991 1992 1993 1994 1995 1996 1997
Inflows 1,792 4,021 7,282 13,618 14,547 18,225 17,507 21,418 24,920 17,980
Outflows -1,604 -2,179 -2,747 -7,957 -11,701 -20,657 -23,352 -19,900 -19,469 -21,668
Net 188 1,842 4,535 5,661 2,846 -2,432 -5845 1,518 5451  -3,688
Source: The Bank of Thailand Yearly Report (2000).

Table 5.9 demonstrates capital flows as loans to Thailand from the beginning of capital
controls reform in 1989 to the crisis year in 1997. Foreign loans began to pour into
Thailand once the capital controls started to ease. When the public were allowed to
engage in foreign transactions for the first time in 1989, Thailand experienced a rapid
increase of foreign loans from US$1,792 million in 1988 to US$4,021 million in 1989, an
equivalent of a 124 per cent increase. Loan inflows continued to increase rapidly from
then onward, especially when the government further raised the limit on loan transactions
in 1990 and 1991. This resulted in an immediate increase of loans by 81 per cent from
US$4,021 million in 1989 to US$7,282 million in 1990 and further increased by 87 per
cent, reaching US$13,618 million in 1991. Loans continued to flow into Thailand’s
private sector after capital controls reform was finalised in January 1994. From then on,
loan inflows rose rapidly, reaching a peak of US$24,920 million in 1996. In 1997, the
country experienced a drop of inflows by -29 per cent from US$24,920 million in 1996 to
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US$17,860 million. Table 5.10 reveals that foreign funds started to slow down in the last
quarter of 1996 and continued to decline dramatically afterward. Particularly in 1997,
foreign loans dropped significantly from US$5,548 million in the first quarter to
US$5,163 million, US$3,837 million and US$3,432 million in the second, third and last
quarter, respectively.

Table 5.10: Cross-Border Capital Flows - Loans (quarterly, US$ millions)
1995 1996 1997
Q1 Q2 Q3 4Tl AR SN TG SRR S Q4

Inflows 5,307 4,584 5,545 6,019 5,288 6,434 6,651 6,547 5,548 5,163 3,837 3,432
Outflows -5,655 -4,358 -5,241 -4,684 -4,334 -4,713 -4970 -5,452 -5,614 -5,983 -4,742  -5,329
Net | -348 226 304 1,335 954 1,721 1,681 1,095 -66 -820 -905 -1,897

Source: The Bank of Thailand Yearly Report (2000).

On the outflows side, Thailand experienced a similar pattern of capital flows as those of
inflows, that is, outflows of foreign loans rose rapidly after the capital controls reform
took place. Outflows began to leave the country from the beginning of the reforms, when
the public as allowed to transfer more capital without prior approval. The immediate
outcome was an increase of outflows by 189 per cent from US$2,747 million in 1990 to
US$7,957 million in 1991. Loan outflows continued to increase dramatically and finally
outstripped inflows during 1993 and 1994 when outflows were as high as US$20,657
million and US$23,352 million, while inflows were only US$18,225 million and
US$17,507 million, respectively (see Table 5.9). These significant increases of outflows
led to negative net capital flows as loans in 1993 and 1994 (see Table 5.9). Despite a
slight decline in 1995 and 1996, loan outflows rose again by 11 per cent with US$21,959
million in 1997. According to Table 5.10, outflows began to increase rapidly from the
third quarter of 1996 and continued to increase dramatically until the financial crisis

erupted in mid 1997.

Phongpaichit and Baker (2000) argue that a cause of high foreign loans to Thailand in the
1990s was economic success in the earlier decade, when the economy grew rapidly and a
double digit GDP growth rate provided foreign lenders with a handsome profit. These

impressive returns had indeed encouraged foreign lenders to lend more with the
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expectation that the Thai economy would continue expanding and generating more
returns. However, results from our study show one important point, which indicates a
close link between capital controls deregulation and foreign loans. We observed that
loan inflows rose significantly in the early stages of deregulation in 1989. Additionally,
we found that outflows also grew significantly, particularly in 1993 and 1994 when loan
outflows were higher than inflows. Critically, loan outflows peaked at the final stage of
the reform in 1994, when the limit of outflows was raised from US$5 million to US$10
millions. Indeed, the above highlight the fact that while capital controls deregulation

increased loan inflows to Thailand they more importantly also increased outflows.

Siamwalla et al. (1999) reported that capital controls deregulation increased the country’s
external debt, because the reform gave the private sector the freedom to borrow from
foreign sources. Foreign lenders were also permitted to lend more freely without
interference from the BOT. Hence, they began to lend more to the Thai private sector,
and most of those loans were a short-term, as foreign lenders aimed at making quick
returns. Unfortunately, a high level of loan inflows simply implies a high level of
external debts that need to be repayed. We argue that the significant increase of foreign
loans was due to control deregulation on loan outflows. The Thai government lifted most
controls on capital outflows, particularly for loan repayment. This provided enough
confidence for foreign investors that they would be able to transfer their returns from
investments out of the country more easily, and they were willing to lend as long as this
confidence was maintained. Consequently, foreign loans began to come into the country
as soon as the capital controls on outflows were first lifted in 1989 and rose more rapidly

when the controls were further liberalised.
3.3.2.3 Capital Flows as Portfolio Investment

Capital controls reform provides new investment opportunities for foreign investors as
never before. With the reform, investors were permitted to invest more freely and also
allowed more freedom to engage in portfolio investment, which include buying and
selling of equity, shares and related assets. Accordingly, portfolio investment in Thailand

rose significantly. In our research, we focus on the movement of portfolio investment,
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which includes discussion of both capital inflows and outflows made in various purposes,

yearly from 1990 to 1997.

Table 5.11: Cross-Border Portfolio Investment Flows (US$ millions)
1990 1991 1992 1993 1994 1995 1996 1997

Inflows 3,417 2,303 3,407 10,959 8995 10,111 13,515 24,757
Outflows -2,960 -2,140 -2,846  -6,107 -7,885  -6,691 -10,027  -20,207
Net 457 163 561 4,852 1,110 3,420 3,488 4,550

Source: The Bank of Thailand Yearly Report (2000).

Capital controls deregulation helped boost portfolio investment in Thailand, with the
country absorbing total inflows of US$77,464 million from 1990 to 1997. Results from
Table 5.11 indicate that portfolio inflows started to increase significantly by 222 per cent
in 1993 from US$3,407 million in 1992 to US$10,959 million. Later, inflows slightly
declined by 17 per cent in 1994, however, they began to increase dramatically from 1995
onward. Particularly, large amount of inflows came in the year the financial crisis
occurred in 1997, when portfolio inflows rose nearly two fold to a peak of US$24,757
million (see Table 5.11). A study on the Thai financial crisis by the BOT (1998b)
reported that a decline of inflows in 1994 was due to a rapid increase of outflows,
particularly during the first and second quarter of the year. There is little doubt, this was
a result of the full liberalisation of capital outflows, when the government raised the limit
of outflow transactions in January 1994 (see Table 5.1). Furthermore, the BOT (1998b)
found that portfolio inflows rose significantly, from the third quarter of 1997 onward. In
fact, portfolio inflows rose rapidly when the devaluation of the baht in the second quarter
made portfolio investment become very cheap, boosting inflows to a peak of US$24,757

million in 1997.

Like inflows, portfolio outflows also increased rapidly after capital controls reform was
completed. Outflows were varied and fluctuated during the early stage of capital controls
reform from 1990 to 1991. However, portfolio outflows began to increase from 1991
onward, as a result of the BOT raising the limit of outflows in 1991 (see Table 5.1 1). In
1993, portfolio outflows rose more than two fold, reaching US$6,107 million. They

continued to increase toward the end of the capital controls reform in 1994. However,
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outflows declined in 1995, which the BOT (1998b) reported was due to foreign investors
reinvesting their returns back into portfolio projects. Hence, portfolio inflows increased
while outflows declined. Soon afterward, portfolio outflows rose again by 50 per cent,
reaching US$10,027 million in 1996. A year later, Thailand experienced the highest
outflows that rose by more than 100 per cent to a record high of US$20,207 million (see
Table 5.11).

Figure 5.7: Selected Portfolio Investment by Sector (US$ millions)
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Source: Reproduced based on data from the Bank of Thailand Yearly Report (2000).

In order to understand the pattern of portfolio investment, we further analyse the
investment made to individual sectors during the period of 1990 to 1997. In general,
portfolio investments were made to various purposes, with the majority of capital being
only invested to three investments; industry, trade, and real estate and construction.
Figure 5.7 shows that most portfolio inflows were relatively low during the early days of
the reform. Investment to the industry sector declined significantly from US$812 million
in 1990 to US$675 million and US$249 million in 1991 and 1992. After the reform was
complete, investment to industry rose dramatically from US$299 million in 1993 to
US$460 million, US$604 million, US$785 million and peaked at US$1,780 million,
between 1994 to 1997 respectively. Likewise, investment to the trade sector also
declined during the process of financial reform from US$397 million in 1990 to US$244
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million, US$215 million and US$203 million during 1991 to 1993. From 1994 onwards,
investment began to grow more consistently from US$280 million in 1994 to US$430
million in 1995 and US$575 million in 1996 and reached a high of US$943 million in
1997.

Lastly, the real estate and construction sector was the biggest recipient of external
investments. From the early years of reform in 1990 up to the pre-crisis year in 1996,
portfolio investments to the real estate and construction sector accounted for a total of
US$4,480 million, compared to US$3,884 million and US$2,344 million for industry and
trade, respectively. In 1992, the sector received as high as US$970 million, which is a
significant increase from US$314 million and US$264 million in 1990 and 1991. At the
final stages of the capital controls reform in 1993, investment declined to US$657 million
but began to increase steadily again from 1994 onward (see Table 5.11). In 1997,
inflows to the real estate and construction sector dropped sharply from US$803 million in
1996 to US$215 million, equivalent to a decline by -73 per cent. In essence, capital
controls deregulation played a significant role in increasing portfolio investments,
especially to the real estate and construction sector which scored the highest investment

compared to other sectors during 1992 to 1996.

Alba et al. (1999) argued that an increase of portfolio investment in the 1990s was not a
direct impact of financial liberalisation and capital controls deregulation. Instead, it was a
consequence of the government policy to enhance portfolio investment via tax reductions
for foreign investors who purchased Thai equity, shares and related assets in the mid
1980s. Our research found that portfolio investments were relatively low from the late
1980s to 1992 (see Table 5.2). As argued by Vajragupta and Vichyanond (1998), the
reduction of tax was considered to be unsuccessful in attracting portfolio investments
because of the uncertainties of the Thai political and economic environment at that time.
Furthermore, they found that portfolio investment rose rapidly after capital controls
deregulation and soon dominated the non-bank sector as the biggest investment

generator.

On the one hand, we agree that capital controls deregulation helped increase portfolio

investments in Thailand, as the latter rose immediately after reforms took place. On the
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other hand, we argue that portfolio investment did not hold the biggest share of net
capital flows to the non-bank sector. We found that capital flows made by non-resident
accounts in fact dominated the non-bank sector. Additionally, we observed that loan
outflows also increased rapidly alongside the inflows. This can be blamed on the
government’s policy of raising the limit of outflows and allowing foreign investors to
take funds out of the country more freely. In short, the evidence from our study
demonstrated that capital control deregulation had a direct impact in increasing

Thailand’s portfolio investment.

Lastly, we argue that capital control deregulation resulted in a change of pattern of
portfolio investments in Thailand when investments shifted from the tradeable to non-
tradeable sectors. Our study revealed that portfolio investments changed from
investment in industry and trade to the real estate and construction sector. If we consider
the latter as non-tradeable sector, and unlikely to generate foreign income, then capital
control reforms had in fact helped direct more portfolio investment toward the non-
tradeable rather than tradeable sector. Wiboonchutikula et al. (1999) suggest this kind of
investment had always been a short-term based and is associated with high-risk
involvement, which in turn, makes it an easily target to be manipulated by speculators.
Thus, capital controls deregulation indeed exposed Thailand to speculative risk taken by
foreign investors. Finally, we also found that over-investment in the non-tradeable sector
(real estate and construction) became the norm, foreign investors then shifted their

investment back toward the tradeable sector (industry and trade) in 1997.
5.2.3.4 Capital Flows of the Non-Resident Account

According to BOT (1998b), non-resident account is a measurement of a change In
international transaction volumes invested into the Thai economy by both Thai resident
abroad and foreign investors. Prior to the financial and capital reform of the 1990s, the
non-resident account was strictly monitored by the government: capital outflows were
especially subject to restrictions and always required pre-approval from the BOT before
any transactions could be made. At the beginning of 1990s, the Thai government

gradually removed controls on capital, allowing the non-resident account to bring more
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funds both in and out of the country. Consequently, capital flows made by this account

escalated rapidl}} in a very short period of time.

Table 5.12: Gross Flows of Non-Residential Accounts (US$ millions, percentage)
1990 1991 1992 1993 1994 1995 1996 1997

Inflows 1,571 11,961 22,627 76963 231264 416,410 810,397 710,349
(% change) (33) (661)  (89)  (240)  (200)  (80) (95) (-12)
Outflows 235 9,919 20,920 74278 229,198 413,003 807,473 716,161
(% change) (1,732)  (4,121) (111)  (255)  (209)  (80) (96) (-11)
Net 1,336 2,042 1,707 2,685 2,066 3,407 2924 -5812

Source: Author’s calculation from the Bank of Thailand Yearly Report (2000).

In terms of inflows, the non-resident account was the highest generator with a total of
US$2,228,542 million from 1990 to 1997. Inflows began to increase dramatically from
the early part of the capital reform when they rose by 661 per cent in 1991, increasing
from US$1,571 million in 1990 to US$11,961 million. From 1992 onward, inflows made
by non-residents continued to increase tremendously throughout the period. During the
last stage of reform in 1993, non-resident inflows grew by 240 per cent, amounting to
US$76,963 million. They grew by another 201 per cent in 1994, 80 per cent in 1995 and
95 per cent with a record high of US$810,397 million in 1996 (see Table 5.12).

Although, the non-resident account outflows experienced the same pattern of growth as
the inflows, we found that the growth rate of outflows rose more significantly as soon as
the controls were lifted and continued to do so throughout the whole period. For
instance, the non-resident outflows rose by 4,121 per cent from US$235 million in 1990
to US$9,919 million in 1991. Afterward, outflows grew continuously at the rate of 111
per cent in 1992 and by 255 per cent by the end of 1993. The outflows growth rates were
255 per cent, 209 per cent, 82 per cent and 96 per cent during 1993 to 1996, compared to
the growth of inflows by 240 per cent, 200 per cent, 80 per cent and 95 per cent for the
same period of time (see Table 5.12).  Despite of a decline in 1997, the non-resident
outflows were still considerably high at US$716,161 million, while inflows were
US$710,349 million. As a result, the non-resident account deteriorated to a deficit for the

first time of US$-5,812 million in 1997 (see Table 5.12).
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Siamwalla et al. (1999) and Wiboonchutikula et al. (2000) pointed out that a pegged
exchange rate regime is at least one reason why non-resident account inflows rose so
rapidly. Under the roof of financial liberalisation, the Thai government maintained the
use of a basket of currencies, with the Baht strictly tied to the US dollar. The aim of this
was to attract more foreign capital by minimising exchange rate risk for investors.
Accordingly, inflows poured into the non-resident account in just a very short period of
time. We argue that the cause of high capital flows in the non-resident account was a
result from the capital control reform rather than the pegged exchange rate regime. If the
currency regime was the cause, then inflows to the non-resident account should have
been high long before financial liberalisation, because the baht had been pegged since
World War II. According to our study, a significant increase of non-resident flows
occurred only after financial liberalisation was implemented. This suggests that an
increase of non-resident flows was not entirely due to pegged exchange rate regime, but

due to capital controls deregulation.45

Limskul (2000) argues that financial reform and capital controls deregulation only
encourage incoming and not out going funds and thus seem to have no impact on non-
resident outflows. We argue that capital controls reform had a great impact on increasing
non-resident outflows.  According to our findings, non-resident outflows rose
dramatically from the early stage of capital controls reform. In most cases, non-resident
outflows scored the highest outgoing capital from Thailand. Indeed, capital controls
deregulation not only increased non-resident inflows but also provided more

opportunities for outflows to be made.

In sum, these high volumes of international transactions are the sign to the impact of
financial reform, which Thailand has become part of global financial market. High level
of non-resident flows could expose the country with potential risks of financial crisis if

they were not managed properly.

5 A detail discussion of impacts of Thailand’s exchange rate will be carried out in the following chapter of this
thesis.
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5.3 Summary

This chapter presents a study on the issues of capital control and financial crises by
focusing on the consequences of financial liberalisation. Some economists argue that
control of both capital outflows and inflows is necessary for crisis prevention and
resolution.*® However, in the world of liberalising and emerging economies it is difficult
for such controls to be put in practice effectively. In order to facilitate liberalisation,
Thailand abolished most controls on both inflows and outflows, during 1989 to 1994 (see
Table 5.1). Consequently, there was significant change in the movement of capital,

which increased rapidly after the reform took place (see Table 5.2).

In the banking sector, inflows to both commercial banks and particularly the BIBF
escalated rapidly as a result of capital controls reform. In terms of commercial banks, we
found that inflows increased rapidly in 1994, the year the reform was completed.
However, we observed that a great deal of inflows came in via the BIBF as soon as it was
established in 1993. Inflows to the BIBF were so great that it became the biggest inflow
generator and dominated the banking sector (see Table 5.2, and Figures 5.2 and 5.4).
Moreover, we observed that capital flows to the banking sector were substitutable, that is,
net flows to commercial banks declined dramatically when the BIBF came into operation.
We argue that the reason behind a shift of foreign capital flows from the commercial
banks was that investment through the BIBF provided significant tax advantages, thus,

reducing the cost of foreign capital investment.

For the non-bank sector, we found that the control deregulation also encouraged more
funds to this sector as soon as the controls were relaxed. Capital inflows for all four
major types of investments (FDI, loans, portfolio investment and non-residential account)
rose significantly from 1995 onward (see Table 5.2). In addition, we also found that the
capital controls reform not only increased inflows but also provided opportunities for
capital outflows to be made. Indeed, outflows from all four investment sectors rose
immediately, following the capital controls reform (see Tables 5.7, 5.9, 5.11 and 5.12).

Additionally, we also found that the pattern of investment in Thailand changed after
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financial reform to the one where most net capital inflows were likely to be invested in
the non-tradeable sector, especially short-term loan and portfolio investments. For
instance, both FDI and portfolio inflows switched from industry and trade to real estate
and construction investments. Our study shows that real estate and constructions projects
received the highest proportion of inflows, compared to other investments such as FDI,
trade and financial institutions (see Table 5.8, and Figures 5.6 and 5.7). In other words,
capital controls deregulation directed more foreign capital to be invested in a sector

considered risky and unproductive.

In short, we conclude that financial liberalisation, by lifting capital controls, could cause
economic disruption and instability in Thailand, as witnessed by a significant growth of
net capital flows that occurred as soon as the liberalisation was implemented. This rapid
increase of net capital flows could leave the country with numerous problems if they
were not well managed. Evidence shows that majority of cross-border capital were
invested in the unproductive sector which indicate a lack of fund management and indeed

prepared the ground for the crisis to occur.

* See for example Krugman (1998b), Edwards (1999), Eichengreen (1999) and Chapter 2 of this thesis for
discussion of this view.
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Chapter 6

Exchange Rate Policy and Its Consequences

6.1 Introduction

The choice of exchange rate policy is said to be inconclusive and there is no one
particular policy that best suits one country (Hefeker 2000; Visser 2000). In most cases,
the choice of exchange policy can be varied from one to another depending on the
countries’ economic policies and conditions (Collignon et al. 1999). In the case of
Thailand, the fixed or pegged exchange rate had been used since 1955. Later, this was
replaced by a new system called a ‘basket of currencies’ to accommodate the financial
liberalisation of the early 1990s. This chapter explores the consequences of Thailand’s
exchange policy in the light of financial liberalisation. It proceeds with a brief
background of Thailand’s exchange rate policy in Section 6.2. Section 6.3 studies the
development of the basket of currencies and reviews the overall exchange rate of
Thailand after this policy was implemented. Section 6.4 analyses the consequences of
the basket of currencies on the Thai economy, focusing on trade growth and the increase
in foreign funds to financial markets via the commercial banks and the BIBF.
Additionally, in this section, we include a study of the lending behaviour of these two

financial institutions by sector. Finally, Section 6.5 provides a summary of the chapter.

6.2 Overview of Thailand’s Exchange Policy

Generally, the design and implementation of the exchange rate policy in Thailand rests in
the hands of the BOT. Thailand adopted the fixed exchange rate regime by pegging the
baht to the US dollar during 1955 to 1980.* The main objective of the BOT in pegging

“7 Ariff and Khalid (2000) argue that although the exchange rate policy depended on the .B.ank of Thgiland
(BOT), major decisions such as devaluation were subject to prior approval from the Ministry of Finance

(MOF).
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the currency was to maintain its stability, and thus to attract foreign funds by minimising
the risk for foreign investors. Also, this policy was aimed at ensuring confidence in the
currency as well as providing a favourable environment for international trade and
investment. During that period, the exchange rate stayed at the value of 20 to 21.50 baht
to USS1 dollar.

Toward the end of 1978, the Thai government amended the Currency Act B.E. 2501
(1958) to allow Thailand to choose any exchange regime, which was consistent with the
IMF’s Agreement on Trade Openness forum. The new exchange system provided the
BOT with more flexibility in adjusting the exchange rates to suit both domestic and

international monetary conditions.

To accommodate the new exchange policy, the BOT established the Exchange
Equalisation Fund (EEF) who was responsible for the exchange policy and also offered
exchange rates to deal with commercial banks. The new system allowed Thai
commercial Banks to participate in determining the exchange rates on a daily basis,

called the ‘daily fixing’ system. It became effective on November 1, 1978.

Unfortunately, as argued by Christensen et al. (1997), the new policy caused widespread
currency speculation in 1981 as the public lost confidence in the value of the baht and the
rapid appreciation of the US dollar led to the deterioration of the balance of payments.
Consequently, the EEF devalued the baht to the US dollar by 8.7 per cent, from 21 baht
per US dollar to 23 baht to the US dollar on May 12, 1981. Finally, the EEF also
discontinued the ‘daily fixing’ and replaced it with a system which determined the
exchange rates independently, without participation from the commercial banks, on July
15, 1981. In addition, during 1981 to 1984, the baht began to appreciate as a result of the
appreciation of the US dollar against the yen.

In order to sustain the competitiveness of the country, the Thai government devalued the
baht by approximately 15 per cent in November 1984.*® Moreover, the BOT officially
declared a modification of the exchange system by replacing the pegging of the baht to

“ See also Chaiyasoot (1995) for further discussion.
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the US dollar with a basket of the currencies. The currencies in the basket included the
US dollar, the yen, the mark, the pound sterling, the Hong Kong dollar, the Singapore
dollar and the Malaysian ringgit. A study by Chaiyasoot (1995) revealed that the US
dollar had the largest weight in the basket, although the authorities had never disclosed
the official weightings. However, according to Ariff and Khalid (2000), the US dollar
dominated the basket with a weight as high as 85 per cent.

The objective of introducing such a basket consisted of two main aspects. First, the value
of the baht determined by the EEF could be varied on a daily basis depending on the
fluctuation of the value of major currencies in the basket of the currency. Second, the US
dollar had to have the largest weight in the basket to ensure future economic expansion
and development. Additionally, in conducting the new system the EEF set three main
objectives, short term, medium term and long term. For the short term, the EEF needed
to adjust the exchange rate according to the basket of currencies and day-to-day
developments in the foreign exchange market abroad. For the medium term, the EEF
needed to take into account the amount of foreign currency trading by commercial banks.
For the long term, the EEF had to tr}" to avoid any exchange rates disturbances that would

impact on the export sector.

6.3 Development of Thailand’s Basket of Currencies

Current account deficits in Thailand have been a major issue for a number of years.
Particularly between 1981 to 1984, Thailand experienced an economic downturn as a
result of the world oil shock.”” In response, the Thai government implemented a
stabilisation program aimed at reducing deficits, encouraging economic growth via an
export-led growth policy and attracting foreign funds to service the economic growth.
The main feature of the program was the establishment of the basket of currencies system
in 1984. The Thai government clearly declared that the basket must provide the highest
weight to the US dollar. In other words, the authorities believed that a closely tying the

value of the baht to the US dollar would lead to a successful transition of the economy.

* See also Chapter 4 of this thesis for a detailed discussion of this view.

118



Figure 6.1: Thailand’s Exchange Rate Compared to the US$ and Yen
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Source: Adapted from the Bank of Thailand Yearly, various issues.

According to Figure 6.1, the baht stayed at approximately 23.20 to 23.60 to a dollar
during 1981 to 1984. The use of the basket of currencies coupled with the depreciation
of the US dollar against the yen led to the devaluation of the baht by 15 per cent in 1985.
This equated to a change from 23.60 to 27.20 baht to the US$1 dollar in 1985. From
then, the US dollar continued to depreciate against the yen until the end of 1994, when
the baht stayed around 25.20 to 25.30. In 1995, the US dollar appreciated sharply by 10
per cent against the Yen, which in turn caused the value of the baht to rise from 25.30 in
1994 to 24.90 to the US$1 dollar. At same time, the yen depreciated sharply by almost
13 per cent from 0.23 baht to 1 yen in 1994 to 0.26 in 1995. The value of the baht further
appreciated against the yen in 1996.

Strictly tying the baht to the US dollar proved beneficial to the overall economy of
Thailand during the many years it was implemented. However, the Thai economy grew
dramatically after the use of the basket of currencies and a major devaluation of the baht
by 15 per cent in 1984. These contributed to Thailand’s real economic growth in the late
1980s when the baht continued to devalue against the yen as a result of the depreciation
of the US dollar (see Figure 6.1). Consequently, these events made export products and
investment in Thailand extremely attractive to the country’s major trading partners, Japan

in particular. Between 1987 and 1989, FDI from Japan alone reached a high of 45 per
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cent share of total FDI compared to only 12 per cent for the US.*® More importantly,
during this period the Thai economy escalated to double-digit growth rates, considered
the highest in the world. Additionally, foreign reserves were increased and a long history

of fiscal deficits was finally turned to surplus. °'

With such an impressive economic performance, Thai authorities continued to tie the
baht to the US dollar during the liberalisation of the 1990s, aiming for further

development of the country’s financial market and maintenance of its competitiveness.

6.4 Consequences of the Basket of Currencies

In the previous section, we analysed the features of the exchange rate in Thailand. In this
section, we study the implications of the ‘basket of currencies’ exchange rate policy
adopted to enhance trade growth, and generate economic growth and development by
attracting funds from foreign sources. We first explore the impact of the exchange rate
on international trade in Thailand. Then, we further study its effect on Thailand’s

financial sector.
6.4.1 Impacts of a Pegged Exchange Rate to Trade Growth

The Thai economy experienced economic slowdown with a major decline in exports and
an increase in current account deficits, resulting from the oil shock and recession of the
world economy in the early of 1980s. For instance, Thai exports fluctuated from 1980 to
1983 and current account deficits grew almost threefold between 1982 and 1983. In
order to solve these problems, the Thai government pegged the baht to a US dollar
dominated basket of currencies in late 1984. Incidentally, the US dollar was depreciated
against the yen in 1984, which also caused the bath to depreciate (see Figure 6.1). This
event had a direct impact in enhancing the competitiveness of Thailand’s exports and

investment from foreign countries.

-\ study by Suphachalasai (1995) asserts that during these periods FDI from Japan grew significantly
while there was a huge decline for the US. o
5! See also Chapter 4 of the thesis for a more detailed discussion of this view.
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Table 6.1: Current Account Summary (million baht)

1981 1982 1983

1980

1984 1985 1986 1987 1988 1989
Export 133,197 153,001 159,728 146,472 175237 193,366 233,383 299.853 403,570 516315
(% change) 235 148 4.4 -3 196 103 207 285 346 279
Imports -188,686 -216,746 -196,616 -236,609 -245,155 -251,169 -241,358 -334,209 -513,113 -662.679
(% change) 234 149 9.3 203 36 2.5 -39 385 535 291
Trade balance  -55489 -63,745 -36,888 -90,137 -69,918 -57,803 -7,975 -34,356 -109,543 -146,364
Netincome & 15576 9,733 12,999 22952 19,328 19,751 20,883 34472 60252 75.220
transfers
Receipts 48,355 55405 63,828 73,958 77,330 91,071 94259 113,594 157,110 188,191
Payments -32,779 -45,672  -50,829 -51,006 -58,002 -71,320 -73,376 -79,122 -96,858 -112,971
Current account -39,913 -54,012 -23,889 -67,185 -50,590 -38,052 12,908 116 -49,291 -71,144
balance

1990 1991 1992 1993 1994 1995 1996 1997
Exports 589,813 725,630 824,644 921,433 1,118,049 1,381,660 1,378,902 1,789,833
(% change) 14.2 23.5 13.6 11.7 21.3 23.6 -0.2 29.8
Imports -844,448  -958,831 -1,033,242 -1,166,595 -1,369,035 -1,763,587 -1,832,836 -1,924,281
(% change) 27.4 15.4 7.8 12.9 17.4 28.8 3.9 5.0
Trade balance  -254,635 -233201 -208,598 -245,162  -250,986  -381,927  -453,934  -134,448
Net income & 68,952 54,000 45306 60,546 23,629 35450 45488 44,543
transfers
Receipts 223,830 252,557 300,201 365,195 404,982 494355 573,456 641,347
Payments -154,878 -198,557 -254,895  -304,649  -381,353  -458,905  -527,968  -596,804
Current account -185,683 -179,201 -163,292 -184,616  -227357  -346,477  -408,446  -89,905

balance

Source: Adapted from the Bank of Thailand Yearly, various issues.

Table 6.1 presents a summary of Thailand’s current account from 1980 to 1997. During
1980 to 1983, Thailand experienced economic instability when both imports and exports
fluctuated and current account deficits rose almost threefold in 1983. From 1984 onward,
Thai exports began to grow significantly, which export rising from 175,237 million baht
in 1984 to 403,570 million baht in 1988. This highlighted the fact that Thailand
benefited from the pegging of its currency to the US dollar, particularly when the dollar
depreciated against the yen by 15 per cent in 1984 and 1985 (see Figure 6.1) which led to
an immediate increase in exports. Table 6.2 shows that Thai exports to Japan grew

significantly from 1984 onward, increasing almost threefold from 22,787 million baht in
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1984 to 64,412 million in 1988. Interestingly, Thailand’s exports to other regions also

rose rapidly during the same period of time.

Table 6.2: Selected Major Destinations of Thailand’s Exports (million baht)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

20,098 21,704 21,947 22,087 22,787 25,828 33,134 44,590 64,412 87,996
us 16,834 19,794 20,257 21,895 30,102 38,016 42,219 55,727 80,865 111,938
EU 34,614 33,423 37,621 31,350 36,308 36,872 49,924 66,644 83,845 98731

ASEAN 21,787 22,602 25,240 23,003 24,880 28,011 33,378 40,819 47,118 59,488

1990 1991 1992 1993 1994 1995 1996
Japan 101,453 131,052 144,393 159,479 194,274 236,101 237,523

US 133,689 154,361 185,008 202,227 239,098 250,684 253,800
EU 126,963 150,121 161,350 155,979 169,385 212,202 225,979
ASEAN 67,068 85,921 104,826 145,209 200,570 268,192 264,397

Source: Adapted from the Bank of Thailand Yearly, various issues.

Falkus (1995) argues that the baht not only depreciated against the yen but also against
other currencies that were not pegged to the US dollar, for example, the Swiss franc,
German marc, British pound, and Singapore and Hong Kong dollar. Accordingly,
Thailand’s exports to the EU and ASEAN countries also grew after the depreciation in
1984. For instance, exports to the EU grew from 36,308 million baht in 1984 to 83,845
million baht in 1988, while exports to ASEAN countries rose from 24,880 million baht to
47,118 million baht during the same period of time (see Table 6.2). To our surprise, we
observed that exports from Thailand to the US also rose significantly alongside with
exports to others countries. In reality, this was unlikely to occur because the US dollar
was depreciated at the time, which usually leads to a decline of demand for imported
products, including those from Thailand. However, the reason why Thai exports to the
US were still growing while the dollar depreciated seems to be a consequence of

increased FDI from Japan.
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Figure 6.2: Percentage Share of FDI from the US and Japan
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Figure 6.2 shows that the US was the major FDI investor in Thailand prior to the
depreciation of the dollar in late 1984. When the dollar depreciated its value, FDI from
the US began to decline sharply. Thus, the share of total FDI from the US to Thailand
fell from 48 per cent in 1984 to 35 per cent, 28 per cent, 18 per cent and 13 per cent
between 1985 to 1988, respectively. In response to the baht depreciation, Japanese
investors saw the benefit of relocating more of their production processes in Thailand in
order to reduce production costs. Consequently, the percentage share of total FDI from
Japan grew from 24 per cent in 1984 to 26 per cent in 1985. By 1986, FDI from Japan
was as high as 41 per cent of all FDI investment in Thailand. In fact, Japan became the
biggest foreign investor in Thailand with a percentage share of total FDI of more that 40
per cent to the end of the 1980s (see Figure 6.2). This high level of investment from
Japan highlights an important consequence of Japanese companies investing in the
manufacturing sector in Thailand. This sector usually produced goods for the US export
markets and thus, Thai exports to the US continued to grow in spite of the depreciation of

the dollar (see Table 6.2).
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Figure 6.3: Percentage Share of FDI by Sector
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In general, foreign direct investment in Thailand was invested in various sectors,
however, the bulk of the investments were made in the manufacturing, construction and
trade sectors. According to Figure 6.3, the pattern of FDI in Thailand was varied during
the economic recession in the early 1980s. Investment in Thailand began to increase
dramatically when the baht was depreciated against the yen in 1984. Furthermore, we
observe that foreign investments trended toward the export-based sectors such as trade
and particularly manufacturing rather than the constructions sector. FDI to constructions
was relatively low and varied, and finally declined toward the end of the 1980s. On the
other hand, investment in the trade sector rose steadily from 1984 until 1987, when its
declined with a percentage share of total FDI dropped dramatically from 25 per cent in
1986 to 9 per cent. From 1987, it began to increase steadily again to a total FDI share of
20 per cent in 1990.

A significant change of FDI occurred with investment in the manufacturing sector.
Similar to the others, FDI to this sector also fluctuated during the early 1980s, but from
1982 to 1986, it enjoyed the largest proportion of total FDI investment in Thailand with
an average of 30 per cent, except in 1985 when the construction sector received the
highest FDI investment with a 35 per cent. A study by Suphachalasai (1995) explained
that this sudden increase of FDI in construction in 1985 was due to a rapid increase in
construction projects required for producing exports, such as infrastructure, processing

plants and so on. FDI in the manufacturing sector rose rapidly in 1987 and continued to
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increase, reaching almost 60 per cent of total FDI in 1988. Our study suggests that the
patterns of FDI from Japan and investment in the manufacturing sector were more or less
the same (see Figures 6.2 and 6.3). This seems to imply that the appreciation of the yen
against the baht (as a result of the basket of currency policy) attracted more FDI from

Japan in the manufacturing sector.

In the 1990s, the Thai economy had liberalised its financial system by abolishing the
interest rate ceiling, lifting controls on capital and establishing new offshore banking
facilities (BIBF). However, the exchange rate remained unchanged with the baht pegged
to a US dollar dominated basket, which the government hope would duplicate the
economic success and high export growth of the 1980s. Our study earlier suggested that
the success of Thai exports was a result of the depreciation of the baht relative to the yen.
Fortunately, the yen continued to appreciate against the US dollar and the baht in the
1990s. The baht stayed at around 0.20 to 0.22 to 1 yen during 1989 to 1994, while the
baht to the US dollar varied from 25.30 to 25.60 for US$1 dollar (see Figure 6.1).
Consequently, Thailand’s exports continued to grow dramatically from 516,315 baht in
1989 to a peak of 1,381,660 baht in 1995 (see Table 6.1). Moreover, in Chapter 5, we
found that FDI investments grew consistently throughout the same period (see Table 5.2).
The combination of these factors seemed to promise growth for the Thai economy,
particularly in the context of financial liberalisation, which encourages trade and

Investment.

Figure 6.4: Thailand’s Export Price Index (in terms of US$)
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Table 6.3: Thailand’s Exports by Sector (million baht)

83,259 106,432 118,508 100,003 109,279 123,809 101,472 120,606 159,398 159,843
18,163 20,826 28,538 32,507 43,704 48,795 55,643 67,490 71,804 63,511
819 814 703 753 877 780 414 586 785 1002
5,851 7,361 8,018 7,438 7,530 6,804 5,749 6,817 7,507 10,404
188,031 264,007 354,154 440,396 553,186 634,387 747,395 912,608 1,128.216 1,125,444
2,967 2,880 5,278 7,061 8,717 8,644 9,006 7,855 11,583 16,106
763 1,250 1,121 1,655 2,337 1,425 1,754 2,087 2,367 2,592
299,853 403,570 516,315 589,813 725,630 824,644 921,433 1,118,049 1,381,660 1,378,902

Source: Adapted from the Bank of Thailand Yearly, various issues.

The story of Thailand’s economic success finally came to an end in 1996 when the US
dollar appreciated sharply against the yen in late 1995, which in turn caused the baht to
appreciate because of its close peg to the US dollar. From Figure 6.1, the value of baht
rose 0.22 to 1 yen in 1994 to 0.26 and 0.28 in 1995 and 1996, respectively; while the baht
to US dollar declined from 25.20 to 24.90 and 24.20 during the same period of time. The
appreciation of the baht in this manner led to an increase in the prices of products and a
decrease in the competitiveness of Thai exports. Figure 6.4 exhibits that Thai export
price index rose significantly when the dollar appreciated in 1995 and 1996, from
US$91.5 dollars in 1994 to US$100 dollars in 1995, and peaking at US$108.9 dollars in
1996. The immediate outcome of rising export prices was a decline in Thai exports.
Table 6.3 shows that all three major exports of Thailand experienced a decline in growth
in 1995. For instance, fisheries dropped from 71,804 million baht in 1995 to 63,511
million baht in 1996, manufacturing also declined from 1,128,216 million baht to
1,125,444 million baht, while agriculture exports experienced a zero per cent export
growth during the samé period time. A significant decline in growth of these three major
exports contributed to a negative growth of by -2 per cent for the first time in history with
a drop from 1,381,660 million baht in 1995 to 1,378,902 million baht in 1996 (see Table

6.1 and Table 6.3).
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Furthermore, we found that the appreciation of the US dollar against the yen was
responsible for a decline in Thai exports to Japan. Table 6.2 revealed that the growth of
Thailand’s exports to Japan came to a sudden stop when the yen began to depreciate.
Exports to Japan experienced a slowdown of zero per cent growth with total exports of
236,101 million baht and 237,523 million baht in 1995 and 1996 respectively.
Additionally, we observed that the appreciation of the baht did not only affect exports to
the Japanese market but also to Asian export markets, with Thai exports declining by -1.5
per cent from 268,192 million baht in 1995 to 264,197 million baht in 1996 (see Table
6.2).

A study by Warr (1997) concluded that the single most important factor contributing to
the decline of the Thai economy in 1996 was the rise of real wages, averaging of 8 per
cent per year during 1994 to 1996. According to Warr, the constant increase of real
wages in Thailand resulted in increasing costs of exports, thus reducing their
competitiveness as a whole, which led to a sudden decline of exports in 1996. Falkus
(1999) attacks this argument asserting that Warr’s study does not clearly show how the
increase of real wages contributed to a slowdown of Thai exports, which led to the
financial crisis in the end. He argues that there are at least two initial reasons why he
disagrees with Warr (1997). First, the data presented in Warr (1997) was not complete
and only exhibits the change of Thailand’s wages up to 1994 with the critical years of
1995 and 1996 omitted. Secondly, the data are based on average rather than actual
wages, thus the trend of wages may not be accurate. He argues that the increase of real
wages by 8 per cent seems to imply that all Thai labourers who were paid the minimum
wage would have received an 8 per cent increase. But when compared to the consumer
price index (CPI) at the time, the real wages were declining. Falkus found that the basic
CPI at the time rose by at least 12 per cent, while the price of food alone rose by 17.7 per
cent. Thus, a rise of wages of 8 per cent while the CPI rose by 12 per cent meant a
decline of real wages by at least 4 per cent. Accordingly, he concluded that the decline of

Thai exports did not result from increasing real wages.
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Figure 6.5: Growth of Money Wages and CPI in Thailand (percentage)
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Our data of real wages and CPI shown in Figure 6.5 are interesting to both arguments
made by Warr (1997) and Falkus (1999). According to the figure, real wages in Thailand
increased about 8 per cent during 1994 to 1996 as suggested by Warr (1997). However,
we query whether or not the increasing of real wages was the factor affecting Thai
exports. The figure shows that wages in Thailand in the early 1990s rose more
significantly at rates between 11 to 15 per cent during 1990 to 1992, while there was an 8
per cent increase from 1994 to 1996. As far as wages are concerned, we argue that a
slowdown of Thai exports due to high wages is more likely to happen in the early 1990s
rather than 1996. But exports continued to grow in the early of 1990s in spite of high
wage growth, therefore, the relatively low growth of 8 per cent is unlikely to be the major
cause of the decline in Thai exports that weakened the economy in 1996. According to
Falkus (1999), real wages in Thailand declined by 4 per cent when compared to the CPI
during 1994 to 1996. However, our study does not support what he suggested. We found
that the CPI of Thailand increased by only 5 per cent during 1994 to 1996 rather than 12
per cent as he reported (see Figure 6.5). Indeed, our study shows that the real wages
increased even compared to the CPI, suggesting that the conclusion drawn by Falkus

(1997) was somehow inaccurate.

In addition, other studies such as BOT (1998b) and Vajragupta and Vichyanond (1998)

argue there was another factor that may have contributed to a decline in Thailand’s
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exports, and that is the opening up of the Chinese financial market. According to
Haihong (2000), China had undertaken series of economic and financial reforms in the
1990s, including the devaluation of its currency by more than 50 per cent from 5.7 yuan
to 8.7 yuan in 1994. They argue that as a potential competitor of Thailand, the
devaluation of the yuan made China’s exports appear more attractive at a time when the
baht was becoming more expensive with the appreciation of the US dollar. Therefore,
Thailand lost much of its exports in China, which caused the recession to the Thai
economy in 1996. Corsetti et al. (1998) argue the hypothesis that the devaluation of the
Chinese currency pressured Thailand is still a matter of debate, which needs to be
explored in greater detail. Liu et al. (1998) and Fernald et al. (1998) argue that more than
80 per cent of Chinese export transactions were already settled at the swap market rate
before the devaluation commenced, so that the official exchange rate devaluation
influenced only about 20 per cent of the foreign exchange transactions. Furthermore, we
argue that if the slowdown in Thai exports was due to the devaluation of the yuan, they
should have declined from 1994 onward, but our study found that the slowdown in fact
occurred in 1996. Thus, we argue that the devaluation of the yuan had only little impact
on the decline in Thai exports in 1996.

The arguments we make above do not intend to deny the importance of rising wages in
slowing down Thai exports and causing weakness in the economy in 1996. Instead, we
attempt to highlight the fact that the principle factor behind the slow down of Thai
exports seems to lie with the depreciation of the yen in 1995, making Thai exports
uncompetitive. The sudden decline in exports to Thailand’s major trading partners,
Japan, caused economic weakness and recession in 1996. In summary, we argue that
Thailand’s pegged exchange rate made Thai products look very attractive because the
price of Thai products were stable in relation to the US dollar. We found that Thailand’s
trade continued to grow from the mid 1980s to the early 1990s with the majority of
exports from the manufacturing sector (see Figures 6.2 and 6.3). The US dollar
depreciating against the yen from 1984 enhanced the competitiveness of Thai exports,
particularly to the Japanese market. Accordingly, Thai exports grew rapidly after the yen
appreciated in 1984 and continued to grow until 1994 as the US dollar remained
depreciated. Unfortunately, the golden years did not last long, when according to our

study, the yen began to loose its value against the US dollar by almost 30 per cent from
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mid 1995 onward. As a result, the Thai baht also appreciated falling from approximately
0.22 yen in 1995 to 0.28 yen to 1 baht by the end of 1996 (see Figure 6.1) because the
baht was pegged to a basket of currencies dominated by the US dollar. This event caused
the exports indices in term of US dollar to rise significantly (see Figure 6.4).
Consequently, Thailand lost its competitiveness and exports suddenly dropped in 1996,

which widened the current account deficit and led to the crisis in 1997 (see Table 6.1).
6.4.2 Surge in Funds to Thailand’s Financial Market

Another main objective of Thailand’s pegged exchange rate besides encouraging trade
was to inject more foreign capital into the financial market. In previous chapters, we
found that the Thai economy experienced an extraordinary surge in net capital flows as a
result of financial and capital control reform. According to Hataiseree (1998) and the
Bank of Thailand (BOT) (2001), the majority of inflows were located in the private rather
than public sector, especially in the financial market via commercial banks and the BIBF.
Thus, in this section, we analyse the origin of capital flows in relation to the basket of
currencies, focusing on commercial banks and the BIBF. In addition, we also include the

analysis of how these institutions distributed their funds to domestic users by sector.
6.4.2.1 Commercial Banks’ Source of Funds

In the previous section, we found that the exchange rate pegged to a US dominated
basket of currencies helped the Thai economy to expand rapidly, especially when the
baht depreciated against the yen. As a result, the Thai economy performed well with
high levels of exports growth averaging almost 20 per cent since the basket of currencies
was first introduced in 1984 (see Table 6.1). With continuous economic expansion
particularly from 1986 onward (when exports grew more at than 20 per cent), there was
an urgent need to mobilise more foreign funds for economic development, because
domestic deposits had not expanded in the line with borrowing needs (Vichyanond 1994).
Accordingly, the Bank of Thailand (BOT) decided to liberalise the interest rate by
gradually lifting the ceiling on both long-term and short-term deposits during 1989 to
1992,
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Table 6.4: Chronology of Interest Rate Reform in Thailand

Interest Rate Deregulation

02 June 1989 Interest rate ceiling on commercial banks’ long-term deposits
is abolished.
16 March 1990 Interest rate ceiling on short-term deposits is lifted.
26 June 1992 Interest ceilings on non-bank financial institutions” deposit and lending are
removed.

Ceilings on commercial banks’ lending are also removed.

Source: Adapted from the Bank of Thailand Yearly, various issues.

Table 6.5: Thailand and International Market Interest Rates
1988 1989 1990 1991 1992 1993 1994 1995 1996

Thailand 8.66 10.60 12.87 11.15 6.93 6.54 7.25 1096 9.23
United States 7.57 922 8.10 5.69 352 3.02 420 584 53
Japan 6.46 887 724 746 4.58 3.06 220 121 047
Thai & US Differentials 1.09 1.38 4.77 546 341 3.52 3.05 512 3.93

Thai & Japan Differentials 22 1.73 5.63 3.69 235 348 5.05 9.75 8.76
Source: IMF Financial Statistics, CD-ROM.

Table 6.4 exhibits the major actions taken by the BOT in reforming interest rates during
1989 to 1992. On 2 June 1989, the BOT removed the ceiling on term deposits with
maturity greater than one year so as to accelerate the process of savings mobilisation. On
16 March 1990, the ceiling on deposits with maturity less than one year was lifted. Two
years later, the interest rate ceilings on finance companies’ borrowings, deposits and,
iending and on commercial banks’ lending were terminated on 26 June 1992. This

effectively completed the liberalisation of all types of interest rates.

Table 6.5 shows that an immediate impact of interest rate deregulation was to interest
rates by almost 2 per cent, from 8.66 per cent in 1988 to 10.60 per cent when the ceiling
on long-term deposits was lifted in 1989. The market interest rate continued to rise by
more that 2 per cent when the ceiling on short-term deposits was abolished in 1990. The
increase of Thailand’s interest rate was so rapid after these ceiling were removed that is
widened the gap between domestic and international rates. In 1990, the market rate of

Thailand was 4.77 per cent higher than the rate in the US market, and 5.63 per cent
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higher than the Japanese rate. Thereafter, the gap between the domestic and international

rate continue to widen by a minimum of 3 per cent through to the end of 1996.

Table 6.6: Commercial Banks’ Sources of Funds (million baht)

1989 1990 1991 1992 1993 199%4 1995 1996

Deposits 1,187 1,426.0 1,730.6 2,010.6 2,397.3 2,710.6 3,203.6 3,543.3
Borrowing from the BOT 41.2 42.4 37.6 36.3 21.2 249 36.2 533

Foreign Borrowing g8.3 1028 1239 1§76 3524 7R00 LG4 S13493
Bor. from other Fin. Inst. 14.9 15.4 10.4 149  20.0 55.9 86.3 85.7

Capital Accounts 83.1 1113 1435 1702 2224 3064 3949 5099
Other Liabilities 63.3 84.7 101.6 1285 1583 1582 150.1 113.9
Total 1,406.5 1,789.6 2,147.6 2,528.1 3,171.6 4,036.0 5,035.2 5,655.4

Source: Adapted from the Bank of Thailand Yearly, various issues.

The interest rate liberalisation had a significant role in encouraging foreign funds to the
commercial banks. Table 6.6 shows that the total funds of commercial banks rose rapidly
when the interest rate reform took place in 1989. For instance, the total funds from 1,406
million baht in 1989 to 2,528 million baht when the interest rate ceilings were completely
lifted in 1992. They continued to grow after the ceilings were terminated, rising from

3,171 million baht in 1993 to a peak of 5,655 million baht in 1996.

In general, the funds to the commercial banks were derived from various sources,
however, most of them came in as deposits and borrowing domestically (the BOT) and
internationally (foreign banks and financial institutions). The.deposits of the commercial
banks grew steadily following the interest rate liberalisation in 1989 (see Table 6.6). In
terms of foreign borrowing, the removal of long-term interest rates had little impact in
attracting funds from foreign sources, which only increased from 85.3 million baht in
1989 to 109 million baht in 1990. Interestingly, foreign borrowing rose rapidly after the
ceiling on short-term interest rates was removed in 1990 and grew even more
significantly following the complete interest rate liberalisation in 1992. For instance,
foreign borrowing of the commercial banks rose more than 100 per cent for three
consecutive years during 1992 to 1994. Foreign investors loaned more heavily to the
commercial banks when the gap between domestic and international interest rates

widened in 1995 and 1996. For example, the differential between the Thai and US rate
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was more than S per cent in 1995, while the gap with Japan was even wider with a
difference of almost 10 per cent during the same year (see Table 6.5). Consequently,
foreign borrowing of the commercial banks reached 1 billion baht in 1995 and peaked at
1.3 billion baht in 1996 (see Table 6.6). The pegged exchange rate provided foreign
investors with confidence against any exchange rate risks that may have occurred. This
coupled with a higher domestic interest rate made lending to the commercial banks look
very attractive, and resulted in rapid increase funds in form of deposits and particularly
borrowing from foreign sources willing to lend as long as the commercial banks were

willing to borrow.

In terms of lending, Thai commercial banks distributed most of their incoming funds as
loans within the domestic market. Here, we analyse the commercial banks lending by
sector for the period of 1989 to 1996 (see Table 6.7). According to the table, commercial
banks’ loans are classified into nine investment purposes with the majority of loans
extended to only five of them; trade, manufacturing, construction and real estate, personal

consumption, and banking and finance.

Table 6.7: Lending by Commercial Banks by Sector (million baht)

1989 1990 1991 1992 1993 1994 1995 1996
Tradeable 710,061 905,793 1,07,3,607 1,240,649 1,514,697 1,914,088 2,360,747 2,714,731
Agriculture 73,558 99,358 126,098 135,494 148,959 152,280 158,939 164,019
Mining 5,203 8,205 8,248 12,054 16,665 15,692 24,985 24,476
Manufacturing 290,519 375,108 457,617 517,914 647,286 836,234 1,097,337 1,313,546
Trade 340,781 423,122 481,644 575,187 701,787 909,882 1,079,486 1,212,690
Non-Tradeable 415,973 588,274 733,952 941,711 1,180,254 1,543,620 1,890,078 2,140,956
Construction & 143,615 237,021 279,235 339,497 407,521 506,199 586,035 662,441
Real estate
Financial 66,012 76,171 99,267 132,835 163,010 245,151 339,204 345,330
institutions
Public utilities 20,443 25,084 30,097 40,882 61,322 86,345 108,106 142,751
Personal 121,736 158,617 202,136 269,394 339,675 437475 523,437 612,595
consumptions
- Services 64,167 91,381 123,217 159,103 208,726 268,450 333,296 377.839
: Total 1,126,034 1,494,067 1,807,559 2,182,360 2,694,951 3,457,708 4,250,825 4,855,687

Source: Adapted from the Bank of Thailand Yearly, various issues.

Table 6.7 shows that commercial banks’ loans grew rapidly from the early stage of

financial liberalisation. Within a 7-year period, total loans rose rapidly from 1.1 billion
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baht in 1989 to 2.7 billion baht in 1993 and a peak of 4.8 billion baht in 1996. The
recipients of these loans can be delineated into 2 main sectors, namely, the tradeable and

non-tradeable sector.

For the tradeable sector, commercial banks loaned heavily to investment for trade and
manufacturing purposes, which accounted for more than 50 per cent of total loans for the
sector. High lending in such a manner seems to enhance economic growth, as most trade
and manufacturing products are produced for export and generate foreign income. BOT
(1998b) argued that high lending to trade and manufacturing did not guarantee foreign
income in all cases. They further asserted that a large proportion of these loans to trade
and manufacturing investments were used for basic requirements of the production
process; such as infrastructure, production sites, machinery and so on. In fact, all these
investments generally represent costs of production and were yet to produce income.
Most importantly, the majority of Thailand’s trade and manufacturing export products
were produced by and for the Japanese market. Later, these investments faced a major
problem the Japanese demand for Thai products declined when the baht appreciated
against the yen in 1995. As a result, the manufacturers and traders found it difficult to
repay loans, and many defaulted causing a problem of loan losses to the commercial
banks. This highlights the fact that high lending in the tradeable sector does not always

produce economic growth, particularly in the case of Thailand.

Figure 6.6: Percentage Share of Major Lending for Real-Estate and Construction
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Source: Author’s calculations from the Bank of Thailand Yearly, various issues.

In terms of the non-tradeable sector, commercial banks loaned mostly for investment in

real estate and construction, financial institutions and personal consumption. Real estate
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and consumption projects received the highest proportion of loans from the commercial
banks (see Table 6.7). An investment of this kind is regarded as risky and unlikely to
generate returns. Gab (2000) argues that commercial bank lending to real estate and
construction was not significant enough to cause the loan losses that led to the banks
collapse. We do not deny that loans for these investment projects were relatively low,
compared to loans for trade and manufacturing. However, we argue that commercial
bank loans to real estate and construction projects were extremely crucial. Figure 6.6
reveals that commercial banks held the highest share of total loans to real estate and
construction, which amounted to more than 60 per cent throughout the period of 1991
and 1996. Thus, we argue that commercial bank loans to these investments involved

high-risk investment and created excessive lending.

Commercial banks do not only lend to private businesses, but also extended loans to
other domestic financial institutions as well. In reality, this seems unlikely to occur
under the financial liberalisation umbrella, particularly at a time when domestic interest
rates were high and the exchange rate was pegged. One could think that financial
institutions would have been better off borrowing directly from foreign sources and
lending out to the domestic market. However, before liberalisation this was not the case
for Thai financial institutions due to creditability constraints on borrowing. According to
the BOT (1998b), financial liberalisation provided opportunities for financial institutions
to be established more easily as opening requirements were gradually reduced during the
process of liberalisation in 1990 to 1993. Thus, the number of private financial
institutions grew as high as 93 institutions by the end of 1993. As the newcomers, these
institutions found it hard to borrow overseas, so they relied on borrowing within the
domestic market and largely from commercial banks. Additionally, Alba et al. (1999)
argue that high commercial bank lending to financial institutions occurred because most
of these institutions were under the commercial banks’ control. They believed that there
were at least two reasons why the operation of financial institutions was control led by
the commercial banks. First, Thai financial laws do not allow any single shareholder to
hold more than a 10 per cent share in a financial institution. Secondly, the commercial
banks were urged to have control over financial institutions because these institutions
were permitted to provide specialised services (such as securities business) or loans to

high-risk finance consumers (such as personal and car loans).
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Commercial bank loans as personal consumption were usually rolled out for private
housing and travelling purposes. Like others, personal loans grew dramatically from the
early 1990s as a result of the capital control deregulation in May 1991, which allowed
commercial banks to provide loans to the public more freely (as we discussed in Chapter
5). However, we observed that personal consumption loans rose more significantly from
1994 onward. For instance, they grew from 269,394 million baht in 1992 to 437,475
million baht in 1994, peaking at 612,595 million baht in 1996. The reason for such an
increase seems to lie with the increase on the limit of baht travelers could take out of
Thailand from 250,000 to 500,000 million baht in July 1991 (see Chapter 5). Overall,
commercial banks were enticed to lend at high interest rates as long as local consumers
ere willing to borrow for personal consumption purposes at this rates. Again, this

indicates a problem of excessive lending to high-risk consumers.

In all, we found that the basket of currencies helped enhance funds to the commercial
banks. The pegged exchange rate together with a higher domestic interest rate made
investment in Thailand’s commercial banks very attractive. Accordingly, foreign
investors poured more funds into the commercial banks usually in the form of a deposit
or borrowing. Both deposits and foreign borrowing dramatically when the interest rate
ceiling was first lifted in 1989. Foreign investments rose more significantly after the
ceiling on short-term rates was lifted in 1990 and grew even further following the
completion of interest rate deregulation in 1992. In terms of lending, the commercial
banks rolled out loans to both the tradeable and non-tradeable sector. For the tradeable
sector, commercial banks loaned heavily to investment in trade and manufacturing.
These kinds of investment seemed to promise good returns as long as Thai exports
performed well. Unfortunately, the trade and manufacturing sectors experienced a major
decline in exports, especially to the Japanese market, as a result of the US dollar
appreciation. Hence, this affected the ability of these sectors to pay back already high
loans, which led to huge loan losses for the commercial banks. On the non-tradeable
front, our study shows that commercial banks lent mostly to investment in real estate and
construction, financial institutions and personal consumption projects. These investments
usually generate no foreign earnings and are associated with a high risk of loan loss.
Thus, all these factors in one way or another contribute to the collapse of the commercial

banks in 1996.
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Apart from foreign borrowing, Thai commercial banks also borrowed domestically from
the BOT, financial institutions and other sources. We observed that most borrowing
grew significantly after financial liberalisation was completed in 1993. Although
borrowings from the BOT and financial institutions were not significant, they increased
at a rapid pace between 1990 to 1994, and from 1995 onward they began to increase
more significantly. In short, a pegged exchange rate proved helpful in attracting funds to
the commercial banks from a variety of sources, with total funds increasing rapidly. We
argue that the majority of commercial bank funds were in the form of deposits from both
domestic and international investors. Lastly, we found that most funds from foreign

sources continued to increase while the baht was stable.

6.4.2.2 The BIBF'’s Sources of Funds

In the era of financial liberalisation, the Thai government had deregulated various rules
and regulations once imposed on the financial sector. This was to ensure flexibility in
mobilising funds in Thailand’s banking sector. As we discussed earlier, the Thai
government enhanced foreign funds to the commercial banks by lifting all interest rate
ceilings on deposits, which increased the differential between domestic and international
interest rates, making deposits and investment in these banks very attractive. However,
the most important change undertaking was the establishment of the offshore bank, called
the ‘BIBF’, aimed at attracting foreign funds to service the development of the economy
and also to promote Thailand as the financial centre of the region. To do so, the

government granted the BIBF several tax privileges.

Table 6.8: Tax Privileges of the BIBF

Normal BIBF
Corporate Income Tax 30% 10%
Business Turnover Tax 3.3% 0%
Interest Income Withholding Tax 10% 0%
Stamp Duties 2% 0%
Short-Term Reserve Requirement 7% 0%

Sm;rce: BOT (199%6), ‘Anallyzing Thailand’s Short-Term Debt’.
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Table 6.8 shows the reduced taxes of the BIBF over other banking and the financial
institutions. Among the most important are the reduction of corporate income tax from
30 to 10 per cent and the exemption of several sales taxes, such as turnover and stamp
duties. Importantly cross border borrowings were also not subject to withholding taxes.
Finally, unlike others, short-term deposits via the BIBF were not subject to the 7 per cent
cash reserve requirements, thus favouring a short-term maturity structure. Clearly, this
suggests that the government was encouraging short-term foreign funds via the BIBF. In
Chapter 5, we found that most foreign capital flows shifted from other investments to the
BIBF since it provided several tax benefits. Accordingly, there was an immediate influx
of capital flows to the BIBF when it began operation. In this section, we further analyse
the sources of the BIBF’s funds and how these foreign funds were distributed in the
domestic market. In general, the BIBF’s funds derived from three main sources, the
Bank of Thailand (BOT), branches of foreign banks operating in Thailand and direct
funds from foreign banks abroad.

Table 6.9: BIBF’s Source of Funds (million baht)

Foreign Banks in Foreign Banks

Thailand

Mar-94 168,633 53,217 37,200
Jun-94 179,948 70,141 81,788
Sep-94 188,857 82,411 159,005
Dec-94 211,414 91,643 257,822
Total Funds 748,852 297,412 535,815
Mar-95 224,293 87,401 353,811
Jun-95 247,694 114,816 445,578
Sep-95 274,424 131,446 687,490
Dec-95 275,512 136,709 802,017
Total Funds 1,021,923 470,372 2,288,896
Mar-96 290,382 139,394 777,885
Jun-96 329,489 232,166 716,091
Sep-96 343,168 220,197 707,919
Dec-96 346,387 232,160 711,187
Total Funds 1,309,426 823,917 2,913,082

Source: Adapted from the Bank of Thailand Yearly, various issues.
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Table 6.9 demonstrates that most of the BIBF’s funds in its first year of operation were
derived from the BOT as major lender with 748,852 million baht. Thereafter, the BOT
continued to raise more funds for the BIBF with a total of 1,021,923 and 1,309,426
million baht in 1995 and 1996, respectively. Apart from domestic funds, the BIBF also
received funds from two other external sources: branches of foreign banks in Thailand
and direct funds from foreign banks abroad. Funds from branches of foreign banks grew
steadily from 297,412 million baht in 1994 to 470,372 million baht and 823,917 million
baht in 1995 and 1996. However, direct funds from foreign banks rose much more
rapidly within a short period of time. For instance, funds from foreign banks rose more
that twofold within six months from 36,200 million baht in the March quarter to 257,822
million baht in December 1994. More importantly, total funds rose by almost fourfold
from 535,815 million baht in 1994 to 2,288,896 million baht in 1995 and peaked at
2,913,082 million baht in 1996. Furthermore, this rapid increase of funds meant that
offshore foreign banks became the BIBF’s main source of funds overtaking the BOT, and

other sources in 1995.

Figure 6.7: Percentage Share of the BIBF’s Funds
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According to Figure 6.7, the pattern of funds to the BIBF changed significantly within
just a very short period time. In the first year, the BIBF received most of its funds
domestically from the BOT with a proportion of 47 per cent of total funds. Soon after,
funds from the BOT relatively to other sources declined dramatically with a share of 27
and 25 per cent in 1995 and 1996, respectively. Moreover, the evidence suggests that the
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BIBF came to rely heavily on funds coming directly from foreign sources. According to
the figure, these foreign banks began with small contribution (compared to the BOT) in
the first year of the BIBF’s operation, which amounted to 34 per cent of total funds in
1994. Funds from foreign banks operating in Thailand were considerably stable with a
share of between 19 to 16 per cent during 1994 to 1996. Lastly, since investment through
the BIBF provide several tax benefits and was not subject to short-term reserve
requirements, foreign investors poured huge amount of funds into the BIBF.
Consequently, direct funds from foreign banks rose rapidly and soon became the BIBF’s

main source of funds with a percentage share of 59 and 54 per cent in 1995 and 1996,

respectively.
Table 6.10: BIBF's Total Lending Classified by Sector (million baht)
1994 1995 1996
Tradeable 877,496 1,579,190 2,335,849
Agriculture and forestry 12,827 17,666 23,689
Mining and quarrying 4,780 17,046 36,633
Manufacturing 570,302 1,083,859 1,717,510
Trade 289,587 460,619 558,017
Non-Tradeable 704,583 2,202,001 2,710,576
Construction & real estate 212,166 592,055 742,504
Financial institutions 298,420 1,218,001 1,465,065
Public utilities 64,468 127,605 202,108
Services 124,678 - 258,250 293,782
Personal consumption 4,851 6,090 7,117
Total 1,582,079 3,781,191 5,046,425

W Source: Adapted frdm the Bank of Thailand Yearly, various issues.

The BIBF not only lends foreign funds but also lends them out domestically as well.
Similar to commercial banks, the BIBF’s loans were made for a total of nine investment
purposes within the tradeable and non-tradeable sectors. Table 6.10 exhibits that the
BIBF’s loans to all nine investment sectors rose significantly throughout the period,
growing more than threefold from 1,582,079 million baht to a high of 5,046,425 million
baht within just three years from 1994 to 1996. In the tradeable sector, the BIBF loaned
most of its funds to investments in trade and manufacturing projects. Loans to

manufacturing were extremely high, with the BIBF lending more than one-third of its
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first year funds to domestic manufacturers with a total of 570,302 million baht. The
BIBF continued to loan heavily to manufacturing businesses in 1995 and 1996 with loans
as high as 1,083,859 and 1,717,510 million baht, respectively. Although loans to trade
were not as high as manufacturing, our study shows that the BIBF’s loans to trade also

rose rapidly from 289,587 million baht in 1994 to 558,017 million baht in 1996.

Figure 6.8: Percentage Share of the BIBF’s Major Loans
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Considering the non-tradeable sector, the data demonstrates that the BIBF loaned mostly
to domestic financial institutions, and real estate and construction projects. We found
that the BIBF’s loans to real estate and construction projects rose more than threefold
from 212,166 million baht in 1994 to 742,504 million baht in 1996. Perhaps, the most
significant increase in the BIBF’s loans was to financial institutions. Data from Table
6.10 reveals that total loans from the BIBF to financial institutions grew more than
fourfold during the three year period from 298,420 million baht in 1994 to 1,465,065
million baht in 1996. Most importantly, we found the pattern of the BIBF’s lending
shifted from the tradeable to the non-tradeable sector. During the first year, the BIBF
loaned more than half of its funds to the tradeable sector with a high proportion to
manufacturing and trade. However, the pattern began to change in 1995 when the BIBF
extended massive amounts of loans to the non-tradeable sector, especially real estate and
construction and financial institution (see Table 6.10). Evidence shows that loans to
manufacturing were overshadowed by those to financial institutions and construction and

real estate loans surpassed trade loans. Consequently, BIBF’s loans to the non-tradeable
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sector rose from 41 per cent in 1994 to 59 and 54 per cent in 1995 and 1996, respectively
(see Figure 6.8).

In short, the basket of currencies coupled with major tax benefits (granted exclusively to
the BIBF) indeed helped increase funds to the BIBF. With a pegged exchange rate,
international lenders and investors were secured against exchange risks, and the taxes
privileges with no short-term reserve requirements made investments via the BIBF very
attractive. As a result, foreign capital poured into the Bangkok International Banking -
Facilities (BIBF) from the first year of its operation (see Table 6.9). In terms of lending,
we found that most of the BIBF’s funds were extended to only four major investment
areas; manufacturing, construction and real estate, financial institutions and trade. Our
study indicates that the BIBF loaned heavily to the non-tradeable sector with a high
proportion of loans to real estate and construction, and financial institutions. The nature
of this kind of investment is regarded as risky and unproductive as it is unlikely to
generate foreign income. Evidence of this kind suggests a problem in the management of
the BIBF where the majority of its funds were misdirected and seemed to create little

return and development of the economy as a whole.

6.4 Summary

This chapter explores the consequences of the exchange rate policy in Thailand in the era
of liberalisation. The basket of currencies was introduced in 1984 as part of a
stabilisation program implemented during the economic disruption of the early 1980s.
Basically, the basket contained of the seven currencies of Thailand’s major trade
partners, with the highest weight given to the US dollar. The introduction of this system
aimed at encouraging trade growth and generating development by attracting foreign
funds to the financial market. Fortunately, the devaluation of US dollar against the yen
made Thai exports and investment extremely attractive (see Figure 6.1). Consequently,
the Thai economy performed effectively with high exports and levels of foreign
investment in the financial market. Undoubtedly, such impressive performances soon led

Thailand to become regarded ‘the miracle of Asia’ by the end of the 1980s the highest
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growth economy in the world.”®> The authorities believed that the Thai economy would
enjoy enhanced growth and development by liberalising the financial system while
keeping the basket of currencies in operation. Thus, the baht was kept closely tied to the
US dollar. The Thai economy continued to growth as long as the US dollar was
depreciated. Unfortunately, the growth lasted for just a very short period. Thailand’s
economy began to slow down and lose its competitiveness as the baht appreciated against
the yen as a result of an appreciation of the US currency in 1995 (see Figure 6.1 and
Table 6.1).

From our study, Thailand experienced the following outcomes resulting from the basket
of currencies policy. On the trade front, Thai exports grew rapidly as a result of the yen
appreciation against the US dollar and the baht in 1984. They grew dramatically in the
1990s when the yen continued to appreciate against the US dollar. Unfortunately, the
yen began to lose its value against the US dollar, and hence the baht in the late 1995 (see
Figure 6.1). Consequently, Thailand began to loose its export competitiveness
particularly with Japan, its main trading partner, thus a lengthy period of high export
growth came to an end in 1996 with an export growth deficit of -2 per cent (see Table
6.1). On the financial front, Thailand aimed to attract foreign funds into its financial
market to service domestic economic growth and development and those funds mostly
came through commercial banks and the BIBF. In order to attract foreign funds, the Thai
government lifted all interest rate ceilings for commercial banks and provided several tax
privileges for the BIBF (see Tables 6.4 and 6.8). These benefits together with the pegged
exchange rate made investment in Thailand’s financial market very attractive. Thus, the
country experienced an enormous surge in foreign funds to both commercial banks and

the BIBF just a very short period of time (see Tables 6.6 and 6.9).

In terms of lending, the commercial banks and the BIBF extended most of their funds
domestically to various sectors, however, our study shows that a high proportion of funds
were provided to investment in the non-tradeable sector, for instance constructions and
real estate, finance institutions (and personal consumption for the commercial banks).

Although, the commercial banks rolled out much of their funds to the tradeable sector

52 See Chapter 3 for discussion of this view,
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(represented chiefly by the manufacturing and trade sectors) (see Table 6.7), results from
our study show that the commercial banks were the biggest lenders with for example, a
more than 60 per cent share of all loans to real estate and construction projects (see
Figure 6.6). Lastly, we found that the pattern of the BIBF’s lending changed
dramatically from the tradeable to non-tradeable sector, with most of its funds extended
to construction and real estate and financial institutions (see Table 6.10 and Figure 6.8).
In principle, the lending of the commercial banks and the BIBF exhibited a problem of
poor management foreign funds were extended to the non-tradeable sector, where an
unreliable generator of funds. When the Thai economy began to shows sign of a
slowdown in 1996, confidence in the economy among international investors slipped
away. Foreign investments came to a sudden stop, causing the stagnation of the Thai

economy, which finally precipitated the financial crisis.
The assessment part of this thesis is now complete, covering Chapter 4 to 6. The next

and last part of this thesis will be an analysis of possible causes of the crisis in Thailand

in Chapter 7 and Chapter 8 presents the conclusions of this thesis.
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PART C



Chapter 7

Review of Financial Liberalisation Theory and the Thai Crisis

7.1 Introduction

This thesis has now fulfilled two prime tasks. The first task was to review the economic
literature related to the issues of financial crises (including the sequence of financial
liberalisation, capital control, exchange rate policy and asymmetric information) and
examine the framework undertaken by Thailand in liberalising its financial system. This
first task was undertaken in Chapters 2 and 3, which is Part A of this thesis. The second
task of this thesis was to make an assessment of Thailand’s financial liberalisation taking
into consideration the literature presented in Chapter 2. This was accomplished in

Chapters 4, 5 and 6, which is Part B of this thesis.

In this Part C which comprises Chapters 7 and 8, the aim is to provide an analysis of the
contribution of Thailand’s financial liberalisation as a cause of the crisis in relation to the

literature reviewed in Chapter 2. Chapter 8 is the conclusion of this thesis.

This current chapter analyses the role of financial liberalisation in Thailand’s financial
crisis in four major aspects. Section 7.2 studies the errors of sequence in Thailand’s
financial liberalisation. Section 7.3 examines the impact of capital control reform.
Section 7.4 presents the problems of implementing an exchange rate policy. Section 7.5
investigates the issue of asymmetric information while focusing on problems caused by

moral hazard.
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7.2 Inappropriate Sequence of Liberalisation

The design of a proper sequence of financial liberalisation is a widely debated issue
among economists. The discussion centres on what sequence of financial liberalisation
allows a country to maximise the benefits of liberalisation while minimising the
associated risks. Currently, the conclusion of what constitutes a proper sequence has not
yet been finalised. However, most economists believe that the sequence of liberalisation
can be varied from one country to another, depending on the nature of the economy and
the objective of such liberalisation. It is a preferred model that a proper sequence of
liberalisation should be first to reduce the fiscal deficit and reform foreign trade, followed
by domestic financial reform and foreign exchange and capital control reform (see
Chapter 2). In the age of globalisation, Thailand adopted financial liberalisation in the
early 1990s to enable the country to enjoy the opportunities and benefits a free flow of
capital provides. The objective of liberalisation was to generate economic growth and
development via export led growth and a capital led development policy. However, the
sequence of Thailand’s financial liberalisation was different than that suggested by most

economists.

Figure 7.1: Sequence of Thailand’s Financial Liberalisation
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From our study in Chapter 4, we found that the sequence of financial liberalisation in

Thailand was the following: trade reform, reduction of deficits and maintaining foreign
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reserve, foreign exchange and capital control reform, and domestic financial reform (see

Figure 7.1).

Thailand’s foreign trade had long been dominated by agriculture related products, which
were also a major export of the country. During 1986 and 1987, the Thai government
adopted the sixth National Development Plan that included the transformation from an
agriculture-oriented to manufacturing and industry export-led growth policy by reducing
taxes and implementing a pegged exchange rate system. The aim of this policy was to
promote economic growth and development, focusing on the industrial and
manufacturing sector. In Chapter 4, we found that the pattern of Thailand’s trade
changed dramatically when the manufacturing and trade replaced the agriculture as the
highest export for the first time in 1986. From then on, the foreign trade of Thailand has
been dominated by industry and manufacturing exports. Shortly after this change of
trade pattern, the Thai economy grew rapidly at a double-digit GDP growth rate and was
said to be the fastest growing economy in the world during 1988 to 1990 (see Table 4.1).

Table 7.1: Thailand’s Fiscal and Current Account Balance (percentage of GDP)

Fiscal Balance™ Current Account Balance

1990 4.7 -8.3
1991 4.9 7.5
1992 3.0 -5.5
1993 02 -4.9
1994 1.9 -5.4
1995 2.8 -7.9
1996 Zx) -7.9
1997 -1.9 -2.0

Source: Adapted from the Bank of Thailand Yearly, various issues.

Theoretically, the country needed to maintain a high level of foreign reserves and fiscal
surplus and a low current account deficit before other actions in financial liberalisation
were commenced. The performance of Thai economy in the second half of the 1980s
went extremely well with high exports and GDP growth. Such impressive growth led to

a significant increase in foreign reserve and enables Thailand to achieve its first ever

53 Fiscal balance is surplus of government budgets.
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fiscal balance in 1988 (see Figures 4.3 and 4.4). This provided enough confidence that a
successful financial liberalisation was possible in Thailand. However, the current
account balance of the country at the time cautioned against over-confidence in this idea.
The account was in deficit as high as -8.3 per cent when liberalisation took place in 1990
(see Figure 4.5 and Table 7.1). The government seemed to ignore this fact and continued
to liberalise the financial system until it was completed in early 1994, In most cases,
undertaking financial liberalisation when the current account deficit is high results in
widening the deficits even further. In Thailand, the situation showed no sign of
improvement but further deteriorated. The country was losing its fiscal balance as well
as increasing the current account deficit, especially during the export slowdown in 1995
and 1996. This indicates the error in liberalising financially at a when the current
account deficit was high, which resulted in a widening problem of deficit and created

economic instability.

Table 7.2: Sales of Foreign Exchange in Thailand

Foreign Banks Trade of Total Sale of Foreign

Currency Exchange

(% share) (millions of baht)
1990 3% 1,176,432
1991 40 1,545,686
1992 49 2,102,824
1993 66 3,847,081
1994 79 8,227,287
1995 72 11305 354
1996 76 23,856,678
1996 71 25,474,023

Source: Adapted from the Bank of Thailand Yearly, various issues.

The traditional view of sequencing financial liberalisation argues that the country should
have completed its domestic financial reform with supervisory and monitoring system to
assist financial institutions before foreign exchange and capital control reforms occur.
This is to prevent misuse of funds and avoid the economic disruption that may be caused
by high capital flows. However, Thailand reformed foreign exchange and capital
controls first with a series of deregulations during 1989 to 1994 (see Chapter 4). The

reform included allowing the public direct access to foreign capital for the first time and
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more freely than before, permitting commercial banks to processes freely any purchases
or sales of foreign exchange and increasing the limit on capital outflows from Thailand.

As a result, Thailand experienced a significant increase in foreign exchange trade and
high level of outflows.

For foreign exchange rate, we observed there were significant increases in total foreign
exchange trade, which was largely processed by foreign commercial banks (see Table 4.1
and Figure 4.7). Data from Table 7.2 demonstrates that the foreign exchange sold in
Thailand alone rose significantly since the early reform and continued to increase more
dramatically after the reform was completed in 1994. More importantly, most of those
sales of foreign exchange were made by foreign commercial banks. This indicated an
error of the reform process where foreign exchange trade was under control by foreign

investor provides more opportunity for the speculative behaviour to be implemented.

Table 7.3: Summary of Balance of Payments and Foreign Reserves (USS billions)

Balance of Payments Foreign Reserves

1991 4.2 18.4
1992 3.0 21.1
1993 3.9 25.4
1994 4.2 322
1995 7 37.0
1996 2.1 342
1997 -10.1 26.9

Source: Adapted from the Bank of Thailand Yearly, various issues.

In terms of outflows, we discovered that Thailand experienced massive outflows of
capital when the public was permitted to transfer funds out and the limit on capital
outflows was raised. Our study in Chapter 4 indicated that there were extraordinary
increases of capital outflows in all sectors following the reform, particularly outflows
made from non-resident accounts and foreign loans. For instance, outflows made by
foreign loans increased from 1,604 million baht in 1988 to 2,747 million baht by the end
of the first capital control reform in 1991 and continued to rise dramatically through to
the end of reform in 1994 (see Table 4.2). Perhaps, the showcase of the immediate effect

of capital control reform was the non-resident outflows, which rose rapidly as soon as
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controls were lifted. For example non-resident outflows rose from 235 million baht in
1989 to 9,919 million baht by the beginning of the second stage of reform in 1991 and
outflows were as high as 229,198 million baht when the controls were completely lifted
in 1994. These high level of outflows have an impact in reducing foreign reserve and
balance of payment of the country. We found that the problem became severe when
Thailand was losing its foreign reserve, current account deficits widened and balance of
payment was declining as a result of rapid increase of outflows from the beginning of the
reform (see Tables 6.1, 7.1 and 7.3). Consequently, this generates panic over confidence
of the Thai economy around foreign investors, resulting in further withdrawal of capital
out of the country, in turn, weaking the macroeconomic fundamentals of the country and

led to crisis in the end.

Clearly, the above mentioned elements exhibit the risks associated with an inappropriate
sequence of liberalisation. Without proper reform of domestic market prior to foreign
exchange and capital control reform exposes a greater risk of financial crisis to the
country. For Thailand, we found that the reversal order between foreign exchange and
capital control and domestic financial reform leads the country to financial crisis for two
reasons. First, it resulted to high volume foreign currency trade that causes a speculation
on the currency. Second, it generated high level of outflows, which harm country’s

macroeconomic fundamentals and finally led to serious fiscal deficits.

In the last stage of financial liberalisation, Thailand undertook domestic financial reform
by establishing two institutions rather than providing the supervisory and monitoring
system to assist and monitor the operation. The two new establishment were the
Bangkok International Banking Facilities (BIBF) and the Export and Import Bank (EXIM
Bank). Although, these institutions were newly established as part of the liberalisation
framework, the objectives of the operation differed between the two financial institutions.
The BIBF acted as a fund seeker, aiming to enhance economic development and promote
Thailand as the region’s financial centre via foreign inflows, while the EXIM bank was

focusing on boosting the export sector by providing support and funds to exporters.

The BIBF was very successful in seeking funds mainly from foreign sources (see Figure
6.8). It received a total of funds as high as US$7,655 million within the first three
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quarters of its operation in 1993 (see Table 6.2). Thailand also allowed the BIBF
freedom to manage or operate itself, thus it loaned inflows out as quickly as they came in,
mostly within Thailand itself in the form of out-in lending (see Table 4.3). High levels of
lending within the domestic market had indeed fuelled the problem of over-investment
with our study revealing that there was a significant growth of non-tradeable sector
lending (see Table 6.10 and Figure 6.8). This reveals the fact that the reform of capital
control prior to domestic financial reform created a problem of over-lending in the
domestic market, caused by a rapid increase of foreign inflows. Additionally, this also
highlights the fact that the reform of domestic market without proper supervisory and
monitoring system, resulting in mismanagement of funds that harmed the economy.
Unlike the BIBF, the EXIM bank received most of its funds from domestic sources and
mainly from the BOT. Although the bank was allowed to operate freely, the EXIM bank
was considered to be ineffective because many of its investments after financial
liberalisation were more in the financial sector, not the real sectors and definitely not the

export sector. Therefore, the EXIM bank looked less attractive to foreign funds.

In essence, Thailand was a prime example of the inappropriate sequencing of financial
liberalisation, which proved to harm the economy rather than generating sustained
growth and development for three reasons. Firstly, financial liberalisation in Thailand
while current account deficits were high exacerbated the problems arising form these
deficits. Secondly, having reformed foreign exchange and capital markets before the
domestic financial market was ready led to problems of speculative behaviour, reduce
balance of payments and loss of foreign reserve. Finally, domestic financial reform
without supervisory and monitoring system and left to the last caused problems of

excessive lending to the domestic market.

7.3 Loosening Controls over the Capital Account

The idea of capital controls as a means to reduce economic instability is not new. A
study by Tobin (1978) first presented the idea of capital control by taxing foreign
exchange transactions to avoid currency speculation and crisis. Subsequently, a number

of economists (Dooley 1996; Edwards 1999; Neely 1999) have highlighted the
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importance of capital control as a core requirement in liberalising an economy. They
believe that financial liberalisation allows capital to mobilise more freely and can create
high instability in any financial system without the presence of proper capital control. As
reviewed earlier in Chapter 2, the discussion on new international financial reform
theories has focused on two types of controls on international capital mobility, namely,
controls of capital outflows and inflows.>* However, others economists such as Coy et al.
(1998) and Cooper (1999) argue that capital controls on both inflows and outflows are
difficult to manage in liberalising economies. As they believe that the controls would

have negative impact on the movement of capital in the free economies.

Prior to financial liberalisation, the Thai government placed heavy controls on capital
outflows where only a limited amount of outflows were allowed and also required
authorisation from the Bank of Thailand. In the light of financial liberalisation, the
government gradually removed capital controls on foreign inflows and particularly
outflows during July 1989 to January 1994 (see Table 5.1). The main feature of the
capital controls deregulation is to allows both public and banking sectors with more
freedom to borrow in and transfer out funds. As a result, Thailand experienced a
massive influx of foreign capital, which poured into both the bank and non-bank sectors.
For the banking sector, we found that foreign inflows poured into the sector as soon as
the controls on capital were lifted. However, our study shows that foreign capital trended
to invest more with the BIBF rather than in commercial banks. The total foreign capital
inflows to the BIBF were extremely high from the first year of its operation and the
single factor explaining this phenomenon was the tax privileges of the BIBF over other
commercial banks and financial institutions. This significant increase of foreign capital
flows to the BIBF resulted in an increase in total flows to the banking sector, to the extent
that the pattern of foreign capital flows changed from traditional investment, such as FDI,

to the banking sector via the BIBF (see Figure 5.5).

% See Chapter 2 of this thesis for a detailed discussion of controls on both capital outflows and inflows.

152



Table 7.4: Summary of Non-Bank Flows (US$ millions)

1990 1991 1992 1993 1994 1995 1996 1997

Inflows 3,030 3,700 5,340 2,638 2,455 3,051 3,941 5,141

Outflows -488 -1,667 -3,189 -906 -1,129 -1,047 -1,670 -1,514

Loans Inflows 7,282 13,618 14,547 18,225 17,507 21,418 24,920 17,980
Outflows -2,747 -7,957  -11,701  -20,657 23,352 -19,900 -19,469 -21,668

Portfolio Inflows 3,417 2,303 3,407 10,959 8,995 10,111 13,515 24,757
Qutflows -2,960 -2,140 -2,846 -6,107 -7,885 -6,691 -10,027 -20,207
)'l;dn-resident Inflows 1,571 11,961 22,627 76,963 231,264 416,410 810,397 710,349
Outflows -235 -9,919  -20,920 -74,278 -229,198 -413,003 -807,473 -716,161

Net Flows 8,870 9,899 7,265 6,837 -1,343 10,349 14,134 -1,323

Source: Adapted from the Bank of Thailand Yearly, various issues.

In terms of the non-bank sector, foreign capital flows were invested mainly for four
major purposes: FDI, loans, portfolio investment and non-resident account. Inflows to
this sector were as high as those in the banking sector and rose dramatically after capital
controls began to lift. Table 7.4 is a summary of capital flows to the non-bank sector,
reproduced from our study in Chapter 5. The data shows that capital control reform
changed the pattern of capital flows from the investment sector (FDI) to the non-
tradeable sector (loans, portfolio investment and non-resider;t account). An influx of
capital by itself was not a problem if managed wisely, however we found that most
foreign capital flows were located in such risky sectors as real estate and construction.
For instance, we found the percentage share of FDI and total portfolio investment in real
estate and construction rose significantly following the capital controls reform (see
Figures 5.6 and 5.7). Moreover, we found that capital controls reform also provided
opportunities for more outflows to be made. Table 7.4 exhibits that capital outflows from
Thailand escalated quickly in a very short period of time, in particular outflows made by
the non-residential account. Clearly, this was a result of the capital control relaxation,
which allowed the outflows to move freely. Thus, funds rapidly left Thailand after the
capital controls reform took place and grew even more when the reforms were completed

from 1994 onwards with foreign investors as the biggest outflow makers.
It is well known that capital control deregulation is a basic requirement of financial

liberalisation. Thailand gradually deregulated the control on capital flows as the country

moved toward financial liberalisation. Consequently, massive capital flows poured into
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both the bank and non-bank sector as soon as controls were relaxed. In general, these
inflows were supposed to help generate foreign income and enhance the economic
growth and development of the country. Unfortunately, this was not the case in Thailand
as most capital inflows were invested in risky sectors such as real estate and construction,
which were unlikely to generate foreign income or lead to economic development. On
the other hand, outflows also rose dramatically and in some cases increased even more
significantly than capital inflows. Of course, such high and steady capital outflows led to
a problem of macroeconomic imbalance and economic instability. The problem got
worse when the Thai economy failed to perform in 1996, causing panic among foreign
investors. As a result, they declined to invest in Thailand and began to pull their funds

out of the country as confidence in the economy slipped away.

In essence, capital controls deregulation could harm the economy if it is not implemented
properly. From the Thai point of view, the deregulation policy that allowed foreign
capitals to travel freely caused an influx of inflows to a risky or non-tradeable sector (real
estate and construction). This demonstrated that capital controls deregulation in Thailand
was indeed mismanage, resulting in high level of unproductive investments and finally
failed the economy. Indeed, capital control deregulation policy pursued by Thailand

proved to be one of the causes of the crisis.

7.4 Problems of Stable Exchange Rates

The basket of currencies was designed to benefit Thailand in the liberalisation of its
financial system and had two main objectives.5 5 Firstly, it aimed to boost trade growth
through an export-led growth policy. Secondly, the country also aimed to attract foreign
funds in order to service economic growth and to promote Thailand as the financial
centre of the region.  Overall, Thailand’s currencies basket was comprises of 7
currencies; the US dollar, the yen, the mark, the pound sterling, the Hong Kong dollar,
the Singapore dollar and the Malaysian ringgit. Although, the official weight of the

%% Ohno (1998) refers to the basket of currencies, which tie a currency to the US dollar, as the ‘soft dollar
zone’, McKinnon (1999) refers to it as a‘dollar standard’.
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basket was never made public, it is known that the US dollar had the highest weight of

approximately 85 per cent of the basket.*®

The basket of currencies proved its efficacy in generating export growth. Strictly
pegging the baht to the US dollar made Thai exports look attractive when the US dollar
depreciated relative to the yen during from 1984 to the early of 1990s. In Chapter 6, we
found Thai exports to the Japanese market rose rapidly after the depreciation (see Table
6.2). Additionally, we discovered that the depreciation of the baht increased direct
investment in the manufacturing sector from Japan as well (see Figures 6.2 and 6.3).
Strong growth of exports to and investment from Japan led to impressive export growth
with an average of 20 per cent per annum during 1984 to 1995 (see Table 6.1).

Table 7.5: Thailand’s External Account (US$ millions)
1990 1991 1992 1993 1994 1995 1996 1997

Exports 229 283 322 36.6 447 557 547 56.7
Imports 32.7 37.8 40.1 451 534 704 708 61.3
Trade balance 98 95 -79 -85 -87 -147 -161 -4.6
Current account balance -7.1 -74 -6.1 -6.1 -7.8 -132 -143 -3.1
Fiscal balance 103.3 123.7 859 689 658 1125 1043 -87.1

Source: Adapted from the Bank of Thailand Yearly, various issues.

Unfortunately, the story of Thailand’s export success was limited. Thailand was faced
with a major downturn of exports as a result of a sharply appreciating US dollar against
the Japanese yen in 1995. This event had simply impacted in increasing Thailand’s terms
of exports as a result of the baht value rising along with the US dollar. Thailand began to
loose its export competitiveness, due to a significant decline of exports to such a major
market like Japan. As a result, the Thai economy experienced high level of trade

imbalances and current account deficits in 1995 and 1996, while the fiscal balance also

began to decline in the same period (see Table 7.5).

It is known that Thailand’s trade was mostly dominated by the US dollar, despite the fact
that the US was not its only major trading partner. In fact, Japan was Thailand’s largest
export market and a major investor, and the decision to strictly peg the baht to the US

% See Section 6.3 in Chapter 6 for a detailed discussion of Thailand’s basket of currencies.
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dollar alone was inappropriate, because the mismatch between the basket of currencies
and real trade made Thailand vulnerable to fluctuations in the US dollar against the yen
and other currencies. When the baht appreciated (as a result of the appreciation of the US
dollar) against the yen, Thailand’s trade to major markets like Japan suddenly declined,
resulting in economic deterioration in the end. In principle, these relationships suggest
that the yen was under-weighted in Thailand’s basket of currencies and strictly pegging
to the US dollar did not ensure a healthy economy. Therefore, the weighting of the
basket should have been adjusted according to the priority of the country’s trading
partners rather than the US dollar dominated market.®’

Beside export growth, the basket of currencies also sought to generate more foreign flows
to the financial market via the commercial banks and the BIBF. The aim was to enhance
economic growth, development and promote Thailand as a financial centre. Together
with the pegged exchange system, the Thai government had relaxed rules and regulations
for the commercial banks and the BIBF to allow more freedom in mobilising funds. For
example, the government lifted all interest ceilings for the commercial banks, while
providing several tax privileges and removing short-term reserve requirements for the
BIBF (see Tables 6.4 and 6.8). These benefits coupled with a pegged exchange rate
resulted in a massive flood of foreign capital to both commercial banks and the BIBF in a
very short period of time (see Tables 6.6 and 6.9). Moreover, we discovered that these
high capital flows to the financial market had a direct impact in increasing external debts
of the country in two instances. First, a stable exchange rate allows international
investors to eliminate the risk of losses, which may occur with changes in the exchange
rate. Second, the interest rate differential between domestic and international markets,
and tax privileges offered investors more benefits in making returns. Accordingly, the
international lenders were willing to lend without hedging as long as the borrowers were
willing to borrow. In other words, the stable exchange rate ensured the price of the

currency, so that, international lenders were willing to lend to Thailand without hedging.

' study by Rajan et al. (2000) suggested that to avoid the crisis, Thaila'nd should have increased the
weight of the yen by as much as 40 per cent in the basket before the crisis period.
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Table 7.6: Thailand’s Private Sector Foreign Debt (US$ millions)

1990 1991 1992 1993 1994 1995 1996 1997

Private Sector p 17,793 25,0608 30,553 37,936 49,152 84,430 91,941 85,194
~ Long term 7,633 10,382 12,189 15,302 20,153 32,117 44,252 46,920
&hqr:ttgm 10,160 14,686 18,364 22,634 28,999 52,313 47,689 38274
Commercial bank 4,233 4,477 6,263 5,279 9,865 14,436 10,682 9,141
Lo‘ng term 286 338 731 1,263 3,451 4,443 2,314 3,923
Short term 3,947 4,139 5,532 4,016 6,414 9,993 8,368 5,218
BIBF = - - 7,740 18,111 27,503 31,187 30,080
Long term = = - 1,385 2,969 3,799 10,697 10,895
Short term = - - 6,355 15,142 23,704 20,490 19,185
Non-bank 13,560 20,591 24,290 24,917 21,176 42,491 50,072 45,973
Long term 7,347 10,044 11,458 12,654 13,733 23,875 31,241 32,102
Shot term 6,213 10,547 12,832 12,263 7,443 18,616 18,831 13,871
Debt / GDP (%) 34.3 38.5 39.1 41.6 44.9 60.0 59.7 70.0
International reserves / Short 137.0 119.7 112.0 112.4 103.8 70.7 81.1 70.4

term debt (%)
Debt service ratio (%) 10.8 10.5 11.3 11.2 11.7 11.4 12.3 15.7

Source: Adapted from the Bank of Thailand Yearly, various issues.

Figure 7.2: Percentage Share of Total Debt
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Percentage of Total Debt

1990 1991 1992 1993 1994 1995 1996 1997

*- Long term = Short term ‘
ki

Source: Author’s calculation from the Bank of Thailand Yearly, various issues.

High foreign capital flows to the financial sector simply meant high external debt because
most inflows came in as borrowing to commercial banks and the BIBF. Table 7.6 and
Figure 7.2 show that Thailand experienced an increasing debt from the beginning of
liberalisation. The external debt grew rapidly from 34 per cent to 60 per cent of GDP
during 1990 to 1996. Obvious debt increases were witnessed in the commercial banks
and the BIBF. We observed that a high proportion of these debts were short-term rather
than long term. In 1994 alone, the commercial banks incurred short term debt amounting

to US$6,414 million or 60 per cent growth above the previous years total, while the BIBF
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accounted for a total of US$15,142 million or 138 per cent growth. The accumulation of
high short-term debt by commercial banks was largely due to the interest rate differential,
resulting from interest rate deregulation. While the massive increase in debt of the BIBF
was a result of tax privileges and particularly to the absence of short-term reserve
requirements. All these factors led to a rapid increase in short-term debt to an
unacceptable level, which led to a dramatic decline of international reserves (see Table
7.6 and Figure 7.2). Furthermore, by itself a high level of short-term funds seems to cause
no problems if they are extended wisely. According to our study in Chapter 6, we found
that the commercial banks and the BIBF loaned out most of their funds, from short-term
borrowing to long-term loans, in unproductive sectors such as real estate and
construction. The problem began to appear when these sectors failed to service their
loans to the commercial banks and the BIBF, this in turn caused the collapse of the

financial sector.

In summary, we argue that there are two aspects of the pegged exchange rate which
contributed to the crisis. First, Thailand’s pegged exchange rate had generated an
increase of Thai exports when the value of the baht fell, with the depreciation of the US
dollar against the yen. If the US dollar had fallen further against the yen, Thai exports
would have continued to expand. Unfortunately, the US dollar appreciated steeply
against the yen in 1995, causing the prices of exports in US dollar terms to rise, resulting
in a slowdown of exports to Japan and a sharp decline of total export in 1996, causing
trade imbalance which in turn created the country’s largest current account deficit that led
to the crisis in 1997. Second, Thailand incurred a high level of external debt partly as a
result of a stable exchange rate in the context of financial liberalisation. On the one hand,
the pegged exchange rate enabled investors or lenders to eliminate any risk, which may
have occurred if the currency lost value. On the other hand, the interest rate differentials
and tax privileges of the commercial banks and the BIBF offered major benefits for
foreign investors. Thus, investors loaned short-term unhedged funds to commercial

banks and the BIBF with an expectation of handsome profits.
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7.5 Asymmetric Information: Problems of Moral Hazard

Asymmetric information problems have been a central issue when considering causes of
the financial crisis. A number of studies have attempted to investigate the link between
asymmetric information and the crisis.’® However, our analysis extends other studies by
focusing on the relationship between asymmetric information and the crisis in Thailand.
The story begins with the pegged exchange rate regime that Thailand pursued in
liberalising its financial system. As reviewed in Chapter 6, the pegged was introduced to
enhance foreign capital into the economy, as the government believed that high level of
capital flows could lead to further economic growth and developments. However, the
hidden fact behind the pegged was that the government trended to provide the investors
with confidence over any risks may caused by the fluctuation of the currency, so that
encourage them to invest more into to the economy. As a result, international investors
come to expect that the value of the Thai currency would hardly change and the pegged
regime will last. Hence, foreign investors were willing to extend large amount of funds
into the country. Furthermore, the pegged regime with various aspects of financial
liberalisation has made it worse. Thailand experienced an extraordinary surge in of
foreign capital one the government removed most restrictions on the interest rate ceiling,

capital controls, type of lending allowed and established the BIBF.

As we discovered in the earlier chapters that the country experienced a sharp increased of
capital inflows as a result from financial liberalisation. In Chapter 5, we found that
Thailand experienced a massive increase of capital flows following capital control
deregulation. While in Chapter 6, we found that the deregulation of the interest rate did
not enhance saving and investment, instead, it provided international investors with
opportunities to benefit from the interest rate differential while the commercial banks
were also advantaged by borrowing abroad at a cheaper interest. This lead to a massive
influx of capital flows into commercial banks as soon as the ceiling was removed (see

Table 6.6). These high capital inflows simply fuelled demand for spending and investing

%8 For a detailed discussion of asymmetric information see Chapter 2 of thl:S thesis. See al§o Dia;—Algjandro
(1985) for a study of Chile’s crisis in 1982, Mishkin (1996) for. a disc.usswn of the Mexican crisis in 1994
and Kamin (1999) for a comparison study of the Chile and Mexican crses.
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within the domestic market which we found that most investments in Thailand were

made in the non-tradeable rather than the tradeable sector.

Table 7.7: Thailand’s Property Indicators

Unit 1989 1990 1991 1992 1993 1994 1995 1996 1997

Land Transactions Nationwide  (million Baht) 238,240 367,089 270,105 279,008 344,783 404,747 396,150 441291 338946
Land Development Licences

(units) 101,222 160,519 142,358 138,431 128,513 167,261 143,157 127,054 114,422
Nationwide |
Construction Areas Permitted
" % (1000 sq mts) 28,496.1 38,207.3 41,3264 35964.7 38,0232 36,131.5 36,785.9 26,750.1 21,745.9
in Municipal Zone
Condominium Registration .
; ) (units) 6,319 12,601 44,610 73,026 56,407 65,596 65,617 81,811 72,420
Granted Nationwide
New Housing in Bangkok ,
j (units) 80,031 102,335 129,688 108,001 134,086 171,254 172,419 166,785 145,355
Metropolis and Vicinity

Property Credit Outstanding (million Baht) 134,882 264,985 323,809 408421 519,954 651,772 773,468 862,641 937,326

Source: Adapted from the Bank of Thailand Yearly, various issues.

Our findings in Chapter 5 revealed that the majority of inflows were directed heavily
toward the non-tradeable sector, particularly the real estate and construction sector. For
instance, FDI and portfolio investment shifted from industry to the real estate and
construction sector following financial reform (see Table 5.8, and Figures 5.6 and 5.7).
Moreover, the property indicators in Table 7.7 reveal that investments in this sector
increased rapidly during the period of financial liberalisation. The number of permits
granted by the government for new housing and condominium projects rose from the
early stages of liberalisation and continued to increase dramatically toward the end of
1996. Most importantly, the data also revealed that investments in this sector were
definitely unproductive as it generated more and more outstanding debt over the period of
1989 to 1997. For instance, the debt rose almost fivefold between 1989 to 1993 and kept
increasing to a peak in 1997 (see Table 7.7). In short, the pegged exchange regime
provided foreign investors with positive expectation that value of currency would barely
fluctuated, hence they willing to extend their funds into the economy. The expectation
coupled with financial liberalisation resulted in rapid increase of investment, which later
leads to a problem of bubble economy to Thailand with over-investment in non-tradeable

sector such as the real estate and construction sector.

Another prime example of moral hazard was with the BIBF. As argued in Chapter 6 that
the BIBF was established with an aim to enhance foreign funds into the country by
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providing several tax incentives over other financial institutions. On the one hand,
international lenders always knew that the BIBF was in fact one of the government
banks. On the other hand, they also benefit from the tax incentives if the investments
were made via the BIBF. Thus, these elements sent over-optimistic signals to investors
that their lending were guaranteed against any losses and the government would probably
rescue or bailout the BIBF in the face of a financial crisis. As a result, massive foreign
funds poured into the BIBF as soon as its was implemented (see Table 6.9). However,
the key problem was the way these funds were used. Our study discovered that the BIBF
channelled most of its funds toward risky investment with high proportion to domestic
financial institutions and real estate sector (see Table 6.10). For instance, we found that
the BIBF’s loans to the non-tradeable sector rose from 41 per cent in 1994 to 59 and 54
per cent in 1995 and 1996, respectively (see Figure 6.8). In principle, the perception of
guaranteed loans provided lenders with little incentive to monitor risks, which they were
willing to take on in excessive amounts without hedging or monitoring of the BIBF’s

activities, this cavalier resulted in the onerous problem of an risky investment in the end.

In addition, moral hazard problem in Thailand suggests one crucial error in regards to
poor management of financial liberalisation. The problem lies with the government
itself where they failed to provide adequate regulatory system for the BIBF and guidance
for investors to manage risk appropriately when new investing and lending opportunities
were offered by financial liberalisation. In fact, this problem originated from
inappropriate reform of domestic market as we discussed that the government established
the BIBF rather than reforming the domestic financial institutions with supervisory and
monitoring system. As our study confirmed that pattern of investment and lending in
Thailand changed dramatically from tradeable to non-tradeable sector and the outcome of
weak supervision and poor regulatory system caused the moral hazard problem with high

level of unproductive investments and lending.

In sum, from our study, we suggest the problem of moral hazard derived from two over-
optimistic expectations of the Thai economy in the age of liberalisation. Firstly, the
expectation that the country’s economic growth will last, resulting in over investment in
unproductive investments, such as real estate and construction projects. Secondly, the

expectation of guaranteed loans to the BIBF, creating problem of excessive lending in
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non-tradeable sector. These expectations groomed the confidence over the economy
among the investors, hence they invest or lend funds without hedging against risks to
Thailand. This resulted in growing number of non-performing loans and huge loan
losses, which led to a collapse of the economy. Finally, the government is to blame of
its inability to prevent moral hazard problem by providing appropriate guidance and

supervisory system to assist investors and the BIBF.
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Chapter 8

Conclusions and Policy Implications

8.1 Conclusions

Like many developing countries, Thailand experienced a series of economic disruptions
in the first half of the 1970s and the beginning of the 1980s, resulting from the oil shock
and world economic slump. In response, the Thai government developed an economic
stabilisation program to restore economic stability and encourage growth by pegging the
baht to the US dollar and introducing manufacturing and industry led growth policy.
Consequently, the economy began to pick up and performed well from mid 1980s
onward. This was a critical period in Thailand’s development, when the economy
experienced strong growth accompanied by high export growth and significant foreign
direct investment. These factors contributed to the Thai success story from 1980 to 1990,
especially during 1988 to 1990 when the economy expanded at a double-digit GDP
growth rate and was hailed as the fastest growing economy in the world. Such an
impressive economic performance led the IMF to suggest that Thailand liberalise its
financial system, in part by accepting the Article VIII agreement (see appendix A). The
overall objective of financial liberalisation was to increase the flexibility of the financial
system so that the Thai economy could compete successfully in the intemational
economic community, and have assured economic growth. The main features of the
agreement stated that Thailand needed to remove restrictions on foreign exchange
transactions and ensure the convertibility of the currency by allowing more freedom in

foreign currency trade, for instance, capital controls deregulation and foreign exchange

reform.

Having accepted the IMF’s Article VIII, the Thai government gradually liberalised its
financial system during 1989 to 1994. First, Thailand began with interest rate reform on
long-term deposits in June 1989 and all other interest rate ceilings were completely

removed by June 1992. Second, the government reformed its exchange rate and capital
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controls, which can be delineated in three episodes. The first change was announced at a
time during 1989 to 1990, allowing the public direct access to foreign funds and
permitting them to make outflows for the purpose of dividend, interest or principle
repayments. Commercial banks were also allowed to get involved in foreign exchange
trade without prior approval from the Bank of Thailand. The second change was
implemented during 1991 and 1992 and allowed the public more freedom in buying and
selling foreign exchange, receiving payments in foreign currencies and transferring them
overseas. The third change was declared in 1994 when the Bank of Thailand raised the
limit on the outflows in baht from 250,000 to 500,000 baht, while the amount permitted
to transfer for overseas investment also increased from US$5 to US$10 million. The
final action that Thailand undertook in liberalising its financial system was the
establishment of the offshore bank, called the ‘BIBF’ in 1993, aimed at reducing the cost

of finance and enhancing capital flows into the country.

Since financial reforms commenced in spite if current account deficit, the Thai economy
continued to perform well with growing exports and sustained fiscal balance. However,
Thailand underwent a crucial change - the country experienced an extraordinary surge in
foreign capital flows into the private sector, especially inflows through the banking sector
via the BIBF. Strong economic fundamentals coupled with high capital inflows at the
time led some economists (Chaiyasoot 1995; Suphachalasai 1998) to conclude that
opening up financially by accepting Article VIII of the IMF was the right choice for
Thailand and the IMF was also praised for its role in enforcing financial liberalisation.
To many observers’ surprise, the story of Thai economic successes was short lived. One
of the world’s fastest growing economies came to a sudden stop in 1996, contracting with
problems of a high level of foreign debt, a trade imbalance and a massive decline in
exports. When these problems began to unfold, confidence in the Thai economy among
international investors slipped away. Hence, they suspended reinvestment into the
country and started to pull funds out, resulting in economic stagnation and serious fiscal

imbalance, which soon precipitated the country into financial crisis in mid 1997.
The financial crisis that erupted in Thailand has raised questions among economists of

why the Thai crisis occurred, what were the roots of the crisis and why the crisis struck

so deep (Falkus 1999). Furthermore, the financial crisis in Thailand is said to be a
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showcase of a new kind of crisis, which the two traditional theories, the first-generation
model by Krugman (1979) and the second-generation model by Flood and Garber
(1984b), failed to explain because the fundamental economic conditions in Thailand prior
to the crisis were reasonably strong. Brustelo (1998) and Krugman (1998b) argued that
Thailand was in fiscal balance, with low inflation, low unemployment and no signs of
stock or asset prices crashing before the crisis. Some economists (Bullard et al. 1998;
Buckley 1999) blamed the IMF for its role in enforcing financial liberalisation in
Thailand. They argued that, without the IMF agreement financial liberalisation in
Thailand would not have been implemented and the crisis also never occurred. On the
other hand, other economists (Krongkaew 1999; Pilbeam 2001) believed that the
financial crisis in Thailand occurred because the rapid injection of capital by foreign
investors caused instability to the financial system. In other words, the Thai financial
crisis was a new kind of crisis that cast doubt on the benefits of the financial
liberalisation, which was once said to promise economic growth and developments. Our
study attempted to identify the contribution of Thailand’s financial liberalisation to the
crisis, and we found four policy errors in the implementation of liberalisation, which

contributed to the crisis.

The first error was an inappropriate sequencing of financial liberalisation. Thailand
undertook the transformation of its foreign trade pattern as the first sequence in
liberalising the financial system. A once agricultural export oriented economy was
replaced by a manufacturing and industrial led growth policy. As a result, Thailand’s
economy grew rapidly during the second half of the 1980s prior to the liberalisation.
However, the critical mistake of Thailand’s sequence of financial liberalisation occurred
while the current account was heavily in deficit when reform of the exchange rate and
capital controls was undertaken. Theoretically, a country pursuing financial liberalisation
should reduce its current account deficit before other steps toward liberalisation are
taken. Although, Thailand was able to achieve its first ever current account surplus in
1986, this was short lived, and the current account deficit returned to over 7 per cent of
GDP in 1990 and 1991. Failure to initially reduce the deficits further worsened the
situation, and the current account deficit rose dramatically, particularly during the
slowdown of Thailand’s exports between 1995 and 1996 which forced the country into a

deep deficits. Thailand implemented the controls on capital flows and foreign exchange
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prior to the reform of domestic financial market by allowing more freedom for private
financial institutions to trade in foreign currency and larger outflows to be made without
prior approval from the Bank of Thailand. Under this sequence of reform, the volume of
foreign exchange trading by private financial institutions rose significantly, in particular,
exchange traded by foreign banks, causing the speculation of the currency. Thailand
experienced a rapid increase of capital outflows after the reform has impact in reducing
balance of payments and foreign reserve which causing the weakness to macroeconom/ic

fundamentals in the end.

After the exchange controls were lifted, Thailand then need reform its domestic financial
market as the final step in financial liberalisation. Instead of reforming the domestic
institution with supervisory and monitoring system, Thailand founded the BIBF to seek
and absorb funds from abroad to service economic growth. Soon afterward, the BIBF’s
inflows increased massively in just a short period of time, increasing but from nothing to
almost seven times between 1994 and 1995. The problem was accentuated when the
government allowed the BIBF to borrow and lend freely. The latter extended their funds
heavily within domestic market creating problem of over-investment in non-tradeable
sector. More importantly, over-investment of the BIBF to the non-tradeable sector
indicates poor economic guidance from the government. Perhaps, with government
involvement, the BIBF would have operated more wisely and redirected investment and

lending to sectors with better returns.

Liberalising the financial system in the sequence described above is definitely
inappropriate. In short, from the Thai experience, we discover that there are three
problems of sequencing liberalisation implemented by the government. First, liberalising
the financial system before the current account deficit was reduced, further worsened the
deficit. Second, having reformed foreign exchange and capital controls before the
domestic financial market was ready, implied instability caused by free trade of foreign
exchange, creating a problem of bank fragility and left them vulnerable to speculative.
Lastly, leaving domestic reform with establishment of the BIBF to the last, resulting in a
shift of massive inflows from productive to unproductive users, which caused problems

of excessive lending.
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The second problem involved the weakness of capital controls. Thailand relaxed most of
its controls on capital during the process of liberalisation between 1989 to 1994. The
government permitted inflows to travel more freely. Like never before, the limits on
outflows were raised and both foreigners and Thais were allowed to carry funds out of
Thailand without government interference. As a result, Thailand experienced a massive
influx of funds with the majority of them invested in the risky sectors such as financial,
and real estate and construction sectors. This revealed the fact that the inflows were not
indeed managed wisely. On the outflows side, foreign investors pulled funds out of
Thailand immediately, after liberalisation was complete, causing problem of
macroeconomic imbalance. The weakness of the Thai economy became apparent when
the economy failed to perform and investors realised there were a serious problem of
risky investments. This caused panic and fear among investors who stopped reinvesting
in the country resulting in a significant decline in inflows and sudden economic
stagnation. The loss of over confidence in the Thai economy and poor regulation on

outflows paved the way for the investors to pull massive sums of out of the country.

Clearly, capital controls deregulation in such manner is a showcase of wrong capital
control deregulation policies implemented by the government, allowing inflows and
outflows to be made more freely did not promise economic growth and development but
rather brought problems to Thailand. Massive inflows invested in risky investments
rather than the tradeable sector revealed inappropriate management of inflows. Letting
outflows move freely did not improve and enhance investments but rather weakened the

economy.

The third error was misalignment of the fixed exchange policy with the foreign exchange
regime. The basket of currencies was imposed to enhance export competitiveness and
attract foreign funds to service the growth of the economy. Although, there were seven
currencies in the basket, the Thai government heavily weighted the baht to the US dollar
with a 85 per cent share of total weight. Effectively, the baht was strictly tied to the US

dollar making fluctuations of the currency unlikely to occur.

This strategy was very helpful in generating inflows and improving exports as long as the

value of the US dollar stayed devalued against other currencies, especially the Japanese
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yen. However, the problems associated with a stable exchange rate began to appear
when Thailand was faced with the appreciation of the baht along with the US dollar in
April 1995, which in turn made the value of the baht appreciate automatically against the
yen. Considering Japan was Thailand’s biggest trading partner, the rising baht weakened

exports and investments. As a result, Thai exports dropped dramatically and the trade

balance was weakened.

Another effect of a pegged exchange rate on the Thai economy was to increase external
debt, particular short-term. This was attracted by several benefits provided through the
commercial banks and BIBF, such as a favourable interest rate differential and tax
privileges. While the pegged currency provided international investors and lenders with
confidence in the value of the currency, capital controls deregulation allowed them more
freedom to bring funds in and out. Accordingly, these investors and lenders were willing
to invest largely in short-term without hedging against any loss of the currency. Thus,
Thailand began to borrow heavily from abroad and loan out to domestic users, with a
potentially dangerous bias toward over-investment in the non-tradeable sector, as real
estate and construction. The problem became worse when these sectors failed to make
returns, and drove the country into a heavy burden of debts. Confidence in the Thai
economy among international investors began to slip away when the country failed to
service the already high external debt while concurrently experiencing a significant
decline of exports. Indeed, these factors soon drove Thailand into financial crisis.
Finally, we conclude that Thailand’s pegged exchange regime proved to be inappropriate
and harm the economy in two ways. First, it causes the decline of Thai exports, leading
to trade imbalance. Second, it increases the country external debts caused by high level

of capital flows.

The final problem was one of moral hazard and begins various aspects of financial
liberalisation, which led to over-optimistic expectations among foreign investors. The
first expectation originated from the pegged exchange regime. Because the currency was
pegged, foreign investors knew that the value of the currency could hardly fluctuated,
thus the risks that may arise from the loss value of the currency also minimise.
Consequently, they invested heavily into the economy, creating overinvestment in non-

productive sector. The pegged exchange regime coupled with various aspects of
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financial reform has made the problem worse. During the process of liberalisation, the
Thai government lifted both the ceiling on interest rates, the type of lending allowed for
financial institutions and established the BIBF. The objectives of doing this was to
increase savings, expand investments and widen the financial market. Unfortunately,
interest rate deregulation did not increase savings, in fact, it allowed foreign investors to
benefit from the interest rate differential and while Thai financial institutions also
benefited from borrowing abroad at a cheaper rate. Accordingly, large amount of inflows

came in and investment in unproductive sector increased dramatically.

The second was the expectation of guaranteed loans to the BIBF. Foreign investors
always knew that the BIBF was government institution and established with several tax
privileges over other institutions. These led investors to perceive that the BIBF is
unlikely to fail, if it does then the government would come in to rescue in the face of
financial crisis. Moreover, the tax benefits made lending to the BIBF sound extremely
attractive, as a result we found that large amount of inflows came in immediate after its
establishment and also rose rapidly in just a short period of time. Without proper reform
of domestic institution, those funds were shifted to risky investments, such as, in real
estate and construction projects, which created a problem of poor returns. Lending in
such a manner soon led to an excessive lending which involve in excessive lending
without incentive monitoring. This implies that the Thai government failed to provide a
regulatory or supervisory framework to monitor the lending of financial institutions in
Thailand. Essentially, the problem was partly a result from inappropriate sequence of
financial liberalisation where the BIBF was implemented instead of reform of domestic
market with supervisory and monitoring system. If there had been government
supervision or monitoring, the funds could have been invested in the real sector (eg.
manufacturing, industrial and agricultural sectors) that are more likely generate returns
rather than the losses of investment in real estate and housing projects. In all, we
conclude that over-optimistic expectations from inappropriate liberalisation policy
concurrent with poor supervision and mismanagement of financial resources caused a

problem of moral hazard resulting from loan losses in a sector that was not performing

and thus aided the country’s slide into crisis.
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Summarising, the evidence from our study suggests that the Thai financial crisis
originated from poor management and inappropriate choice of policy in financial
liberalisation by the government. In fact, the idea of financial liberalisation was derived
from the IMF, thus one could blame its role in enforcing liberalisation in Thailand as a
root of the crisis. While, others could argue that the implementation of financial
liberalisation in Thailand at the time was not a wise choice for Thailand because
domestic market was not ready for high capital flows, resulting in misallocation of funds
and led the country into crisis in the end. However, we argue that economic
fundamentals of Thailand at the time were strong with fiscal balance, high GDP growth
and high levels of foreign reserve. This highlights the fact that the IMF’s
recommendation or the government’s implementation of financial liberalisation at the
time could not be blamed as a cause of the crisis. Our study shows that the fundamental
problems of the crisis indeed emerge from poor management of financial liberalisation
with wrong sequence of financial liberalisation, inappropriate capital control
deregulation, misalignment of the currency and inadequate regulatory system. These
problems could have been avoided if the government had implemented its financial
liberalisation appropriately. Problems of high current account deficits, trading of foreign
exchange by foreign commercial banks and misallocation of funds will not appear if
financial liberalisation follows a proper sequence. If the government had maintained
minimal controls on capital flows, particularly outflows, it could have avoided the rapid
withdrawal of funds that incapacitated the financial system and weakened the
macroeconomic fundamentals of the country. Concerning exchange rate policy, if
Thailand had pursued a trade-weighted basket rather than fixing the baht to a US dollar
dominated basket, Thai exports would not have declined with the appreciation of the US
dollar against the yen and the competitiveness of Thai exports would have been
maintained. Lastly, a problem of moral hazard is unlikely to occur if the government
monitors the activities of financial institutions more closely and provides them with

prudential guidance in borrowing and lending.
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8.2 Policy Implications

This thesis provides evidence that there is a close link between financial liberalisation
and the crisis in Thailand and that the severity of the crisis depended on the latter’s
fundamental economic policies and conditions. Here, we suggest policy implications as a

guideline to avoid future crises derived from financial liberalisation.

The first implication is in the sequence of financial liberalisation. For Thailand,
undertaking financial liberalisation while current account deficits were high was harmful
to the economy. Thus, it is recommended that a country reduce its deficits prior to
financial liberalisation. = Moreover, it is clear that the sequence that allows foreign
exchange rate reforms to happen before the domestic financial market is strengthened,
increases vulnerability to the crisis. Therefore, it is suggested that the government should
first bolster the domestic market prior to the reform of exchange rate and capital control
policies. The government strengthens its domestic financial market by improving
prudential regulation, bank supervision and transparency standards. The market
regulation and bank supervision should aim at creating managerial competence, effective
risk control, adequate capital requirements, well-trained staff to monitor banking
activities and control of cross-border financial transactions. Furthermore, transparency of
the financial system should include better information disclosure and data dissemination,

which discourages banks’ excessive risk taking and rent-seeking behaviour.

The second implication concerns the issue of capital controls. Loosening control of
capital was a key factor leading to financial instability in Thailand. On the one hand,
relaxation of controls on capital inflows led to an excessive lending that resulted in moral
hazard when those inflows were extended to unproductive users. On the other hand,
letting go of control on capital outflows reduced financial stability and weakened the
financial sector when investors were free to pull capital funds out of the country. To
avoid further financial instability, it is recommended that the government should monitor
and improve controls on capital by taxing foreign inflows and outflows, placing limits on
foreign currency transactions and introducing a higher weight of risk in the capital

requirement for foreign currency loans to domestic financial institutions.
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The third implication is to make the exchange rate flexible. From the Thai experience, a
pegged exchange rate not only promotes economic growth and investment but also has
the effect of decreasing the natural volatility of currency fluctuations. This decreases the
hedging risk premium of foreign lenders and cheapens the cost of borrowing abroad
resulting in a high level of external debts and a rapid influx of capital. In order to prevent
these problems, the government should implement a flexible exchange rate as it provides
foreign investors or lenders with no guarantee against losses due to currency fluctuation.
Foreign investors or lenders simply need to use caution when investing or lending in a
foreign currency, and this slowdown both inflows and lending from foreign countries.
Additionally, if a basket of currencies were to be adopted, the government should
appropriately weight each country’s currency according to the level of trade with that
country, so stabilising international trade transactions. In other words, we suggest a trade

weight basket rather than a US dollar dominated basket which Thailand adopted.

The final implication is curtail to the problem of moral hazard. The lessons from the
Thai crisis suggest several solutions to solve moral hazard problems. The government
and financial institutions need to provide monitoring programs that ensure funds are
channelled to the most productive investment opportunities. The government has to be
certain that balance sheets of both financial and non-financial firms are produced and
disclosed on a true and fair basis. Lastly, the government should note they need to limit
future moral hazard by establishing a strong supervisory system, penalties for the
managers of insolvent institutions that continue trading, implementing an improved
accounting system, and finally carefully monitoring the risk management of each
institution and carefully monitoring that those financial institutions, ensuring that they are

complying with the regulations.

8.3 Areas for Further Research

There are a number of ways that this study can be extended. Firstly, since this thesis
focuses on the contribution of the Thai financial liberalisation to the crisis, the next study
can be expanded by applying the theory and analysis developed in this thesis to

investigate the crises in South Korea, Malaysia or Indonesia. Secondly, since this thesis
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combines theory and issues to study the consequences of financial liberalisation on the
Thai crisis, the next study could look at one specific theory and issue from this thesis and
apply them in greater detail to study the crisis in Thailand or elsewhere. For example,
one could study the contribution of the sequence of financial liberalisation on the Thai or
South Korea crisis, and explore the consequences of exchange rate policy on the crisis in
Thailand and other East Asia countries. Lastly, the next study could attempt to make a
comparison of contributions of financial liberalisation to the Thai crisis with the crisis in
another country, for instance, Thailand and Mexico, South Korea, Chile, Indonesia and so

on.

8.4 Final Comments

We have conducted an analysis of the contribution of financial liberalisation to the Thai
financial crisis and appropriate time series analysis was assembled to explore the
consequences of liberalisation to the Thai economy. Additionally, we also used
contemporary theory of financial crises; namely, the sequence of financial liberalisation,
capital controls, exchange rate policy and asymmetric information, to explain the crisis.
By doing this, we aimed to provide more understanding on how much financial
liberalisation changed the Thai economy and how it contributed to the financial crisis.
We found that financial liberalisation was indeed the origin of the crisis in Thailand. The
Thai government can be blamed for a poorly managed financial liberalisation, which
drove the country into crisis in the end. From the Thai experience, we learned that
financial liberalisation not only provides benefits but also has associated risks if not
properly implemented. Moreover, the Thai crisis did not emerge from a single factor but
derived from a combination of various problems and aspects of liberalisation. The
problems in Thailand were largely due to an inappropriate sequence of financial
liberalisation, too loose capital controls, fixing the exchange rate and lack of moral

hazard management.
The results and implications drawn from this thesis will help in developing strategies and

policies to deal with future financial liberalisation without crisis. It is hoped that the

analysis developed in this thesis generates more understanding of the role of financial
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liberalisation in the Thai financial crisis and provides knowledge of how to appropriately

manage financial liberalisation.
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Appendix A: Articles of Agreement of the IMF

Article VIII: General Obligations of Members

Section 1: Introduction

In addition to the obligations assumed under other articles of this Agreement, each

member undertakes the obligations set out in this Article.

Section 2: Avoidance of Restrictions on Current Payments

a) Subject to the provisions of Article VII, Section 3(b) and Article XIV, Section 2, no
member shall, without the approval of the Fund, impose restrictions on the making of

payments and transfers for current international transactions.

(b) Exchange contracts which involve the currency of any member and which are
contrary to the exchange control regulations of that member maintained or imposed
consistently with this Agreement shall be unenforceable in the territories of any member.
In addition, members may, by mutual accord, cooperate in measures for the purpose of
making the exchange control regulations of either member more effective, provided that

such measures and regulations are consistent with this Agreement.

Section 3: Avoidance of Discriminatory Currency Practices

No member shall engage in, or permit any of its fiscal agencies referred to in Article V,
Section 1 to engage in, any discriminatory currency arrangements or multiple currency
practices, whether within or outside margins under Article IV or prescribed by or under
Schedule C, except as authorized under this Agreement or approved by the Fund. If such
arrangements and practices are engaged in at the date when this Agreement enters into
force, the member concerned shall consult with the Fund as to their progressive removal
unless they are maintained or imposed under Article XIV, Section 2, in which case the

provisions of Section 3 of that Article shall apply.
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Section 4: Convertibility of Foreign-Held Balances

(a) Each member shall buy balances of its currency held by another member if the latter,

in requesting the purchase, represents:

(i)

(i)

that the balances to be bought have been recently acquired as a result of

current transactions; or

that their conversion is needed for making payments for current transactions.

The buying member shall have the option to pay either in special drawing rights, subject

to Article XIX, Section 4, or in the currency of the member making the request.

(b) The obligation in (a) above shall not apply when:

(i)

(i)

(iii)

(iv)

the convertibility of the balances has been restricted consistently with Section
2 of this Article or Article VI, Section 3;

the balances have accumulated as a result of transactions effected before the
removal by a member of restrictions maintained or imposed under Article
XIV, Section 2;

the balances have been acquired contrary to the exchange regulations of the
member which is asked to buy them;

the currency of the member requesting the purchase has been declared scarce
under Article VII, Section 3(a); or

the member requested to make the purchase is for any reason not entitled to

buy currencies of other members from the Fund for its own currency.

Section 5: Furnishing of Information

(a) The Fund may require members to furnish it with such information as it deems

necessary for its activities, including, as the minimum necessary for the effective

discharge of the Fund's duties, national data on the following matters:

(1)
(i)

official holdings at home and abroad of (1) gold, (2) foreign exchange;

holdings at home and abroad by banking and financial agencies, other than

official agencies, of (1) gold, (2) foreign exchange;
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(iii)

(iv)

)

(vi)

(vii)

(viii)

(ix)

x)

(xi)

(xii)

production of gold,;

gold exports and imports according to countries of destination and origin;
total exports and imports of merchandise, in terms of local currency values,
according to countries of destination and origin;

international balance of payments, including (1) trade in goods and services,
(2) gold transactions, (3) known capital transactions, and (4) other items;
international investment position, i.e., investments within the territories of the
member owned abroad and investments abroad owned by persons in its
territories so far as it is possible to furnish this information;

national income;

price indices, i.e., indices of commodity prices in wholesale and retail markets
and of export and import prices;

buying and selling rates for foreign currencies;

exchange controls, i.e., a comprehensive statement of exchange controls in
effect at the time of assuming membership in the Fund and details of
subsequent changes as they occur; and

where official clearing arrangements exist, details of amounts awaiting
clearance in respect of commercial and financial transactions, and of the

length of time during which such arrears have been outstanding.

(b) In requesting information the Fund shall take into consideration the varying

ability of members to furnish the data requested. Members shall be under no

obligation to furnish information in such detail that the affairs of individuals or

corporations are disclosed. Members undertake, however, to furnish the desired

information in as detailed and accurate a manner as is practicable and, so far as

possible, to avoid mere estimates.

(c) The Fund may arrange to obtain further information by agreement with members.

It shall act as a centre for the collection and exchange of information on monetary and

financial problems, thus facilitating the preparation of studies designed to assist

members in developing policies, which further the purposes of the Fund.
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Section 6: Consultation between Members Regarding Existing International

Agreements

Where under this Agreement a member is authorized in the special or temporary
circumstances specified in the Agreement to maintain or establish restrictions on
exchange transactions, and there are other engagements between members entered
into prior to this Agreement which conflict with the application of such restrictions,
the parties to such engagements shall consult with one another with a view to making
such mutually acceptable adjustments as may be necessary. The provisions of this

Article shall be without prejudice to the operation of Article VIL, Section 5.

Section 7: Obligation to Collaborate Regarding Policies on Reserve Assets

Each member undertakes to collaborate with the Fund and with other members in
order to ensure that the policies of the member with respect to reserve assets shall be
consistent with the objectives of promoting better international surveillance of
international liquidity and making the special drawing right the principal reserve asset

in the international monetary system.
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Appendix B: Chronology of Financial Reforms in Thailand

Trade Transformation and Interest Rate Deregulation

June 1989 Interest rate ceiling on commercial banks’ long-term deposits
1s abolished

March 1990 Interest rate ceiling on short-term deposits is lifted

June 1992 Interest ceilings on non-bank financial institutions’ deposit and

lending are removed

Ceilings on commercial banks’ lending are also removed

October 1993

The BOT requires commercials banks to declare the MLR and
MRR

Exchange Rate and Capital Control Reform

July 1989

First Round: The government allows the public to lend in
foreign funds as well as making outflows as dividend, interest or

principle repayments.

May 1990

BOT allows commercial banks to process on purchases of
foreign currency without prior approval and limit on capital

outflows for loan repayment were increased.

April 1991

Second Round: BOT allows public purchasing and selling of

foreign exchange without further approval

May 1992

The government allows the public to received payment and
investment in foreign currencies and also permitted to transfer
these funds abroad. The BOT allows the commercial banks to

withdraw and use their funds more freely.

January 1994

Third Round: BOT increases the limit of Thai baht to be taken
out of Thailand from 250,000 baht to 500,000 baht. The amount
permitted to transfers for overseas investments also increased

from US$5 million to US$10 million
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Establishment of New Financial Institutions

March 1993 The BIBF is established with an objective to reduce the cost of

finance and enhance capital inflows into the financial system.

February 1994 The EXIM bank is established to provide financial support for

the export sector.

January 1995 The offshore banking was expanded when the government

granting a total of 59 licenses for financial institutions to operate
out side Bangkok.

December 1996 Granting 7 new foreign banks to operate as offshore banking.
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