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Foreword by AMRO Director

he publication of this book holds extra meaning as it coincides with

our institution’s 10-year anniversary. The publication also could not
have been more timely, as today, the region is gradually emerging from
the coronavirus disease (COVID-19) pandemic which has put regional
economies to the most stringent test they have faced in the last 25 years.

Thanks to the lessons learnt from the Asian financial crisis, regional
economies had built up policy buffers and reserves to protect against
unforeseen external shocks. In addition to allowing greater exchange rate
flexibility, they worked hard to balance their current accounts, strengthen
foreign exchange reserves, and adopted prudent financial, fiscal, and
monetary policies.

When the COVID-19 pandemic struck in 2020, economies in the
region were able to move swiftly to prevent the spread of infection and
mitigate the shock. Besides strict containment measures, extraordinary
measures were deployed to support households, businesses, and the
financial systems.

Equally important, the regional economies have been able to draw
support from the strong regional financial cooperation framework. Since
the Asian financial crisis, the ASEAN+3 economies, comprising the ten
members of the Association of Southeast Asian Nations (Brunei Darussalam,
Cambodia, Indonesia, Lao People’s Democratic Republic, Malaysia,
Myanmar, the Philippines, Singapore, Thailand, and Vietnam), plus China,
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Hong Kong-China, Japan, and Korea, have been working closely to enhance
their regional policy dialogue and financial safety net to secure macroeco-
nomic and financial stability in the region.

The ASEAN+3 economies decided in 2000 to establish the Chiang
Mai Initiative (CMI), a network of bilateral swaps among central banks
to provide liquidity support to one another. In March 2010, following the
global financial crisis, the CMI evolved into the Chiang Mai Initiative
Multilateralisation (CMIM) Agreement. With a financing power of US$240
billion, the CMIM is aimed at enhancing the region’s financial stability and
reducing its vulnerability to short-term external shocks such as sudden
reversal of capital flows.

AMRO was established the following year, in 2011, to conduct regional
macroeconomic surveillance and support the implementation of the CMIM.

Over the past decade, AMRO has performed the duty of a capable and
trusted advisor to our members with great pride and commitment. As the
international organization responsible for macroeconomic surveillance
across the ASEAN+3 economies, AMRO’s mandate to contribute to the
region’s economic and financial growth and stability is even more critical
in today’s environment of great change and uncertainty.

We have adopted a blueprint in the form of our medium-term work
plan, which clearly lays out our strategic priorities. In a rapidly-evolving
environment, we have been able to nimbly put forward new priorities and
initiatives to cater to our members’ needs, while staying close to our vision
and mandate. A solid foundation has been laid to support the growth in
AMRO’s role in the next ten years and beyond.

Today, as we enter into a post-pandemic world, it is timely for us to
chronicle our unique experiences and policy responses since the Asian
financial crisis, and shed important insights on how the ASEAN+3 members
reinforced the fundamentals of their economies, allowing them to weather
the COVID-19 pandemic from a position of strength.

The documentation of our shared history and lessons learnt will hope-
tully inspire current and future leaders and policymakers as they battle the
COVID-19 pandemic and continue the journey of building our resilience
to future shocks and challenges.
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Putting this book together was a mammoth task, made more challenging
by COVID-19 restrictions. I would like to acknowledge, with gratitude,
the steering committee members, contributors, interviewees, member
authorities, and in particular, the secretariat — there are so many of you
that I am unable to name everyone — for delivering this history book, so
rich in knowledge and wisdom.

Enjoy reading!

*

A

Toshinori Doi
AMRO Director






Foreword by 2021 ASEAN+3 Co-Chairs

he 1997 Asian financial crisis, then the most devastating economic crisis

for the region, had necessitated the strengthening of policy dialogue,
coordination, and collaboration on the financial, monetary, and fiscal issues
of common interest amongst the ASEAN+3 countries. Today, as the region
continues to face the coronavirus disease (COVID-19) pandemic, the
ASEAN+ 3 financial cooperation continues to be of paramount importance
to support the regional economies overcoming COVID-19 and preparing
for the post pandemic era.

We therefore welcome the publication of this important book, which
archives the experience of past crises and guides us to reflect on optimal
ways to sail through the pandemic and strengthen the regional economy,
as well as prepare for the post-pandemic era. The book examines in detail
what happened during the Asian financial crisis, which caused significant
decline of GDP in the crisis-affected economies and plunged millions of
people into economic hardship. The crisis was also devastating, as it left
deep scars in the labor markets and corporate sectors of many ASEAN+3
economies that enjoying robust economic growth for years before the
crisis. How could the crisis have happened despite the strong economic
performance? How did the contagion spread so rapidly to neighboring
ASEAN+3 economies?

Although many books have been published to answer these questions,
we found that this book is unique in that it has not only compiled in-depth
analyses by renowned scholars on the subject, but also provides a “real-time”

ix
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narrative of the crisis based on extensive oral interviews with policymakers
who were present during the Asian financial crisis period. This approach,
which combines the academic analyses with oral interviews of the key
players, has allowed the book to present a more comprehensive, balanced,
and compelling views on the causes of the crisis, the policy responses, and
its long-lasting legacies in the region.

As the book explains well, the sudden and massive capital outflows
during the Asian financial crisis had prompted the ASEAN+3 authorities
to respond to the problem of the so-called “original sin” of currency and
maturity mismatches, by launching the Asian Bond Markets Initiatives
(ABMI) to develop local-currency bond markets and the Chiang Mai
Initiative which established bilateral swap arrangements among the central
banks to provide foreign exchange liquidity. In 2010, the latter initiative
subsequently evolved into the Chiang Mai Initiative Multilateralisation
(CMIM) Agreement, as the regional financial safety net that is supported
by AMRO, the surveillance arm of the CMIM, established in 2011 to help
the ASEAN+3 member authorities maintain macroeconomic and financial
stability in the region.

The book also shows how the regional economies have become more
resilient and dynamic since the Asian financial crisis, through sound
macroeconomic policies as well as economic reforms in their financial
and corporate systems. The regional authorities also strengthened their
external balance by building up foreign reserves as buffers against capital
flow volatility shocks. In retrospect, all the policy and institutional reforms
that were implemented after the Asian financial crisis at the national and
regional levels have strengthened the regional economies and allowed them
to weather the global crisis in 2008 relatively well.

That said, while the global economy is still struggling with the
COVID-19 pandemic, it is important for the authorities in the region to work
together in responding to the challenges ahead in the post-pandemic new
normal. In this regard, we are pleased that the ASEAN+3 Members agreed
this year to explore new areas of cooperation, for instance, in the areas of
infrastructure financing; macro-structural instruments; the strengthening
of financial resilience against natural disasters; and enhancing policy coor-
dination for technological advancement.
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We congratulate AMRO again for the publication of this important

book that brings together the collective knowledge and experience of

Asian policymakers. Armed with the lessons of the past, we can move

forward with greater confidence in managing shocks and averting another

financial crisis.

AS

Suraya Jaidin

Permanent Secretary
(Performance and Corporate)
Ministry of Finance and Economy
Brunei Darussalam

Z
Nodrrafidah Sulaiman
Deputy Managing Director
Brunei Darussalam Central Bank
Brunei Darussalam

el

Tae Sik Yoon

Deputy Minister for International Affairs
Ministry of Economy and Finance
Republic of Korea

Jwahong Min
Deputy Governor
Bank of Korea
Republic of Korea






Preface

heyear 2021 marks the 10th anniversary of the ASEAN+3 Macroeconomic

Research Office (AMRO) since its establishment in 2011 as the surveil-
lance arm of the Chiang Mai Initiative Multilateralisation (CMIM), and this
book was planned to commemorate the anniversary and recollect the origin
of the organization and developments so far in historical context.

Furthermore, the publication of this book has been undertaken as a joint
research collaboration between the AMRO and the Asian Development Bank
(ADB) on regional financial cooperation. This book will serve as the first
volume of the joint project, focusing on macroeconomic aspects of the Asian
financial crisis (AFC) and its consequences in retrospect. The subsequent
volume led by ADB will discuss the future of regional financial cooperation
in ASEAN+3, focusing on policy issues to strengthen micro-structures of
the region’s financial system from a forward-looking perspective. In this
regard, both volumes would complement each other to help readers grasp
key developments and main challenges toward strengthening regional
financial cooperation.

The major theme of this book is to take stock of the stories and insights
on the causes and impacts of the AFC, which is closely related to the creation
of AMRO. The AFC served as an awakening call to the ASEAN+3 region
and presented an opportunity to rethink the path toward regional economic
growth and integration, leading to the establishment and strengthening of
the ASEAN+3 Regional Financial Cooperation framework, and the creation
of AMRO. Although the crisis took place more than 20 years ago, its legacy
lingers and affects today’s economic and policy thinking.

xiii
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This book brings together a large group of policymakers and academics.
We interviewed 29 key policymakers and officials, who were in the frontline
fighting the crisis, taking us back to the scenes and providing us with a feel
of the challenges each economy faced during the crisis. The interviewees
include current and former high-level officials from member authorities,
especially those which were most affected by the crisis, and some former
senior staff at the International Monetary Fund (IMF) and World Bank. In
addition, three prominent players from the private sector were interviewed
to provide an industry perspective. We also invited 20 renowned economists
who have profound knowledge of their economies to share their analyses
and views on the causes, impact, and policy response of the individual
economies and the region and reflect on the lessons learned from the crisis.
We are confident that policymakers, academics, and readers alike will find
these in-depth recollections and studies valuable and thought-provoking.

The AFC highlighted the imperative for stronger regional financial
cooperation in economic surveillance, policymaking, and crisis management.
Since then, ASEAN+3 economies have taken a leap forward in deepening
regional financial cooperation through strengthening the region’s financial
safety net, enhancing economic and financial surveillance, and fostering
local currency bond market developments.

Today, despite the massive shock from the coronavirus disease (COVID-
19) pandemic, the ASEAN+3 economies have remained resilient and are
responding to the shock and bouncing back relatively unscathed, thanks
to the enhanced financial soundness, sizable policy cushions, and elevated
foreign exchange reserves, as well as prudent policymaking over the past two
and a half decades. Looking ahead, the crisis calls for ASEAN+3 economies
to “hold hands” not only to continue navigating the unprecedented global
health crisis but also to build up a stronger and more resilient regional
economy in the post-pandemic era.

Over the past decade, AMRO has strengthened its ability to act as
an effective and trusted regional surveillance organization. By adopting a
systematic surveillance framework, developing a suite of analytical tools,
and enhancing the outreach to peers and markets, AMRO has gradually
gained respect and credibility to its current position as the premier regional
surveillance organization to safeguard ASEAN+3’s macroeconomic and
financial stability. That said, there are challenges ahead. Continuing efforts



Preface

are needed to enhance its functional and sectoral surveillance, expand its
scope of surveillance toward more long-term and structural issues, and build
up its expertise on program design for future economic and financial crises.

The book is a product of the collaboration and great teamwork of many
people over the past two years. The three co-editors of the book, Hoe Ee Khor,
Diwa C. Guinigundo, and Masahiro Kawai, have provided guidance and
insights throughout the book’s production process as the Steering Committee
members of the book project. AMRO’s History Book Project Team, led by
Jae Young Lee, initiated the work plan and coordinated among the Steering
Committee, interviewees, chapter authors, historians, the publisher, and
other stakeholders to ensure a smooth and timely publication. Two historians,
Freddy Orchard and Guanie Lim, dedicated a significant amount of their
time to conduct the interviews and to provide an interesting and balanced
account of events during the AFC for each economy.

The discerning recollections by prominent policymakers and analysts
brought us back to the AFC moment. This would not have been possible
without the candid sharing of reflections and insights from policymakers
and major players during the AFC. Here, we thank the following: from
Thailand, M.R. Chatumongol Sonakul (former Governor of the Bank of
Thailand (BOT)), Thanong Bidaya (former Minister of Finance), Bandid
Nijathaworn (former Deputy Governor of BOT), and Supavud Saicheua
(then Head of Economic Research at Phatra Securities); from Indonesia,
Ginandjar Kartasasmita (former Coordinating Minister of the Economy;,
Finance and Industry), and J. Soedradjad Djiwandono (former Governor
of Bank Indonesia); from Malaysia, Nor Shamsiah Yunus (Governor of
Bank Negara Malaysia (BNM)), Ooi Sang Kuang (former Deputy Governor
of BNM), and Lin See-Yan (former Deputy Governor of BNM); from
Korea, Chang-yeol Lim (former Deputy Prime Minister and Minister of
Finance and Economy), Duck-koo Chung (former Minister of Commerce,
Industry and Energy), Yang-ho Byeon (former Director General of
Financial Policy, Ministry of Finance and Economy) Kyung-wook Hur
(former Vice Minister of Strategy and Finance), and Joong-kyung Choi
(former Minister of Knowledge Economy); from the Philippines, Amando
M. Tetangco, Jr. (former Governor of Bangko Sentral ng Pilipinas (BSP)),
Diwa C. Guinigundo (former Deputy Governor of BSP), Gil Beltran (former
Undersecretary of Finance), and Roberto de Ocampo (former Secretary of

XV



xvi

Preface

Finance); from Hong Kong, China, Norman Chan (former Chief Executive
of Hong Kong Monetary Authority (HKMA)) and Andrew Sheng (former
Deputy Chief Executive of HKMA); from Singapore, Teh Kok Peng (former
Deputy Managing Director of Monetary Authority of Singapore (MAS)),
Kishore Mahbubani (former Permanent Secretary at the Ministry of Foreign
Affairs), and Hoe Ee Khor (former Assistant Managing Director of MAS and
the current Chief Economist of AMRO); from China, Wei Benhua (former
Deputy Administrator of the State Administration of Foreign Exchange and
former Director of AMRO) and Zhu Guangyao (former Vice Minister of
Finance); from Japan, Eisuke Sakakibara (former Vice Minister of Finance),
Haruhiko Kuroda (former Vice Minister of Finance), and Hiroshi Watanabe
(former Vice Minister of Finance); and from international organizations
and others, Hubert Neiss (former Director of Asia-Pacific Department at
the IMF), Dennis de Tray (former Country Director of Indonesia Resident
Unit at the World Bank), Anoop Singh (former Director of Asia-Pacific
Department at the IMF), and Jim Walker (former Chief Economist of Credit
Lyonnais Securities Asia (CLSA)).

The book also presents thought-provoking new studies and insights into
the causes, impacts, and lessons of the AFC for an economy and the region
as a whole. We were fortunate to have outstanding researchers and special-
ists to join us in this project, and to whom we are grateful: Chalongphob
Sussangkarn; Diwa C. Guinigundo; Haihong Gao; Hans Genberg; Iwan J.
Azis; Jayant Menon; Joon-Ho Hahm; Hyeon-Wook Kim; Masahiro Kawai;
Lam San Ling; Satoru Yamadera; Soyoung Kim; Hyungji Kim; Shinji Takagi;
Sukudhew Singh; Wilhelmina C. Manalac; Yoichi Nemoto; and Hoe Ee Khor,
Beomhee Han, Jinho Choi, Kimi Xu Jiang, and Faith Pang Qiying.

Throughout the project, we have received great support and collab-
oration from many people and organizations. We would like to thank the
ASEAN+3 authorities for their strong support and useful suggestions during
the interim updates, and, in particular, the authorities of China, Japan, and
Korea for their generous financial support for this project. We are grateful to
the colleagues of Regional Cooperation and Integration Division, Economic
Research and Regional Cooperation Department at the ADB for their excel-
lent coordination and kind provision of the book cover design. The team at
World Scientific, consisting of Chua Hong Koon, Yolande Koh, Nicole Ong,
and Lai Ann, provided superb editing and publishing services. Last but not
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the least, AMRO’s Senior Management team and staff deserve our special
thanks for initiating and embracing this book project, and providing their
guidance and support along the way.

AMRO History Book Project Team
Jae Young Lee

Jinho Choi

Kimi Xu Jiang

Zhenyu Yuan

Kazuo Kobayashi

Masato Matsutani

Jing Luo
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Introduction and Overview::

Hoe Ee Khor, Diwa C. Guinigundo, Masahiro Kawai,
and Kimi Xu Jiang

“A crisis is an opportunity riding the dangerous wind.”
— Chinese proverb

Purpose and Methodology of This Volume

The Asian financial crisis (AFC) is considered one of the most significant
and devastating economic and financial crises in recent history. It is also
arguably the first global emerging market crisis as it spread across the world
affecting several other emerging market economies and a major United States
(US) hedge fund. Characterized by massive capital outflows and plunging
currencies, the AFC hit hard the economies across the region leading to
widespread corporate bankruptcies and retrenchment, financial sector
difficulties, high unemployment, and severe economic recessions. The crisis
broke out in Thailand in early July 1997, when the Thai baht’s peg to the
US dollar was abandoned and the currency was devalued sharply. Within a
few months and to the surprise of many, the Thai crisis spread to several of
the major Association of Southeast Asian Nations (ASEAN)+3 economies,
threatening to wipe out the “economic miracle” this region had managed to
achieve over the previous three decades.

Unlike earlier financial crises, the AFC was unique in terms of its
dynamics. Triggered by speculative attacks and a loss of investor confidence,
it became a self-fulfilling spiral of market contagion affecting even economies
with seemingly sound macroeconomic fundamentals. The crisis was argu-
ably ascribed to volatile capital flows induced by financial globalization, an
expanding corporate sector with weak balance sheets and governance, and

! All the chapters cited in the Introduction and Overview correspond to the ones from Part IIT and IV
of the Book Volume. Quotations in this chapter were selected from oral interviews in Part II.

2 Regarding the naming convention in this book, we refer to the full name of interviewees and authors for
analytical chapters as per his or her country’s practice. After the first appearance, his or her preferred
name is mentioned. Elsewhere, naming is provided by the chapter author(s).

3
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a growing domestic financial sector characterized by inadequate regulatory
oversight. Although capital account liberalization can attract capital inflows
to domestic businesses and financial institutions to finance economic growth,
it can also lead to a buildup in financial vulnerabilities such as credit boom,
asset bubble, or maturity mismatch, especially when the inflows are short-
term, denominated in foreign currencies, and unhedged. Lured by cheap
funding, Asian economies overinvested in many large projects including
several megaprojects and properties, relying directly or indirectly on funding
denominated in foreign currencies with short maturities. This exposed
domestic corporate and financial institutions to abrupt shifts in market
sentiments and capital flows.

The strong regional recovery in 1999 was equally remarkable as the
outbreak of the crisis in 1997. Thailand, Indonesia, Korea, and Malaysia,
the highly-affected economies during the AFC, rebounded strongly, beating
the market and official forecasts. Notably, the actual gross domestic product
(GDP) growth rate of the four economies in 1999 was 4.6%, 0.8%, 11.5%,
and 6.1%, compared to the International Monetary Fund’s (IMF) forecasts
of 1.0%, —4.0%, 2.0%, and 2.0%, respectively, published in May of the same
year. The “V-shape” rebound from the AFC laid a good foundation for the
strengthening of the macroeconomic fundamentals, repair of the balance
sheets of the corporate and financial institutions, and the enhancement of
regional cooperation in the subsequent years.

In comparison to the AFC, the global financial crisis (GFC), which
originated in the US, can be regarded as an external shock to the region and
ASEAN+3 economies were much less affected. Although these economies
saw their exports slashed as a result of weak external demand, they managed
to avert the worst of financial and economic instability experienced in the
AFC, thanks to their stronger economic fundamentals, improved financial
sector health, and enhanced regional economic linkages.

Crises, albeit detrimental to the economy and society, provide opportu-
nities for deeper reflections of the past. Although the two crises elicited varied
and arguably divergent responses, both the AFC and the GFC sped up regional
cooperation and integration among the ASEAN+3 economies. Enhanced
regional cooperation resulted in the creation of the Chiang Mai Initiative
(CMI), which evolved into the Chiang Mai Initiative Multilateralisation
(CMIM) facility as a regional safety net, the establishment of the ASEAN+3
Macroeconomic Research Office (AMRO) as a full-fledged regional
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surveillance arm, and the rapid development of local currency bond markets.

To mark the 10th anniversary of AMRO, the ASEAN+3 Regional
Financial Cooperation Book Project, entitled Trauma to Triumph — Rising
from the Ashes of the Asian Financial Crisis, aims to take stock of and analyze
the events during the AFC and subsequent developments, including the GFC,
that led to the establishment and strengthening of the ASEAN+3 Regional
Financial Cooperation Framework. Thus, this book will cover the period
before the AFC up to the post-GFC years when AMRO was established,
became an international organization, and began to play a leading role in
regional economic surveillance. The book will provide a narration of key
events, supplemented by the personal views of policymakers and experts who
participated in those events, which led to the establishment of a regional
framework for macroeconomic and financial stability in the region.

Part II, “What Happened During the Asian Financial Crisis and the
Global Financial Crisis,” draws on the recollections of policymakers and
analysts during the AFC as the basis for country-level narratives on the causes
and developments of the crisis, and measures that led to recovery. Part III,
“The Asian Financial Crisis and Global Financial Crisis: Experiences from
the ASEAN+3 Economies,” presents an analytical and deeper examination of
country experiences during both crises. Part IV, “Assessments of the Crises,
and the Development of Regional Financial Cooperation in Asia,” blends
analyses and assessments of the AFC and GFC, the management of the crises,
and financial sector restructuring and reforms in the regional economies.
This part will also cover the lessons learned from the crises, particularly with
a focus on the development of regional financial cooperation.

Part V, “Conclusion and Challenges Ahead,” concludes the volume with
reflections on what has been achieved thus far and what the remaining gaps
and challenges are, with the aim of catalyzing further discussions on the
direction of the region’s financial cooperation going forward.

Asian Financial Crisis

Derailing of the East Asian Miracle

The severity of the AFC took many by surprise as it took place in a period
of economic exuberance and bullish market sentiment in Asia. Asian econ-
omies were experiencing a broad-based and impressive development, many



6

Introduction and Overview

of which reached middle-income industrialized emerging markets status.
Rapid economic growth contributed to poverty reduction, as well as to an
improvement in literacy and health. The achievements were recognized by
international organizations. The World Bank published a report in 1993
with the title “The East Asian Miracle: Economic Growth and Public Policy”
The report sought to uncover the role that government policies played in the
dramatic economic growth, improved human welfare, and more equitable
income distribution in Hong Kong, Indonesia, Japan, Malaysia, Korea,
Singapore, Taipei,China, and Thailand. Moreover, in May 1997, the IMF labeled
Hong Kong, Korea, Singapore, and Taipei,China as “advanced economies.”

In the run-up to the crisis, Asian economies were characterized by
strong growth, booming investments, fiscal surpluses or small deficits,
and low to moderate inflation. Market sentiments leaned more toward
the view that currencies in this region might be undervalued rather than
overvalued, given the strong economic performance, sizable international
capital inflows, and the rapid accumulation of foreign exchange reserves
across the ASEAN+3 region. Investors were rushing into the region and
foreign banks were offering cheap loans to local banks, corporates, and
governments in the region. Therefore, it was a period of optimism about
Asian economies and a crisis was considered a remote possibility. With
such optimism, the macroeconomic and financial surveillance framework
for risk prevention and detection was still under development. It had yet
to consider the vast changes in the global financial landscape. For instance,
the IMF had not thought of compiling Special Data Dissemination Standard
indicators until 1996. Moreover, early warning systems, while already being
studied and developed, were not considered useful or relevant at that time
because the last major crisis had taken place only a few years ago in 1994,
when Mexico had to be bailed out by the US and the IMF with a USD 48.8
billion financial package. Therefore, the crisis took everyone by surprise,
especially its severity, speed, and contagion.

The severity of the AFC was felt first in the financial markets. Currencies
that had been stable for many years depreciated sharply. Thailand’s usable
foreign exchange reserves were quickly depleted in a desperate attempt to
defend its currency, leading to its floating on July 2, 1997. Its experience
indicated that reserves alone may not be sufficient to fend off speculative
attacks in a world of free capital movement and large macro hedge funds.
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The then Malaysian Prime Minister Mahathir Mohamad blamed “evil” hedge
funds that were willing to sacrifice emerging economies in the pursuit of
profits. During the AFC, some hedge funds mobilized massive amounts of
resources to attack a country’s currency, often amplifying market volatil-
ities and capital flows. A case in point is Hong Kong, where hedge funds
reportedly used a strategy of “double shorts” — shorting its currency and
equities at the same time to try to break the currency peg. In the wake of
the crisis, markets panicked and the fear spread over to other emerging
markets in the region. During the second half of 1997, the currencies of
Thailand, Malaysia, Indonesia, Korea, and the Philippines lost about half
of their value against the US dollar. Thailand sought an IMF program in
August 1997, followed by Indonesia and Korea in October and December
of the same year, respectively.

The sharp tightening of financial conditions induced by capital outflows
and IMF austerity programs led to economic devastation across the region.
The magnitude of negative impact on each economy differed depending on
its specific structural and policy conditions, such as the structure of its debt,
the strength of the domestic financial sector, the exchange rate and reserve
policy, political situations, and the structural characteristics of its economy
(Woo, Sachs, and Schwab 2000). For example, in Thailand, aggregate invest-
ment fell sharply and the economy contracted by more than 7% in 1998. In
Malaysia and Korea, GDP fell by 7.3% and 5.1%, respectively, in 1998. More
dramatically, in Indonesia, output fell by more than 13% in the same year,
the largest fall among the AFC-hit economies.

The economic crisis was exacerbated in some economies because it
was accompanied by a political crisis. Severe economic distress was likely
to decrease political support for those in authority (Haggard 2000). In
Thailand, the Chavalit government collapsed and a new Prime Minister,
Chuan Leekpai, took office. In Indonesia, the economic crisis ended the
three decades of the Suharto Presidency. In Korea, the crisis broke out less
than one month before the presidential election and the citizens elected
long-time dissident Kim Dae Jung as President. An uncertain political envi-
ronment would heighten concerns over the political willingness to commit
to corrective economic policies under an IMF program and, indeed in the
case of Indonesia, exacerbated the economic and financial loss, triggering
turther capital flight by investors and residents.
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Causes of the Asian Financial Crisis — Macroeconomic Imbalances
and Volatile Capital Flows

Although the AFC is a complex phenomenon with many causes, the under-
lying economic causes of the AFC derived from the confluence of growing
macroeconomic imbalances in the affected economies and trends in the
global financial markets. The volatilities in the global financial markets
further amplified the macroeconomic imbalances. The imbalances in the
external, banking, and monetary sectors were building up over the years,
spurred by large capital inflows in the lead-up to the crisis in 1997. The
crisis was triggered by speculative attacks, but what distinguished the AFC
from the past crises was the sudden stop in lending and the quick reversal
of capital inflows reflecting the high mobility of capital in international
financial markets. Arguably, such quick withdrawal of foreign portfolio
investment and bank loans across the region magnified the overall economic
and financial impact of the preexisting imbalances.

With hindsight, there was a consensus among observers that Asian
economies had suffered from some structural economic weaknesses before
the AFC. Some argued that such weak fundamentals could largely explain the
crisis. Corsetti, Pesenti, and Roubini (1999), for instance, emphasized the terms
of trade shock, lending booms, and the maturity and currency mismatches of
the financial and corporate sectors as the main factors. The macroeconomic
weaknesses can be summarized by the following three aspects:

1. High external borrowing: To maintain a high level of economic growth,
corporates and businesses overinvested despite visibly declining marginal
returns. Excessive investments were supported by cheap external funding
channeled through domestic financial institutions.

2. Pegged exchange rate policy: To spur export-driven economic growth,
Asian economies typically resorted to some forms of currency peg, from
a soft peg to the US dollar or a basket of currencies in most economies,
to a hard peg to the US dollar in Hong Kong.

3. Weak financial institutions and regulatory oversight: Domestic bank
credits grew rapidly, but were far from a market-based efficient allocation
and partly financed by short-term international funds. Banks’ capital
was also inadequate to provide sufficient buffers. However, financial
regulatory bodies at the time were complacent and were not fully aware
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of the risks building up in the domestic banking system. This contributed
to a buildup of vulnerabilities in financial sectors whose most visible
manifestation was eventually a growing share of nonperforming loans
(NPLs) (Goldstein 1998).

However, weaknesses in the macroeconomic fundamentals alone cannot
fully explain the sudden and rapid collapse of the entire financial system.
The AFC highlights another new type of crisis in which capital flows and
market confidence played a greater role than in previous crises. The AFC
put the spotlight on capital account liberalization, and the risks posed by
short-term cross-border flows, Soyoung Kim and Hyungji Kim argued
in their analytical chapter (Chapter 11). This view is widely shared by
policymakers who were interviewed and authors who drafted the country
chapters. As a reference, Chalongphob Sussangkarn (Chapter 1), former
Finance Minister of Thailand, explained, “The most important lesson was
probably related to the risks from financial globalization” According to
Sukudhew Singh (Chapter 3), former Deputy Governor of Bank Negara
Malaysia (BNM), “Portfolio investment flow was a source of vulnerability,
and policymakers in Malaysia were challenged in dealing with the size and
volatility of these flows.”

Increased capital account openness brought about a surge in net capital
inflows from the mid-1980s to 1996. The net flows were reversed and inves-
tors started to flee from the affected economies when the crisis hit them.
Such capital flow dynamics led to boom-bust cycles and severe crises across
the ASEAN+3 region. The devastating effects of capital flow reversals during
the AFC can be ascribed to various sources. According to Soyoung Kim and
Hyungji Kim, the AFC economies liberalized their capital account without
enough preparation against volatile international capital flows. Therefore,
massive reversals in capital inflows in bank loans and portfolio investments
led to instability in the financial systems and caused financial crises.
Moreover, the insufficiency of foreign exchange reserves also contributed to
crises. Therefore, combined with the lack of restrictions on capital outflows,
crisis-hit economies found themselves in an extremely difficult position to
counteract the large negative effects of capital flow reversals.

As a result of the crisis, the economic performance of ASEAN+3
economies deteriorated sharply in 1998. Average real GDP growth rate of
the region was about 0% in 1998, with real consumption dropping by 3%
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and real investment declining by 17%. Moreover, deterioration in economic
performance was much more severe among AFC-hit economies than other
ASEAN+3 economies.

Policy Responses to the Asian Financial Crisis

As the crisis unfolded and affected economies came to realize that their
foreign reserves were insufficient to defend their currencies, the IMF, as
the international “lender of last resort” for sovereigns, was called in to help
deal with the problem and restore market confidence. However, views on
the effectiveness of IMF’s policies are divided.

The IMF recommended a general tightening of monetary policy by
raising the policy rates to defend the currencies and reduce the size of capital
outflows at the onset of the crisis. The move has remained controversial until
today. On one hand, the IMF argued that this should quickly and effectively
stabilize the currency. The key concern was that should currencies continue a
free fall, the debts denominated in foreign currencies of the domestic banks
and businesses would rise further in domestic currency value. This could lead
to more bankruptcies and cause even larger scarring effects in the aftermath
of the crisis. Ex-ante, the advice seemed to be reasonable as the IMF had
prescribed this policy response for the Latin American crises in the 1980s
and early 1990s. However, the higher interest rates failed to turn around
the market sell-off and currencies continued to depreciate. Critics of such
tightening monetary policy claim that high interest rates caused systemic
bankruptcies of highly indebted corporates and the resulting surge in NPLs
of banks. This contributed to a huge output loss that the program economies
experienced during the AFC. In effect, the resulting corporate distress further
undermined market confidence and triggered further capital outflows.

Moreover, while the fiscal position was not a concern in the run-up
to the AFC, the IMF’s approach involved a tighter fiscal stance to reduce
domestic demand and improve the current account balance. The IMF
argued that an improvement of the current account balance would restore
market confidence in crisis-hit economies and currencies. Critics argued
that in times of crisis, the fiscal stance should be countercyclical and thus
expansionary, to support economic recovery, as lower government spending

would cause crisis-hit economies to contract even more. As policymakers
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came to realize the depth of the crisis, the IMF changed course and relaxed
the fiscal stance.

Another controversy lies in the requirement by the IMF to close down
insolvent banks during the crisis, which many considered to be the key
reason for the massive runs by depositors to healthy banks, particularly in
Indonesia. Apart from the contagion issue, critics argued that bank closures
without adequate protection of deposits during the crisis led to deposit and
capital flight and a freeze in bank lending, which is contrary to what was
urgently needed during the economic downturn. However, while Indonesia
experienced contagious runs to healthy banks, this did not occur in Thailand
or Korea. Corsetti, Pesenti, and Roubini (1999) pointed out that the difference
between Indonesia and the other two program countries could be ascribed to
the lack of an incentive-compatible deposit insurance scheme in Indonesia
and the failure of Suharto’s government to enact committed reforms in return
for the USD 40 billion in IMF financial assistance.

Emerging from the Asian Financial Crisis

Positive macroeconomic developments, such as improved current account
balances, rising foreign reserves, and the beginning of exchange rate stability
(and appreciation), achieved by the first half of 1998, led to a rapid recovery
of confidence among investors and a progressive improvement in economic
prospects of Asia (Corsetti, Pesenti, and Roubini 1999). Specifically,
economic adjustments, including bank restructuring, easing of monetary
and fiscal policies, structural reforms, and enhanced political commitment to
pursue good governance, contributed to the sharp rebound of crisis-affected
economies that was also beyond expectations of the IMF and others.

However, the pace of economic recovery was uneven across
AFC-affected economies. Figure 1 shows that Korea recovered quickly
after experiencing a 5% contraction of real GDP in 1998. In Thailand, even
though foreign reserves were restored fairly quickly, recovery of the real
economy took longer, almost 5 years before output recovered its pre-crisis
peak. With a slow recovery in production, there was excess capacity in the
economy, strong pressure on corporate deleveraging, and little incentive for
new investment. In Indonesia, even with the low base level due to the crisis,
GDP growth rate in the early post-AFC years never reached the pre-AFC
level and was far lower than the rate needed to absorb the growing labor
force (Azis 2008).

11
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ASEAN+3 economies succeeded to restore financial health through a
deep deleveraging process after the AFC. Figure 2 shows there was a sharp
rise in credit-to-GDP gap, the difference between actual and trend [HP
filtered] credit-to-GDP ratios, for Thailand, Malaysia, and Indonesia before
and during the AFC. The gap was more than 30% of GDP for Thailand and
Malaysia in the pre-AFC period, while it rose sharply to 60% for Indonesia
during the AFC. Following the AFC, crisis-hit countries were forced to
go through a long period of deleveraging. Figure 2 also indicates that for
Thailand, the deleveraging took more than 10 years, followed by Malaysia.
The deleveraging process for Indonesia was also deep but its duration
was not as long as in Thailand or Malaysia. Korea was able to complete its
deleveraging somewhat earlier.

As a result of aggressive financial and corporate sector restructuring,
banking sector health was restored. Figure 3 shows that the NPL ratios,
which had risen to close to 50% in Indonesia and 43% in Thailand during
the AFC, began to decline due to bank restructuring efforts. The NPL ratios
declined to less than 10% for all crisis-hit countries in the mid-2000s and
less than 5% toward the end of the 2000s.

Figure 1: Real GDP
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Figure 2: Credit-to-GDP Gaps
(Percent of GDP)
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Public sector debt, which also rose sharply in a few countries as a
result of the effects of exchange rate devaluation and bank recapitalization,
began to decline after the AFC (Figure 4). The public debt-to-GDP ratio
for Indonesia, which reached close to 90% in 2000, began to decline in an
orderly manner and was close to 25% by the end of the 2000s. In Thailand,
the public debt-to-GDP ratio rose to close to 60% in 2000 and then declined
to below 40% in the second half of the 2000s.

The crisis also generated some long-term adverse effects on investment
activities in AFC-affected economies, according to Barro (2001). The AFC
led to a massive collapse of investment in all crisis-hit countries, and over the
next 10 years, the investment-to-GDP ratio never recovered its pre-AFC level,
except in Indonesia (Figure 5). The flip side of the collapse of investment was
a sharp improvement of the current account balance in crisis-hit countries.
Figure 6 shows that the current account was in large deficit in Thailand (close
to 8% of GDP), Malaysia (5%), and Korea (5%) in the pre-AFC period, which
turned into large surpluses in the post-AFC period due to significant rises
in savings-investment balances. The investment collapse turned the current
account into a large surplus, and the current account surplus became the

Figure 4: Government Debt
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Figure 5: Domestic Investment
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Figure 6: Current Account Balance
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norm in the post-AFC period. Malaysia in particular registered large current
account surpluses of more than 10% of GDP.

Figure 7 shows that short-term external debt as a ratio of foreign
exchange reserves was larger than 100% in Korea, Indonesia, and Thailand
in the pre-AFC period. The ratio fell during the AFC, and over the next 10
years, the ratio remained at a level way below 100%, partly as a result of the
reduction in short-term external debt and a sharp rise in foreign exchange
reserves (Figure 8).

Figure 7: Short-Term External Debt
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Figure 8: Foreign Exchange Reserves
(USD billion)
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Weathering the Storm — Insiders and Experts’ Perspectives

Asian economies were not equally affected during the AFC. While Thailand,
Indonesia, and Korea ended up having an IMF program, Malaysia was able to
get through the crisis without it. The Philippines had a precautionary measure
to enable access to IMF funds, but the funding provision was eventually not
invoked. Hong Kong and Singapore were relatively less affected because they
had little external debt and strong fiscal and balance of payment positions.
Hong Kong, though, came under the cross hairs of speculators. China and
Japan were largely insulated from the crisis, as China had capital controls in
place and Japan was a major creditor country even though it was experiencing
its own domestic banking crisis.

We invited policymakers who were in the frontline fighting the crisis
and economists with profound knowledge of their economies to share
their ringside stories and insights. These oral interviews go into the causes
and developments of the crisis, and measures to overcome it. The section

17
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write-ups by renowned economists provide an analysis of the origin,
eruption, mitigation, and resolution of the AFC and reflect on the lessons
learned from the crisis.

Thailand — Origin of the Crisis

Thailand abandoned its peg of the Thai baht to the US dollar on July 2, 1997.
The events leading to it were recalled by Thanong Bidaya, former Minister
of Finance. He revealed that what alarmed him was that “net reserves were
about USD 1.5 billion as against total external debt of about USD 100 billion.”
Thanong saw no choice other than floating the baht. As the crisis mounted,
the Chavalit Government was forced to formally request for IMF assistance
when feelers to China and Japan for financial assistance were unsuccessful.
Total funding for the Thai crisis amounted to about USD 17 billion, of which
about 60% was contributions from regional economies.

Thai financial and economic indicators were still dismal some months
into the crisis. In January 1998, the baht fell to a record low, the stock
market collapsed, GDP was expected to fall 11%, and retrenchments were
rife. It was a lethal combination for businesses. As an example, Supavud
Saicheua, former Head of Economic Research at Phatra Securities, recalled
that his firm sold half of its business to an American brokerage, and his
research staff were reduced from about 60 to less than 10: “It had to be huge
downsizing everywhere.” It was also a difficult time for the government,
M.R. Chatumongol Sonakul, former Governor of the Bank of Thailand
(BOT), observed. He revealed the high public disaffection with BOT then:
“Even the taxi drivers were so mad with the central bank. They would not
even carry passengers to the central bank.”

The crisis led to significant reforms in several areas. The BOT adopted
the monetary policy framework centered on inflation targeting by intro-
ducing the modalities of open communication that would make for good
monetary policy. The banking sector was strengthened. Banks were better
capitalized. Banking supervision and prudential standards were raised
to conform to international standards set by the Bank for International
Settlements (BIS). Fiscal policy would be subject to a Fiscal Sustainability
Framework that would set guidelines on government borrowing. Corporate
governance standards were also strengthened and monitored.

Looking back, Chalongphob (Chapter 1) thought that the role of the
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IMF in the Thai crisis in the late 1990s was highly controversial. As an
example, Bandid Nijathaworn, former BOT Deputy Governor, emphasized
that the IMF’s insistence on cutting the budget to reduce the current account
deficit was misguided as the issue was mainly liquidity and confidence rather
than overspending by the government. In addition to the harsh condition-
ality imposed on Thailand, Chalongphob also questioned why the IMF did
not foresee a crisis or gave sufficient warning to the Thai authorities. On
the other hand, IMF staff publicly stated that warnings were given about
potential problems (on the high current account deficits and signs of asset
price bubbles), but they could not get the Thai authorities to pay serious
attention to them. On crisis mitigation, Chalongphob argued that when
a country has to deal with very large capital inflows (or outflows), capital
control measures should not be ruled out per se, as they can provide an
additional instrument for the authorities to maintain economic stability.
However, it would be very dangerous to simply copy measures that may
have worked for some countries at some point in the past.

Indonesia — An Economic and Political Crisis

Unlike Thailand, Indonesia did not show signs of an imminent crisis. Despite
downward pressure on the rupiah and stock market, most of the vital
economic figures indicated sound fundamentals when the baht was devalued
in July 1997. According to Ginandjar Kartasasmita, former Coordinating
Minister of the Economy, Finance and Industry, “Real GDP growth averaged
8% per annum between 1989 and 1996, spurred by strong investment. The
overall fiscal balance was in surplus after 1992, and public debt to GDP fell as
the government used privatization proceeds to repay large amounts of foreign
debt. Inflation, which hovered around 10%, was a little higher than that in
other East Asian economies, but was still low among developing countries.”

Faced with speculative attacks, Bank Indonesia (BI) took preemptive
measures. It first widened the intervention margins of the crawling peg
regime in the middle of July 1997, before free-floating the rupiah on August
14, 1997. However, these measures were not enough to curb rupiah depre-
ciation and restore market confidence. J. Soedradjad Djiwandono, former
BI Governor, revealed that Indonesian policymakers saw the need to convince
the market that the IMF would be behind Indonesia. A formal approach to
the IMF was thus made at the beginning of October 1997.
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However, both the IMF and the Indonesian government misjudged
the depth and nature of the crisis. Dennis N. De Tray, former World Bank
Representative at its Indonesian Office, argued that Indonesia suffered from a
private debt crisis, rather than a public debt crisis. Encouraged by a booming
economy, Indonesian firms had borrowed in US dollar for years, even though
their income streams were in rupiah. Jim Walker, former Chief Economist of
Credit Lyonnais Securities Asia (CSLA), echoed this view and noted that large
amounts of syndicated loans were coming in, mostly from Japanese banks
but with some also coming from European and American banks. However,
these capital flows were not properly captured in the official statistics.

Iwan J. Azis (Chapter 2) argued that as policy packages failed to restore
confidence, capital outflows accelerated, the currency depreciated, and
economic conditions worsened. As a result, what began as a vulnerable
condition hit by a contagion quickly turned into a severe economic distress.
As sociopolitical conditions deteriorated, the crisis rapidly turned into a
socioeconomic and political crisis, which would in turn exacerbate financial
instability.

For Ginandjar, the crisis underlined the need for “soft” infrastructure
like good institutions, and law and order, as a country developed and
exhausted gains from the “hard” infrastructure created in the earlier years.
This view was shared by De Tray, who added that there was also a need to
think seriously about political transition, especially in long-ruling admin-
istrations.

Malaysia — Unorthodox Use of Capital Controls as Part of Crisis
Management

Malaysia’s economic performance was not much different from the most
affected economies in the run-up to the crisis. Pre-crisis, both the Malaysian
government and the IMF considered the country’s economic fundamentals
fairly sound. However, as the crisis hit, several structural imbalances, which
were being addressed, became the catalysts of weakness.

“Unlike Mexico and other countries, Malaysia’s problem emanated from
the private sector and the government was not the real source of the problem,”
said Lin See-Yan, former Deputy Governor of BNM. “Credit growth had
been fast and meanwhile NPLs began to creep up. But fortunately, foreign
currency debts were low.”
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As the crisis evolved, Malaysia was faced with the volatile movements
of short-term capital flows and stock market turbulence. Nor Shamsiah
Yunus, currently Governor of BNM, attributed the unprecedented plunge in
stocks and currency to speculation and to “investors perceiving the region
as a homogenous asset class™ “I can still remember it distinctly given the
severity and speed in which the crisis spread across the region.” Ooi Sang
Kuang, former BNM Deputy Governor, opined that the offshore ringgit
and stock market facilitated capital flight, increasing the susceptibility of
Malaysian financial markets to speculative activities.

Malaysia’s initial policy responses to the crisis followed conventional
IMF prescriptions by tightening its monetary and fiscal policy. Shamsiah,
however, commented, “The combination of tight monetary policy and fiscal
restraint was doing more harm than good to the economy. The measures had
instead worsened businesses’ cash flows. As a result, private sector activity
contracted significantly”

Malaysia then charted an unorthodox course, eschewing the IMF and
its one-size-fits-all approach, according to former BNM Deputy Governor
Sukudhew Singh (Chapter 3). “The existing camp in BNM was quite
orthodox, so Mahathir did not find them very helpful. Short-term capital
flows and offshore ringgit were something we could not control. When both
swung wildly, the only way left for us was capital controls. We really had no
choice,” Lin recalled. In Sukudhew’s view, Malaysia’s experiences showed that
the selective use of capital controls can be applied appropriately. The measures
enabled policymakers to pursue expansionary fiscal and monetary policies,
and implement reforms to strengthen the banking and corporate sectors.

Looking ahead, Sukudhew argued that persisting with the regional and
global economic and financial integration is a necessity for the continued
growth of Malaysia’s economy given its small domestic market. However,
he also cautioned against the associated risks as experienced during the
AFC and GFC. In this respect, he believed that ASEAN+3 economies have
made efforts and benefited from regional cooperation in the post-AFC era
to mitigate those risks.

Korea — Pulling Down the Curtain on its Economic Miracle

Kyung-wook Hur, former Vice Minister of Strategy and Finance, thought
the crisis was “a great shock to Korea” The country was one of the “four
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Asian tigers” and was part of the success stories of the World Bank’s “The
East Asian Miracle” report. The strong macroeconomic fundamentals
made the authorities and the IMF complacent about the structural vulner-
abilities as evidenced by excessive leverage of the corporate sector, hidden
overseas liabilities, and double mismatches, namely, maturity and currency
mismatches, of its external debts.

Joon-Ho Hahm and Hyeon-Wook Kim (Chapter 4) argued that the
asymmetric information view explained particularly well the nature of the
Korean crisis, although the crisis shared both features emphasized by the bad
equilibrium (panic) view and the weak fundamentals view. The asymmetric
information view emphasized internal balance sheet vulnerabilities and
nonlinear disruptions with worsening information problems. This is largely
in line with the diagnosis from Yang-ho Byeon, former Director General at
Ministry of Finance and Economy, who argued, “The Korean crisis was due
to lax corporate management because the banking sector, the government,
and the politicians did not punish the non-competitive companies and just
kept them operating until the crisis erupted.”

As the crisis unfolded, Korea found itself short of foreign exchange
reserves. The Korean won depreciated, the stock market melted down,
corporations went bankrupt, and unemployment spiked. Chang-yeol Lim,
former Deputy Prime Minister and Minister of Finance and Economy,
revealed, “I came to realize that the excessive short-term foreign debt was the
most pressing problem. The short-term foreign debt was USD 100 billion.”
while foreign exchange reserves were merely less than USD 30 billion” As a
consequence, Korea had to resort to the IMF for help, which Hur recalled,
“When we began to work with the IMF delegation, it was really humiliating”

However, Hahm and Kim opined that the IMF’s tight macroeconomic
policies were controversial as the high interest rates would have destabilizing
effects by damaging corporate net worth whereas an expansionary fiscal
policy would not have had any negative implications on foreign currency
liquidity given the fiscal soundness of Korea. Critically, the external debt
rescheduling policy provided the critical momentum in mitigating the
liquidity crisis. Duck-koo Chung, former Vice Minister of Finance and
Economy, noted that despite strong protests, they “had to implement high
interest rates of 30% or higher for about 100 days. The government tried
hard to solve the problems caused by higher interest rates from the outset
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in November 1997, but it was not that easy.”

The role of the IMF in the crisis continues to evoke divergent views.
Joong-kyung Choi, former Minister of Knowledge Economy, recalled, “The
massive displacement of workers caused by widespread bankruptcy of
business firms brought about many cases of broken families. The IMF should
apologize to the Korean people officially for its serious mistake.” In contrast,
Byeon believed, “Under the IMF’s program, domestic reforms, especially
in the financial sector, and restructuring were strongly implemented and
followed by tight fiscal policy, slightly excessive monetary tightening, and
capital market opening. I still believe that it should have gone like this after
all” Similarly, in Lim’s view, “When it comes to the IMF program, I think the
positive effects outweighed the negative ones,” despite some disagreement on
how to manage interest rates and to handle banking capitals during the crisis.

The Philippines — Past Crisis Lessons and Laggard Economy
Cushioned Crisis Impact

Roberto de Ocampo, then Secretary of Finance, commented, “The Philippines
was better insulated from the AFC than its neighbors partly because it was a
laggard economy of Southeast Asia.” Through the 1980s,international inves-
tors and lenders largely saw the country as still being haunted by the political
uncertainties and the debt crisis of the previous two decades. Consequently,
“we were only able to go back to the international capital markets in the early
1990s,” recalled Amando M. Tetangco, Jr., former Governor at Bangko Sentral
ng Pilipinas (BSP). Thus, inadvertently, the limited capital inflows did the
Philippines a good turn as its asset markets were less bubbly than in other
regional economies and the Philippines was spared the massive outflows
of capital that beset the more affected countries. Moreover, Wilhelmina C.
Manalac (Chapter 5) argued that the Philippine economy was able to exhibit
greater resiliency vis-a-vis its peers arising from the lessons learned from
the earlier crises and the policy responses it generated.

As the crisis mounted, de Ocampo said, “Our first reaction to the Thai
crisis was that we were not likely to be affected. Our economy was pretty
strong, our reserves position was good, and our exchange rate was stable
and relatively strong” BSP’s first reaction during the crisis was to intervene
in the currency market and to raise interest rates, but the intervention
did not quell capital outflows. Diwa C. Guinigundo (Chapter 15), former
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BSP Deputy Governor himself, recalled that despite the intervention and
tightening of monetary policy, the peso depreciated very sharply: “The
bloodbath in Asia was unprecedented and reverberated even through the
goods market and the real estate industry.” After a few days, BSP decided
that intervention would not be effective as the problem was negative market
sentiment and loss of confidence in Asian markets. It ceased foreign exchange
market intervention to support the peso, allowing it to trade within a wider
band. In subsequent years, BSP embraced flexible inflation targeting as its
monetary policy framework and stepped up the adoption of international
standards for effective banking regulation and supervision. The exchange
rate was established on an independent float.

“As the fiscal policy was tightened, authorities decided to introduce
price control to avert the risk of possible hoarding and, in turn, the impact
of price increases on the poorer segment of Philippine society,” Gil Beltran,
former Undersecretary of Finance, explained.

Maifalac commented that instead of throwing the Philippine economy
off course, the challenging conditions it encountered before the AFC enabled
the authorities to recognize systemic frailties and adopt appropriate correc-
tive measures. It became an opportunity not only for employing effective
crisis management but for further strengthening the economy, ensuring
that its growth prospects could be sustained for the long haul. She also
highlighted that the AFC underscored the widespread effect and virulent
nature of contagion, and therefore the establishment of a regional group
that could offer financial support was considered appropriate. Looking back,
participation in regional financial cooperation has benefited the country in
responding to crises.

Hong Kong — Countering the Speculative Attacks

Hans Genberg (Chapter 6) argued that Hong Kong ended up having to
face a severe exchange rate crisis in the AFC because of speculative attacks
on the Hong Kong dollar (HKD). Similar to some other economies in the
region, the rapid and significant market spillover had caught Hong Kong
authorities by surprise. Norman Chan, former Chief Executive at the Hong
Kong Monetary Authority (HKMA), recalled, “We thought that as Hong
Kong has a much more mature and robust financial system, the AFC should
not affect us that much, and even if it did, Hong Kong would be able to
withstand the shockwaves.” In addition, the HKMA had braced itself for
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market dislocations beforehand. Andrew Sheng, former Deputy Chief
Executive of the HKMA, recalled, “The HKMA stress tested every market
and wanted to make sure that the brokers didn't fail and the banks didn’t
fail because of liquidity issues.”

The first target by speculators was the HKD exchange rate which is
linked to the US dollar through a currency board system (CBS). The attacks
began in August 1997 culminating in the week of October 20 with concerted
and intense selling. This triggered the CBS” automatic defense mechanism
where essentially the shorting of the HKD led to a contraction of the mone-
tary base, which pushed up interbank rates. As a result, the cost of shorting
the currency increased and the attacks fizzled out. In August 1998, the attacks
resumed but with a twist. It was a double-play strategy of shorting both the
HKD and stocks. The scheme was to sell both the HKD and stocks in the
forward market. This would cause interest rates to automatically rise, which
would cause stock prices to decline. The speculators would then buy back
the stocks at a low price to square their forward position and make a profit.
It seemed a sure-win proposition: they would win if the currency peg held
and win even more if it broke.

Genberg highlighted, “The Hong Kong authorities reacted in very
unorthodox ways to preserve the fixed exchange rate system by intervening
directly in spot and forward markets for both foreign exchange and equities.”
The unprecedented action can be viewed as “probably one of the most bril-
liant pieces of policymaking during the Asian crisis,” Walker opined. Chan,
who was in charge of the operations, met the chief executive officers (CEOs)
of the three largest brokers in Hong Kong to open stock and futures trading
accounts to enable the HKMA to start trading. However, these actions drew
sharp criticism globally. Alan Greenspan, former Chair of the US Federal
Reserve, for instance, commented, “Hong Kong had abandoned its free-
market principles.” In response, Hong Kong officials subsequently traveled
overseas to explain the policy actions and was able to turn international
opinion around.

The Hong Kong economy did eventually recover. The underlying
strengths of the economy enabled it to ride out the storm of the intense
speculative attacks. These included “a highly flexible economy, especially its
labour and product markets that could adapt to internal or external shocks,”
Chan stressed.
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Singapore — Flexibility and Preemptive Measures Stave off
Speculative Attacks

Similar to Hong Kong, Singapore adhered to its exchange rate regime —
managing the exchange rate flexibly against a basket of currencies within an
adjustable band — and was less affected by the market contagion throughout
the AFC period. Hoe Ee Khor, former Assistant Managing Director at the
Monetary Authority of Singapore (MAS) and currently Chief Economist at
AMRO, recalled, “We widened the exchange rate target band but we did not
want the exchange rate to move too much. We wanted to keep the exchange
rate strong because we were a financial center, and we wanted to maintain
investor confidence in the Singapore dollar” Teh Kok Peng, former Deputy
Managing Director of MAS, clarified, “I don’t think there were attempts to
speculate against the Singapore dollar at that time.” Singapore had enough
reserves and did not have the problem of over-borrowing in the financial
sector. So, “it was clearly a downturn induced by the neighbors.”

During the AFC, Singapore was valued as a sounding post for regional
developments and prospective solutions, and also participated in the financial
assistance packages for Thailand and Indonesia. Khor recalled, “We were
involved in terms of talking to the IMF missions and also the US Treasury
officials, who would stop over in Singapore to seek the views of the Senior
Minister and the Prime Minister, about the situation in the region.” When
Indonesia was under severe stress, “Singapore was of course very concerned
about things getting bad there,” said Kishore Mahbubani, former Permanent
Secretary at the Singapore Ministry of Foreign Affairs. “There were packages
coming out for Indonesia and we said we will contribute.”

Lam San Ling (Chapter 7) opined that the MAS’ cautious stance on the
internationalization of the Singapore dollar likely helped to avert massive
speculative attacks as it was harder to short the Singapore dollar in the
offshore market. She also noted that compared to other economies in the
region, Singapore adopted measures to cool down the overheated property
market in the run-up to the AFC. She believed that if similar measures had
been implemented in other crisis-hit economies, credit and overinvestment
in property projects would have been curtailed, and thus the adverse impact
of the AFC could have been mitigated.

However, keeping a stable and strong currency came at a price. In Khor’s
view, “The longer-term impact was actually quite significant because as a
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result of the crisis, our exchange rate became uncompetitive.” Consequentially,
labor-intensive industries were relocated outside Singapore and there was little
growth until 2005 compared to other economies in the region.

In the wake of the AFC, Singapore started to reinvent itself and work
on a new economic model. “We needed to move up the value chain if we
were going to be competitive,” Khor pointed out. That was when Singapore
decided to open up the hospitality sector and attract a whole new group
of manufacturing industries. Meanwhile, financial reforms were pursued
vigorously to facilitate the development of new financial services including
the asset management industry. The MAS shifted its regulatory approach to
focus more on the oversight of banks’ risk management systems. Monetary
policy became more transparent and accountable.

BCLMV® — Low Financial Integration, Tiny Ripple Effects

Jayant Menon (Chapter 8) argued that “BCLMV economies were only
indirectly affected by the AFC, as the financial systems of the BCLMV
countries were fairly underdeveloped and not well-linked to global financial
markets.” They did not experience the rapid and disruptive flight of volatile
and short-term capital that crippled other Asian countries because the
amount of portfolio capital in these countries was small (Okonjo-Iweala
et al. 1999). Moreover, a large agricultural sector provided a buffer during
external crises because demand for the output was generally inelastic and a
significant share of its demand was domestic.

“However, although trade and foreign direct investment did not contract
as much as in the original ASEAN member countries, it was sufficient to
reduce growth in all the BCLMV members in 1998, exposing and magnifying
existing vulnerabilities in their macroeconomy and nascent financial sectors,”
Menon pointed out. He further argued that the real economic impact was
aggravated by a weak capacity to implement countercyclical macro-economic
policy. On the monetary side, varying degrees of dollarization and the
multiple currency arrangements compromised the ability of the monetary
authorities to implement a discretionary monetary policy. On the fiscal side,
the authorities had limited fiscal headroom due mainly to weak tax collec-
tion capacity. There was also limited ability to implement countercyclical

* BCLMYV represents Brunei, Cambodia, Lao PDR, Myanmar, and Vietnam.
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stabilization policies using conventional instruments of spending, tax cut,
and transfer policy. Of course, the countries’ relative insularity and large
agricultural sectors also meant less need for such policies.

The AFC highlighted the need to increase economic and financial
cooperation in the ASEAN+3 region. In particular, BCLMV countries are
vulnerable to internal and external shocks, and their capacity to identify
and respond to shocks remains relatively low. The creation of the economic
review and policy dialogue (ERPD), CMIM, and the ASEAN+3 Asian Bond
Markets Initiative (ABMI) has been of limited value to BCLMYV so far.
Menon highlighted that “critics lament the peer review process as a beauty
contest, the regional financial safety net remaining inoperable, and local
currency bond market development not reaching BCLMYV in any significant
way. It would benefit BCLMYV a great deal if the CMIM could be more ‘user
friendly’ since alternative sources of liquidity are limited” Hence, until the
CMIM becomes truly operational, BCLMV members would have to rely
on the ASEAN Swap Arrangement (ASA) and bilateral support within the
ASEAN+3 region if they want an alternative to the IMF as global lender of
last resort.

China — Maintaining Yuan Stability as an Anchor of Regional
Currency Stability

Haihong Gao (Chapter 9) argued that the impact of the AFC on China was
relatively mild compared with other crisis-hit economies in the region,
thanks to its strict capital control and limited external exposure. The AFC
in 1997-1998 came at a time when China was still in the initial phase of
economic reform and opening up since 1978. Nevertheless, the AFC was a
wake-up call for China to draw lessons from other countries, particularly
in the areas of conditions for capital account liberalization and soundness
of the domestic financial system.

Gao opined that China’s initial “mute” response to Japan’s proposal of
an Asian Monetary Fund (AMF) put forward immediately after the crisis
reflected China’s concerns about possible minimization of the role of the
IMF in the region (Bowies and MacLean 2017). Moreover, Wei Benhua,
former Director of AMRO, did not think “the preparatory process by Japan
was adequate at that time. For such an important proposal, you need a lot
of time to prepare, to talk with different economies, and with their support
then you could make such a proposal”
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However, overall, China’s attitude toward a regional approach was posi-
tive. Wei recalled that during his time as the Executive Director for China at
the IMF, “China always extended its strong support to Thailand, Indonesia,
and Korea whenever they applied for financial assistance from the IMF and
we also supported national policies proposed by those countries.” China, as
well as other Asian countries, realized that regional financial stability was
a public good that required regional cooperation. In the wake of the crisis,
Zhu Guangyao, former Vice Minister of Finance, highlighted, “We overcame
the difficulties to set up the CMI framework.”

China also learned from the AFC that its exchange rate policy could
have a regional spillover effect. Zhu recalled that during the crisis time,
“China’s key policy was maintaining renminbi stability and no devaluation.”
“If we had devalued our exchange rate, then we would have had a direct
impact on the region,” Wei argued. Nevertheless, this came with a trade-off.
“If we keep to the no devaluation policy, China’s market share in the region
particularly, or in the world, would decline,” Zhu said.

Thanks to China’s fast growth and continuous economic and financial
liberalization, China has become a major trading partner and the hub of
global value chains in Asia. The Chinese currency has also gained impor-
tance in the region because of the rise of China as the largest economy
and trading nation in the region. However, Gao warned about the risks
arising from nationalism and trade tensions among the major economies
that could be detrimental to global multilateral cooperation in trade and
financing. The outbreak of the coronavirus disease (COVID-19) crisis has
further aggravated uncertainties about policy reactions and economic
consequences. Perhaps the most pressing downside effect of the pandemic
for China would be the pressure of economic decoupling and interruption
of globalization.

Japan — Providing Significant Financial and Promoting Regional
Cooperation

Even though Japan was suffering from a domestic banking crisis at around
the same time as the AFC, its main role in the AFC was providing significant
support for the AFC-affected countries and acting as a forceful promoter of
ASEAN+3 financial cooperation, Masahiro Kawai and Shinji Takagi (Chapter
10) argued. “Even though there were some losses for Japanese banks from
their operations in Thailand and Indonesia, they did not have so big an
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impact as to cause a domestic financial crisis in Japan,” Hiroshi Watanabe,
former Vice Minister of Finance, stated.

During the AFC, Japan actively supported both AFC-hit countries,
with IMF programs (Thailand, Indonesia, and Korea) and those without
(Malaysia). Soon after the financial crisis in Thailand erupted, the Japanese
government hosted a meeting among the “Friends of Thailand” to reach an
agreement to put together a financial package to support the IMF financial
program for the country. Kawai and Takagi noted that “focusing on the
immediate crisis period (through the end of 1998), Japan pledged approxi-
mately USD 44 billion in financial assistance for the AFC-hit countries” and
argued that “Japan’s commitment to provide substantial financial resources,
particularly under the New Miyazawa Initiative (NMI), undoubtedly helped
stabilize regional markets and economies, thereby facilitating the recovery
process.”

The crisis indicated that “some sort of standing facility within the region
may be necessary, Haruhiko Kuroda, former Vice Minister of Finance, stated.
Eisuke Sakakibara, former Vice Minister of Finance, shared a similar view:
“We were very critical of the IMF’s handling of the AFC and so we wanted
to establish some institution.” In September 1997, following the success of
the “Friends of Thailand” meeting, Japan proposed to establish an AMF
to supplement IMF resources, reportedly with the size of as much as USD
100 billion. The AMF would aim to pool foreign exchange reserves held by
regional central banks and monetary authorities, both to deter currency
speculation and, if a currency crisis were to occur, to contain the crisis and
the resulting contagion in the region.

“ASEAN countries decided that they would support establishing the
AME The major possible participants, China and Australia, took a somewhat
neutral position during our meeting in Hong Kong. However, the IMF and
the US opposed,” Kuroda recalled. The IMF and the US shared the view
that countries in the region affected by a currency crisis would bypass the
tough conditionality of the IMF and receive easy money from the proposed
AME, thereby creating the potential for moral hazard. Overall, Kawai and
Takagi noted that while the proposal of an AMF was welcomed by crisis-hit
countries, Japan eventually shelved the idea because of the lack of clear
support from China.

Kawai and Takagi noted that as an alternative to the AMEF, in May 2000,
Japan forcefully promoted ASEAN+3’s other joint initiatives to strengthen the
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three pillars of a regional financial architecture: an economic and financial
surveillance mechanism led by the ERPD process of the ASEAN+3 finance
group, a liquidity support facility called the CMI, and an Asian bond market
initiative. The hallmark liquidity support facility was the CMI (launched in
May 2000 as an informal network of bilateral swap arrangements (BSAs)
and multilateralized into the CMIM in 2010, which was designed to address
short-term liquidity needs in the event of a crisis or contagion and to supple-
ment the existing IMF financial arrangements. An important motivation
for Japan’s regional cooperation efforts is the recognition of ASEAN+3 as
a key production base and as an expanding consumer market for Japanese
multinational corporations, and the awareness that financial stability in the
region is therefore vital to the Japanese economy.

International Monetary Fund — Challenges, Controversies, and
Reflections

To support the crisis-affected countries, almost USD 120 billion was
pledged in IMF-led official rescue packages during the AFC. However,
the IMF programs for Thailand, Indonesia, and Korea were controversial
and the IMF’s credibility was damaged during the AFC. The prescriptions
by the IMF failed to restore market confidence or mitigate the devastating
macroeconomic impact of the crisis. Most policies, such as tighter fiscal
policies, higher interest rates, and quick closure of financial institutions,
did not work as intended and required renegotiation as the crisis deepened.
This reflected the inadequacy of traditional program design in dealing
with the AFC.

A crisis in Thailand was not unexpected. Hubert Neiss, former
Director of the IMF’s Asia and Pacific Department, for instance, disclosed
that Thailand “was the only country where we (the IMF) saw difficulties
emerging at an early stage” He put Thailand on the list of “problem countries”
in January 1997. “There were ample warnings, but looking back, I think
everybody underestimated the magnitude of the financial crisis that was
coming,” Neiss added.

Shinji Takagi (Chapter 12) shared Neiss’ view that “the problem with
the IMF’s pre-crisis surveillance was not one of ignorance, but largely of
underestimation of the adverse impact of the identified weaknesses and
vulnerabilities on investor confidence.” The problem appeared to be that the
Fund’s staff tended to be weak at forecasting macroeconomic developments
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in the face of volatile capital movements (Boorman et al. 2000). In the case
of the AFC, this reflected large errors in forecasting market reactions via
exchange rates and capital movements.

“The problem was simply that there wasn't the governance from the IMF
side or the Thai side on the supervision of the financial sector,” Anoop Singh,
former Director of the IMF’s Asia and Pacific Department, argued. “I would
say the problem was not the devaluation of the Thai baht. The problem was
that they should have started acting on the corporate side and the financial
side 12 months before that” Moreover, another non-negligible factor that
prevented the authorities from adopting effective policies before the crisis
was the political reluctance to cooperate. Singh recalled, “There were several
major concerns. Firstly, there was no data transparency. Secondly, there might
be data manipulation at work. Thirdly, there was a lack of cooperation with
the IMF. Fourthly, there were no clear efforts at preventing a possible crisis.
Lastly, there was a resistance to surveillance. Therefore, Thailand’s crisis was
not totally unexpected.”

The Thai financial crisis quickly spread to Indonesia and Korea and
caught many by surprise. Walker commented, “When one falls over, the next
thing that investors do is to look for the next candidate.” Neiss explained,
“Indonesia was quite susceptible to contagion as there were, especially in
the late period of the Suharto regime, great distortions in the market. The
unraveling of the good economic times brought these elements more into the
fore and contributed to the loss of confidence” Similar to those in Thailand,
the causes of the Korean crisis were “apparent weaknesses of banks which
led to the loss of confidence and capital flight.”

Takagi took the view that the AFC represented a new type of crisis
driven by capital flows rather than trade flows. Market expectation was
the key factor in this new type of crisis. Nevertheless, the IMF programs
during that time focused on raising interest rates to prevent capital from
further fleeing and tightening fiscal stance at the onset of the crisis. This
playbook — which worked well in fending off speculators in the 1980s and
early 1990s — did not restore investors’ trust. The doubt on the efficacy of
high interest rate policy remained unsettled. The interest rate defense of a
falling currency had been a standard practice in many contexts and had been
successful in some cases. On fiscal policy, Furman and Stiglitz (1998) and Ito
(2007), among others, argued that fiscal tightening as initially programmed
was unwarranted not only because of a prospective deceleration of growth
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but also because fiscal profligacy was not a cause of the crisis.

Additionally, the IMF was criticized by many because “some of the
measures in the programs were irrelevant to the current problems of the
short-term crisis,” Neiss recalled. Walker opined, “The IMF had a playbook
and did not have very much in the way of flexibility in their toolkit.” However,
Neiss argued, “The IMF position was that we wanted to work for a recovery
that had a lasting basis and that could be sustained. And for that reason,
long-standing damage in the economic system would have to be repaired,
and this was the occasion to do it.”

Takagi further highlighted that “the use of capital controls was the
elephant in the room that nobody either saw or wanted to see.” Notably, this
was a period when the international community, led by the majority of indus-
trial countries, was about to agree to amend the IMF Articles of Agreement,
giving the Fund a mandate to promote capital account liberalization. With
capital controls, the economic contraction would have been limited because
of the avoidance of sharp currency depreciation and significant increase in
the domestic currency value of foreign currency debt, and the needed official
financing would have been smaller in magnitude. A sudden imposition of
capital controls, of course, would have created a myriad of legal issues, but
the cost of legal work would have been small in comparison to the large
official financing needed in the absence of capital controls.

Learning from the AFC, “the Fund has changed hugely,” in Singh’s
view. “Number one, because of the AFC, the Fund created a financial sector
assessment program (FSAP), which examines the financial sector of major
economies every 1 to 3 years. Number two, our work on Basel III has helped
in protecting banks. We have a better idea now to get a more structurally
robust macroeconomic setting. Number three is transparency. Almost
everything the Fund does now is transparent” He also called for regional
institutions, such as AMRO, to do a lot more to contribute to regional
cooperation and stability.

In a similar vein, Takagi concurred that with the lessons learned, the
IMF’s surveillance has become increasingly more focused on financial sector
issues. Its crisis programs have become more realistic about macroeconomic
assumptions and conditionality, informed by a better understanding of the
nature of financial crisis driven by capital flow reversal. Structural condition-
ality has become more streamlined and focused on the IMF’s core areas of
competence. The IMF has become more transparent in its engagement with
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official partners and private investors. It has become more accommodative
of the use of capital controls to stem capital outflows. By its very nature, a
new crisis will inevitably happen from causes not sufficiently understood
or anticipated. Attempts to improve surveillance and to strengthen crisis
management capacity must be an ongoing process.

Global Financial Crisis

Ten years after the AFC, the GFC, as if establishing a 10-year cyclical interval,
broke out. Unlike past crises, the GFC originated in the US. The crisis rapidly
spread from the housing sector to the financial sector. In March 2008, Bear
Stearns, a major US global investment bank and securities brokerage, teetered
on the verge of bankruptcy and was sold to JPMorgan Chase supported by
a US Federal Reserves’ guarantee. However, the collapse of Bear Stearns
led to the cascading financial chaos that ensued. Half a year later, Lehman
Brothers, a global financial services firm, unable to secure US government
or the Federal Reserve’s assistance, declared bankruptcy. It then quickly
deepened into a global financial crisis through the interconnectedness of
global banks and financial institutions, whose innovative financial products,
such as collateralized debt obligations, were not fully understood at the
time. Ex-post, policymakers realized that such financial products concealed
risks underlying many subprime and low-rated mortgage loans and mort-
gage-backed securities.

Four major contributing causes of the GFC have been identified: exces-
sively easy monetary policy; regulatory failures, both at the microprudential
and macroprudential levels; the buildup of the global balance of payments
imbalances; and weaknesses in the international financial architecture
(Kawai, Lamberte, and Park 2012). However, there was no consensus on the
relative importance of these factors.

Unlike during the AFC, the ASEAN+3 region was affected only moderately
by contagion and spillover effects during the GFC. The contagion primarily
worked through the outflow of portfolio funds as a result of risk aversion
and flight to US dollar liquidity. However, both the extent of the portfolio
outflows and the downturn in the stock market were of a smaller magnitude
and ASEAN+3 economies were spared the worst experiences of the AFC. The
economic impact, mainly through the channels of trade and investment, was
also less severe, although that was partly due to the adoption of expansionary
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fiscal and monetary policies by many economies. As an example, Sussangkarn
noted that “luckily for Thailand, the decline in world trade only lasted for four
quarters starting from the fourth quarter (Q4) of 2008. Once the shortages
of US dollar liquidity that led to declines in trade finance were addressed,
global trade bounced back, and Thai exports grew quite rapidly.” Similarly, the
Malaysian economy rebounded sharply by 7.5% in 2010 after a 1.5% decline in
2009, driven by the recovery of private consumption and investments.

Ample monetary and fiscal space built-up in the aftermath of the AFC
allowed ASEAN+3 authorities to adopt expansionary stimulus programs
during the GFC. Moreover, the region’s economic fundamentals had
strengthened as a consequence of acting on the lessons learned from the AFC.
Current account balances were in surplus and foreign exchange reserves were
accumulated for precautionary purposes. In addition, the financial regulatory
frameworks were strengthened and commercial banks built up higher capital
buffers and better risk management capability.

One notable example of policy response was the Chinese government’s
massive CNY 4 trillion fiscal stimulus package that mainly targeted domestic
infrastructure investment. The fiscal stimulus package was also aided by
considerable credit expansion to the state-owned enterprises (SOEs). As a
result, the Chinese economy avoided a deep downturn during the GFC but
the stimulus policies sowed the seeds of imbalances, including overcapacity
and overleverage in the economy, in the years to come.

For the ASEAN+3 region, the long-term effects of the GFC are perhaps
more significant than the short-term ones, according to Kawai, Lamberte,
and Park (2012). Although the GFC affected the region relatively less as
compared to the AFC, the contagion, capital outflows, and US dollar liquidity
crunch served as another rude wake up call, which prompted policymakers
to further strengthen their resolve to enhance international and regional
cooperation. Globally, many reforms were rolled out, including regulatory
tightening with a focus on macroprudential regulation, reconsideration of
capital flow liberalization issues such as the IMF’s proposal on capital flow
management, and the general quota increase at the IMF to enhance its role
as a global crisis manager. The GFC also gave rise to the Group of Twenty
(G20) Leaders’ Summit to improve coordination among the heads of states
and governments on global issues. Regionally, the decade in the aftermath of
the GFC saw a faster buildup of foreign exchange reserves in the ASEAN+3
region, especially in China, as the ultra-easy monetary policies in the US and
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Europe led to massive inflows of liquidity into regional emerging markets. In
addition, regional policymakers set up regional policy forums, enhanced swap
arrangements, and further developed local currency bond markets.

Lessons from the Past Crises

Henry Paulson, former US Secretary of the Treasury, said, “I believe that the
root cause of every financial crisis is the flawed government policies” The
AFCin 1997-1998 and the GFC in 2007-2009 have shaped the trajectory of
economic growth, as well as policymakers’ perspectives on crisis manage-
ment at at both individual country and regional level. In particular, the
AFC revealed the dramatic changes that had taken place in global financial
markets since the breakdown of the Bretton Woods system in 1971, and the
imperative for a revisit of IMF policies and for structural reforms by Asian
economies.

According to Henning (2011), crises can potentially provide the
necessary conditions that trigger a shift to a new and durable equilibrium,
which in turn can lead to the creation of new regional institutions and
arrangements. For ASEAN+3 economies, although the two crises elicited
varied and arguably divergent responses, both have resulted in accelerating
the development and institutionalization of the region’s financial cooperation
over the past two decades, particularly in three key areas — (i) financial
safety net, (ii) economic and financial surveillance, and (iii) financial market
development (Kawai and Morgan 2014; Morgan 2018).

Financial Safety Net

The regional financial safety net has been strengthened. Although Japan’s
early proposal of creating an AMF was not realized in 1997, the idea was
revived in 2000 in the form of the CMI under the ASEAN+3 Finance Process,
and its subsequent expansion into the CMIM Agreement in 2010.
Beomhee Han (Chapter 13) opined that the IMF’s approach in handling
the AFC had led to “IMF stigma” (European Central Bank 2018), which has
prevented several regional governments from going to an IMF program
for fear of being discredited by the electorate (political stigma) or financial
markets (financial market stigma). The IMF, assuming the role of the global
crisis manager, could not provide swift and large-scale liquidity support to
contain and resolve the AFC. The scope and timing of IMF policy condi-
tionality were based on a standard set of “structural performance criteria”
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following its experience with the crisis management of the 1980s, which was
seen as “intrusive in national affairs” and undermined the national ownership
of the IMF program. In fact, there is a view that even if structural reforms
are relevant, it is not appropriate to implement them during a crisis.

As a result, according to Han, particularly since the GFC, global
policymakers have shifted their focus to creating a strong global financial
safety net. This is also expected to reduce reserve accumulation and lower
sovereign risk premiums, which in turn would help reallocate capital to
where it might be most productive. Therefore, the desire and endeavor to
have a strong liquidity support mechanism in the region are natural. Against
this backdrop, the CMI was launched at the ASEAN+3 Finance Ministers’
Meeting in May 2000 and was further upgraded by consolidating individual
CMI bilateral swap arrangements into one single multilateralized arrange-
ment, the CMIM, in May 2007.

In recent years, ASEAN+3 members have continued to enhance the
CMIM — particularly by increasing the IMF de-linked portion to 40%, and
adopting the CMIM conditionality framework and the ERPD matrix for
assessing eligibility by members to CMIM facilities. In doing so, members
have paid particular attention to striking a balance between the concern
over moral hazard and the need for a quick-disbursing self-help mechanism.

Economic and Financial Surveillance

Economic and financial surveillance capacities have been upgraded. ASEAN+3
members have been engaged in multiple regional cooperation forums and
organizations for information exchange, economic monitoring, research and
training, and policy dialogue for better policymaking. Among the various
forums and initiatives with overlapping memberships are the Executives’
Meeting of East Asia-Pacific Central Banks (EMEAP) and AMRO.

EMEAP comprises central banks and monetary authorities from
Australia, China, Hong Kong, Indonesia, Japan, Korea, Malaysia, New Zealand,
the Philippines, Singapore, and Thailand. Diwa C. Guinigundo (Chapter
15) pointed out that past crises have provided the impetus for a stronger
regional identity and cooperation which in turn led to the enhancement of
regional cooperation mechanisms such as EMEAP. Since its establishment
in 1991, EMEAP has been perceived as the first successful regional forum
in the region (Hamanaka, 2011). It has significantly contributed to fostering
economic and financial cooperation in the region. Its efforts and initiatives
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to deepen regional bond markets and regional macro-financial surveillance,
information sharing, and capacity-building activities have contributed to
greater macroeconomic and financial stability in the region. Guinigundo
reviewed the key developments of this initiative:

« The first EMEAP Governors’ Meeting was held in July 1996 in Tokyo,
Japan, and the Governors reviewed economic and financial developments
in the region and discussed means to enhance cooperation to strengthen
financial stability and foster market developments.

o During the third Governors’ Meeting held on July 14, 1998, EMEAP
Governors affirmed the importance of EMEAP activities in promoting
information exchange and developing mutual trust among the economies
in the region.

o In the run-up toward the GFC in 2007, EMEAP established the
Monetary and Financial Stability Committee (MFSC). The GFC in 2008
underscored the importance of stepping up regional cooperation and
surveillance efforts to jointly monitor the developments of the GFC and
assess its impact on regional economies and its implications for EMEAP
central banks (EMEAP 2008).

o Atpresent, EMEAP is a multitiered forum without a dedicated secretariat.
EMEAP depends on the capacities of member countries and its activities
include meetings, committees, and working groups at various levels.

Notwithstanding EMEAP’s significant contributions, Guinigundo opined that
there would be scope to further advance the cause of regional cooperation.
In the area of bond market development, more work remains in the area
of developing corporate bonds. In addition, EMEAP has the potential to
develop a regional scheme for the macro-prudential policies of its members.
Furthermore, there could be scope to strengthen communication between
AMRO and EMEAP to enhance early warning systems in the region and
improve the crisis management framework. Lastly, observers suggest that
EMEAP can benefit from greater openness in its current programs and
initiatives.

AMRO, a macroeconomic surveillance organization focused on
securing economic and financial stability and supporting the CMIM, is the
fruit of the regional financial cooperation process over the past two decades.
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In May 2009, ASEAN+3 finance ministers reiterated their commitment to the
establishment of an independent regional surveillance unit to monitor and
analyze regional economies and support CMIM decision-making. AMRO
was initially established as a company limited by guarantee in Singapore in
April 2011 and was converted and officially designated as an international
organization in February 2016.

Since then, AMRO has expanded and developed further in terms of
organizational structure and capacity. An external assessment by Grimes and
Kring (2020) noted AMRO’s rapid progress in strengthening its surveillance
and program design capabilities. However, given the lack of experience in
managing a regional currency crisis, the study concluded that it is too early
to judge AMRO’s capability to fulfill its mission as a crisis manager.

Yoichi Nemoto and Faith Pang Qiying (Chapter 14) opined that despite
the progress made over the past decade, there is further scope for AMRO
to enhance its effectiveness and support members in the future. To achieve
this, they noted that AMRO must persist with its efforts to build expertise
on crisis management, program designs, and policy recommendations. The
need to enhance the coverage, frequency, and quality of data and statistics
will continue to be a long-term agenda for AMRO. Finally, there is a need
for ASEAN+3 members to consider AMRO?’s status with regard to its role in
supporting the CMIM. To ensure a smoother activation process of the CMIM,
it is also worthwhile for ASEAN+3 members to consider legally upgrading
the CMIM and to pool together a portion of the CMIM’s total resources into
a separate paid-in fund to ensure the swift disbursement of funds.

Nemoto and Pang further pointed out that “we must make hay while
the sun shines” The ASEAN+3 region has built a strong foundation and
sound macroeconomic fundamentals and strengthened the various layers
of the regional financial safety net to create strong self-help buffers. They
argued that it might be a good time now for policymakers to consider
turther enhancing and integrating regional facilities so that AMRO/CMIM
can become a credible regional monetary fund and play a greater role in the
provision of global financial safety net.

Financial Market Development

The AFC’s adverse impact on some ASEAN+3 economies due to their
high dependence on foreign borrowings and the “double mismatches” in
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maturity and currency led to the developments of local currency (LCY) bond
markets in the region. Satoru Yamadera (Chapter 16) highlighted that the
AFC demonstrated that a well-functioning domestic bond market would be
helpful to minimize the currency and maturity mismatches that had made
the region vulnerable to the sudden reversal of capital flows. Policymakers
in ASEAN+3 recognized such needs and decided to launch the ABMI at the
ASEAN+3 Finance Deputies Meeting in Chiang Mai, Thailand in December
2002 to mitigate the risks.

According to Yamadera, the main targets of regional cooperation among
ASEAN+3 economies are to prevent market contagion in the short-term and
to facilitate a more stable financing in the long run. In his view, the CMIM
could address the issue of market contagion, whereas the ABMI could
promote stable financing from local currency bond markets. The ABMI has
demonstrated a role for regional cooperation that can address the problem
of coordination failure and lack of knowledge and experience. Furthermore,
it has pushed member economies to achieve more through peer pressure.
Shared knowledge and experience have supported the identification of
problems and provided appropriate policy advice.

Yamadera pointed out that during the initial phase of the ABMI
(2002-2007), ASEAN+3 policymakers focused on establishing basic market
infrastructures and regulations for LCY bond markets. The expansion of LCY
bond markets showed that ASEAN+3 member economies made a great deal
of progress in mitigating the “original sin” problem. Since the establishment
of ABMI, the total size of LCY bond markets in ASEAN+2* has climbed
to USD 18.7 trillion at the end of September 2020 (Asian Development
Bank 2020), comparable in size to the markets for US Treasury bonds or
euro-denominated bonds issued by the residents of the Euro Area. He further
stressed that the ABMI has supported not only the growth of market size but
also the functioning of LCY bond markets. Increased issuance and improved
market liquidity have strengthened the yield curves’ role as a benchmark
for other assets. In addition, a wider range of benchmark issues has also
allowed the creation of benchmark indexes across many regional markets.
In terms of bond types, there is a wider range of bonds issued in the region,
including inflation-linked bonds, green bonds, asset-backed securities, and
Sukuk (Islamic bonds).

4+ ASEAN+2 includes the ASEAN countries, China, and Korea.
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Yamadera emphasized that to overcome the remaining challenges of
ABMI and deepen regional market integration, the scope of the regional
initiative needs to be expanded beyond bond markets. The region would
need to introduce more useable and cheaper hedging tools to mitigate
foreign exchange risk, to promote more LCY to LCY transactions by
expanding access to local currency liquidity, to consider using the increasing
amount of high-quality liquid assets as cross-border collateral, and lastly to
strengthen market confidence and reduce frictions to facilitate cross-border
movement of capital flows. Therefore, ASEAN+3 economies must continue
their efforts to improve the financial market and economic fundamentals.

Challenges and Outlook

We have revisited how the AFC and GFC erupted and spread across the
region, analyzed their causes and consequences, and drawn lessons from
both crises. Today, ASEAN+3 members remain highly diverse in terms of
their economic, social, and cultural features and developments. From the
viewpoint of economic development, the region is unique with its members
ranging from developing to developed economies, with some resource-rich
economies, manufacturing industrial economies, and global financial centers.
That said, such diversity can actually provide opportunities for trade, invest-
ment and financial exchanges, and collaboration in economic policies. At the
same time, the region also shares many common interests, and therefore, it
can leverage such common interests to drive regional financial cooperation
to an even higher level of development.

The outbreak of the COVID-19 pandemic has highlighted the need
for ASEAN+3 economies to “hold hands” and work together in the spirit of
regional cooperation, not only to navigate the unprecedented global health
crisis but also to build up resilient economic systems in the post-pandemic
era. Although ASEAN+3 economies are still quite distant from realizing
the full potential of economic and financial integration, regional economic
integration has taken a step forward recently with the signing of the Regional
Comprehensive Economic Partnership (RCEP) Agreement. Further regional
financial integration would demand greater cooperation among regional
authorities, such as finance ministers, central banks, and financial regulatory
bodies, to work toward a more integrated financial system while ensuring
that such a system is under sound supervision.

41



42 Introduction and Overview

References
Asian Development Bank. November 2020. Asia Bond Monitor. Manila.

Azis, Iwan J. 2002. “Indonesia’s Slow Recovery after Meltdown” Asian Economic
Papers, Vol. 6. MIT Press.

Barro, Robert]. 2001. “Economic Growth in East Asia Before and After the Financial
Crisis” NBER Working Paper No. 8330.

Boorman, Jack, Timothy D. Lane, Marianne Schulze-Ghattas, and Ales Bulir. 2000.
“Managing Financial Crises: The Experience in East Asia” IMF Working Paper
00/107.

Bowies, Paul, and Brian K. MacLean. 2017. “China and Asian Financial Cooperation.”
http://web.isanet.org/Web/Conferences/HKU2017-s/Archive/89{87f58-6374-4886-
a029-9¢6051197468.pdf.

Corsetti, Giancarlo, Paolo Pesenti, and Nouriel Roubini. 1999. “What Caused the
Asian Currency and Financial Crisis?” Japan and the World Economy 11 (3): 305-373.

European Central Bank. 2018. “Stigma? What Stigma? A Contribution to the Debate
on Financial Market Effects of IMF Lending.” Working Paper Series No. 2198.

Executives Meeting of Asia-Pacific Central Banks. 2008. “Statement of the
MESC,” October 30. http://www.emeap.org/wp-content/uploads/2015/04/
EMEAPJointStatement2008-10-30.pdf.

Furman, Jason and Joseph Stiglitz. 1998. “Economic Crises: Evidence and Insights
from East Asia” Brookings Paper on Economic Activity 2: 1-135.

Goldstein, Morris. 1998. “The Asian Financial Crisis: Causes, Cures and Systemic
Implications.” Policy Analysis in International Economics, Vol. 55. Washington, D.C.:
Institute for International Economics.

Grimes, William W., and William N. Kring. 2020. “Institutionalising Financial
Cooperation in East Asia: AMRO and the Future of the Chiang Mai Initiative
Multilateralization.” Global Governance 26: 428-448.

Haggard, Stephan. 2000. “The Political Economy of the Asian Financial Crisis.” Policy
Analysis in International Economics. Washington, D.C.: Institute for International
Economics.

Hamanaka, S. 2011. “Asian Financial Cooperation in the 1990: The Politics of
Membership.” Journal of East Asian Studies 11 (1): 75-103.

Henning, C. Randall. June 2011. “Economic Crisis and Institutions for Regional
Cooperation” ADB Working Paper Series on Regional Economic Integration, Vol. 81.

Ito, Takatoshi. 2007. “Asian Currency Crisis and the International Monetary Fund,
10 Years Later: Overview.” Asian Economic Policy Review 2: 16-49.

Kawai, Masahiro, and Peter Morgan. 2014. “Regional Financial Regulation in Asia”
ADBI Working Paper No. 460, Tokyo, Asian Development Bank Institute.



Introduction and Overview 43

Kawai, Masahiro, Mario B. Lamberte, and Yung Chul Park. 2012. The Global Financial
Crisis and Asia-Implications and Challenges. Oxford University Press.

Morgan, Peter J. May 2018. “Regional Financial Regulation in Asia” In Global Shocks
and the New Global and Regional Financial Architecture, edited by Naoyuki Yoshino,
Peter ]. Morgan, and Pradumna B. Rana. Asian Development Bank Institute and S.
Rajaratnam School of International Studies (RSIS).

Okonjo-Iweala, Ngozi, Victoria Kwakwa, Andrea Beckwith, and Zafar Ahmed.
September 1999. Impact of Asia’s Financial Crisis on Cambodia and the Lao PDR.
Finance & Development, Vol. 36. Washington, D.C.: International Monetary Fund.

Woo, Wing Thye, Jeffrey Sachs, and Klaus Schwab. 2000. The Asian Financial Crisis:
Lessons for a Resilient Asia. MIT Press.






What Happened During the
Asian Financial Crisis and
the Global Financial Crisis







Chapter 1

Introduction
Freddy Orchard and Guanie Lim

The narratives in this Part II are based on interviews arranged in conjunction
with the publication of this volume. The interviews revolved around the
theme of what happened during the Asian financial crisis (AFC). In essence,
therefore, the following chapters can be taken as an oral history collection
of this historical, momentous event in the region.

A total of 32 interviews were completed, involving interviewees from
nine economies throughout the region and from the International Monetary
Fund (IMF) and the World Bank. Five of the interviews were in written
format, the rest were oral. The interview process coincided with, but was not
derailed by, the coronavirus disease (COVID-19), which imposed restrictions
on travel. Except for two face-to-face sessions in Singapore, the rest of the
oral interviews were virtual.

Interviewees occupied leadership positions in the vital organizations
engaged in responding to the crisis. These included the relevant ministries,
central banks, international organizations, and investment firms. Through
them, we are thus able to enrich the narratives with frontline, insider accounts
of events as they unfolded, of the reasons for critical decisions and their
repercussions — in short, for how and why the crisis evolved as it did in
the different regional economies as well as the progress achieved in regional
financial cooperation.

The nine economies covered can be grouped as follows:

(i) Thailand, Indonesia, and Korea had important commonalities: they were
the most affected countries, going through the most severe economic
contractions; problematic private sector external debt; an over-exposed
banking system; depletion of reserves; and the consequent resort to
IMF assistance. The role of politics was also most pronounced in these
countries. The interviews shed light on the impact of these issues. Thus,
the role of the IMF comes across as controversial. Politics played a
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most important role in Thailand. Its change of government saw more
decisive policies. In Indonesia, regime change, initially destabilizing,
led to sustainable recovery and to Indonesia becoming a democracy.
And in Korea, a new president was hailed by one interviewee as Korea’s
equivalent of a Nelson Mandela in the way he put his shoulders to the
wheel of reforms.

(ii) Malaysia is a stand-alone. While its economic growth was as affected

by the AFC as Thailand, Indonesia, and Korea, it stands unique for its
unorthodox response to the crisis: the use of selective capital controls.
The policy was much criticized then, though Eisuke Sakakibara, then
Vice Minister of the Japanese Ministry of Finance, revealed that Japan
supported Malaysia’s approach. When asked about Malaysia, other inter-
viewees recalled then Prime Minister Mahathir Mohamad’s repugnance
to calling in the IMF, why he settled on the use of capital controls, the
additional measures he took to reinforce them, and the extent to which
Malaysia’s approach was successful.

(iii) The Philippines also stands on its own. It was, as articulated in an inter-

view, “a latecomer to the Asian party” and the only country that had an
ongoing IMF program in the pre-crisis years. Hence, it was spared the
excessive external borrowings and volatile capital flows that triggered
crises elsewhere. But the interviews also emphasized that reforms in the
1980s-1990s helped shield the country from the worse of the AFC.

(iv) Hong Kong and Singapore share important characteristics. They are

city-states and international financial centers, and had impeccable funda-
mentals such as strong banking systems, little external debt, and ample
reserves. Yet, both were affected by the AFC, though in different ways.

Hong Kong was the quintessential case of a sound financial system
that bore the brunt of the machinations of speculators. The interviews
showed how these machinations reared their heads and were then beaten
by ingenious policy response. But the speculative attacks caused property
prices to tumble and slower gross domestic product (GDP) growth for
several years.

Singapore was by-passed by speculators. However, its policy to keep
the Singapore dollar stable led to a hollowing out of labor-intensive
industries and a period of lower growth relative to the regional economies.



Introduction

For both Hong Kong and Singapore, interviewees referred to
the positive outcomes from their AFC experiences: for Hong Kong,
these were the financial windfall from beating the speculators and the
stock-exchange listing of a long-term investment product for residents;
for Singapore, it was a revised long-term financial and economic strategy
that led to the rapid development of the financial sector and economic
boom in the second half of 2010s.

(v) Japan and China have two important commonalities. First, both were
relatively insulated from the regional crisis. For Japan, it was more a case
of the bursting of the Japanese asset bubble causing Japanese banks to
withdraw funding from Asia rather than the AFC having a significant
impact on Japanese banks. In China’s case, it was insulated largely due
to a closed capital account and little external debt.

Second, both countries were stabilizing influences for the region as
well as instrumental in furthering regional financial cooperation. China’s
decision to keep the renminbi stable removed a major uncertainty for
regional currencies. The interviews revealed what went into the decision.

Japan actively supported the crisis-hit countries from the start. The
Japanese interviews indicated that Japan felt it was necessary to do so not
only because of large Japanese investments in the region but also because
of perceived shortcomings in the IMF’s approach. Japan also floated
the idea of an Asian Monetary Fund. It fell through mainly because of
the United States (US) and IMF objections. More broadly, the Japanese
interviews also went into the differences between Japan and the US on
the causes of, and solutions for, the AFC.

Finally, Chinese interviews told of a breakthrough in China, Japan,
and Korea relations that enabled regional financial cooperation to
advance. This was a little-known meeting among Chinese, Japanese,
and Korean officials that paved the way for the inception of the Chiang
Mai Initiative and the other arrangements that followed.

Two other chapters follow the country chapters. One features excerpts from
the transcripts of the two IMF officials interviewed. These excerpts elaborate
on the IMF approach, how its view on the AFC evolved, and the pressure
that teams undergo in negotiations with their counterparts on the other side
of the table. A final chapter comprises quotations from our interviewees on
their main takeaways and lessons from the AFC experiences.

49



50 What Happened During the Asian Financial Crisis and the Global Financial Crisis

Although close to 25 years have passed since the AFC, it is remarkable
how clearly most interviewees could still recall events prevailing then. This
speaks of the deep impression the AFC had cast on them, of recollections
about how the crisis began, in many cases seemingly improbable; of the
financial and economic stress that ensued; and finally of the success in
surmounting the crisis and implementing reforms that made their economies
more resilient.



Chapter 2

Thailand

Freddy Orchard and Guanie Lim

This chapter draws on the interviews of seven persons: Bandid Nijathaworn, M.R.Chatumongol
Sonakul, Supavud Saicheua, Thanong Bidaya, Hubert Neiss, Anoop Singh, and Haruhiko Kuroda.
During the 1997 Asian financial crisis, Bandid served as the Director of the Banking and Foreign
Departments, Bank of Thailand. Chatumongol was the Permanent Secretary at the Thai Ministry of
Finance before taking over as Bank of Thailand Governor. Supavud was the then Executive Vice
President and Head of Economic Research at Phatra Securities. Thanong became the Minister of
Finance in June 1997, taking over from Amnuay Viravan. Neiss was the then Director of the Asia
Pacific Department at the International Monetary Fund. Singh was then Deputy Director of the Asia
Pacific Department at the International Monetary Fund. Kuroda was then Director General of the
International Bureau at the Japanese Ministry of Finance.

On July 2, 1997, the Bank of Thailand (BOT) abandoned its long-standing
policy to peg the baht to the United States (US) dollar at a fixed rate and
floated the currency. The decision triggered the crisis in Thailand, which in
turn was the precursor to a wider regional crisis. Observers like Haruhiko
Kuroda took the view that the Asian financial crisis (AFC) would not have
happened if there had been no Thai crisis. The Thai crisis, in other words,
exposed the vulnerabilities and the policy blind spots that would be the
underlying causes of the financial contagion that would sweep through the
region.

Signs of Financial Stress

Signs of financial stress in Thailand had become acute by 1996. These
included the collapse of the Bangkok Bank of Commerce; a bond default by
Somprasong Land; the forced merger of Finance One, a high-profile finance
company, with a bank; and the suspension of trading on bank and finance
company stocks. Current account deficits of around 8.5% of gross domestic
product (GDP) in 1995 and 1996 were also concerning. An outbreak of
financial distress in Thailand was hence not unexpected.
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Hubert Neiss recalled that Thailand was the only country where he
and his colleagues saw difficulties emerging at an early stage. He elaborated:

“Since the beginning of 1997, | regularly reported to the Executive
Board on Thailand in their meetings on ‘problem countries,’ in
particular on speculative episodes against the baht in the foreign
exchange market, and the overheating of the construction boom.
Privately, Management urged the Thai authorities to give more flex-
ibility to the exchange rate and to tighten macroeconomic policy in
order to restore market confidence.”

Kuroda opined that Thailand’s dollar-pegged system had become
unsustainable by 1997:

“| became Director General of the International Finance Bureau in
July 1997; that was the time the Thai currency crisis erupted. Actually
in February 1997, when | was Head of the Research Institute at the
Ministry of Finance (MOF), before | went to Bangkok to participate
in an international conference, | had just read the International
Monetary Fund (IMF) consultation paper on Thailand and | found that
Thailand had 8% of GDP equivalent current account deficit with a
dollar-pegged exchange rate system. | got the impression that it was
unsustainable.”

Supavud Saicheua also thought the pegged exchange rate system was
a problem:

“It was clear to me that the fixed exchange rate that the BOT had
maintained was a very vulnerable point for Thailand. Especially as we
were implementing the strategy in Thailand to become a financial
center for the region, accumulating foreign debts at an accelerated
pace, accompanied by the still large current account deficits. It was a
lethal combination which | thought was unsustainable. So in 1996, you
recall that there were periodic speculations against the baht, and it
was those things that alarmed me.”

A New Type of Crisis

Observers who warned of financial sector problems, however, would admit
to two notable “blind spots” in their analysis. One was to misdiagnose the
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crisis, to perceive it as a conventional case of excess aggregate demand rather
than financial market imbalance. Instead, it was, as Bandid Nijathaworn
observed, a different type of crisis:

“"The AFC of 1997, which started in Thailand, was the first of its kind:
meaning that it was the first financial market-driven crisis in the era of
globalization, driven by international capital movement and triggered
by sudden loss of confidence that leads to abrupt capital outflows in
such a way that, you know, it affected the confidence of investors, led
to the change of the exchange rate system, and so on.”

Reflecting on his experience as a member of the IMF team working on
Thailand, Anoop Singh also admitted:

“It took us time to understand that this was not a normal crisis. It was
a financial crisis which we were late in recognizing. There was the
initial view that this was more a case of excess government spending;
it was not. The problem was simply that there wasn’t governance from
the IMF side or from the Thai side on the supervision of the financial
sector.”

Misdiagnosing the crisis as a garden variety type also led to another
blind spot; very few expected the crisis to be as severe as it turned out to
be. As Neiss observed:

“So there were ample warnings, but, looking back, | think everybody
underestimated the magnitude of the financial crisis that was coming.”

Both misperceptions would have profound consequences as they would
shape the initial policy responses to the crisis and how the crisis would develop.

Vulnerabilities

Macroeconomic policy inconsistency and a weak banking system were the
major reasons for the vulnerabilities in the Thai financial system. A fully
liberalized capital account, domestic lending rates higher than US interest
rates, and a fixed exchange rate incentivized Thai entities to borrow in foreign
currencies, mainly US dollars. These loans were intermediated by domestic
banks. Thus, the solvency of borrowers, as Bandid observed, “were ultimately
levered to the banking sector”
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The massive inflow of capital led to a spike in credit. Banks were not
the only lenders. The number of finance companies, another source of easy
credit because of lax governance, rose sharply. The results were an exuberant
investment environment, a construction boom and unviable projects, and
the buildup of private sector external debt.

Thanong Bidaya, who became Finance Minister, gave further explana-
tion for the rise in private external debt:

“It was all private. The Finance Ministry was very strong and disciplined.
With a booming economy, it could collect a lot of taxes. That's why the
economic position seemed very strong. But, the underlying position
was not very strong because of the private external debt. Just why
did the debt rise so quickly? Previously, there was a policy — Bangkok
International Banking Facilities — to allow the private sector to import
foreign exchange. The rationale was to stimulate growth rate. | believe
the government’s policy was to maintain an 8% growth for the next
economic plan, and it was difficult to attain that rate if you relied
purely on domestic savings.

However, there was a fault in the policy. The foreign exchange rate was
not relaxed, so the system favored importers. The private sector, espe-
cially those that engaged in non-tradable activities, took advantage of
this and brought in a massive amount of foreign exchange debt, which
grew rapidly. By 1996, the central bank started to sense that there was
a bubble forming, so it jacked up interest rates. Domestic interest rates
were raised to almost 10-12% and the deposit rate became about
8-10%."

As Thanong mentioned, the BOT tried to cool inflation and overheated
property markets by raising rates. This, however, proved counterproductive,
as noted by Supavud:

“Paradoxically, that led to even more companies, more banks
borrowing abroad because the arbitrage opportunities were there,
and suddenly, you have lots of companies borrowing for the sake
of borrowing dollars. And so, unfortunately, that exacerbated this
borrowing of money that wasn’t used properly because it was so
cheap. For all those reasons, the investment, the money that came in,
was not productively used. In just 3 years, private sector foreign debt
went from very little to double the size of foreign reserves.”
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This meant that, by then, Thailand’s current account deficit was largely
financed by short-term external debt.

Thanong, who was a banker, observed that international banks had
become wary of Thailand’s current account deficits.

"On the other hand, the lenders, i.e. the international bankers, started
to realize that the Thai trade deficit had been rising for more than a
decade. Without any adjustment of the exchange rate or the funda-
mentals of the economy, the fixed exchange rate might not be sustain-
able. So, the lenders started calling back their US dollar-denominated
loans. That's why we saw the rapid reduction of foreign exchange
reserves from USD 40 billion to about USD 25.5 billion in June 1997.”

Then, questions about the sustainability of the baht rate attracted the
attention of hedge funds. They began periodically attacking the baht. A
Moody’s downgrade on Thai debt in April 1997 sparked renewed attacks
against the baht. The BOT intervened to support the currency to little effect
except to expend its reserves.

Attacks on the baht escalated when Amnuay Viravan resigned as
Finance Minister on June 21. He was succeeded by Thanong. The ministerial
change was symptomatic of the unsettled political situation then, another
factor that soured market sentiments. Expectations rose of an imminent
baht devaluation and more baht selling ensued.

Floating the Baht

Thanong accepted the post as a call to duty. The pressure he would face
would exceed his qualms about taking the job:

“The Prime Minister (PM) asked me to become Finance Minister in June
1997 and | had to accept it. So, | was appointed and certainly | was not
aware of the real financial difficulties of the country. | did not realize
how deep it was until | looked into the real situation. The IMF had
started to warn us, even before | entered office. It sent a letter to warn
us about the weakening of the financial markets and similar situations
in the past. The Mexican crisis started in 1994, so we were warned of a
recurrence. The IMF also recommended the possibility of relaxing the
foreign exchange fixed rate policy. But somehow, the previous govern-
ments did not do it.”
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Soon after his appointment, Thanong came to know of how precarious
the BOT’s reserves position was:

“] went to the BOT and had a secret meeting. That's when | learned
about the real position of the central bank. There were three numbers
that really frightened me. The first one relates to swap facilities. It was
still hanging around USD 30 billion. The second number was the dwin-
dling foreign exchange reserves. It shrank from almost USD 40 billion
to USD 25.5 billion from the end of 1996 to June 1997. Out of this, not
all of the reserves were legally usable because some were used to back
up Thai baht issuance, etc. Effectively, only USD 1.5 billion was left for
normal trade. This meant that we had close to nothing in the foreign
exchange reserves to utilize. The third number is the total external
debt. Thailand had more than USD 100 billion of external debt.”

Thanong then sought the BOT’s recommendation on a suitable
exchange rate policy:

“In Thailand, the law stipulates that for any modification on foreign
exchange policy, you need the consent of two parties: the BOT and
the Ministry of Finance. The central bank will have to recommend the
exchange rate policy and the Finance Minister will have to approve
that. After that, the proposal is to be forwarded to the PM for
endorsement. Without instructions from the Finance Minister, the BOT
cannot do anything. Likewise, without the BOT's recommendation, the
Finance Minister cannot do anything.”

In fact, the separation of responsibilities between the BOT and the MOF
had led to an impasse between them on exchange rate policy:

“When Amnuay resigned from the position of Finance Minister, |
went to visit him on the Sunday before | became Finance Minister.
He mentioned that there was an impasse between his side and the
BOT on foreign exchange policy. He claimed that the BOT still felt
that it didn’t want to do anything. It wanted to maintain a basket of
currencies approach. However, the Permanent Secretary at the MOF
recommended that the currency be floated.”

Various reasons have been given for the BOT’s reluctance to move to
a managed float system, which in the circumstances of the day would have
meant a devaluation of the baht. Thanong’s explanation was that the BOT
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did not realize the intensity of speculative attacks it had to intervene against
until it was too late:

“1 think the BOT still felt that it could beat back the attack on the
baht because it did prevail in the first two attacks. But the third attack
was so huge, about USD 40 billion. | remember in May 1997, when
I was still a banker, the then Finance Minister called us for dinner,
informing us that Thailand was able to defeat the speculators in the
same month. He also wanted us to not support the speculative motion
by lending out baht for the purpose of foreign exchange manipula-
tion. We complied with him by not lending any foreign exchange to
manipulate the baht. That's how we sensed something was coming.”

Supavud also makes the point that the BOT underestimated the speed
of the buildup of short-term external loans and waited too late to adjust the
exchange rate:

“That's a really good question to this day. | would suspect that the
speed with which Thailand accumulated foreign debts surprised
everyone, and | think they would have been willing to let the baht be
flexible and allowed the baht to gradually depreciate, if they had time
to think about it. | think by the time they thought about it, it was too
late. The foreign debt accumulation was too high, and they could not
change the game.”

Realizing the urgency, Thanong raised the exchange rate issue with
the BOT again:

"When | learned about the weak situation we were in, | asked the
central bank governor what policies were available — do we float the
baht, or do we widen the band? | also told him that | would support
the BOT's decision. Over the weekend, the governor called me and
said that widening the band would not work because there were not
enough facilities to back up the baht’s position against further spec-
ulative attacks. So, we decided to switch to a managed float system.”

Thanong approved the BOT’s recommendation. He then discussed with
the BOT on the timing of the announcement:

“The governor said the bank was ready to do it, but the earliest date to
roll it out was June 30. However, June 30 is normally the closing of the
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second quarter of the corporates. | was afraid that announcing it on
June 30 would shock the banking sector. So, we decided to postpone it
to July 2 as July 1 was a public holiday.”

And so the BOT announced the shift to a managed float of the baht at
7.30 a.m. on July 2. The baht fell by about 18% on the first day of its float. It
subsequently was to fall even more. A lower baht would improve the current
account. Its more dramatic and immediate impact, however, was to raise
the debt burden, in baht terms, of Thai foreign currency borrowers. This
realization would shock the markets.

Supavud elaborated on how market perceptions changed from viewing
the baht devaluation as a positive to a negative development. In fact, the
devaluation would trigger a bigger crisis:

“l must admit that personally, | also made a huge analytical mistake.
When the BOT declared that they would float the baht on the July 2,
1997, | had thought that, well, we've unlocked these constraints. The
baht will depreciate by about 10-15%, and then the current account
deficit will improve, and all will be well because you would have
corrected the major distortion, the major disequilibrium economy by
allowing the baht to depreciate.

What | had not thought about was the fact that we were thinking,
focusing too much on the flow variables. Trade is a flow variable
but the market eventually decided to look at the huge impact of the
stock variable, which is the stock of foreign debt that the Thais had
borrowed, and then we were told later on that the stock of debt that
the Thais had borrowed was much bigger than we initially thought. |
clearly thought we borrowed something like USD 40-50 billion, but it
ended up apparently as much as about USD 80 billion or so. And we
thought that the bank had some reserves left. Apparently, they had
nothing left. So, with that huge stock of debt, it was the huge leverage
that | had underestimated. It was the leverage that the market focused
on, not the flow. And the market thought that Thailand could not
repay that debt, so everyone exited Thai assets.”

Bandid described how delinquent external debt affected the banking
system:
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“The banking sector was okay because when the banks borrowed
foreign currencies, they were always hedged. But it's the customers
who borrowed in foreign currencies that did not hedge. So when the
baht was devalued, they had to pay more in order to service the debt.
And that caused a problem in the corporate sector. And when the
corporate sector failed to pay their debt back to the banks, it led back
to the problem of nonperforming loans (NPLs) in the banking sector.”

The baht devaluation in fact had triple ill effects. It raised corporate
distress, led to higher NPLs in financial institutions, and intensified capital
outflows as foreign lenders sought repayment. The crisis had turned systemic.

Seeking International Monetary Fund Assistance

As the crisis mounted, the Chavalit government secretly sought financial
assistance from China and Japan. Thanong elaborated on these efforts:

“After the devaluation, we knew that we needed foreign exchange
liquidity, especially to deal with lender request to get their money
back. They calculated that we needed about USD 12 billion, at the very
least, to maintain enough foreign exchange liquidity for the coming
years. We then began searching for funding sources. | recommended
two directions, in addition to working with the IMF.

One direction was to seek Chinese support. | didn’t go there, but the
PM sent his team to China to discuss with the Chinese government
about financial help. For me, | went to Japan because | had gradu-
ated from there. So, | took the liberty of visiting my colleagues and
other friends in Japan to seek help. | was received warmly by the
then Finance Minister of Japan. He promised to help Thailand, and
Vice Minister Sakakibara was instructed to find financial support
for Thailand. Sakakibara knew the difficulties of getting Japanese
parliament support directly, so he, working in the background with my
central bank governor, agreed that we probably had to rely on the IMF,
with Japanese support of course.”

Despite the stigma of seeking an IMF bailout, the government had no
choice but to formally request IMF assistance.
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The International Monetary Fund Program: The Financial
Package

It did not take long for an IMF team to arrive in Bangkok to start working
on the package. Singh, a member of the team, recalled the hectic pace of
the negotiations:

“We used to work with them (the Thai negotiating team) during the
morning, afternoon, and evening. Then, we have to work overnight
with our counterparts back in Washington. As the IMF is a very central-
ized institution, we had to have all the stuff approved by Washington.
We arrived on July 23 or 24, but by August 13, we had the Fund'’s
approval of the program in principle. That was incredible.”

The negotiations were stressful for the Thais as well, over issues that
would be elaborated on later. Thanong had in various press interviews noted
that the IMF negotiations were among the worst moments of his life:

“So that's why we looked at the IMF, and we started discussions with
them after | came back from Japan, and that's how we have been
instructed by the IMF, all the programs that we have to go through,
with the drafting of the first letter of intent. Certainly it was a very
difficult time for me. [laughs] It was a very difficult time.”

After the IMF program had been finalized, Japan convened a “Friends
of Thailand” conference in Tokyo to announce an assistance package
for Thailand. The IMF was committing USD 4 billion to the Stand-By
Arrangement, five times the size of Thailand’s IMF quota. This, though, was
thought to be insufficient. The IMF hence sought, and obtained, supple-
mentary funding as follows: the World Bank and Asian Development Bank
(ADB) (USD 2.7 billion); Japan (USD 4.0 billion); Australia, China, Hong
Kong, Malaysia, and Singapore (USD 1.0 billion each); and Indonesia and
South Korea (USD 500.0 million each). Total funding thus came to about
USD 17 billion, of which about 60% were from the regional economies. It
was a remarkable show of regional financial support and cooperation.

The IMF program, however, started badly. It was quickly perceived to
be underfinanced. The immediate reason was public disclosure of the BOT’s
forward US dollar commitments. Singh revealed that the IMF was unaware
of these commitments when the program was designed:



Thailand 61

“When we prepared the program in early August 1997, it was done
on the basis of reserves that were not their actual level. Only when the
program was announced, with the IMF’'s endorsement, would Thailand
reveal its actual level of reserves. When the numbers came out 3 weeks
later, it shocked everybody, including us at the IMF. It made clear that
the problem was much deeper. So, it quickly became apparent that
what the IMF was putting together to help Thailand would not be
enough. It became an underfinanced program.”

Confidence in the baht fell as the disclosure revealed that the BOT’s usable
reserves were much smaller than expected.

The IMF program was, however, underfinanced in a more fundamental
way. It underestimated the magnitude of the crisis, the extent of the potential
capital outflows, and the intensity of the speculative activity against the
currency.

Japanese policy makers were cognizant that the IMF package was
inadequate. Kuroda, for instance, observed that even with the additional
regional contributions, the final assistance package may fall short:

“The USD 4 billion IMF assistance may be insufficient, so from within
the region we mobilized USD 11 billion, but still it was not sufficient.
The Thai financial crisis was not contained and spread to other coun-
tries, including Indonesia, Korea, and Malaysia. That was so fast and
rapid it was more than anticipated.”

Kuroda’s point was that even though Thailand obtained five times its
IMF quota, the quota may be too low to begin with:

“The second point is as | said, for Thailand, | considered that the IMF
quota may be small. In 1995, the IMF provided Mexico with five times
of the Mexican quota in financial assistance and it was the largest
ever at that time, and so | thought that for Thailand, five times of the
quota was equivalent to USD 4 billion. But unlike Mexico, Thailand
had a small IMF quota compared with its large economy and the size
of financial transactions.”

There were consequences of an underfinanced program, as noted by
Bandid:

“And then the one thing that | find a little bit disappointing is that
the level of financial assistance that they had assembled in the case of
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Thailand, which was the first country, was only about USD 17 billion.
I think it is very small. The Mexican crisis received USD 50 billion. But
now, you know the euro crisis, it is a totally different order of magni-
tude altogether. But because the market did not see this package to be
large enough, it could not maintain the confidence of investors about
the new exchange rate system. That’s why we had 6 months of very
high volatility in the exchange market. You see my point?

So my first remark about the Fund program would be that it didn't
account for the perception of markets in the context of, you know,
reserves adequacy. Now it's become a standard rule that your
announcement of the package should be big enough so that there’s
no question about the program failing. But this was not the case 20, 25
years ago, with the AFC. That is why it took much longer for the baht to
become more stable. But | think that we have learned this lesson if you
look at the money they're giving out nowadays. They use, you know,
USD 300-400 billion.”

The International Monetary Fund Program: Policies and
Structural Reforms

Another controversial issue was the tight monetary and fiscal policies stip-
ulated by the IMF program. Critics saw these policies as the IMF standard
“tool kit” that they applied to countries in deficit, but the Thai situation was
different. The negotiations to finalize the first letter of intent, while completed
quickly, were hence tense and heated as both sides disputed the degree of
austerity that was called for.

The monetary stance called for restricting credit and raising interest
rates, which at one point was above 20%. The aim was to deter capital outflows
and stabilize the baht. Critics, however, argued that the monetary tightening
was contractionary and instead damaged investor confidence, which led to
weak baht markets.

Supavud’s criticism of the monetary tightening was representative:

“The IMF made a mistake in believing that a high interest rate will
keep money in Thailand if the return on the baht is even higher rela-
tive to the high interest rate because that kind of interest rate would
have caused many companies to default. So, when the interest rates
are too high, it actually caused a collapse of the domestic economy.”
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At that time though, as Singh mentioned, the IMF team saw little leeway
to do otherwise.

“But to be fair, this was the first major crisis since Mexico. Money was
leaving the country and it looked odd from an economic point of view
to say: ‘Money is leaving the country, therefore lower interest rates
and expand government spending.’ It took a long time for economists
to understand the situation. Very few people went out in the open
to say: ‘Money is leaving, stop the capital from leaving, lower interest
rates and raise government spending.’ Not many people said that, but
now they are.”

The IMF’s fiscal policy recommendation was even more controversial.
It called for a fiscal surplus of 1% of GDP through a value-added tax (VAT)
hike and restraints on public spending. The intent was to raise revenues to
fund financial sector reform. The issue, however, was that the Thai crisis was
not due to fiscal profligacy, as in Latin America. It was basically a balance
sheet problem of Thai companies. The fiscal contraction would squeeze the
economy and compound these balance sheet difficulties. Indeed, the Thai
economy contracted by 10% in 1998, far lower than IMF forecasts.

Bandid saw the IMF-recommended fiscal measures as evidence that
the IMF had not yet clued into the essence of the crisis:

“| think that it was a new thing to them as well. | mean they came in
with a mindset like it was similar to Mexico, where there was a ques-
tion of a fiscal deficit, public indebtedness, and the country cannot pay
and needs some foreign currency inflows from the IMF to smooth out
the balance of payments in order to pay back the debt.”

Continuing, Bandid emphasized that the IMF’s insistence on cutting
the budget to reduce the current account deficit was misguided:

“They still focused on cutting the budget. Because they did not
realize that once you float the exchange rate, then the mechanics of
expenditure switching will take over. And that the new levels of the
exchange rate would fix the current account deficit. But they were still
focusing on cutting the budget, increasing taxes, you know, to try to
reduce spending because they did not understand that the issue was
mainly one of liquidity and confidence more than overspending by the
government. That is why if you look at the subsequent letters of intent,
the fiscal targets were under revision all the time.”
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Thanong, in recounting the negotiations, hinted at the difficult nego-
tiations his team encountered on the IMF policy prescriptions:

“But the IMF came with very strong austerity measures. That meant
we had to balance the budget in a negative growth environment. This
was not beneficial at all because Thailand already ran a fairly balanced
budget. The Finance Ministry was very frank and realistic on this — we
needed the financial package to restructure our economy and it had to
come from the government budget. But the IMF didn’t allow us to do
it, and we had a very heated discussion on this. The IMF team insisted
that we accepted it. Otherwise, it would not get approved by the IMF
Board of Directors.

Eventually, | only succeeded in negotiating for things that were really
important for the poor such as bus fare, train fare, utilities, and facili-
ties that poor districts needed the most. We managed to maintain the
prices for these public services.”

Like many, Kuroda had similar comments about the inappropriateness
of tight fiscal policy:

“As you know, the Thai finance ministry had always emphasized fiscal
discipline and even at that time, the Thai fiscal position was not so bad,
but the IMF insisted on fiscal contraction austerity for Thailand, like
Mexico or Latin American countries. It was unnecessary. So, there was
insufficient amount of financial support, not much financial system
support or change, and also stringent fiscal policy.

The IMF also pushed for structural reforms, a stance that Neiss explained
as follows:

“In the IMF’s view, it was also essential that the crisis was taken as an
opportunitytoimplementlongoverduestructural changes. In particular,
bank restructuring, corporate restructuring, and improvements in the
operations of public institutions. (The same view was held in the case
of Indonesia and Korea.) These are politically difficult measures which,
when everything is going well, tend to be postponed. But the pressure
during a crisis makes these reforms possible, at least to some extent. |
think their implementation has been of lasting benefit to the country.”

Critics, however, questioned whether it was appropriate to undertake
these reforms during a crisis. In fact, the measures could be disruptive and
undermine confidence.
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Another controversial issue regarding reforms was the perception
among Thai policymakers of pressure to privatize or sell Thai companies at
fire-sale prices, as observed by Thanong:

“The other thing that the IMF recommended was for us to privatize
the commercial banks and the public enterprises. Among our public
enterprises, only one was profitable, so who was going to buy them,
especially in a downturn? [laughs]

In the end, we closed down most of the finance and security companies
because they were small lenders. We did not close the commercial
banks as we looked for joint venture partners for them. But the IMF
pressured us to put them on the liquidation market. But a bank is very
big and when you have NPLs of about 40% and higher, you really have
nothing left. You have to give a lot more incentives to prospective
buyers than ever before to buy these banks. That’s why we didn‘t like
it. We thought there were better ways to restructure the financial
sector. We tried to improve ongoing concerns, buying time for them to
clean up their balance sheets. So, it took us quite a long time. | think
later the IMF agreed with the governments after me that there were
more flexible options.”

Nevertheless, reforms were pursued, of which the most important were
for the financial sector. Here, the government closed 56 insolvent finance
companies and set up two entities, the Financial Sector Restructuring
Authority and the Asset Management Corporation, to deal with the impaired
assets of these finance companies.

Other important reforms to improve prudential standards and bank
supervision were also started. The efforts would take several years to bear
fruit, but an important step had been taken. Neiss’ “biggest worry was that
the banking system reform would not succeed. Fortunately, it was done
alright. That was the most important structural reform.”

The tight macroeconomic stance, as noted by Supavud, led to a more
severe downturn than anticipated by the IMF:

“That's why the GDP collapsed by about 10% in 1998 whereas the
initial IMF estimate called for Thailand’s economic recovery in 1998.
They had to revise their forecast for 1998 economic growth about four
or five times, and it ended up being -10%. It was causing companies
to become unviable.”
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To be fair, the IMF ultimately realized its mistakes and would later
revise its programs several times to allow for more expansionary fiscal policy.

Thai financial and economic indicators were still dismal several months
into the crisis. In January 1998, the baht fell to a record low, the stock market
had halved, GDP was expected to fall by 11%, and retrenchments were rife.
It was a difficult business environment, as elaborated by Supavud, as he
referred to the overall corporate sector and the fortunes of the brokerage
firm he was working for:

“Well, we had to tell the truth that the recession was very, very severe
and that what had happened was this. You have a situation where
the government made even the best Thai banks and corporates
shaky. Suddenly, they became unviable businesses, and they were
all in need of massive capital injection. That's why asset prices had
to fall, so we have to advise basically that. And personally speaking,
even Petra at the time, we didn’t survive. Petra was a finance and
securities company. What we had to do was to split the finance side
from the company, and the finance part had to be managed down
and basically closed down.

And by selling the security side to Merrill Lynch, we sold half of
ourselves to Merrill Lynch who gave the money to manage down the
finance side, and we survived with huge injury and with huge down-
sizing. So, my own research section, which had about 50 to 60 people,
was cut down to less than 10. It had to be huge downsizing everywhere
in the industry.”

Policy Leadership

Thai political developments influenced the course of the crisis. The Chavalit
government had been lukewarm about its commitment to the IMF program.
This made for policy drift and was negative for investor sentiment. A new
coalition government, led by Chuan Leekpai, was elected in November 1997.
Despite its slim majority, its policies would underpin the recovery.

The key economic appointment was Tarrin Nimmananahaeminda as
Finance Minister. The appointment was viewed by Singh as a turning point:

“Until the government changed, | think it was in early November, the
fiscal numbers would not change. As soon as the new government
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came in, Tarrin became the Finance Minister. Instantly, numbers and
policies were changed and market confidence came back fairly fast. So,
what I'm saying is, in both Thailand and Korea, when the political elites
accepted the problem, recovery has proven to be quick.

He was trusted by the PM completely. He wanted to keep us, too. In
those years, the government was strong and we managed to push
some policies to transform the economy. Things then changed politi-
cally and it became more difficult for us.”

Another critical appointment was Chatumongol Sunakol, who took
over as Governor of the BOT in May 1998. It was a difficult time for the
institution. Chatumongol recalled the high public disaffection with the BOT
then and the need to lift the morale of staff:

“At that time the whole thing was bad. Taxis wouldn’t take passengers
to the central bank. People who wanted to go to the central bank by
taxi had to get off some distance and walk to the BOT because the
taxi drivers were so mad at the central bank. They wouldn’t even carry
passengers to the central bank.

All the lights were turned off. And my first ‘rescue’ was to turn on the
lights by the river. Everything was turned off. Life was turned off, as far
as | could see. It was bad. Nobody — you know, when an organization
dies, everything just stopped. Why turn off the lights by the river? So,
| turned it on.”

Chatumongol also took it upon himself to replace the old monetary
policy framework with one based on inflation targeting:

“We began to stabilize the economy. | then decided to implement infla-
tion targeting since the government wasn’t functioning. | appointed a
committee by myself and put in some private sector people so that they
can say what's going on. And one of them actually was an ex-central
banker. And he was an engineer as well by training. And he actually
became governor later.”

A monetary policy framework around inflation targeting would be formal-
ized later. Also, noting that inflation had fallen, Chatumongol lowered money
market rates to substantially below the 16-17% levels prevailing then. The
lower interest rates would be validated by the IMF’s fifth letter of intent of
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December 1998. It allowed for interest rates of 4-6% and a fiscal deficit of
5% of GDP.

Recovery and Reforms

By mid-1999, signs of economic recovery had emerged. Export volumes rose
partly because, as Supavud put it, “currency depreciation did its magic” and
partly due to strong US and European economic growth. Fiscal stimulus
supported demand. The Chuan government’s commitment to stay the course
boosted market confidence. In June 1999, the government ceased drawing
on IMF funding, a year ahead of schedule.

Bandid elaborated on the decision to end the IMF program early:

"l think that the thinking mainly is that we have now regained the
confidence of financial markets. And the long-term program is now
no longer needed. Because we don't need subsequent inflows of IMF
disbursement.

Because the investor money will be returning. And we have been able
to maintain sort of a stable exchange rate. But we are committed
to continue with the reform program. And so, | think it's a win-win
for both. It's a win-win that Thailand was able to recover. And it's a
win-win for the IMF that they could now focus their attention onto
somewhere else. We also saved on the interest payments.”

The aftermath of the crisis was marked by significant reforms in several
areas. The BOT consolidated the monetary policy framework centered on
inflation targeting. Bandid elaborated on some of the changes introduced:

“We introduced inflation targeting and floating exchange rate
regime as our new monetary policy framework. And you know,
with the modalities of open communication, the qualities of good
monetary policymaking is all there. We put in place this position of
spokesperson. And | was the first spokesperson. And we would have
regular releases of economics and financial data. Weekly, monthly,
and so on, very systematic. And we adopted the IMF scheme of data
releases — the Special Data Dissemination Standard (SDDS).

The need for communication came very clearly before the crisis.
Because there were so many questions about the data. And all these
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market analysts were writing about everything, everywhere, you
know? So it's good to have a regular communication platform that
the market would listen to in addition to the usual Monetary Policy
Committee Press Conference.”

The banking sector was strengthened. Banks were better capitalized.
Banking supervision and prudential standards were raised to conform
to international standards. Fiscal policy would be subject to a Fiscal
Sustainability Framework that set guidelines on government borrowing.

Corporate governance standards were also upgraded, as Bandid

explained:

“Because you know the indebtedness of companies came as a result
of failure in corporate governance. Borrowed too much and spent
the money unwisely. So as | was saying, there was a huge reform in
corporate governance as well, which | became involved in from the
very beginning up to 3 years ago.”

Conclusion

All in, the reforms reflected a remarkable resilience to make good of a crisis
that was unprecedented and severe. As Bandid observed: “It would have
been a missed opportunity if the crisis happened, and nothing came of it”
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This chapter draws on the interviews of six persons: Ginandjar Kartasasmita, J. Soedradjad
Djiwandono, Dennis De Tray, Hubert Neiss, Eisuke Sakakibara, and Jim Walker. During the 1997
Asian financial crisis, Ginandjar was the Minister of State for National Development Planning before
becoming Coordinating Minister of the Economy, Finance, and Industry in the latter part of the crisis.
Soedradjad was the then Governor of Bank Indonesia. De Tray was the Director and subsequently
Country Head of the World Bank’s Indonesia Resident Unit, Neiss was the Director of the Asia Pacific
Department at the International Monetary Fund, Sakakibara was Japan’s Vice Minister of Finance
and International Affairs, and Walker was a chief economist at the Hong Kong-based Credit Lyonnais
Securities (Asia) Ltd during the crisis.

Indonesia, unlike Thailand, had shown no signs of a brewing crisis. However,
it would soon be engulfed by an exceptionally virulent crisis, mainly because
the financial crisis would trigger a political crisis that would in turn exac-
erbate financial instability. Hence, the Indonesian narrative is a powerful
illustration of how an incipient crisis that seemed containable escalated
into one so severe because of the interaction of economic and political
forces. Yet, Indonesia overcame the crisis and, in the process, emerged as a
well-functioning democracy and emerging market economy.

Pre-Crisis Fundamentals

When the Thai baht was floated on July 2, 1997, Indonesian policymakers
were sanguine that they would not be much affected. Joseph Soedradjad
Djiwandono summed up the sentiments at the central bank:

“At that time, we were still confident about what we had been doing
because we thought we had faced these kinds of things before. In late
1994 during the Mexican peso crisis, or the ‘Tequila crisis,” we also felt
some effects. Our economy was very open, our capital account was very
open, so it was easy for our foreign exchange market to be disrupted
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by these headwinds. But we were very successful in dealing with them.
We had run a managed float, putting the rupiah in a certain band,
with an upper and lower limit. Whenever the band was touched, it was
usually facing depreciation, not appreciation. We of course intervened,
which cost our reserves, but we still were doing okay.”

Ginandjar Kartasasmita cited various reasons why the outbreak of the
Thai crisis was at first not taken seriously by the business community or
policymakers:

“...most of the vital economic figures indicated sound fundamentals
in Indonesia. From 1989 to 1996, annual real gross domestic product
(GDP) growth averaged 8%, spurred by strong investment behavior.
The overall fiscal balance was in surplus after 1992, and public debt fell
as a share of GDP as the government used privatization proceeds to
repay large amounts of foreign debt. Inflation, which hovered around
10%, was a little higher than those of other East Asian economies,
but was still low by developing country standards. Moreover, since the
Indonesian economy had been subjected to various crises in the past
and had always come out stronger, the general atmosphere was one
of confidence in the resilience of the economy.”

Not only were its fundamentals sound, Indonesia also had a reputable
economic team in charge. Dennis De Tray thought highly of the team’s caliber.
Headed by Widjojo Nitisatro, one of the most revered Indonesian economists,
the “Berkeley Mafia” as it was informally known, was rated by De Tray as

“among the best set of economists I've worked with anywhere in the
world during my tenure at the World Bank. They were absolutely
spot-on, so it's not that | or the International Monetary Fund (IMF) or
anybody else had to tell them what to do. They knew what to do, and
they were doing it. Mar'ie Muhammad was the Minister of Finance at
the time.”

Preemptive Measures

The baht devaluation was followed by selling pressure on the regional
currencies, not just the rupiah. Indonesian policy makers reacted promptly
to support the currency with a battery of measures considered credible by
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international media and analysts. First, unlike the Bank of Thailand, Bank
Indonesia (BI) widened the intervention margins of the crawling peg regime
of the rupiah to allow more scope for the market to determine an acceptable
rupiah level.

However, the rupiah was persistently hitting the lower bound, which
called for continuous Bl intervention to keep the rupiah within the specified
band. It was contrary to BI’s earlier experiences when the rupiah would move
toward the upper bound whenever the band had been shifted. This was an
ominous sign, as recalled by Soedradjad:

“In July 1997, we still thought we were managing things well. We
widened the band again as we thought it would give more freedom to
the market to determine what kind of exchange rate was acceptable.
However, we started to feel that it didn’t work like before. | remember
during that period, there were a lot of people who said, ‘Yeah, you're
doing okay.’ But that was at the start before things went downhill.”

On August 14, 1997, Soedradjad, with the approval of President Suharto,
did away with the crawling peg system. BI had sensed that intervention to
support the system would be mostly a case of squandering its reserves. BI
then floated the currency, as elaborated by Soedradjad:

“By August 1997, when we knew that band widening didn’t really
work, meaning that the rupiah kept depreciating, we decided to
completely float it. There was debate about this, but | thought it was
important to not continue depleting our foreign exchange reserves.”

To support the now free-floating rupiah, BI also raised interest rates and
tightened liquidity by transferring large amounts of public sector deposits
out of commercial banks into state banks. The government next announced
in September 1997 the “10 policy” measures to bolster investor confidence.
These included the postponement of large infrastructure projects, which in
aggregate would cost about USD 13 billion. Ginandjar, who was tasked with
selecting the canceled projects, noted the market’s response to the cancellation:

“It was received by the market as a positive sign of the government’s
determination to prevent further deterioration of the economy,
especially as some of the projects were linked to the President’s family.
The authorities’ initial response to the threat of contagion was widely
praised for being prompt and decisive.”
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Still, as Ginandjar observed, the slew of measures thus far implemented
did not stem rupiah weakness:

“These measures failed to restore market confidence in the rupiah.
It continued to depreciate; and by early September, the rupiah had
moved beyond IDR 3,000 per United States (US) dollar, more than 20%
below the average for the first 6 months of the year.”

What was undermining the efforts of policy makers was the incessant
selling of rupiah for foreign currencies. This was not just by the hedge funds.
The more worrying development was Indonesian corporates taking steps to
hedge their foreign currency debts.

The Achilles’ Heel: Unhedged External Corporate Debt

Indications were that the official statistics understated the foreign currency
borrowings of Indonesian corporates. Jim Walker gave a reason why:

“That was the interesting thing, Indonesia looked perfectly okay on
the published numbers. This was largely down to how the reporting of
offshore borrowing was handled in Indonesia. It definitely beats me. |
didn't see it coming.

A lot of people had concluded that Indonesia looked as if it had
perfectly acceptable short-term external borrowing. But what was
happening was that it had contracted huge amounts of syndicated
loans, mostly from Japanese banks but aided by European and
American banks as well, which never really got reported in the official
statistics for whatever reason.”

De Tray noted that Indonesian companies had been borrowing overseas
in large amounts for years:

“Another thing worth mentioning is that Indonesia’s case was not
a public debt crisis. It was a private debt crisis. Indonesian firms had
borrowed in US dollar for years, with their income streams denom-
inated in rupiah. It was cheaper to have this arrangement and they
were arbitraging the cost. But, when the rupiah started to collapse,
many companies went bust. Also, the Indonesian court system was
not designed to deal with bankruptcies. So, a gridlock emerged in the
system, exacerbating the country’s decline.”
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Soedradjad acknowledged that external corporate debt was Indonesia’s
Achilles” heel as a large portion was unhedged. In addition, he disclosed that
BI did not have good data on how much private sector debt was unhedged:

“To me, Indonesian conglomerates’ foreign exposure, loans denom-
inated in dollars, was the core of the problem. For Indonesia, the
conglomerates were the ones who were deeply leveraged.

Maybe it's moral hazard. Maybe they trusted the economic manage-
ment in the beginning too much that they thought that everything
was okay. Of course, our interest rate in general was much higher
than the interest rate of the developed world, so it was natural that
they borrowed abroad. Additionally, our capital account was very free;
you can borrow whatever that you liked at that time. For the business
groups, it was much easier and cheaper to finance their operations
using loans denominated in foreign currencies. That's why they
became so leveraged. A lot of these loans were also short-term loans,
creating even more pressure on the foreign exchange market when
the contagion spread from Thailand.

Actually, when | announced in August 1997 that Indonesia was to free
float the rupiah, many business leaders confronted me and asked, ‘Mr.
Governor, how could you do this? This whole thing is not a good idea’.
I immediately asked them, "You mean you’ve never really covered your
exposure?’ | almost fainted when their answer was, ‘Of course not.””

The floating of the rupiah and the raising of interest rates hence led to
an unintended consequence: a rush by Indonesian corporates to hedge their
foreign currency loans. Instead of stabilizing the currency, these measures
contributed to further rupiah weakness. In early October, the rupiah had
passed IDR 3,800 to the US dollar, a depreciation of more than 30% since July.

Approaching the International Monetary Fund

Earlier in September 1997, the government had approached the IMF for a
“precautionary” arrangement. This was viewed as a means of getting informal
IMF advice on proposed policies without the strict conditionality that comes
with a formal arrangement. Soedradjad was a proponent of this approach:

“1 was arguing for an IMF precautionary arrangement. That means
the IMF will be approving our condition and almost like a blessing,
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which is the thing that we needed at that time. As | said, we needed
the support of the international community for our foreign exchange
market and the economic management. So, to me, that will be good
enough because | understood the conditionality of a stand-by arrange-
ment, and | thought my boss, President Suharto, wouldn’t really like all
this conditionality. So, | said, let’s have that. But then, the dynamics of
the decision changed very fast.”

Soedradjad’s intuition that Suharto would be averse to IMF condition-
alities would materialize later in the crisis. In fact, the President’s vacillating
responses to IMF conditionalities would be a major reason for the crisis
turning for the worse.

Nevertheless, in October 1997, growing alarm about the gravity of
the situation caused the government to formally request for a regular IMF
program. After about 3 weeks of negotiations, a letter of intent (LOI) was
signed on October 31. Under the financial assistance package, the IMF and
World Bank would provide USD 10 billion and USD 8 billion, respectively. A
second line of finance was also made available if needed. Its contributors were
Japan and Singapore, USD 5.0 billion each; US, USD 3.0 billion; Brunei, USD
1.2 billion; Australia, Malaysia, China, and Hong Kong, USD 1.0 billion each.

Ginandjar revealed that the IMF negotiations were a closely-guarded
secret:

“You may not believe it, but when the Indonesian government nego-
tiated with the IMF, no outside minister was involved. It was almost
like a secret. Nobody knew that negotiations were going on. It was
Coordinating Minister Saleh Afiff, Finance Minister Mar'ie Muhammad,
and Bl Governor Soedradjad who negotiated with the IMF, but it was
also very clear that Soedradjad — with Ali Wardhana by his side — was
supervising their negotiations with the IMF. So the rest of the cabinet,
including the Chairman of Bappenas (me), was in the dark. In fact, the
entire Indonesian nation was kept in the dark. | was only once asked
to sit in on a meeting with an IMF representative at the invitation of
Soedradjad. But at that time, we were not given the impression of the
gravity of the situation.”

Markets greeted the signing of the IMF program with tentative
optimism. The rupiah strengthened from around IDR 3,800 to IDR 3,200
against the US dollar. However, the optimism quickly subsided as questions
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arose as to whether the government would see through the conditions. This
was because of the program’s wide ambit. It focused not just on the usual
macroeconomic adjustments but also on the reform of the banking sector
and structural reforms of the economy. Each of these — banking reform,
macroeconomic policies, and structural reforms — would be a source of
tension and controversy.

Banking Reform

The IMF made banking reform a priority. Soedradjad revealed that the IMF
ratified the Agreement only after he and the Minister of Finance signed an
undertaking to take action on insolvent banks:

“Bank closure was part of the so-called ‘prior action.’ The rationale
was that if you are really serious about your plan, then you have to
show some commitment. So, prior action from our side meant that we
agreed on bank restructuring, which included the closing of insolvent
banks. We had to decide, after looking into the balance sheets of 238
banks, in under 2 weeks. Of course, we knew about the health of these
banks, but the dynamics were so volatile that the balance sheets would
change by the hour. We had to make a final decision on which banks
to close, which we did on November 1, 1997."

So, on November 1, the government announced the closure of 16 banks
that were facing liquidity problems. Although they were only small banks,
the closure led to events that destabilized the banking system and brought
the crisis to the man in the street.

Initially, the closure of the insolvent banks was viewed favorably,
especially as three of the banks were connected to the President’s family.
However, the closures soon fanned depositor panic. De Tray blamed the IMF
for not being cognizant of the complexity of the banking system in Indonesia:

“Let me tell you what went wrong. Indonesia had many banks, and
many of them were pocket banks serving an individual or a small
group of people. They were not well-managed. So, the Indonesians
were suspicious of their banking system anyway. Then the IMF comes
along and closes something like 20 banks, putting some of them
under receivership. This spooked everyone and the people started

77



78 What Happened During the Asian Financial Crisis and the Global Financial Crisis

withdrawing their cash and putting them in the international banks.
This imperiled the local banks, with some of them suffering bank runs.
It was a wholly predictable outcome, at least that's what the World
Bank thought. Yes, the banking system was weak and needed reforms.
Yet, half-measures like those pushed by the IMF only worsened the
problem.”

However, the manner in which the policy was carried can also be
questioned. The President’s son was allowed to reopen his bank, though in a
different name. In addition, the President reversed the cancellation of some
projects connected to his inner circle, a sign that he was intent on protecting
their interests. Later, weak banks were kept afloat through a liquidity support
scheme. Ginandjar noted that BI had, by the end of January 1998, provided
support equivalent to “5% of GDP and 100% of base money.” The liquidity
expansion led to loss of monetary control and higher inflation. It also fueled
capital flight, weakening the rupiah.

Commenting on how events unfolded, Hubert Neiss made the point
that politics undermined the bank reform effort:

"1 think the underlying cause was the great political uncertainty. Now
the first IMF program didn‘t fare well despite all the right measures and
all the right intentions. But from the beginning, for political reasons,
the implementation didn‘t really work well. The first bank closures
were mishandled. Some closed banks were reopened by the President
and so on. So all the efforts by other countries to help, including joint
foreign exchange market intervention by Japan and Singapore to help
the rupiah, it didn't help because there was mistrust and uncertainty
in the government.”

Ginandjar also referred to the mistakes made in implementing the
policy:

"1 think the closure of the failing banks itself was the right policy. But
the way we did it was the problem.”

It was a difficult time for BI. In truth, it was figuratively fighting a host
of battles with at least one arm tied behind its back as it had to counter
policy indecisiveness and inconsistency as well. Soedradjad recalled the
hectic period of BI staft during the crisis:
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“It was almost like sleeping at the central bank for months. And we
even had some new patterns of work. The board meeting at BI, at the
time, was once a week. During the crisis, | met with the members of
the board, plus the staff, twice a day. There were the morning calls and
evening calls, which allowed us to check what has been going around
in the markets. That's how we knew the contagion has spread from the
foreign exchange market to the banking sector. Worse, the banking
shocks then spread to the society, creating lots of political problems
such as the May 1998 demonstrations against the government. But the
unrest had already started in December 1997."”

Macroeconomic Policy

The macroeconomic policies recommended by the IMF were the standard
ones it applied to debtor countries. These aimed to reduce aggregate demand
through fiscal restraint and stabilize the currency through tighter monetary
policy. Like for Thailand, these polices did not address the fundamental
issues of corporate debt and volatile capital flows. The tight policies in fact
pushed banks and corporates into further difficulties, which in turn led to
the rupiah weakening, as commented by Ginandjar:

“0On the contrary, the loss of value became more severe than generally
anticipated. In retrospect, | would agree with the observation of many
writers that both the IMF and the Indonesian government misjudged
the depth and nature of the crisis.”

Eisuke Sakakibara, who was the Vice Minister at the Japanese Ministry
of Finance, was also a critic of the IMF approach:

“Yes, the IMF insisted on tightening fiscal policy and also insisted on
closure of some of the bad banks. But again, if you close banks at the
time of the crisis, it will generate more debt as the financial crisis is
developing. And that is exactly what happened. And tightening the
fiscal policy at the time of the crisis is the wrong policy as well. You
should use the fiscal fund to solve the problem; rather than tighten,
you should loosen the fiscal policy. But | don’t know, the IMF has made
serious mistakes.”
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Structural Reforms

The IMF program also called for reforms of the real economy. It was a
wide-ranging request, covering the elimination of monopolies to removal
of restrictions on imports, as noted by Soedradjad:

“And the conditionality of the IMF loan to Indonesia, maybe, was the
most stringent. | think it became more curious that the IMF supported
structural conditionality, which is related to the structure of the
economy. It was criticized by many. That is not the expertise and the
jurisdiction of IMF, talking about the real sector, restructuring, etc. And
we can check in the LOI, the structural conditionality of Indonesia is like
a checklist. More than a hundred something items. You have to get rid
of the monopoly of clove imports, and a lot of othersilly things. | mean,
it's true that you should do that, but to put that as a condition for a
loan or a liquidity loan, is not really that great.”

Sakakibara saw the imposition of structural reforms as an ill-timed
attempt to tackle what was termed as “crony capitalism.” He was of the view
that the US Treasury was prodding the IMF to push for such reforms:

“I've been very critical of the IMF's handling of the Asian financial
crisis (AFC), particularly the Asian department of the IMF that handled
the problem. And they tried to sort of take advantage of the crisis to
impose some form of propositions on Asian countries, that is, to struc-
turally reform what they, at that time, called the crony capitalism. It
was the wrong approach at that time — to try to change the structure
of the economy during a crisis is very difficult. And so their trying to
change the Asian economies during the crisis was the wrong approach,
as adopted by the IMF. Probably, at that time, the US government
supported the IMF.”

Financial and Political Crisis

Beginning late November 1997, matters would go seriously wrong. Indonesia
would be in the grip of a currency, banking, and corporate crisis. To these
would be added a political crisis. Contagion from attacks on regional
currencies also played a part in clouding market confidence in the rupiah
and Indonesian stock market. By December 1997, the rupiah was trading
within a range of IDR 5,000-6,000 against the US dollar.
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The next critical development was the announcement of the Budget for
fiscal year (FY) 1998/99 on January 6, 1998. It was the trigger for a historic
plunge in the value of the rupiah. Even Ginandjar, who was involved in
preparing the budget, saw the budget as unrealistic:

“] was involved in the preparation of the budget because the devel-
opment budget came under my responsibility. My job was to prepare
development programs under the designated parameters. But even
then | could see that the government budget was so unreasonable.
There was no deficit and a 4% growth was projected. Of course, the
market did not believe it. As a result, the rupiah took a nosedive.”

The market in fact saw the proposed budget as expansionary, contra-
vening the IMF’s condition for a budget surplus. It confirmed doubts about
President Suharto’s commitment to the IMF program. On January 8, 1998
(“Black Thursday”), the rupiah plunged 25% to breach the psychological
barrier of IDR 10,000 to the US dollar. This set off fears of hyperinflation,
leading to panic buying of groceries and food in Jakarta. There were also riots.

At this point, international leaders began calling President Suharto to
urge him to stay the course with the IME. On January 8, 1998, US President
Bill Clinton spoke to him. Other leaders that called included German
Chancellor Helmut Kohl and Japanese Prime Minister Ryutaro Hashimoto.
Their common message to Suharto was that he could bring the country out
of its troubles, but only if he worked with the IME. Suharto then agreed
to do so.

Over the following week, the IMF and Indonesian teams worked on
a second LOL. This would come to be known as the “50-point Plan.” Apart
from the usual macroeconomic targets, the LOI is famously known for its
comprehensive list of reforms aimed at removing the concessions enjoyed
by the President’s family and his inner circle. These included withdrawal
of tax privileges for the national (Timor) car project; the elimination of
cement, paper, and plywood cartels; the withdrawal of support for the aircraft
industry; and other governance and structural reforms. Much criticism
has been laid on the IMF for loading the LOI with reform conditionalities,
including by Paul Volcker.

Ginandjar also noted the unusual manner as to how the final contents
of the LOI were finalized and what it conveyed about President Suharto’s
state of mind with regard to his ministers:
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“"What was extraordinary about the event was that the final content of
the LOI was decided not between the Indonesian authorities and the
IMF staff, as it normally would be, but directly in a meeting between
the President and Stanley Fischer, first Deputy Managing Director of
the IMF. Surprisingly, even to his ministers, the President agreed to sign
the whole package as presented by the IMF.

Some read this unusual chain of events surrounding the signing of the
January 1998 LOI as a signal of the growing distrust of the President
toward his economic team at that time. In private discussions | had with
the President, he complained not only about their competence but also
the sincerity of some of the economic team members.”

On January 15, 1998, Suharto signed the second LOI with IMF
Managing Director Michel Camdessus as witness. The event was nationally
televised. Unfortunately, its enduring image was that of a seemingly impe-
rious arm-crossed Camdessus peering at President Suharto signing off on all
the conditions placed on him. As Neiss puts it, it conveyed the impression
of an “imperialist” IMF, both in Indonesia and across the region:

“| participated in the signing ceremony, and nothing strange occurred
to me then. But when | saw the picture the next day in the Indonesian
paper, | realized that this could give the unfortunate impression that
the IMF was dominating the policies of Indonesia. And unfortunately,
this impression actually prevailed in the public. Certainly the Managing
Director did not intend it.”

As significantly, the image was also perceived as symbolic of an enfee-
bled President who had lost control of events. Adding to rumors that he was
in poor health, it reinforced the perception that the Suharto era was ending.
The possibility of a regime change added a political element to the crisis.

The signing of the second LOI also did not bolster confidence. In fact,
the rupiah fell by about 6% the day of the signing and about 5% the next
day. There were two reasons for the disappointing reactions. First, it was
quickly perceived, as pointed out by Ginandjar, that the program, for all its
numerous stipulations to correct distortions in the economy, did not address
the underlying causes of the crisis:

“The January IMF program was designed to restore confidence in the
government by showing that the government was ready to break
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with the past. Although it was extensive in outlining structural reform
programs with a specific timetable for implementation, it did not
include a clear agenda for dealing with bank and corporate debt
restructuring, which lay at the core of the crisis. At this point the crisis
had clearly become systemic.”

Second, markets were skeptical that Suharto would honor his promises
contained in the second LOI. These instincts would soon be validated.
Ginandjar revealed that from the beginning Suharto saw his concessions to
the IMF as a temporary retreat, to be reneged later at an opportune time:

"It became clear that President Suharto had no intention of adhering
to the structural conditionality of the January program, even though
he had signed it himself. In a closed-door meeting in which | was
present, he drew an analogy of his dealings with IMF as a ‘guerrilla
war.” Guerrilla warfare incorporates retreat and advance as normal
tactics. A retreat does not necessarily imply defeat but a temporary
way out of a difficult situation. His signing of the LOI and its condi-
tionality was just a tactical retreat for him. He said that the promises
could be circumvented later when we were in a stronger position.”

In late January 1998, with the rupiah remaining weak, President
Suharto’s relationship with the IMF soured further. The President then
surfaced the idea of a currency board system (CBS) as a means of stabilizing
the rupiah. Steve Hanke, an American economist and currency board advo-
cate, was appointed as a consultant. As Ginandjar pointed out, the floating
of the CBS idea led to more confusion and to heightened acrimony between
President Suharto and the IMF:

“On the other hand, Camdessus publicly declared that if the govern-
ment adopted the CBS, the IMF would discontinue its program in
Indonesia. But the President, desperate to find a quick fix to the
exchange rate problem, developed enthusiasm for the CBS. In
February, the President publicly introduced the idea. He made it
more official in his accountability speech to the Parliament on March
1, 1998. With the CBS concept in mind he spoke about an ‘IMF plus’
strategy. The ensuing CBS controversy not only added uncertainty to
the already confused public, but also served to distract the govern-
ment from moving ahead with implementing reforms and regaining
monetary control.”
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Soedradjad and his BI colleagues were against the idea, privately not
publicly. Objective opinion would agree with his arguments why Indonesia
was not ready for a CBS:

“First, we didn't have enough foreign exchange to back it up when
| heard that the idea was to peg the rupiah from IDR 10,000 to
IDR 5,000 against the US dollar. My God! And then I'm afraid that
President Suharto didn‘t understand well what the currency board
means.

The way | understood, the currency board should be like in a plane on
autopilot. The minute you believe in the autopilot, you don't inter-
vene. And at that time, | was, again, | didn't dare to say it in public, but
| think the propensity to intervene by President Suharto in economic
management is too huge.

Then, if | said, ‘Okay, go ahead,” my understanding is that the family
also has a lot of foreign exchange exposure. They will come to BI
saying, ‘Hey, | need to buy dollars based on the more favorable rate.
They will want to buy more dollars. How could | say no to him? So, |
said, okay, I'm checking. But that's how | felt. That was the real reason
| didn‘t really agree with the currency board.”

World leaders pressed on President Suharto to abandon the CBS idea.
President Clinton and a host of world leaders urged him to follow the IMF’s
counsel. Eventually, the CBS idea was quietly dropped but the controversy
it had generated weakened Suharto’s credibility even more.

Another blow to market confidence was the dismissal of Soedradjad
as Governor of BI. He was a highly respected central banker, even more so
because of the extremely difficult circumstance that Bl had to operate under.
Soedradjad recalled how he was, in his words, “fired”:

“1 was summoned by President Suharto when he told me that | was
discharged. | never really forget the date — it was February 11, 1998.
Only the two of us were there. He said, ‘It will take a little while for the
new government to be set up, and I'll like to replace you with someone
else. Thank you for your service of 10 years with me.’ | was very
well-prepared because | had first wanted to resign in December 1997
when the pressure was so overbearing. Four of my seven managing
directors were fired by him, without my prior consultation. Then, he
sent in new people whom | don't agree with. | was acting like a real
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Javanese when you fight against your boss. You do it very elegantly.
You don't try to get mad or whatever. You stay as calm as possible.

I was discharged only about 6 weeks before my term as Bl Governor
was over. | don't think he has a good reason to remove me, however.
Even if you count the liquidity support which | agreed with and a lot
of people claimed was bad, it was continued by my successor. That is
the way | saw things. He is a clever politician. He didn’t say he fired
me. | was discharged with honor. But in my interpretation, | was
fired.”

In March 1998, Suharto was reelected, though not in propitious circum-
stances. The IMF had withheld the disbursement of the second tranche of the
IMF program. Suharto remained defiant, choosing a cabinet that included
his daughter and close business associates. Rising unemployment and rising
prices of consumer goods sparked riots. There were calls for the President
to step down.

The international community made efforts to persuade President
Suharto to work with the IMF again. There was concern about the political
instability that could occur if Suharto was deposed.

Through the crisis, the IMF had sought advice from Singapore leaders
on how it could work better with President Suharto. Neiss recounted a
suggestion from Lee Kuan Yew, then Singapore’s Senior Minister, that
Suharto chair a high-level crisis team so that he could take ownership for
its decisions:

“Suharto’s mistrust of the technocrats only arose during the crisis.
At a meeting of the IMF Managing Director with Lee (where | was
also present), this was discussed and the proposal arose that Suharto
himself should be the leader of the crisis team of technocrats. Then,
whatever was decided would be Suharto’s program, his decision.

This proposal was actually implemented. A ‘Resilience Council’
was established. It included the economic team of technocrats and
Prabhakar Narvekar, IMF Deputy Director. Its regular meetings were
chaired by Suharto. The idea was, since Suharto was the head of the
group, he would see to it that whatever was decided would actually be
implemented.

But sad to say, after some time, it became obvious that it didn’t work.
The measures were just dragged out, changed, or not taken at all. That
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was not foreseen at the meeting in Singapore, when there were high
hopes, that with this council under Suharto’s leadership, Indonesia
could maneuver itself out of the crisis.”

As demonstrations continued to call for his resignation, Suharto agreed
to a third LOI with the IMF on April 3, 1998. It did not ease the situation.
President Suharto began publicly criticizing the IMF. Then, he raised fuel
and electricity prices, one of the conditions of the LOI, probably to foment
popular anger against the IME. Instead, this led to wider student demonstra-
tions demanding for Suharto’s resignation. There were also riots directed at
the ethnic Chinese population. More capital flight ensued, a phenomenon
that De Tray observed was a reminder of a past episode:

“The population was also very conscious of what had happened the
last time Indonesia had a regime change, when power gravitated
from Sukarno to Suharto. Hundreds of thousands of people were
killed then, many of whom were ethnic Chinese. When the AFC was
combined with a collapsing rupiah, in addition to a possible regime
change (which eventually took place), the ethnic Chinese said, ‘Not
again.’ Many of them then moved their wealth to Singapore, wreaking
havoc on the financial system. For several months, Bl bled foreign
exchange, and initially it didnt do anything to try to stop this outflow.
By the time people realized how bad things were, the foreign reserves
were gone.”

Amid growing calls for his resignation, even from his former
supporters, Suharto stepped down on May 21, 1998, handing power over
to his Vice President Bacharuddin Jusuf Habibie. Few had expected this
outcome at the start of the crisis as Suharto had been a decisive leader, as
observed by Neiss:

“1 remember earlier times, when | was Resident Representative of the
IMF in Indonesia in the 1970s. There was the Pertamina crisis then and
also a rice crisis later. On these occasions, Suharto was very decisive
and effective, trusted his technocrat advisors, and everybody in the
government was behind a common action plan. That was all missing
during the Asian crisis. So Suharto had changed.”
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Resolution and Recovery

Habibie inherited a nation in deep crisis. The markets were depressed with
the rupiah falling to around IDR 17,000 against the US dollar in June 1998.
Domestic banks were weak and the corporate sector was insolvent. The
economy had contracted by close to 8% and 17% in the first and second
quarters of 1998, respectively. Unemployment and poverty levels had risen.

The new President tackled these challenges decisively and rationally. He
committed to work with the IMF. It was a positive turnaround, as Neiss noted:

"“Effective policy measures only happened after Suharto had resigned
(‘stepped down’ in his words), and Habibie became President. At my
first meeting with him | was very encouraged by his determination
to work with the IMF and to implement the program. And this was
subsequently done, with the effort of his new team, in particular, the
Coordinating Minister Ginandjar.”

The Habibie administration embarked on a series of measures to halt
the deterioration and restart economic recovery of the economy with the
support of the international community. Basically, the economic team
resumed the recovery program that had been undertaken by the previous
government before it was interrupted by the political crisis leading to the
change in government.

The team’s agenda, as Ginandjar pointed out, consisted of five programs:

1) restoring macroeconomic stability; 2) restructuring of the banking
system; 3) resolution of corporate debt; 4) continuing with structural
reform; and 5) stimulating demand and reducing the impact of the
crisis on the poor through the social safety net.”

Neiss noted the role of the international community in reviving the
economy:

“Yes, the turnaround occurred after a new government took over.
The political situation became more settled and the IMF program was
gradually implemented. In addition, the international community
was effective in helping to provide not only more loans through the
international institutions, but also loans and grants on a bilateral
basis. Some countries also provided technical assistance to Indonesia to
advise on financial and other reforms.”
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When President Habibie stepped down as President in 1999, Indonesia
was no longer in a crisis mode. The rupiah had stabilized at a level between
IDR 6,500 and IDR 7,000 per US dollar, not a small achievement considering
that in May 1998, when Habibie’s government took charge of the economy,
the rupiah was at IDR 17,000 per US dollar.

The more settled rupiah, as Ginandjar noted, reflected fundamental

improvements:

“This principally was the result of market forces, not government inter-
vention in the market for foreign exchange. Sustained commitment to
conservative monetary policies and a gradual return of capital from
abroad had been attributed to the recovery of the exchange rate.”

Politically, President Habibie laid the groundwork for a democratic
system, as De Tray noted:

“Suddenly, with Suharto leaving, Habibie was President. | knew
Habibie well. | went to see him shortly after he became President. Even
then you could tell he was uncomfortable with being President. But
he was the person who launched real democracy in Indonesia, setting
up relatively open and fair elections. Indonesia settled into a decent
democratic pathway. People began to realize their votes mattered and
they had some decent leadership since.”

Indonesia had surmounted the trauma of the AFC and had transited
from an autocratic regime to a democracy while the economy stabilized and
gradually recovered from the depths of the economic and financial crisis.



Chapter 4

Korea
Freddy Orchard and Guanie Lim

This chapter draws on the interviews of eight persons: Chang-yeol Lim, Duck-koo Chung, Yang-ho
Byeon, Kyung-wook Hur, Joong-kyung Choi, Hubert Neiss, Eisuke Sakakibara, and Haruhiko Kuroda.
During the 1997 Asian financial crisis, Lim was the Korean Deputy Prime Minister-cum-Minister of
Finance and Economy. Chung was the then Vice Minister of Finance and Economy. Byeon was the
then Director General of Finance Bureau, Ministry of Finance and Economy. Hur and Choi were both
senior officials at the Ministry of Finance and Economy. Neiss was the then Director of the Asia Pacific
Department at the International Monetary Fund. Sakakibara was Japan’s Vice Minister of Finance and
International Affairs. Kuroda was then Director General of the International Bureau at the Japanese
Ministry of Finance.

Having just joined the Organization for Economic Co-operation and
Development (OECD) in 1996, Korea was expected to sidestep the regional
crisis. However, not only did the crisis spread to Korea, but the country
nearly went into sovereign default, an event that could have had global
financial and security consequences. The default was averted by a concerted
international effort. Nevertheless, Korea suffered a deep downturn. As
remarkable though was the speed of the country’s recovery, reflecting the
leadership of a charismatic President who was firmly committed to the
International Monetary Fund (IMF) program and determined to push
through comprehensive reforms.

The Unexpected Crisis

Prior to the crisis, the Korean economy appeared to be robust, with yearly
gross domestic product (GDP) growth of 7-9%, moderate inflation, and
balanced budgets in the 3 years before the crisis. In addition, Korea’s admis-
sion into the OECD in 1996 confirmed its status as an advanced industrial
economy.
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Hubert Neiss, citing Korea’s impressive economic performance over
the years, saw the crisis as a “big surprise™:

“Yes, Korea was really a big surprise. Not only to the Korean govern-
ment and the Koreans, but also to the international community. Korea
had been admired as an ‘Asian Tiger,’ rapidly taking off after the
Korean War, expanding industrial development, becoming a member
of the OECD, being classified as an industrial country by the World
Bank and the IMF — and suddenly we saw the star performer begin-
ning to collapse. Nobody foresaw its suddenness and seriousness.”

Kyung-wook Hur expressed the sentiments of his peers by describing
the occurrence of the crisis as a “great shock™:

"It was a great shock. All of us were really shocked: we joined the
OECD back in 1996, but more than that, | think in 1994 or 1995, the
World Bank came up with a report on ‘The East Asian Miracle.” We
were one of the four tigers mentioned in the report. We also had
the Article IV consultation with the IMF back in 1996, and they all
said that we had great fundamentals, even though there were some
vulnerabilities.”

In addition, Hur referred to the burgeoning Korean semiconductor
industry as another confidence booster for the country, particularly with
Samsung showing signs of becoming a world champion in the field:

“In addition, there was the ‘illusion’ arising from semiconductors.
Between 1993 and 1995, semiconductors were booming. We also had
Samsung, which was turning into a global champion at around that time.
In 1995, Korea broke the USD 100 billion export record for the first time.”

Vulnerabilities

Korea’s sound fundamentals, however, masked vulnerabilities. Reflecting on
the situation then, Hur pinpointed three weaknesses that reinforced each
other to produce an exceptionally severe crisis:

“(W)e had a banking problem, an industrial problem, and a void in
political leadership. All of these things combined to form the perfect
storm. Of course, many of us were complacent too.”



Korea

Troubled Corporate Sector

The industrial problem was the parlous state of the chaebols, the fami-
ly-owned conglomerates that dominated the Korean economy. From the
early 1990s, the chaebols had gone on a debt-financed investment binge.
Most had set up multiple subsidiaries to venture into sectors deemed pres-
tigious, but which would be marked by excess capacity and thin margins,
as observed by Hur:

“But when we liberalized in the 1990s, the government toned down
these industrial policies, believing that the privatized banks will
scrutinize the lending better than the government. However, the
banks, with no clear majority owners, were lending almost freely
to the conglomerates, who were backed up by cross-guarantees.
This indirectly caused overlapping, uncoordinated investments from
other aspiring conglomerates. For semiconductors, there used to be
only Samsung, but with a freer market, firms like LG and Hyundai
jumped in. The overlapping investments also occurred in other major
industries like automobile, shipping, and petrochemicals.”

As concerning as their unprofitable ventures was the level of debt built
up by the chaebols, “with most of the conglomerates reaching 300% (of debt-
to-equity ratios) on the eve of the Asian financial crisis (AFC),” as noted by
Hur. In fact, debt-to-equity ratios above 500% were common.

In 1996, chaebol difficulties became evident when a drop in interna-
tional prices of Korea’s main exports, which included semiconductors and
steel, hit their earnings. Declining revenues, investment losses, and high debt
burdens led to a spate of bankruptcies. In early 1997, six of the 30 chaebols
entered into bankruptcy proceedings. These included the sixth and eighth
largest chaebols, SsangYong and Kia Motors, respectively.

It was not just overambitious, imprudent management that caused the
difficulties of the chaebols. Yang-ho Byeon noted that weak banking practices
and permissive regulatory oversight also contributed to the problems:

"1 think it was due to the lax corporate management. Korea also faced
a crisis as the banking sector, the government, and politicians did not
punish the non-competitive companies and just kept them operating
until the crisis erupted.”
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Over-Extended Banking Sector

The troubled chaebol sector precipitated a banking crisis. Korean banks
had extended long-term won loans to the chaebols funded through short-
term external borrowing. They were thus exposed to a double maturity
and currency mismatch, a situation that left them vulnerable when foreign
creditor banks began withdrawing their funds.

Korean banks resorted to borrowing short-term, instead of long-term,
funds as the Korean government had chosen to liberalize short-term inflows
ahead of long-term inflows, as Haruhiko Kuroda observed:

“Once a country becomes a member of the OECD, they would be told
of the necessity to free up their capital (account). At that time, the
Korean government liberalized the holding of short-term funds by
banks. Secondly, with that situation as background, as Korean banks
started to lend money to Korean companies, American banks provided
short-term United States (US) dollar funds for a week or a month. On
the other hand, there was long-term lending to the companies.”

It was a profitable venture. Banks opened foreign branches to tap onto
foreign funds. More dramatic was the proliferation of merchant banks that
were allowed to engage in foreign exchange transactions. Thus, within a
few years, close to 30 merchant banks, some set up by chaebols, had been
established. Their sole purpose was intermediating cheaper foreign currency
funds into long-term domestic loans. Byeon noted:

“Korean merchant banks made huge profits by borrowing a lot of
foreign funds short term and then giving long-term loans to busi-
nesses. Few people anticipated the problem as the merchant banks
were making so much money.”

The problem did emerge in the form of rising nonperforming loans
(NPLs) in the banking sector as more chaebols ran into difficulties. Korean
banks also faced a growing liquidity crunch as foreign banks became reluc-
tant to roll over their loans. Byeon recalled that the liquidity squeeze was
already perceptible in September 1997.

Actually, there were also other warning signs that a crunch was about
to break out, Chang-yeol Lim mentioned:
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“There had been several warnings about the foreign exchange crisis
throughout 1997. In April 1997, Park Young-cheol, the President of
the Korea Institute of Finance, wrote in his special report that these
practices and situations could lead to a Mexico-style financial crisis.
But all of these warnings were ignored by the responsible government
officials.”

Political Void

The political situation in Korea in 1997 revolved around the presidential
election scheduled for December. It was contested by three candidates. This
made for a charged political environment as political parties jockeyed for
support of their candidates. The result was political gridlock and indecisive
responses to deal with the impending crisis.
At a Harvard Kennedy School seminar where he was asked whether
a crisis would have occurred if there had been no presidential election,
Duck-koo Chung replied:

“Had it not been for the political situation with the upcoming pres-
idential election at that time, the Blue House might not have been
malfunctioning. The Blue House's ‘malfunctioning’ had allowed the
handling of very practical and policy issues to be politicized. | don't
think there would have been such a problem without the presidential
election. For this reason, good plans and measures such as a payment
guarantee for the banks’ external debt could not be properly discussed
and executed. There was such a plan in September 1997, but it did not
go anywhere.”

Hur elaborated on how the politics at that time leaned toward populist

measures:

“In addition, we were entering a new election year, with the prospect
of a new President. However, these structural issues were not properly
addressed because of the need to capture votes, populist ones espe-
cially. When the companies were facing bankruptcy, politicians would
seek protection for them, saying they’re national champions, big
employment generators, and they don’t want to see mass unemploy-
ment before the election.”
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Inception of Crisis

Ineffectual government responses stirred negative market perceptions. The
government’s decision on October 22, 1997 to bail out near-bankrupt Kia
Motors turned out to be significant. Hur recalled:

“This dealt a big blow to us. It signaled that the Korean government
could not rein in companies that were considered too big to fail.”

Two days later, Standard & Poor’s (S&P) downgraded Korea’s sovereign
rating, further depressing market confidence. Foreign banks accelerated
their withdrawals from Korean banks.

By November 1997, Korea was in crisis mode. Market confidence in
won assets had plummeted. Adding to the pessimism were the speculative
attacks on currencies elsewhere in the region. Foreign banks refused to roll
over their loans to Korean banks. Capital flight by both foreign investors
and domestic residents intensified. The Bank of Korea (BOK) intervened
in the spot and forward markets to support the won but to little effect. It
came under greater pressure. The banking crisis had thus become a currency
crisis. Not only that, Korea was also on the verge of default — the BOK was
running out of reserves to meet the debt obligations of its banks.

Calling in the International Monetary Fund

There had been resistance among some Korean officials to seek IMF help.
Lim recalled the series of critical meetings he had over 2 days before he
could recommend for Korea to seek IMF assistance:

“] was appointed as Deputy Prime Minister on November 19, had a
meeting with Assistant Secretary of the US Treasury Timothy Geithner,
prepared a report for the President on November 20, got approval
from the President and the agreement from all the presidential
candidates on November 21, and made the announcement at the press
conference that night. It took me 2 days to do all these things.”

An IMF team then arrived in Seoul. Its immediate task was to verify the BOK’s
reserves holdings. The team, as Neiss recalled, was taken aback by its findings:

“When we finally had to rush there in a hurry to negotiate a stand-by
arrangement, we had to establish the true reserves situation. On
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the first evening we arrived, our staff went to the Central Bank and
found out that a large part of the foreign exchange shown had been
deposited with branches of Korean banks abroad. The branches had to
use them, now more frequently, because the roll-overs, which they had
relied upon before, had become rarer and rarer.

These reserves were, therefore, not usable for other transactions by the
BOK. We could roughly estimate that by the end of the year, usable
reserves would be close to zero. This was, of course, a great shock
to the mission. | immediately sent a secret report to management to
explain the situation.

Since it was impossible to get a quick bridge loan from other central
banks (as was the case during an earlier crisis in India), the only
alternative to a default was to get timely financial support through
a quickly-negotiated agreement with the IMF, to be rushed to the
Executive Board for approval, so that the money could be paid out
before the BOK ran out of reserves.”

Hur explained why the BOK had placed part of its reserves with overseas
branches of Korean banks and its consequences:

“Korean policymakers thought we could better mobilize our reserves
by lending part of the reserves on a short-term basis, totaling about
USD 10 billion at that time, to the Korean banks. The rationale was that
the banks could then better utilize these reserves. So, the Korean banks
could borrow not only from overseas, but also from the government's
reserves, creating a win-win situation. It was a win-win so long as we
did not have a reserves problem.

But when the government needed this pool of money and attempted
to pull it out from the banks, the latter could not give us the money, at
least not immediately. | was really shocked to discover this... So, from
that point on, the IMF used the concept of ‘useable reserves.

12

Exploring a Second Option and the United States’ Influence

Lim revealed that, even after the IMF negotiations had started, he had

explored a second option of seeking bilateral assistance from Japan:

“Japan's banks held the biggest amount of short-term foreign debt. So,
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we went to Japan and asked for its cooperation. The situation would
have been very different if Japan had put a hold on the collection of
the bank loans at that time. | visited Japan around November 28 and
29, during the negotiations with the IMF. With Neiss’ agreement, we
reported to the President and then went to Japan to discuss with the
Minister of Finance of Japan.”

The attempt did not succeed. In Lim’s view, one reason was the US’
insistence that Korea should only work with the IMF:

"l heard that while | was in Japan, the US Secretary of State called our
Minister of Foreign Affairs and said, ‘The US doesn’t want Korea to get
support from both sides.’ In this regard, we couldn’t go forward with
getting support from Japan and had no choice but to receive assistance
from the IME.”

Lim also disclosed that US officials had wanted to attend the IMF

negotiations:

“(T)he US ambassador to Korea came to me and asked if US represent-
atives could attend the negotiations. | rejected, ‘No. There has been
no case in which a specific country sits down at the negotiating table
as part of the IMF negotiation. If this happens, Koreans will blame the
US for Korea getting the IMF loans, and the IMF will lose its credibility.
There will be a misunderstanding that Washington is using the IMF to
put what it wants into the negotiation agenda.’”

Lim succeeded in keeping US officials from attending the negotiations,
an achievement he saw as important:

“| still think | made a great decision to reject the US’ demand. Had |
agreed, we would have lost the credibility of the negotiations with the
IMF. Of course, the US had indirect talks, but at least it didn't officially
join the IMF negotiation team. If Washington had attended the nego-
tiations, the Korean people would not have trusted the IMF at all.”

Nevertheless, as Lim observed wryly, the US exerted its influence on
the IMF team behind closed doors:

“The US representatives didn't attend the negotiations. But the US
Under Secretary of the Treasury, David Lipton, was upstairs while | was
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negotiating with the IMF at Hilton Hotel. It seemed that the IMF team
went back and forth to get the green light from the US during the talks
with Korea.”

Korean officials discerned that up to then, US policy on the crisis was
shaped by the US Treasury. They found this problematic as its approach was
Wall Street-oriented, which favored the opening of markets for US banks
and investors. Thus, there were differences of emphasis between them and
the IME, as Chung noted:

“In my opinion, the US Treasury Department and the IMF seemed
to have different views on the bailout issue in Korea. While the IMF
focused on how to extinguish the fire as firefighters, the US Treasury
Department took this opportunity to open up and restructure the
Korean market.

When | asked the US Treasury what they wanted, they said that they
were not interested in the restructuring issues, but their main focus
was market opening and government-owned corporations. So | asked
to what extent they wanted to open the market in Korea, and the US
Treasury said opening about 50% of the market would be satisfactory.”

There were also differences in emphasis between the US Treasury and
the US State Department. The latter saw Korea as an important strategic ally,
avital base for US troops in the region. Korean officials consequently went on
a campaign to emphasize Korea’s strategic role to the US, as Chung revealed:

“So, it seemed that there were two camps even within the White
House — the view of the US Treasury Department that the US should
take this opportunity to reform Korea, and the view of the State
Department which believed that the US could lose Korea strategically,
the largest bridgehead against China and Russia.

Since the US Treasury Department’s position was stubborn, we had to
somehow get the issue to the attention of the White House. Therefore,
we mobilized as many people as we could in order to approach the
Clinton administration’s diplomatic and security officials, including
the US Secretary of State Madeleine Albright. Eventually, Secretary
Albright persuaded President Bill Clinton to prioritize diplomatic and
security considerations.”
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Chung added that the US approach moved toward the US State
Department’s views after the election of the new President, Kim Dae-jung,
in mid-December 1997:

“It should be said that the US started to drastically change its view
when Kim became President in Korea and President Clinton came to
realize that Korea could be in an irreversible predicament. Until then,
it appeared that the US Treasury Department led the push for reforms
which meant painful torture for us.”

Negotiations with the International Monetary Fund

It had become urgent to finalize the IMF program as Korea was close to a
debt default. The urgency called for round-the-clock negotiations conducted
in secrecy, Neiss recalled:

“We had to negotiate day and night during that time. In addition, we
had to avoid the journalists, who were constantly around. The Korean
delegation had moved into the hotel, where we were staying, and
we met in a secret room in the basement (to which we had to move
through the kitchen), so no journalist had any idea where we were."”

The negotiations were hard on the members of the Korean team. There
was, as Joong-kyung Choi recalled, a sense that they had let the country
down:

"My colleagues and | had a sense that we had sinned. We blamed
ourselves that as public servants we had not done our best to prevent
a crisis.”

Hur admitted to a feeling of resentment, having to seek advice about

economic policy from outsiders:

“When we began to work with the IMF delegation, it was really humil-
iating. For the bureaucracy, we had pride in managing our economy
pretty well for decades and all of a sudden, we were dictated by people
who did not necessarily know about the Korean economy as much
as we did. So, in every discussion with the IMF, it was very hard, for
them and us. We challenged some of their prescriptions as they had a
tendency, at the beginning especially, to impose their methods rather
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than spending time to listen to our story. Previously, the IMF consul-
tation said that we had a clean bill of health, and now they came out
and said that everything was wrong. But later, it got better because we
trusted each other more and we began to cooperate more.”

Neiss agreed that over time, the two sides were joined by a common
purpose to find solutions in the best interests of the country:

“They knew that we both had the same goal: to work in a hurry, to
prevent a default of Korea. And cooperation worked very well. In
general, during our negotiations, there was a common purpose and a
common desire to come to an agreement quickly. Despite the stress and
a tense atmosphere, our encounter was friendly and never hostile.”

International Monetary Fund Policies

During the negotiations, the IMF team pressed for tight macroeconomic
policies and reforms to address structural weaknesses in the Korean economy.
The Korean team challenged the IMF’s understanding of the situation, as
Hur observed:

"] suspected that the IMF did not have a full picture about how the
Korean economy was impacted more by sudden capital outflows
rather than structural flaws.”

Nevertheless, after intense negotiations, the IMF team essentially
pushed through its proposals. First, it called for a fiscal surplus, even though
tax revenue was expected to fall because of an economic slowdown. This
meant large spending cuts, a policy that Hur said was “dead wrong”:

“They wanted us to keep a fiscal surplus, in addition to high interest
rates. That's dead wrong. Korea was different from the Latin American
cases, where fiscal profligacy was one of the main causes of economic
malaise. Our fiscal position was very sound then. It was the wrong
prescription from the IMF. After some time, the IMF loosened its stance
as it might have realized what we knew all the while.”

More controversial was the IMF’s insistence on tight monetary policy,
in effect raising interest rates to a high enough level to arrest the currency’s
weakness. Chung noted that despite strong protests, they “had to implement
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high interest rates of 30% or higher for about 100 days. The government tried
hard to solve the problems caused by higher interest rates from the outset
in November 1997, but it was not that easy”

Lim admitted that his encounters with then IMF Managing Director
Michel Camdessus on the austerity program, especially on interest rates,
were the most intense in his experience. The only concession he obtained
was that the high interest rate policy would be “temporary”:

“1 told him, ‘The IMF has a very limited understanding of the prom-
issory note system in Korea. Corporate transactions are made using
promissory notes as credit. So, if the IMF makes companies insolvent
with its high interest rates, the post-dated cheques issued by these
companies will cause other businesses to go bankrupt and all sound
businesses will collapse. Then this will lead to the insolvency of banks.
If this happens, it is only a matter of time before the Korean economy
collapses, and people will blame the IMF for destroying the Korean
economy.’ | kept insisting on this during the negotiations and finally
was able to include in the agreement the condition of ‘temporary’ high
interest rates.”

The IMF also called for reforms of the banking system, the corporate
sector, and other sectors like the labor market. The need for such reforms
was accepted by the Koreans although there were differences in emphasis
and manner of implementation. In fact, a comprehensive financial sector
reform bill would be passed later by the Legislature and the newly-elected
President would make it his mission to implement wide-ranging reforms.
However, the attempt to implement structural reforms amid contractionary
macroeconomic policies worsened the economic downturn.

On the whole, the Korean team resisted the IMF conditionalities, but
as Chung pointed out, they had little bargaining power:

“In this way, after continuous negotiations, the Korean government
had no choice but to agree on a few things and reached an agreement
with the IMF which became like an occupation force. The Korean
government eventually initialled the agreement under pressure from
the IMF, but in hindsight, | think that it was wrong.”

The IMF also stipulated that the IMF program could only be formalized
after all the presidential candidates agreed in writing to its terms. Chung



Korea 101

disclosed that while the other two candidates did so, Kim, who would
eventually win the elections, agreed only after he was able to send “his own
advisors to figure out whether all the numbers and reports were true.”

On December 4, 1997, Camdessus and Lim signed a 3-year IMF
Stand-By Program. It provided for a financial assistance package of about
USD 57 billion — USD 21 billion from the IME USD 14 billion from the
World Bank and Asian Development Bank (ADB), and a “second line of
defence” of USD 22 billion comprising bilateral arrangements with the Group
of Seven (G7) governments. Nominally, it was an impressive amount: the
total package was equivalent to about 20 times Korea’s IMF quota and the
IMF portion was the largest it had extended to a single country. But it did
not ease the liquidity crunch that the BOK faced.

First, it appeared that the G7 bilateral contingency lines would not be
easily activated, Chung commented:

“What Camdessus did most wrong was to seek support from the
G7 countries. It seemed that the IMF had never done such a large-
scale rescue package before. Since it was difficult for the IMF to get
all the necessary funds in a short time, it tried to get support from
the G7 countries. But at that time, | argued that the IMF shouldn’t
include money to be provided only years later in the rescue package.
Moreover, it could be more complicated if the parliaments of the G7
countries opposed it.”

Second, the IMF’s cash disbursements in December 1997 were sufficient
only to meet loan withdrawals by foreign creditor banks. As Hur explained,

“At the end of 1997, the IMF came up with the first payment to rescue
Korea, but a lot of it went straight back to the foreign lenders.”

Foreign creditor banks were increasingly not rolling over their loans to
Korean banks, instead demanding repayment of their loans.

Kuroda said the consequent capital outflows exceeded what the IMF
had catered for:

“It was a huge IMF loan that was thought to solve the problem but
did not work. This was because the short-term loans of banks were
not renewed. That was the situation and even though the IMF lent 20
times the quota, the outflows did not stop.”
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Averting Default

Within a week of the signing of the IMF Agreement, the won resumed its
decline. By the second week, the BOK’s reserves had reached a perilous level,
pushing sovereign default, once an unthinkable scenario, closer to reality.

Two critical developments helped avert a default. First were the actions
that President Kim took after he won the elections on December 18, 1997. The
day after, he publicly promised that the IMF conditions would be complied
with. He then spoke to President Clinton to seek US support. The latter
was sympathetic to Kim’s request, the outcome of which was stronger US
action to aid Korea. Chung saw the good relationship developed with the
US president as a significant achievement by President Kim:

“The biggest contribution President Kim made was to strengthen the
relationship with President Clinton. Kim emphasized to Clinton that
the Korean government wanted to overcome the crisis with the help
of the US, and asked the US to give Korea its support. Additionally,
President Kim promised to faithfully carry out reforms for the market
economy and democracy in Korea and to act as an evangelist of
democracy and market economy in Asia. To be honest, Korea would
have been in big trouble without the help of US President Clinton and
Secretary Albright.”

Second, a Korean default was forestalled because of a coordinated
effort, led by the US Federal Reserve, to exert pressure on banks to roll over
their loans to Korean banks. Neiss highlighted the role of G7 central banks
in convincing the banks under their jurisdiction to do so:

“But the difficult issue was that the banks should not be forced by
the authorities to do that. Instead, they should do it voluntarily. That
meant the process had to rely on persuasion by the central banks.

This was accomplished. In this effort, the US government played an
important role, and the G7 was very helpful. | think this was a decisive
achievement. Of course, it was in everybody’s interest, not just Korea’s,
because a Korean default could have caused a major financial crisis in
the region and, maybe, worldwide.”

The mission to get a critical mass of banks to agree to a rollover was
finally completed, on December 24. The rollover would be extended to end
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March 1998. Eisuke Sakakibara vividly remembered that day:

“The agreement was reached on Christmas Eve. | clearly remember
that, Christmas Eve of 1997. It was a very memorable occasion, you
know, since it was Christmas Eve.”

The same day, the IMF, together with the World Bank and the ADB,
announced that they would accelerate their disbursements. Lim character-
ized the events on Christmas Eve as a “Christmas present” for Korea. He
remembered the dinner after the press conference:

“Back then, all the staff of the Ministry of Finance and Economy
worked very hard in preparing and holding the press conference late
at night. When we went to a restaurant to have a very late dinner after
that event, other people who were already having a meal at other
tables gave us a big hand for our efforts and also paid for our dinner.”

Debt Rescheduling

In mid-January 1998, Korea began negotiations with creditor banks to
convert their short-term claims into sovereign debt of 1-3 years of maturity.
Chung, who led the negotiations, recalled that US support was critical:

“Some people said that the negotiations went well thanks to our
negotiation skills. However, the most important factor was rebuilding
market confidence and the rapport between President Clinton and
President-elect Kim Dae-jung. President Clinton consequently favored
the views of the State Department and State Secretary Albright over
those of the Treasury Department and Treasury Secretary Robert Rubin.

Furthermore, the Korean negotiators worked very professionally to
come up with credible plans for financial restructuring and banking
supervision. Many Wall Street professionals noted that they could not
imagine how Korea could have fallen into such a serious crisis when we
have this group of highly trained and educated government officials.
To this day, | am very proud of my colleagues who worked together
with me during the crisis in 1998."

Byeon recapped the case the Korean team made to banks at major
financial centers. This was that essentially Korea had good fundamen-
tals — it had a solid manufacturing base, healthy fiscal balances to
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recapitalize corporate balance sheets, and a capacity to absorb foreign
funds:

“We went to New York, London, Frankfurt, Hong Kong, Singapore,
Paris, and Milan to explain everything and this persuasion worked well.
Indeed, creditors and investors were thinking along the same lines.”

During the negotiations, the Korean team impressed the bank negoti-
ators with its ability to deliver real-time data on the short-term debt owed
by every Korean bank. Chung described how this was done:

“"We created a system in which the debt figures of each bank were
compiled by the minute. Byeon then sent these data to the global
financial community including Wall Street via emails titled ‘Email
Service from Mr. Byeon’ every day. With these efforts, people came to
have trust in the numbers (data) that we presented, the accuracy of
statistics, and the real-time access to our statistics and data.”

The campaign to reschedule the debt was concluded in end-January
1998, in time for the inauguration of the new President.

Economic Hardship

Despite the debt extension, macroeconomic policies remained contrac-
tionary till later, as Hur noted:

“However, only after we formally signed the debt rescheduling in
March 1998, then only were we allowed to reduce interest rates by
the IMF. During those months, many companies went bankrupt. Some
of them deserved it, but many of them would have survived if interest
rates had been gradually lowered. This would have meant less people
getting laid off. But at that time, we were talking to deaf ears.”

Korea endured a devastating downturn in 1998. GDP growth declined
6.4% that year. Almost half the chaebols went under. In turn, many firms
dependent on them for business had to shut down and unemployment rose
steeply, Hur recalled:

“When you looked at the stock market, when you looked at the
exchange rate, all these numbers were falling rapidly. You could see
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your private savings disappear overnight, every night. So, this was really
painful, plus you lost your job. Our unemployment rate was about 2.5%
before the crisis, translating to about 400,000 unemployed people.
At the height of the crisis, it was over 1.7 million people — a 400%
increase. The conglomerates had also fallen. Out of the top 30, I think
14 were gone.”

To this day, the pain from the IMF austerity policies still evoked
strong emotions from the interviewees. Thus, Choi noted that “the massive
displacement of workers caused by widespread bankruptcy of business firms
brought about many cases of broken families. The IMF should apologize to
the Korean people officially for its serious mistake.”

In the same vein, Chung recalled telling Stanley Fischer, the then IMF
First Deputy Managing Director, that the initials IMF among Koreans “were
an abbreviation of I aM Fired, not ‘International Monetary Fund. And I heard
that even teenagers were praying for the IMF to leave Korea.”

Hur, on the other hand, thought it was unfair to blame the IMF for
the crisis:

“For the benefit of the IMF, | try to be fair. We called this crisis the ‘IMF
Crisis’ in Korea. This is unfair because the fire was there, and the IMF
came to put out the fire. However, we complained when, in the process
of putting out the fire, trees and other things were broken. The IMF
didn’t cause this crisis. It was caused by our own internal problems and
by the rapid capital flows.”

To their credit, Korean officials set aside their divergent views on the
IMF polices and worked as a team, led by the newly-elected President, to
resuscitate the country out of the crisis.

Spirited Response under a New President

Kim Dae-jung’s presidency ushered in a period of sweeping reforms that laid
the foundations for sustainable recovery. Before Kim assumed office, both the
incumbent and incoming presidents put aside their political differences to
work together for the good of the country. The joint committee they formed
ensured a smooth transition of power. Lim explained:

“Although Kim Young-sam and Kim Dae-jung were long-time political
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rivals, they worked together very well with cooperative efforts in order
to overcome the crisis. | think this should be appreciated in history.
Just two days after Kim Dae-jung was elected, he and then-incumbent
President Kim Young-sam agreed to form a 12-member Emergency
Economic Committee (EEC). The outgoing and incoming administra-
tions specified that they would faithfully implement the agreement
with the IMF without any interruptions.”

Taking office in early February 1998, President Kim Dae-jung

committed his administration to keeping to the tight monetary and fiscal
policies as stipulated in a revised letter of intent (LOI) with the IMF. Not only
that, he promised wide-ranging structural reforms. He had the reputation of
being left-leaning, a critic of past governments, and a reformist, and there
were fears that he would upset investors with populist proposals. However,
on becoming President, he pushed ideology aside and did what was needed,

Chung commented:

“President Kim was liberal, holding left-wing views; but after taking
office, he postponed all the things he wanted to execute, such as the
introduction of a new welfare system or reform of the labor system. He
only focused on overcoming the crisis. Of course, 3 years after, when
the crisis was over, he pushed some of his political agenda. | think
during the crisis he abandoned all his political philosophies as a liberal
politician. Instead he came to accept that crisis resolution had become
his historical mission.”

To fulfil his promise for fundamental reforms, President Kim had to

circumvent two powerful roadblocks, the trade unions and the chaebols.

Lim explained why he succeeded:

“In fact, President Kim successfully implemented both labor and
chaebol reforms. The reason why he could push through both reforms
was that he had not received any help from chaebols in his political
career and hence was not indebted to them, and the labor community
agreed to ‘a grand compromise’ since he was the president of their
choice. President Kim secured the tripartite agreement among labor,
management, and government.”
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Hur noted that the tripartite agreement was rooted in President Kim’s
concept of “burden sharing”:

“The idea was that the reforms were painful, but we should share the
pain. It was a persuasive plan that eventually got the buy-in from all
sides.”

Lim recalled that the critical moment was when the trade unions “made
the tough decision to allow businesses to fire their members” for the sake
of corporate survival.

Subsequently, as Hur recalled, Korean officials worked closely with the
IMF on implementing structural reforms, especially in the financial and
corporate sectors:

“What was interesting as the crisis went on was the feeling that it
should not be wasted away. We thought it was an opportunity to push
through some structural issues. In private talk, some IMF staff said that
they were really surprised that we had not only already identified all
the structural issues, but also prepared the solutions. Additionally,
they were surprised that these reforms never really got implemented.
Therefore, both sides began to see eye to eye”

The banking sector saw several reforms. Hur summarized the thrust
of these reform:

"On one hand, we consolidated all the weak banks. On the other,
we had much stricter criteria for the surviving ones. The goal was to
resume the lending cycle while not draining too much off the public
coffers. Otherwise, the economy could not be restored.”

Corporate sector reforms centered on dealing with the weaknesses of
the chaebols that had led to the crisis. The priority was ensuring that the
chaebols became more transparent, got rid of cross-guarantees, focused
on core businesses, and trimmed overlapping investments. The Securities
Exchange Act was revised to require large listed companies to appoint
independent board members, establish Audit Committees, and have
compliance officers.
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The scale of reforms was unprecedented. President Kim’s success in
attaining credible policy and comprehensive reforms made him a special
leader, Chung noted:

“He was an iconic figure in terms of building the credit worthiness and
trust in Korea. At that time, President Kim was also revered as a person
who completed democracy in Korea, to such an extent that he could
be called the Nelson Mandela of Asia.”

Recovery

By the end of 1998, signs of recovery had emerged. The won had strength-
ened from its low of KRW 1,965 to the US dollar on December 24, 1997 to
KRW 1,200 at the end of 1998. In 1999, growth rebounded to around 10.9%.
Unemployment fell. Korea’s V-shaped recovery was the fastest among the
crisis-hit economies. The current account had turned into surplus, enabling
the country to replenish its reserves. Korea made its last drawing on IMF
funds in May 1999 although the IMF program was scheduled to end on
December 4, 2000.

A combination of factors accounted for the robust recovery. Korea’s
export-oriented economy benefited from a favorable external environment,

as Hur mentioned:

“For one, it was not a global financial crisis. Foreign demand was still
there and once we began to regain trust by aggressively addressing all
these reforms, we could export our way out of troubles.”

The tight macroeconomic policies helped turn the current account
shortfall into a surplus, observed Byeon:

"1 think one of the reasons why Korea was able to repay IMF bail-out
money so quickly was because the Korean government implemented
a policy of curbing domestic demand tightly in the early stages. As a
result, the current account improved and turned into a surplus.”

President Kim's commitment to reform, which led to sweeping struc-
tural reforms to tackle the weaknesses that contributed to the crisis, was
critical. The reforms bolstered investor confidence and laid the foundations
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for sustainable growth. Essentially, these reforms paved the way for a more
outward-looking and revitalized Korea. Choi saw these changes as critical.
His analysis was that Korean macroeconomic policy had failed to recognize
that “OECD membership had transformed the Korean economy from a
closed economy into a small open economy as it significantly increased
cross-border capital mobility. Hence, the Korean government’s fixation on
attaining per capita income goals led to an overvaluation of the Korean won,
balance of payment deficits, and accumulation of short term external debt.”
As Choi saw it, Korean policymakers should have orientated macroeconomic
policy toward external equilibrium as well, instead of focusing almost wholly
on internal macroeconomic objectives.

Most importantly, the President’s leadership helped galvanize a collec-
tive spirit to overcome the crisis. Hur puts that spirit into context:

“The most important factor was the spirit of the people. They bore the
burden and persevered with the pain from the adjustment process.
The Korean spirit was very moving, and the crisis would not have been
surmounted without the people’s sacrifice.”

That spirit was epitomized by the inspiring gold-collecting campaign,
noted Lim:

“Speaking of the public sentiment and role of the Korean people at
that time, it is impossible to talk about the crisis without recalling
the gold-collecting campaign. This campaign greatly contributed to
improving Korea's credibility. Usually, people tend to take care of
themselves in a crisis. They will panic and buy gold when faced with
a foreign exchange crisis. However, the Korean public even brought
their children’s gold rings (traditional gifts for babies to celebrate their
first birthday in Korea) to donate these as if they were fighting for
independence as in the Japanese colonial period. Consequently, Korea
gained the trust of the international community that ‘Korea will never
fail.” Other countries marveled that Koreans were donating their gold
for their country in a situation when the country was at risk of going
down. It was very meaningful as this showed the unity of the Korean
people in a difficult time for the country.”
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This chapter draws on interviews with six persons: Lin See-Yan, Andrew Sheng, Ooi Sang Kuang,
Nor Shamsiah Yunus, Eisuke Sakakibara, and Jim Walker. During the Asian financial crisis, Lin was
Chairman of the Pacific Bank Group, after retiring as the Deputy Governor of Bank Negara Malaysia
in 1994. Sheng was the then Deputy Chief Executive of the Hong Kong Monetary Authority after a stint
at the World Bank as a senior manager of the Financial Sector Development Department. Ooi was the
then Head of Regional Research in RHB Securities. He concurrently sat on the boards of several RHB
Group companies, one of the largest companies in Malaysia. In 2002, Ooi returned to Bank Negara
Malaysia as its Deputy Governor. He is now the Chairman of Singapore-based Oversea-Chinese
Banking Corporation Limited. Shamsiah was then in the Banking Regulation Department at Bank
Negara Malaysia before serving as its departmental director in the latter periods of the Asian financial
crisis. Since July 2018, she has been the Bank Negara Malaysia Governor. Sakakibara was Japan’s
Vice Minister of Finance and International Affairs whereas Walker was a chief economist at the Hong
Kong-based Credit Lyonnais Securities (Asia) Ltd during the crisis.

Malaysia’s economic fundamentals going into the Asian financial crisis
(AFC) were relatively sound. Still, no different from the other regional
economies, it was not spared the speculative attacks on its financial markets.
Conventional polices failed to deter the speculators and this eventually led
to a deep recession. Malaysia then charted an unorthodox course, eschewing
the International Monetary Fund (IMF) and its one-size-fits-all approach.
It instead imposed selective exchange controls and pegged the Malaysian
ringgit to the United States (US) dollar, measures that were widely criticized
then. The measures provided room for policymakers to take expansionary
fiscal and monetary policies and the latitude to implement reforms to
strengthen the banking and corporate sectors. One year later, Malaysia was
on the recovery path.

Pre-Crisis

On the eve of the AFC, the prevailing sentiment on the Malaysian economy
and financial system was relatively optimistic. Between 1994 and 1996,
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annual gross domestic product (GDP) ranged between 9% and 10%, inflation
was around 3%, and the fiscal surplus was also as high as 2.7% of GDP.
The banking sector was well capitalized and provisioned: its risk-weighted
capital ratio was more than 10.0% and nonperforming loans (NPLs) were
computed by Bank Negara Malaysia (BNM) to be around 3.6% of total loans
outstanding, with loan provisions for the NPLs close to 100.0%.
Significantly, Malaysia had a healthier external debt profile than other
crisis-hit economies. External debt was low, amounting to only 43.6% of
gross national income (GNI). Another feature that stood out was its low
level of external short-term debt. This was due to a longstanding policy to
restrict foreign borrowing by the private sector, explained Sang Kuang Ooi:

“We had a restrictive policy on foreign borrowing by corporates.
Unless they had a natural hedge, the central bank would not approve
of them doing so. We had, what | would call, some form of control
on foreign borrowing. But there was no capital control on foreign
companies — they could remit their profits and bring in capital. | think
this partially protected Malaysia.”

Controls on short-term external borrowing also explained another
source of resilience for Malaysia. Its current account deficits were mainly
financed by foreign direct investments (FDI) and long-term debt.

Credit Binge and Stock Market Highs

Nevertheless, there were vulnerabilities in the system. Leading up to the
AFC, the Malaysian economy had shown signs of overheating fueled by a
credit boom, elevated investment spending, and asset price bubbles.

Between 1990 and 1997, lending by Malaysian banks and other financial
institutions to the private sector rose sharply from about 70% to 124% of
GDP. The credit boom had two perceptible effects. First was the rise in debt-
financed private sector investments, especially in property and construction.
Coincidentally, public investment spending, marked by mega infrastructure
projects, was also high. Thus, investment spending formed a relatively high
proportion of GDP then.

Second, the credit boom fueled speculation in real estate and the stock
market. Reports suggest that between 1990 and 1996, house prices more
than doubled while the stock market rose by more than 140%. Annual credit
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growth for the purchase of properties and shares exceeded 29% and 30%,
respectively, prior to credit ceilings imposed by the central bank in April
1997. Thus, going into the AFC, financial institutions had a big exposure to
property and stocks.

A critical feature of the boom in the Malaysian stock market was that it
was not just driven by local money. The other propellant was foreign funds,
as noted by Andrew Sheng:

“The asset bubble was clearly fueled by incoming (foreign) money.”

Ooi also recalled the period of the mid-1990s when he was promoting
Association of Southeast Asian Nations (ASEAN) stocks as an asset class to
overseas fund managers. Malaysia was a popular investment destination:

“0Onthe Morgan Stanley Capital International (MSCI) index, | remember,
the Malaysian stock index in the MSCI Asia ex-Japan had a weight of
about 11%-12%. And there was a period later when | was managing
funds, many of us were overweighted on Malaysia for as high as 15%.
So, funds were flowing in, and | mean basically into those five major
ASEAN countries. At that time, Korea was closed; Taipei,China was
closed; China, nobody looked at it. So if you invested in an ASEAN
fund, you would be overweight on the five ASEAN countries.”

Jim Walker elaborated that Malaysia was then considered a top draw

for overseas fund managers:

“At that time, Malaysia really was one of the main destinations for
portfolio investment in Asia because it was one of the big, liquid
markets. People have forgotten this over the last 20 years but on some
days, the Malaysian stock market showed higher turnover than Hong
Kong. That was purely in Malaysian stocks but listed on two bourses,
Singapore and Kuala Lumpur.

As | say, turnover was sometimes higher than in Hong Kong but
remember China H-shares didn’t exist in those days. So, you know,
Malaysia was a real foreign capital attractor. That was the source of
most of Malaysia's short-term capital flows.”

BNM data show that nonresident holdings in the Kuala Lumpur Stock
Exchange averaged about 19% of GDP between 1990 and 1996, among the
highest percentages of the regional stock markets. The large proportion of
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foreign holdings had a sting in the tail for policy makers. The subsequent
herd-like exit of these foreign portfolio funds not only affected stock market
sentiment but also put tremendous pressure on the ringgit. As Ooi noted,
this occurred because the majority of portfolio managers were not long-term
investors as professed. They would cut their stocks exposure indiscriminately
at short notice:

“l remember fund managers telling me they were long term inves-
tors. They would say they buy good companies and stay with them
for years. But actually, many of them are very short term. They look
at yearly performance and the moment they suspect something is not
right, they will quickly pull out and stocks are so liquid, which is very
different from direct real investment. If | build a cement factory, I'm
stuck there for good. | cannot pull out. But equity investors can pull
out easily.”

Pre-Emptive Measures

Alerted to the risks posed by an overheating economy, beginning 1995,
Malaysian policymakers promptly worked for the reduction of the current
account deficit and restraint of rapid credit growth. Large public sector
projects were put on hold. This led to the current account deficit falling from
9.7% of GDP in 1995 to 4.4% in 1996 and to an overall government budget
surplus, averaging 1.3% of GDP from 1995 to 1997.

Nor Shamsiah Yunus recalled how BNM tightened monetary policy and
credit conditions to moderate the exposure of banks to property and shares:

“The Statutory Reserve Requirement (SRR) ratio was raised from
8.5% in 1993 to 13.5% in 1996 and this move was complemented
by the imposition of limits on banks for loans granted to the broad
property sector (not exceeding 20% of their outstanding loans) and
the purchase of shares (not more than 15%) effective April 1, 1997.
By the end of 1997, the over-exposure of loans to property and shares
had moderated, with the outstanding loans for property and shares
accounting for 13.1% and 8.9% of total loans, respectively.”

However, selling pressure had already hit the stock market by April
1997 and would spill over to the ringgit soon after. Nevertheless, the cooling
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measures were important buffers that enabled Malaysia to later pursue an
autonomous approach in managing the crisis.

Attacks on the Ringgit and Stock Market

BNM attributed the start of the selling pressure on Malaysian financial
markets to the repatriation of funds by foreign equity managers in early 1997,
when the Thai baht first came under fire. Stocks and the ringgit subsequently
declined precipitously. The Kuala Lumpur Composite Index fell by 79.30%
from a high of 1,271.57 in February 1997 to a low of 262.70 on September
1, 1998. This was the biggest fall among regional stock markets, attesting to
the impact of the sell-off by both resident and foreign equity holders. The
ringgit depreciated by about 74% from MYR 2.5235 per US dollar in June
1997 to MYR 4.8800 in January 1998.

Shamsiah attributed the unprecedented plunge in stocks and currency
to short-term speculative capital flow and sudden shift in investor sentiment
“perceiving the region as a homogenous asset class™:

“| can still remember it distinctly given the severity and speed in
which the crisis spread across the region. Also, the AFC was triggered
by external factors, mainly due to the short-term speculative capital
outflows brought about by herd-like behavior by portfolio investors
which subsequently led to a banking system crisis. No doubt there were
some vulnerabilities arising from credit expansion and investment
activities, which were registering double-digit growth, but in itself,
these were insufficient to trigger the crisis.”

Sheng concurred:

“Over in Malaysia, the asset bubble was clearly fueled by incoming
money. You see that in the stock exchange. So, are you really surprised
that when markets elsewhere tanked, money began to leave Malaysia?”

Ineffectual First Responses

Malaysia’s initial policy responses to the crisis mimicked conventional IMF
prescriptions. Monetary policy was tightened in an attempt to stabilize
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the ringgit and reduce credit-driven spending. Fiscal spending was cut to
restrain aggregate demand in order to mitigate the current account deficit.
However, these polices failed to stem the turmoil surrounding the
ringgit and the stock market. The ringgit and the stock market continued to
decline through 1997 with worsening impact on the real economy. The steep
depreciation of the ringgit led to higher consumer and producer prices while
the negative wealth effects of falling asset prices dampened domestic demand.
Shamsiah recalled the perverse effects of the orthodox approach:

“The combination of tight monetary policy and fiscal restraint was
doing more harm than good to the economy. The measures had
instead worsened businesses’ cash flows, that were already affected by
the ringgit depreciation, decline in stock prices, and weaker external
demand. As a result, private sector activity contracted significantly.”

Shamsiah also noted how difficulties in the corporate sector spread to
the banking sector through rising NPLs and banks consequently cutting
back on lending:

“The effects then spilled over to the banking and corporate sector as
deterioration in asset quality led to rising NPLs. This contributed to a
vicious cycle in which banks became overly cautious in extending new
loans, even to viable businesses in productive sectors, causing banking
system loan growth to turn negative from 26.5% at end-1997 to —-1.8%
at end-1998. This led to a significant halt in economic activity. It became
evident that Malaysia was facing a recession for the first time in 13
years when the GDP of the second quarter (Q2) of 1998 was announced
in August that year.”

Two Different Viewpoints

As the Malaysian economy continued to stutter into the second half of 1998,
uncertainty was also generated by the tussle between two groups on how to deal
with the crisis, a divergence that had political overtones. One group coalesced
around the then Deputy Prime Minister and Finance Minister, Anwar Ibrahim.
The other was led by the then Prime Minister Mahathir Mohamad.

The group associated with Anwar, which included the then leadership
of BNM, leaned toward orthodox policies espoused by the IME. In other
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words, it was “more of the same” approach. Ooi expressed sympathy with
the dilemma the central bank’s leadership found itself in pursuing a path
contrary to the Prime Minister’s:

“We were all brought up in that context. That was the framework of
analysis and the IMF had shown us in the past how they got the Latin
American countries out of crisis. There were no alternative models,
right? The IMF came down hard on the developing countries. They
were like demigods and demanded harsh conditionalities.”

Mabhathir, on the other hand, harbored a repugnance to the IMF
approach. He saw first-hand that the austerity policies applied to Thailand
and Indonesia had resulted in high job losses and corporate distress. Ooi
explained that Mahathir was concerned about the potential for widespread
business failures from IMF policies:

“So, one thing about Mahathir, as a politician he mixed a lot with
the businessmen. They basically said that at interest rates of 10-15%,
they will all ‘die.” And Mahathir being a practical person said, ‘If all
my corporates die and have to be bailed out or sold to foreigners, my
whole economy will collapse. This cannot be right.’ So in effect, he said,
"You should lower interest rates. Malaysia should not move toward the
IMF way.’ So, there was this struggle.”

Ooi mentioned another repercussion of IMF policies in Thailand that
Mabhathir found disturbing. This was the risk that viable Malaysian businesses
could be disposed off to foreigners at fire-sale prices, as was happening to
Thailand then:

“IMF policy basically helped to ‘plunder’ the country in time of crisis
because it forced you to do fire sales. Thailand was very, very sore.
They have not forgotten it. They had to sell many businesses at fire-sale
prices. And the American companies bought them, for a song.”

Speculation through Offshore Markets

Mahathir was critical of the orthodox polices pursued for another reason.
They ignored the “elephant in the room” that was plaguing Malaysian finan-
cial markets: the destabilizing effects of speculation. He had publicly blamed
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speculators like George Soros for the regional crisis as early as Q3 1997.
However, his remarks then were counterproductive. They only provoked
the speculators, noted Ooi:

“Mahathir is a fighter. If you check statements he made before and at
the IMF World Bank meeting in Hong Kong, he was basically telling
the hedge funds to challenge him. But he did not realize that the
hedge funds were able to create chaos and panic, and a run on the
domestic currency and on the domestic financial markets and financial
institutions.

And | remember, the more statements he made, not only the ringgit
dropped but also the other ASEAN currencies. | would say that
Malaysia would not have experienced such a big fall in the ringgit and
capital outflows if he had kept quiet and re-assured investors. Instead,
he went and challenged them.”

Despite the criticisms, Mahathir would prove to be fundamentally
correct about the large role speculators played in aggravating the crisis in
Malaysia. That role was amplified by the presence of active oftshore markets
in the ringgit and Malaysian stocks, noted Shamsiah:

“The internationalization of the ringgit and the ability of non-resident
investors to short-sell in the equity markets also increased the suscepti-
bility of Malaysian financial markets to speculative activities.”

Ooi explained how the offshore ringgit market facilitated capital flight
from Malaysia and gave hedge funds the means to short the ringgit:

“"What happened is very interesting. The hedge funds, while they were
closely watched in Malaysia by BNM, used banks in Singapore to attract
Malaysian capital. So the offshore ringgit deposits rates were 20%
or higher while the onshore rates were much, much lower. People in
Johor Bahru walked across the Causeway to Singapore and deposited
ringgit and got 20% or more for 3 months. The better educated
Malaysians in Kuala Lumpur and elsewhere also started transferring
ringgit down to the banks there. Then of course the banks would lend
the ringgit to the hedge funds at a premium. The hedge funds then
borrowed and shorted the ringgit. They were prepared to pay these
high interest rates because they felt the ringgit could fall even more.”
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Another source of capital outflow was the offshore stock market oper-
ating out of Singapore. Ooi recalled:

“A hedge fund can short Malaysian shares in Singapore. Or, if you are
Malaysian and have Malaysian shares, you sell them in Singapore and
take out your money. So, there was outflow and an opportunity to
short the ringgit.”

Ooi also recalled how the hedge funds used every opportunity to
short the Malaysian stock market, quoting an example when the Malaysian
authorities, with the objective of liberalizing the capital market, allowed
stock lending and borrowing in 1996:

“So the hedge funds were very smart. They borrowed the stocks and
then shorted them. And, of course, Mahathir was very angry when he
was told about it — that the large domestic institutions were lending
the stocks just to make money but giving the country more problems.”

It was a befuddling situation for Mahathir, who was experienced in
politics but not in finance. To his credit, he sought advice from experts on
the nuts and bolts of foreign exchange trading and the intricacies of offshore
currency markets. He then decided that Malaysia had to do the unorthodox
to thwart the speculators.

Turning Point: Selective Exchange Controls

Mahathir’s radical policy shift was expressed in two moves. First, he changed
the leadership of the central bank, recalled See-Yan Lin:

“You're right on the two camps. The existing camp in BNM was quite
orthodox, so Mahathir did not find them very helpful. The problem
was not of an orthodox nature, and he wanted somebody who would
listen to him to run the central bank. Therefore, rapid changes were
made to the management setup. | remember he always asked the new
governor: ‘Would you implement these policies? If you are not able to,
you are not the man for me."”

Second, on September 1, 1998, the Malaysian government imposed
selective exchange controls. The next day it fixed the ringgit exchange rate
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at MYR 3.80 to the US dollar. It was uncertain times for the central bank,
though Shamsiah recalled the policy shift as a turning point:

“For me personally, as much as we hope our policies are well-designed,
a change in strategy may at times be warranted to achieve the
intended outcome. As a policymaker, we must have the willingness
to accept that certain policies might not have worked and could have
worsened the situation. For me, this was an important turning point.”

Of course, these moves shocked the international financial community.
The capital control measures, in particular, were criticized by the majority of
Western commentators and media. Rating agencies downgraded Malaysia’s
credit and sovereign ratings. The stock market plunged on the news.

On the other hand, among others, Eisuke Sakakibara commended
Malaysia for adopting a solution that fitted its circumstances:

“"We, at the (Japanese) Ministry of Finance, supported Malaysia. We
implicitly supported the Malaysian government’s decision to close the
border and try to avoid the crisis by sticking to its own principles rather
than following the IMF instructions. Even at that time | was really very
critical of the IMF approach.”

Sheng also saw merit in what Malaysia did:

“When Malaysia clamped down on exchange control, the bleeding
stopped. There were very different ways of handling the crisis, but at
that point of time, the IMF didn’t quite understand the situation. It just
applied the same old medicine applied to Mexico some years before.”

Indeed, the selective exchange control measures focused precisely
on crimping the outflow of ringgit from onshore to oftshore markets. The
measures included the noninternationalization of the ringgit, which meant
that offshore ringgit deposits would not be recognized by the central bank;
the imposition of a minimum holding period of 1 year on foreign investors’
portfolio investment; restrictions on the import and export of ringgit notes
by travelers; and the need for residents investing abroad to seek approval
from BNM.

The control measures were also nuanced to avoid disrupting trade and
direct investments, reiterated Shamsiah:
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“They were selective in nature to contain speculative short-term
capital flows and were not intended to disrupt flows related to real
economic activity such as trade and FDI. There were no controls
imposed on current account transactions such as trade in goods and
services, repatriation of profits, dividends and interests, and long-
term FDI flows."”

Lin observed that despite the exchange controls, Malaysia had not
turned its back on its tradition of being an open economy:

“Malaysia has always been open, right from the beginning. We were
an Article 8 member (of the IMF); never had current account controls
at all. We had capital account controls now and then, but never on
FDI. We always made sure that whatever we did didn’t adversely affect
the inflows and outflows of FDI. That's part of the success story of
Malaysia. However, short-term capital flows and offshore ringgit were
something we could not control. When both swung wildly, the only
way left for us was capital controls. We really had no choice.”

Lin then noted the efforts of the Malaysian leadership to reassure the
investment community that the country still welcomed long-term investors:

“The balance was delicate, | admit. We made it clear that we were
targeting short-term capital which we didn't want; FDI was not
touched. In fact, Mahathir held a number of high-profile meetings with
foreign direct investors who were already here and those thinking of
coming to Malaysia. He made it very clear that we will not touch their
capital. He also stressed that by stabilizing short-term capital flows,
their business will prosper. They were told that they were welcome
here despite the capital controls. When the crisis appeared to be over,
we took the controls off. We removed it rather quickly, which regained
some of our credibility.”

Breathing Space to Recover and Reform

The measures announced on September 1-2 marked a turning point in the
crisis, noted Shamsiah:

“These exchange control measures provided crucial breathing space
for Malaysia to undertake structural reforms to reinforce the economic
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recovery from the AFC without the undue pressure from volatile short-
term capital flows.”

A National Economic Action Council (NEAC), established in early
1998, served as the de facto command center of formulating and coordinating
a recovery plan for the country. One of its key recommendations was the
easing of monetary and fiscal policies.

In fact, the exchange control measures and a pegged currency gave BNM
the flexibility to pursue an accommodative monetary policy. It consequently
lowered its intervention rate progressively from 11.0% to 5.5% and the
statutory reserve requirements for banks from 13.5% to 4.0%. Monetary easing
was complemented by expansionary fiscal policy. Shamsiah added the recovery
package “was also financed mainly through domestic, non-inflationary
sources such as the pension and insurance funds, and the banking system.
Furthermore, there was no recourse to deficit financing by BNM.”

Equally important were the structural reforms implemented. The priority
was, as Shamsiah commented, to “strengthen the financial system, given the
critical role of the banking system in supporting the economic recovery.”

A major NEAC initiative was the setting up of three agencies to
strengthen the balance sheets of banks and corporates. These were
Danamodal, to recapitalize banks; Danaharta, to assist banks reduce their
NPLs; and the Corporate Debt Restructuring Committee (CDRC), to
restructure large corporate loans.

Shamsiah recalled some of the achievements of these agencies.
Danamodal injected capital into 10 banking institutions, effectively restoring
their capacity to perform the intermediation function to support the
economic recovery. Danaharta managed to carve out around 70% of total
NPLs, bringing down the NPL ratio for the banking system from the peak of
11.4% in August 1998 to below 5.0% by the time the agency was wound up.
The CDRC provided a mechanism for both banks and debtors to work out
voluntary debt restructuring solutions without resorting to legal proceedings.

It was, as Shamsiah recalled, an intense period for BNM:

“In response to the crisis, it was all hands on deck... the Bank was
also in charge of establishing, coordinating, and overseeing (the)
three agencies to maintain financial intermediation during the crisis.
In particular, | remember the process that led to the establishment
of Danaharta, where my team and | received help from the Swedish
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authorities. To help formulate a holistic strategy to resolve the crisis,
for the first time, the Bank conducted macro stress tests to assess and
identify risks and vulnerabilities, including potential spillovers, as well
as determining system-wide capital and liquidity needs under stress
conditions. Last but not least, the Bank also played a key role in the
implementation of the exchange control measures.”

A feature of the bank recapitalization exercise was that it was largely
financed by the banks, Lin observed:

“Malaysian borrowings were mainly in local currency, and so from
that angle, it was easier to handle. So, we set up three agencies, i.e.,
Danaharta, Danamodal, and the CDRC, to restructure private debts. |
think more than 50% of the NPLs of banks were sold to Danaharta,
with some equity from the central bank. Similarly with Danamodal, we
ensured that the banks were capitalized properly. We didn’t want to
use government funds, so the banks got together and the Central Bank
put in some money. Most of these agencies were led by the Central
Bank. The Central Bank wanted the banks, both local and foreign, to
participate in this exercise. It took no more than 20% of the capital.
The rest of the capital came from the banks.”

For Ooi, the three agencies basically helped the banking system recap-
italize and the corporate sector restructure their liabilities in an orderly
fashion:

“So, instead of fire sales, it was an orderly management of the debt
work-out. If all the major companies had collapsed, the banking system
would also have gone down. The parties sat down and worked it out
— how do we extend short-term debt, how do we share the haircut? |
think it was the right thing to do: to resolve the debt crisis in an orderly
manner without undermining the banks or the corporates. There were
a few things we did that were unconventional. But | think it helped. It
helped avoid an economic collapse. And it helped reduce the pain of
fire sales.”

Allin all, Danaharta, Danamodal, and the CDRC worked in tandem to
strengthen the balance sheets of banks and corporates. In addition, under
them, the cost of bank restructuring was lower than the IMF estimates,
noted Shamsiah:
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“The cost of restructuring the Malaysian banking sector during the AFC
(including the resolution of NPLs by Danaharta and recapitalization
of banks by Danamodal) amounted to only about MYR 12.5 billion or
3.0% of GDP, which was far less than the IMF’s estimate of 18.0%."

Recovery

The pro-growth policies took effect as early as mid-1999. Subsequently,
Malaysia’s recovery from the crisis was among the strongest in the region.
Its GDP growth rebounded to 6.1% in 1999 from —7.4% in 1998, the pace
of the rebound comparable to the speed of decline a year earlier.

The rapid recovery was buttressed by strong external demand. An
upswing in the first half of 1999 in the global demand for electronics, a major
Malaysian export, was a contributing factor. The pegging of the ringgit at
MYR 3.80 to the US Dollar also favored Malaysian exports, noted Walker:

“[Gloing from MYR 2.5 to MYR 3.8, when they really didn’t have a
dramatic current account problem in the way that Thailand had, left
the ringgit in a highly competitive position.”

The overall balance of payments also improved as the selective exchange
controls were not aimed at trade or long-term investment flows, Shamsiah
noted:

“Given that no controls were imposed on current account transactions
with non-residents, the current account balance improved signifi-
cantly. This was evidenced by the shift in the balance of payments
position to a surplus of MYR 17.8 billion or USD 4.7 billion, driven by
a favorable external trade balance from MYR 58.4 billion in 1998 to
MYR 72.3 billion in 1999, and a larger net inflow of long-term capital
from MYR 10.6 billion in 1998 to MYR 11.7 billion in 1999."”

Walker observed that Malaysia continued to attract long-term invest-
ments although equity inflows had not recovered since exchange controls
were introduced:

“The closing of the capital account, and the fixing of the exchange rate
at MYR 3.8 to a dollar certainly bought Malaysia significant compet-
itiveness. In terms of confidence among foreign investors, direct
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investors always had a very good experience in Malaysia and | think
that continues. But for portfolio investors, that capital control decision
was a real shocker. Malaysia has never recovered.”

Ooi also found foreign fund managers less interested in Malaysian
equities, but also noted that many equity investors are not as long term as
they profess to be:

“Interestingly, even 10 years later, up to 2010, when | went overseas
to visit fund managers, many of them still had in mind that capital
controls were still there. They didn’t want to put money in Malaysia.
But part of the reason too is that other Asian markets have opened up.

But | have come to the conclusion that while it's useful to have an
active equity market, it is a ‘good friend’ only when you are okay but
not when you are seen to have problems. Hence, the equity market can
be a source of long-term capital but one should not be reliant on it.”

An encouraging development took place in May 1999, when a team
went on a worldwide road show to market a Malaysian government bond
issue. The move signaled confidence by policymakers in the durability of the
recovery. The roadshow was also viewed as an opportunity to address misper-
ceptions and promote global investors’ interest and confidence in Malaysia.
The timing of the planned issue turned out to be inauspicious for emerging
market debt in general as there were expectations then that US interest rates
would rise and fears of a default by Argentina. In the event, the issuance of
USD 1 billion of 10-year notes was well-received and oversubscribed more
than three times. The engagement with global investors paved the way for
another bond issue in 2000 on better financing terms.

In short, Malaysia’s unorthodox policy approach during the AFC —
which Shamsiah characterized as “to do what needed to be done at the right
time, even if it meant doing it alone” — worked.






Chapter 6

Philippines

Freddy Orchard and Guanie Lim

Four persons were interviewed in the preparation of this chapter: Roberto de Ocampo, Amando M. Tetangco,
Jr., Diwa C. Guinigundo, and Gil Beltran. During the 1997 Asian financial crisis, de Ocampo served
as the Secretary of Finance. Tetangco Jr. was the then Managing Director of the Bangko Sentral ng
Pilipinas, in charge of the Department of Economic Research and the Treasury Department. He served
as Bangko Sentral ng Pilipinas Governor from 2005 to 2017. Guinigundo was the then Director of the
Department of Economic Research at the Bangko Sentral ng Pilipinas. He was appointed as the Deputy
Governor from 2005 until his retirement in 2019. Beltran was then an assistant secretary at the Philippines’
Department of Finance and served as Undersecretary from 2005 until he retired in October 2021.

The Philippines was less affected by the Asian financial crisis (AFC) than
other regional economies. A seemingly paradoxical reason cited for this,
as observed by Roberto de Ocampo, was that it was viewed as the “laggard
economy of Southeast Asia.” However, the economy was also relatively more
resilient to the ensuing contagion from the AFC because of reforms and
policies pursued earlier. The AFC in turn was the impetus for further reforms
to strengthen its economy and financial system when conditions had settled.

Pre-Crisis

The Philippines was more insulated from the AFC than its neighbors partly
because, compared to the other regional economies, it had been largely
bypassed by investors and international banks up to the start of the 1990s.
The country then was still shadowed by the political uncertainties and the
debt crisis of the 1980s. As Amando M. Tetangco, Jr. observed, the Philippines
consequently was less leveraged as it did not receive as much capital inflows
in the pre-crisis period:

“One of the reasons the Philippines was not that highly leveraged
compared to other countries is that we were a ‘latecomer’ to the Asian
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party. For instance, the real estate boom started much earlier and
bigger in neighboring countries. In the Philippines, the industry was
basically responding to demand for residential and office space until
they saw what was happening in the other countries. Then the boom
started to catch up here also. As for capital inflows, we were only able
to go back to the international capital markets in the early 1990s, after
our own debt crisis of the mid-1980s. Portfolio flows started coming in
around that time and increased in the mid-1990s. This was, however,
cut short by the Mexican tequila (debt) crisis (in 1994). Soon after it
started to recover post-tequila crisis, the AFC came knocking.”

The lagged inflow of capital was good for the Philippines in two ways.

First, asset bubbles there started later and were more restrained than in
other regional economies. Second, the Philippines was saved from the
massive outflows of capital that would beset the more affected countries.
The Philippines was also better protected against the AFC contagion, as Gil
Beltran commented, due to the comprehensive economic reforms that began

in the late 1980s and continued into the 1990s:

“Luckily for us, we implemented economic reforms earlier. We
reduced tariffs and removed quotas for two decades in the 1980s and
1990s which made our exports competitive and imports tempered by
foreign exchange (FX) movements. Also, we dismantled monopolies
and privatized government corporations. In addition, we strength-
ened our banks with capitalization increases.”

Diwa C. Guinigundo noted that the reforms laid in the pre-AFC period

were broad, ranging from economic competitiveness to poverty alleviation:

“The period before the crisis was a period of growth and stability.
Real gross domestic product (GDP) growth was at positive levels and
the external payments position strengthened with a surplus. These
demonstrated the positive impact of policy and structural reforms and
of progressive governance. Macroeconomic imbalances were greatly
reduced while labor, financial, and goods markets' rigidities were also
addressed.

At the same time, the Philippines was also beginning to examine
issues of poverty and income inequality through agrarian reform,
modernization of agriculture, and greater access to education. Under
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the administration of then President Fidel V. Ramos, the country was
undergoing moral recovery from bad governance and from what some
economists and sociologists described as ‘damaged culture.’”

Just as significantly, the Philippine financial sector was also in relatively
better shape going into the crisis. Banks had been conservative in their
lending. Tetangco Jr. noted that the central bank, Bangko Sentral ng Pilipinas
(BSP), had also preemptively tightened prudential standards like limiting
loan-to-value (LTV) thresholds for loans to real estate:

“On the loans side, | think it was a conscious effort on the part of
Philippine banks that they remained conservative, which proved very
helpful in minimizing the excesses of bad credit leading up to the
crisis. There were other measures like the LTV ratio which was adopted
shortly before the breakout of the AFC. Some officials in the BSP had
heard from foreign sources that a crisis was looming in the region. |
guess these sources were keen observers of developments in the Asian
region. They looked at the numbers and began to see that something
was not moving in the right direction. So the Monetary Board decided
to adopt an LTV ratio for bank loans to the property sector before it
got too bubbly. Therefore, market intelligence is important in assessing
potential sources of financial stress.”

In addition, the Philippines had both a rigorous debt monitoring system
and a relatively healthier debt profile at the start of the AFC, as pointed out
by Tetangco Jr.:

“The BSP had put up an external debt monitoring system as early as,
| believe, the 1970s. The system contained information on foreign
borrowings of both the public and the private sectors that had to be
registered and approved by the central bank for borrowers to be able
to buy FX for debt servicing from the banking system. Unregistered
foreign obligations could not be serviced using FX coming from the
banks.

Looking at foreign debt metrics, the numbers would show that we
were likewise not highly leveraged. The debt equity ratio of Philippine
corporates, for instance, was only 1.9% in 1997, the lowest in the
Asian region. In terms of total debt to GDP, while the Philippines had
a relatively high ratio, most of the debt was owed to multilateral and
bilateral agencies.
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Private non-guaranteed debt to GDP, prior to the crisis, specifically
1996, was only 6% in the case of the Philippines. Comparable ratios
were much higher in the other countries, more than double or triple
in some cases. Debt maturity in the Philippines was also tilted toward
longer maturities; short-term debt to total debt was only 19%. The
ratio of foreign liabilities to reserves of the Philippines was less than
1."

Opverall, the country’s debt profile mitigated the effects of the AFC on
Philippine corporates and banks.

The Contagion

Philippine policymakers were therefore initially largely sanguine that the
Thai crisis would not spill over to the Philippines in a big way, as recalled
by de Ocampo:

“Our first reaction was, well, big deal. We have just made our economy
pretty strong. Our reserves are pretty good. Our exchange rate is
fine. It's actually pretty stable and relatively strong, so we are not
likely to be affected. Our first inclination was to assure the public and
the media that while things are going wrong among the emerging
tigers, particularly with Thailand, that’s Thailand’s problem, not ours.
Our main defense was to assure that our domestic economy was
fine. Unfortunately, that’s not how things turned out, and one after
another, this domino effect ensued.”

But, as Guinigundo remarked, the contagion from the AFC led to
speculative attacks on the peso:

“But despite the fundamental resiliency of the Philippine economy,
the country was not spared from heavy speculative attacks due to the
contagion. | would say that during this time, market players and specu-
lators did not benefit from careful evaluation of country dynamics and
fundamentals. There was little discrimination between and among the
economies in the region.”

Tetangco Jr. recalled that the BSP felt the selling pressure on the peso
the very day the baht was floated and soon discovered that other regional
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central banks were also experiencing similar pressures on their currencies.
It was the contagion effect at work:

“The Philippines was not spared and the peso suffered speculative
attack. It was capital flight that was behind heavy selling of the
Philippine peso for the United States (US) dollar. There was continuing
downward pressure on the local currency, which we subsequently
learned was not confined to the Philippine peso. Because of capital
flight, other currencies in the region were also experiencing depre-
ciation pressures. We came to know from our counterparts in other
regional central banks that they were being confronted by the same
issue. This was the first time that the currencies in the region came
under pressure at the same time.”

The BSP’s first reaction was to intervene in the currency market and
to raise interest rates to support the currency. But the intervention did not
quell capital outflows. After a few days, as narrated by Tetangco Jr., the BSP
decided that intervention would be ineffectual as the problem was negative
market sentiment and loss of confidence in Asian markets. Intervention
would only deplete much-needed reserves:

“The initial reaction of the BSP at that time was to try and stabilize the
exchange rate by intervening in the FX market and raising the policy
rate. Such FX intervention was not sustained because we were also
conscious about the level of international reserves. At that time, we
didn't have a significant level of international reserves.

But it became apparent that continuing to do this would deplete our
reserves in a way that would not be helpful. It was, after all, market
sentiment and loss of confidence in Asian markets that was exerting
downward pressure on the peso. We decided to be more pragmatic,
especially given that what was happening was not confined to the
Philippines, but was region-wide.”

Tetangco Jr. added that little time was taken to get the BSP’s decision
approved:

“It was a collegial monetary board decision because the Bangko
Sentral is an independent monetary authority. What the Governor
and some of the monetary board members, particularly the Cabinet
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representative in the Monetary Board, did was to inform the President
the day before the announcement of the FX rate system. The President
told them, ‘If that's what you think is the right thing to do, then go
ahead.’ So, the decision was adopted. The Cabinet was not involved in
that decision.”

With its decision on the peso approved, the BSP ceased intervening to
support it, allowing it to find its market-driven level. As Tetangco Jr. recalled,
the impact on the peso was immediate and startling:

“But on the day that the BSP announced the policy to no longer inter-
vene in the FX market and to allow market forces to determine the
rate, the peso quickly fell in value against the US dollar. | remember this
because we were in the Office of the Governor watching the Reuters
screen on the day the policy was announced. On that first day of the
new FX policy, the exchange rate went from around PHP 26 to the
dollar to about PHP 29 quickly. This was a move never seen before. On
that day, the exchange rate closed at PHP 30 to the dollar. It depreci-
ated further thereafter.”

Guinigundo added that even the International Monetary Fund (IMF)
team assigned to the Philippines was taken aback by the sharp peso depre-
ciation:

“At that time, IMF representatives were actually in the Philippines
when the BSP decided to cease FX market intervention. The mission
members were astonished at the rapid depreciation of the peso despite
their hope and expectation that it would come around and stabilize at
about PHP 30 to a dollar. Instead, the peso stabilized at a much lower
level. The bloodbath in Asia was unprecedented and reverberated
even through the goods market and the real estate industry.”

The Crunch

The shift to a more flexible exchange rate did not stop capital flight. In fact,
capital outflows quickened, raising the stakes for policymakers. Between July
and December 1997, the peso depreciated by about 40%. It was a precipitous
fall with implications for inflation and foreign currency borrowers.
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Tetangco Jr., in close touch with the trading room of the BSP, sensed
the incoming strong orders for US dollars:

“When we adopted a more flexible exchange rate, it was because
we didn’t want to deplete our reserves defending the currency. The
strong demand for US dollars was sustained. It was difficult to ascertain
where the demand was coming from, but we knew it was mainly from
offshore. Transactions in the local FX market were largely done by
Philippine branches of foreign banks and the larger domestic banks,
who were supposedly servicing ‘client demand.’”

Capital flight, as de Ocampo remarked, was a manifestation of the
contagion sweeping the region. Itled to currency depreciation and volatility.
He remembered the consequent inflationary impact as the Philippines was
import-dependent for oil:

“But as the exchange rate deteriorated, everything became much
more affected. For example, since we rely a lot on importation of fuel,
that particular bill suddenly went overboard. The exchange rate vola-
tility also affected the prices of everything else, causing a big problem.
We then experienced our own capital flight. This is the contagion
effect. No matter how we tried to convince those that were exiting
that they should hang on, they didn’t. The sentiment | had at that time
was displeasure. Those that had come to Asia in order to benefit just
suddenly exited, indiscriminately thinking of Asia as one homogeneous
place and just saying ‘Asia, we are not sure; Asia, we're getting out of
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here.

Tetangco Jr. referred to the intricate balancing act the BSP had to juggle
with in the face of persistent capital flight:

“Policymakers had to balance trade-offs in responding to the intense
pressure on the peso. Allowing too deep a currency fall would further
erode market confidence in the currency. It would also intensify infla-
tion through higher import prices. However, the BSP was concerned
about expending its reserves if it intervened too aggressively to
support the currency.”

With the peso under continuing pressure, policymakers then coupled
exchange rate intervention with tighter monetary and fiscal policies to shore
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up market confidence. As Tetangco Jr. remarked, these meant lower economic
growth but were necessary to buttress confidence:

“FX intervention was accompanied by a tightening of monetary
policy. The BSP interest rate on reverse repos was raised significantly
in an attempt to make peso instruments more attractive. Such a policy
certainly had important implications on business activity and economic
growth, as did contractionary fiscal policy. Increasing local interest
rates to attract more funds to the local currency translated to higher
cost of funds for businesses, affecting profitability and viability. Trade-
offs were important concerns.”

Beltran added that when the fiscal policy was tightened, a major concern
was the impact on lower income groups. Thus, measures were taken to
restrain price increases for essential goods:

“We had also just introduced a new tax regime which allowed us to
have the first consecutive years of budget surplus in our history. So, we
did have at least a fairly healthy surplus for us to weather the storm.
Nevertheless, the general population was affected because once we
started moving a large part of our budget to defend the economy, it
had serious implications on the social aspects of the budget. Among
other things, we had to introduce, not exactly price control, price
discipline, so that those that were planning to take advantage of the
situation didn’t make the situation even more burdensome for the
poorer segment of society.”

As with other regional economies, the Philippine corporate sector was
squeezed on multiple fronts. However, as Tetangco Jr. added, it withstood
the crisis without major insolvencies as it was relatively less leveraged:

“As you can imagine, the corporate sector was hit from multiple
sides: from the currency side, particularly if they had high foreign
obligations; on the domestic side, they faced higher costs following the
increase in domestic interest rates. They were likewise affected by the
decline in demand as economic activity went down. In the case of the
Philippines, while an increase in nonperforming loans (NPLs), was seen
after about a year after the breakout of the crisis, the NPL ratio didn't
really go up that much until about 3 or 4 years later. Hence, there was
a gradual build-up in NPLs, which was an indication that Philippine
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corporates were not as highly leveraged. In hindsight, | think this is one
of the factors why the Philippines was moderately affected by the AFC
compared to other countries.”

In December 1997, the BSP also introduced a currency protection
facility for companies. It enabled the BSP to enter into nondeliverable forward
contracts with supervised banks, with their FX obligations as underlying
transactions. This relieved the pressure on companies to buy foreign curren-
cies in the spot market to cover their future payments.

The Philippines also had an IMF program in place when the crisis
started. It was extended during the crisis as a precautionary measure, to
enable access to IMF funds if needed. The funding provision was not invoked.
As Beltran explained, it was felt that, based on its fundamentals, the country
could get by without IMF financing. Policymakers did not want to be subject
to conditionalities that called for deeper fiscal spending cuts:

“We did not draw from the precautionary line, although we could
have done so. Initially, they were asking us to have a current account
surplus, but we had a deficit then. It's a huge task to turn it into a
surplus, considering the fact that we have a deficit of 2% of GDP in our
consolidated public sector deficit for about 20 or 30 years. We would
have to cut social services and employment significantly to turn it to
a surplus, and we cannot afford to do so. So, eventually, we did not
touch the IMF facility.

Due to these reforms, we did not need to go to the IMF to borrow.
However, we maintained and extended the facility with the IMF only
as a precautionary measure. We did not actually borrow from the IMF.
After our experience and what we saw in our neighboring countries,
we thought that it's a good idea to pull our resources together and
help each other in future crises.”

Resolution

Of the regional economies, the Philippines was among the first to recover.

The impact of the tightening policies on the economy was manageable. They

did not deepen the slowdown significantly. Thus, economic contraction was

considerably less severe, with economic growth in 1998 registering —0.5%.
Tetangco Jr. elaborated on the recovery path:
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"It didn't take us that long to restore economic growth. By the fourth
quarter (Q4) of 1998, we started to post positive growth on an annual
basis which continued and gathered pace. We increased government
spending as meeting the fiscal targets under the IMF program subse-
quently bought us spending leeway to support growth.

In fact, since Q4 1998, the Philippine economy has had uninterrupted
economic growth up to 2019, just before the coronavirus disease
(COVID-19) pandemic. Of course there was some slowdown during the
tech bubble in the early 2000s, but the GDP didn’t go into negative
territory.”

Guinigundo remarked that polices turned pro-growth quickly when
the crisis was subsiding:

“From an essentially crisis-management mode, monetary policy
pivoted to help economic recovery as FX trading stabilized and specu-
lation quelled. With this policy space, the BSP started normalizing its
policy rate and liquidity management. Regulatory support was also
undertaken to incentivize banks to be more transparent and reduce
their lending rates and encourage both corporate and individual
borrowings.”

Even as the economy recovered, policymakers continued with reforms
of the economy and financial sector. Beltran referred to the reforms to make
the external sector more competitive:

“\We adopted so many reforms. For example, we cut down on the
tariff rates from over 100% to 10% over a period of 30 years. We also
removed many of the restrictions on the marketing of fuel products
and liberalized petroleum pricing. For the peso, we made it more
market-oriented. Instead of protecting importers, we were helping
the exporters more, so our exports rose significantly, mainly parts of all
the electronics products, so suddenly our exports of electronic products
became our biggest export item. In the past, we exported mainly agri-
cultural, forest, and mineral products. Later, we became an exporter
of manufactured products including electronics. Most of these exports
went to China for further processing.”
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The BSP, as Tetangco Jr. pointed out, shifted its monetary policy frame-
work:

“And when inflation started to ease after the crisis, we shifted our
monetary policy framework — abandoning the monetary aggregate
targeting method and instead adopted the inflation targeting frame-
work to focus on price stability.”

Tetangco Jr. also outlined how the central bank tightened its supervision
framework:

“The AFC revealed weaknesses in banking supervision among Asian
jurisdictions, including the Philippines. As a response, like other
banking supervisors in the region, we set out to enhance the mandate
of banking supervision, generally guided by the Basel Principles of
Effective Banking Supervision issued by the Basel Committee. The
broad set of strategic reforms were aimed at promoting transparency,
systemic stability, institutional safety and soundness, and protection
of the public. One of the major initiatives in this area was the adop-
tion of risk-based supervision. Specific measures included increasing
bank capitalization, fostering good governance practices, promoting
greater disclosure and adoption of international accounting standards,
among others.”

Beltran referred to a policy to accumulate foreign reserves as a strategic
contingency measure:

“ Additionally, we started stocking up on reserves as we know that we
can only rely on ourselves when a problem strikes. From a buffer of
only 2.6 months’ worth of imports of goods and services in 1997, it has
increased to about 10 months. Furthermore, we opened up FX restric-
tions so that our investors can invest anywhere in the world. Instead of
restricting outward movement of investible funds, we allowed them
to invest in other countries. This has borne fruit — there is currently a
growing percentage of our FX inflows coming from dividends accrued
from those investments made abroad. We're now trying to remove
other remaining restrictions to allow for freer movement of FX across
borders.”






Chapter 7

Hong Kong

Freddy Orchard and Guanie Lim

This chapter draws on the recollections of three persons: Norman Chan, Andrew Sheng, and Jim Walker.
During the 1997 Asian financial crisis, Chan and Sheng both served as Deputy Chief Executives of the
Hong Kong Monetary Authority. Chan was in charge of reserves management and international affairs.
He was assigned to orchestrate the unprecedented move by the Hong Kong Monetary Authority to
purchase index stocks and futures contracts at the height of the speculative attacks on the Hong Kong
markets. In 1998, Sheng was appointed as the Chairman of the Securities and Futures Commission
of Hong Kong. Walker was chief economist at the Hong Kong-based Credit Lyonnais Securities (Asia)
Ltd during the crisis.

Hong Kong was the quintessential example of how a fundamentally sound
economy could have been brought to its knees through speculative attacks
on its currency and stock markets. Ironically, it was the sophistication of
Hong Kong’s financial markets that gave speculators an array of means to
attack the system. Through adroit responses, however, policymakers beat
the speculators at their own game. Not only that, the operations resulted in
a windfall for government coffers and a long-term investment product for
Hong Kong residents.

Pre-Crisis

Pre-crisis, Hong Kong’s economic fundamentals were robust: steady gross
domestic product (GDP) growth, budget surpluses, no sovereign and low
corporate external debt, and ample foreign reserves.

Hong Kong’s well capitalized banking system was also reassuring, as
Norman Chan recalled:

"When the Asian financial crisis (AFC) first started in Thailand and later
spread to Indonesia and Korea, many people in Hong Kong and in the
Hong Kong Monetary Authority (HKMA) thought that the crisis hit
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these countries because of their weak financial systems. We thought
that as Hong Kong had a much more mature and robust financial
system, the AFC should not affect us that much and, even if it would,
Hong Kong would be able to withstand the shockwaves.”

Andrew Sheng disclosed that the HKMA had, in addition, girded itself
for market dislocations of some sort, following the 1994 Mexican crisis and
in anticipation of the handover of Hong Kong to China in July 1997:

“Well, 1 think the exact timing was unexpected, although we knew
that it was going to come. As you know, those of us in Hong Kong
monitoring the global financial markets after the Mexican crisis of
1994, knew that it was only a matter of time. That's why Hong Kong
was very, very prepared because Hong Kong was prepared for the
handover on July 1. We were building up reserves, testing that all the
systems, etc. were okay.”

Sheng elaborated on the length the HKMA had gone to in stress testing
the financial system:

“We monitored all these positions. We stress tested the situation to
make sure that the brokers don't fail and the banks won’t fail because
of liquidity issues. We stress tested every single angle. The payment
systems, the banking systems, the stockbroking system, etc. The point
was when the stresses came, we were not caught by surprise. We
wanted to make sure that the brokers didn’t fail and the banks
didn’t fail because of liquidity issues.”

The Speculators’ Targets

Although Hong Kong was in a relatively stronger position than its Asian
peers prior to the AFC, there were, as Chan pointed out:

“[O]bvious fault lines — a huge property bubble; households that were
heavily indebted mainly due to mortgage borrowings; corporates,
especially property developers that were over-geared; and prevailing
trade deficits running at around 3% of GDP... This indicated a clear
overheating of the economy and a loss of competitiveness of the Hong
Kong dollar versus the United States (US) dollar.”
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In addition, there was the Hong Kong’s Linked Exchange Rate System
(LERS). The LERS was essentially a currency board system (CBS) with the
Hong Kong dollar pegged within a narrow band of HKD 7.85-7.75 to the
US dollar.

The LERS became an obvious target for currency speculators for two
reasons. First, speculators were emboldened to take on another US dollar
pegged currency system after their successful attacks on the Thai baht and
the Indonesian rupiah. Second, they saw the Hong Kong property bubble and
the debt leverage associated with it as weaknesses that could be exploited.
Essentially, an attack on the LERS would cause interest rates to rise which, if
high enough, would destabilize the property market, cause financial distress
for households and property developers, and lead to a sharp economic
downturn. Policymakers would then be under pressure to abandon the LERS.

Chan also noted that “the not-too-big and not-too-small size and high
liquidity of the Hong Kong dollar markets, coupled with total freedom of
movement of funds in and out, made Hong Kong a very attractive target.”

The Speculative Attacks

Thus, Hong Kong came to be in the crosshairs of speculators, who trained
their sights on the LERS. The first wave of attacks began in August 1997 and
lasted for around 2 months, culminating in the week of October 20 with
concerted, intense selling of Hong Kong dollars. These attacks triggered the
LERS’ automatic defense mechanism where essentially the shorting of Hong
Kong dollars leads to the monetary base contracting, causing interbank
rates to rise and hence raise the cost of shorting the currency. The liquidity
squeeze in late October was so intense that on October 23 (“Black Thursday”),
overnight rates shot up to nearly 300%. With the costs of shorting so high,
the speculators retreated.
Chan recalled that after the speculators withdrew,

“the overnight Hong Kong Interbank Offer Rate (HIBOR) then fell
back to 5-6% a few days later, but one-month HIBOR still stayed
above 10%, which was significantly higher than the level before
the attack. It was clear that ultra-high Hong Kong dollar interest
rates would significantly alter the economics of shorting, but it was
also obvious that such high funding costs would do a lot of harm to
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the real economy and the financial system if they should last for a
prolonged period of time.”

There was a period of relative calm in the Hong Kong dollar exchange
rate until August 1998. However, the HKMA was becoming increasingly
concerned about two disquieting trends in the intervening period, as Chan
noted:

"“First, the one-month HIBOR, which was the key benchmark for the
funding costs of banks for their mortgages and other loans, remained
at an elevated level of over 10% in the few months after October
1997. This put enormous pressure on banks to raise their prime rates by
several percentage points, which inevitably would deal a further blow
to the already collapsing property market (which dropped by almost
50% in 12 months from its peak in 1997). While the banks held back
the increase in prime rates, they could not hold for long if HIBORs did
not ease back.

Secondly, the stock market was steadily dropping, accompanied by a
significant fall in the trading volume, with daily turnover shrinking
from an average of HKD 15 billion in 1997 to just HKD 4 billion in July
1998. At the same time, the Hang Seng Index (HSI) futures market saw
its total open positions gradually rising from 59,000 contracts at the
end of 1997 to 98,000 contracts at the end of July 1998.”

The open positions being accumulated were mainly short positions
on Hong Kong stocks. It was a puzzling but disconcerting development, as
Chan recollected:

“It was not entirely clear to us at that time what was going on, but
there was a clear sense of unease with a hunch that a new wave of
speculative attacks, likely to be different and on a larger scale than the
October 1997 episode, was about to hit Hong Kong.”

In August 1998, the attacks resumed, with a twist. It was a double play
strategy of shorting both the Hong Kong dollar and stocks. Speculators,
learning from their October 1997 experience, had, as Chan elaborated,
changed their strategy in two major ways:

“(a) they had built up major short positions in the stock market as well
as the HSI futures market, aiming to profit from a sharp fall in both
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markets when the currency attack began, with the resultant sharp rise
in interest rates; and

(b) learning from the inhibitive high cost of shorting back then, they
had ‘prefunded’ themselves with Hong Kong dollars (believed to be to
the tune of around HKD 30 billion) by borrowing in the money markets
during the ‘quiet’ months before their attack. So a rise in HIBOR during
the attack should do them little harm.”

It seemed a “sure-win” proposition for speculators; they would win even
if the currency peg held as the consequent high interest rates would cause
stocks to fall, and they would win more if the peg broke.

The double play attack revealed a facet of Hong Kong’s financial markets
that, as Sheng observed, the HKMA had initially overlooked. This was the
use of the futures market by the speculators:

“[W]hat we did not see from the HKMA side was the problem with the
futures exchange. There was a Hong Kong futures exchange separate
from the Hong Kong stock market. And, the futures exchange index
became the most liquid index.

The classical problem was that if you don’t have a unified view of
financial markets, you're going to die. Let me explain. The securities
regulation is by the Securities Futures Commission. The Hong Kong
stock market is huge, valued at several times of Hong Kong’'s GDP.
There was a separate Hong Kong Futures Exchange. The HKMA is in
turn in charge of the Hong Kong dollar and the banking system. But
the stock market has massive ups and downs, with a 5% daily fluctu-
ation a normal affair. Fluctuation aside, the bigger issue was whether
the market clears.”

As Sheng explained, hedge funds had been using the Hong Kong stock
futures index as an indirect way of shorting other regional stock markets:

“So, what we didn’t understand at that particular point in time was
that when the hedge funds were speculating in the rest of Asia, they
used the Hong Kong stock futures index as a proxy hedge. This means
that if they were to short, let's say the Kuala Lumpur market, the
Jakarta market, the Thai market, but these did not have a market to
enable them to short the market, the best proxy instrument was the
Hong Kong stock futures market.
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The result was when the Asian stock markets fell, the Hong Kong stock
market took bigger pressure than it would have on its own. You see,
that’s the true contagion effect, the network effect.”

Prepared with their positions, speculators waited for the right time
to attack the Hong Kong markets. This came in August 1998 when public
sentiment had turned extremely bearish about the currency peg and the
stock market. Media reports had been rife of a potential devaluation of
the renminbi and the demise of the LERS. Chan observed that speculators
themselves were involved in manufacturing these rumors. They stirred
pessimism by “collaborating with certain media ‘“friends’ to spread rumors
and unwarranted fear in the community”

The double play strategy began in early August. Speculators simul-
taneously sold short the Hong Kong dollar and Hong Kong stocks. These
attacks led to interest rates rising and stocks declining. On August 13, 1998,
the stock market fell by 60%. This was what speculators were planning on,
as observed by Jim Walker:

“1think the real attack was on the stock market. Fund managers talked
a lot about shorting the Hong Kong dollar and that just frightened
people into selling the stock market. And that’s where they made the
real money.”

With the Hong Kong dollar and Hong Kong stocks under severe
pressure, the risk was a loss of confidence among Hong Kong residents and
companies about the LERS and consequent panic outflow of capital. The
Hong Kong government had to respond to the speculative attacks decisively.

Bold, Unexpected Response

The next day, the Hong Kong government reacted. It was a bold, unex-
pected response. The government gave the HKMA the authority to deploy
the reserves from the exchange fund to buy the index stocks and futures
contracts.

Chan, who was put in charge of the operations, told the story of how it
began with his meeting with the chief executives of the three largest brokers
in Hong Kong that morning:
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“On Friday, August 14, 1998, the CEOs of the three largest stock brokers
in Hong Kong were invited to the China Club in Central to attend a
breakfast meeting called, at very short notice, by the Financial Services
Bureau of the Hong Kong SAR government. When they arrived, they
were surprised to see me, and me alone. Hitherto the HKMA had had
no dealings with the stock brokers in Hong Kong, as the exchange
fund did not make any investments in equities at all. | asked them to
finish their coffee and switch off their mobile phones, and then took
them to the HKMA office. They were told, in strict confidence, that the
government had decided to intervene in the stock and futures markets
to counter the double play. They would need to go back to their offices
and open stock and futures trading accounts for the HKMA immedi-
ately, as we would soon be starting the operation on the very same day.
That was the beginning of the stock market operation.”

That day the HSI, reversed its declining trend and closed about 8.5%
higher. But the battle was not over. The operation would last for 10 trading
days, ending on August 28, 1998. Chan gave some details on what he termed
the “unprecedented and hazardous endeavor™:

“Prior to that, the exchange fund had not directly invested in or held
any equities. So we did not even have any stock trading account with
anybody anywhere. Besides, the HKMA dealing room was designed
to trade only foreign exchange, forwards, interest rates, and bonds.
So we did not have the trading facilities for stocks and HSI futures.
Obviously the stock market operation was hugely market sensitive and
we needed to maintain absolute confidentiality until the launch day.
We could only involve very few people within the HKMA who were
sworn to secrecy. We set up half a dozen telephone lines with make-
shift recording facilities for orders to be made to our stockbrokers. Our
mission was clear: to stand in the market and buy and thereby prevent
the speculators’ manipulative trading strategies from causing excessive
falls in the stock and HSI futures markets, which would destabilize our
financial system.”

Throughout the 10 days, the HKMA and speculators was engaged in a
battle of wills, even up to the last day of the operations, August 28. That day
was in fact the most stressful, as related by Chan:
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“On that single day the selling pressure reached an unprecedented
level, with the stock market turnover at a historical high of over
HKD 79 billion and with the HKMA almost being the only buyer in
town. It was indeed a harrowing day in Hong Kong's financial history.”

Still, the HKMA beat down the sellers that day and the HSI closed
at 7,830, about 18% above when the operations started, and about double
the 4,000 level that the speculators were believed to have been aiming for.
Speculator activity then quietened.

During those 10 trading days, the government had mobilized HKD
18 billion or about 18% of the total assets of the exchange fund at that time
to buy 33 constituent stocks of the HSI. This amount did not include the
money deployed for building long positions in the HSI futures market, all
of which were unwound by the end of September 1998.

Even after that, however, the HKMA remained on alert. It was
perturbed by the unusually large open positions in the futures market. This
suggested that despite their huge losses, the speculators remained a latent
threat. External events, however, intervened to reduce their potency. These
were Russia’s default on its bonds and devaluation of the ruble in 1998 and
the collapse of the highly leveraged US hedge fund, Long-Term Capital
Management (LTCM). These mishaps forced banks to cut the credit lines
that were funding leveraged activities globally. The result was a massive
unwinding of the short positions in the Hong Kong and other Asian markets.
Hong Kong interest rates then returned to normal levels and the stock
market stabilized.

Hong Kong’s defeat of the speculators was a crucial victory. That
the LERS remained intact was critical. If it had beenbroken, the loss of
public confidence would have led to massive capital outflows with wider
destabilizing effects on the economy and the financial system. Apart from
financial operations to stave off speculators, the backing that the Hong Kong
government received from China was of significant aid in fending off the
speculators. This was through the open pledge by the then Chinese Premier,
Zhu Rongji, that China stood ready to mobilize its reserves to aid Hong
Kong. It was a powerful statement of support.

In 1997, the creation of an agency, the Hong Kong Mortgage
Corporation, played a role in alleviating the effects of sharply falling property
prices on banks. It helped to relieve banks of their troubled home mortgages
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and from having to seek liquidity from the HKMA, a reason Sheng gave for
no bank failures in Hong Kong then:

“Can you imagine, at the height of a crisis and in a fully transparent
system, the representatives of the troubled bank were seen visiting
the central bank? Outside the central bank office, there were all
these reporters with their TV cameras showing which banker came
in to borrow money. The next thing that's going to happen is a run
against that particular bank. When some of the smaller banks were
hit during the episode, they just sold the mortgages over the phone
to the Mortgage Corporation. The Mortgage Corporation gave them
liquidity straight away, so there were no bank failures in Hong Kong.”

Challenges Arising from Stock Buying Operation

The stock buying operation proved successful but gave rise to two major
challenges for Hong Kong policymakers. First, the unconventional move met
with international criticism. Among others, Alan Greenspan, then Chairman
of the US Federal Reserve, commented that Hong Kong had abandoned its
free market principles in seeking to defend the stock market. Hong Kong
officials subsequently went overseas to explain the circumstances and the
speculative forces they had to counter. International opinion soon turned
positive, especially after the US Fed itself deviated from its nonintervention
stance to bail out the LTCM.

In addition, the HKMAs intervention was seen as “out of the box” and its
timing excellent as Hong Kong stocks were oversold, as observed by Walker:

“The stocks were all oversold, and the speculators were over-leveraged.
The HKMA dealt them a hammer blow, with great timing, by buying
the stock market completely out of the blue. | mean, this was probably
one of the most brilliant pieces of policymaking during the course of
the Asian crisis.

They just blew the stops away. That cost the speculators an absolute
fortune. The HKMA bought the market and continued to buy the
market, although they didn’t need to buy anywhere near as much as
they ended up with, but they weren’t to know that in the first instance.
That arrested the falling equity prices. And | think it also gave away
the reality that there was not much in the way of currency pressure.”
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The second major challenge was to decide what to do with the shares that
the exchange fund had bought. Concerns were expressed that the government
had become the largest single shareholder of most of the companies that were
constituents of the HSI. On March 16, 1999, the government declared that
it would neither nominate Directors to the Boards of these companies nor
interfere in their operations unless these materially affected government’s
interests.

It was, however, recognized that the long-term solution was for the
government to divest these shares to the private sector and in a manner
that would not disrupt markets. A company, the Exchange Fund Investment
Limited (EFIL), was set up to pursue this objective. Subsequently, Chan was
tasked with devising a suitable share disposal scheme, the outcome being the
creation of an open-ended exchange-traded fund (ETF) called the Tracker
Fund of Hong Kong (TraHK). TraHK was listed on the Hong Kong Stock
Exchange in November 1999. Later, a Tap facility was introduced to allow
more shares to be released based on a market pricing formula.

Chan alluded to the success of the launch of TraHK:

“The initial public offering (IPO), launched in November 1999, was a
great success even without the sweetener of an instant discount. We
sold TraHK units amounting to HKD 33.3 billion, making it the largest
IPO in Asia (ex-Japan) at that time. Thanks to a marketing campaign
that highlighted the importance of creating long-term investments for
the next generation, more than 184,000 Hong Kong retail investors
took part. Those who have held on to their TraHK investments up to
today enjoy an annualised rate of return of 7.6%, inclusive of divi-
dends, loyalty bonus units, and unit price rises.”

Chan also summed up the monetary consequences of the stock-buying
operations after the shares acquired had been released to the market:

"By that stage, the proceeds that the exchange fund received from
the TraHK IPO and Tap facility had totaled HKD 140.4 billion (with an
additional HKD 24.6 billion received as dividends and other income
on the shares). This helped the exchange fund achieve unprece-
dented investment returns of HKD 103.8 billion in 1999 and HKD
45.1 billion in 2000. The entire process of stock market operation and
subsequent share disposal not only enriched the government'’s coffers
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substantially, but also underlined the crucial point that the operation
was a right move made at the right time.”

Economic Impact

Although the speculative attacks had been rebuffed, they imposed a heavy
toll on the economy. As recalled by Chan, Hong Kong went through a severe
economic downturn:

“Hong Kong was very badly hit by the AFC. Despite the success of
the market operations by the Hong Kong SAR government, the
real economy was severely affected. The property market fell by
almost 70% across the board from peak to bottom over a 6.5-year
period. The unemployment rate went up to historical high level
of almost 9%. Consumer price index (CPI) fell by around 15% over
several quarters largely due to sharp shrinkage of domestic demand
caused by the bursting of the property bubble and downturn of the
economy.”

In fact, Hong Kong was among the slowest of the crisis-hit economies
to recover. This was mainly because of the Hong Kong dollar’s peg to the US
dollar. As the regional currencies had fallen sharply against the US dollar
during the crisis, the Hong Kong dollar became less competitive. Thus, as
Walker remarked, Hong Kong had to regain its trade competitiveness through
wage and price deflation, which was slow and painful:

“Hong Kong was left to deflate its way to competitiveness and that’s
a much, much more painful, longer-term process. Wages fell. Bonuses
disappeared. All other prices fell as well and, effectively, it was an
extremely painful, long-lasting price adjustment that eventually
brought Hong Kong back into line with the rest of the region. It was
only in 2004 that Hong Kong finally recovered. Everybody else in the
region had recovered by 1999.”

The Hong Kong economy pulled through eventually partly due to the
strength of its export markets and the fall in US interest rates, and hence
HK interest rates. US interest rates fell dramatically after the bursting of the
dot-com bubble in 2000. However, as Chan noted, the inherent strengths
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of the Hong Kong economy were the fundamental reasons driving its

recovery:

“However, the most important factor for the resilience of Hong
Kong was a highly flexible economy, especially its labor and products
markets, that could adapt to shocks, whether internally or externally
induced, and regain new equilibrium very swiftly through repricing or
other appropriate means. Of course, persistent fiscal discipline (similar
to Singapore) that had led to considerable fiscal reserves also helped
to withstand negative shocks.”
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Singapore
Freddy Orchard and Guanie Lim

Three persons were interviewed in the preparation of this chapter: Teh Kok Peng, Hoe Ee Khor, and
Kishore Mahbubani. During the 1997 Asian financial crisis, Teh and Khor were the Deputy Managing
Director and the Executive Director, respectively, at the Monetary Authority of Singapore. Mahbubani
was the then Permanent Secretary at the Singaporean Ministry of Foreign Affairs.

As a small, open economy and financial center, Singapore inevitably experi-
enced a downturn in a region-wide crisis. However, it did not suffer as much
duress as its neighbors because of its strong economic fundamentals. But
the Asian financial crisis (AFC) had a longer-term impact that prompted
a reorientation of Singapore’s long-term economic strategies. The crisis
also saw Singapore play a prominent role in giving feedback and advice to
the international community, including the International Monetary Fund
(IMF), on solutions to the crisis. Singapore also participated in the financial
assistance programs for Thailand and Indonesia and, like the other regional
economies, actively supported cross-border financial surveillance and
capacity building in the post-AFC era.

Dividend of Good Economic Management

Pre-AFC, Singapore had impressive economic fundamentals. The govern-
ment had no external debt. Singapore had run current account and fiscal
surpluses for many years. These translated into the country having ample
reserves. The country also had a triple A credit rating.

Singapore business groups were also relatively prudent, with a notice-
ably lower gearing ratio compared to their counterparts in other AFC
economies. In particular, the banking sector was among the best capitalized
not only in the region but also globally. The Monetary Authority of Singapore
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(MAS) was also reputed for its rigorous prudential standards. Thus, while
Singaporean banks invariably had loans exposed to the regional economies,
these loans were adequately provided for, as Hoe Ee Khor remarked:

“So Singapore was not a debtor country. We don’t have any external
debt. But some of our banks had exposure in the region. Especially
Malaysia where some of our banks have big branches, big operations
in Malaysia and also in Indonesia. So from that perspective, we have an
interest to make sure that our banks were able to manage the losses to
their balance sheets. So MAS was very active in that sense, in terms of
working with our own banks to make sure that they are doing okay.”

A significant policy intervention in May 1996 was the introduction
of measures to curb speculation in the property market. These measures
included the tightening of credit for local and foreign buyers, a hike in stamp
duties, and treating as taxable income gains within 3 years from purchasing
properties.

Teh Kok Peng explained why these curbs were implemented and their
effectiveness:

“We didn’t anticipate the AFC. But we saw the property prices going
up because in this region, there were a lot of capital inflows across
Asia, including Singapore. There was a lot of speculation on property.

The way we operate in Singapore, it was all under one roof in a central
bank. We were far more prepared to use what we would now call
macroprudential measures to put a limit on lending. These actually
put a lid on residential property appreciation. | remember there were
a lot of complaints at that time, but in retrospect, we did the right
thing because otherwise, the prices would have gone up further. The
banking system would have been more badly affected when the prop-
erty prices came down during the crisis.”

The measures deflated an incipient property bubble. It was timely. If
the speculation in property had continued into the following year when
the AFC emerged, banks and investors would have been exposed to more
damage on their balance sheets.
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Impact of the Asian Financial Crisis

The AFC had both an immediate, short-lasting impact on the Singapore
economy and a more significant impact on Singapore’s long-term economic
orientation. The short-term impact was an inevitable by-product of
Singapore’s economic and financial links across the region, as Khor stated:

“[W]e were hit because of the spill-over effects. | mean all these coun-
tries were major trading partners of Singapore. So when they went
down, they pulled us down as well. So that's the impact on us. We also
went into a downturn, but that was the short-term impact, which was
quite light in a way, because we had a relatively shallow downturn.”

The slowdown cut across the economy, from construction to petrochem-
ical to financial services. Tourist arrivals fell sharply because of the downturn
in the regional economies, the main source of visitors for Singapore. Policy
response to the crisis took the form of supporting households and reducing
business costs. Key measures included a 10% corporate tax rebate, wage
reduction of 5%-8%, and cuts in a wide range of government rentals, rates,
and fees. Individuals and households also received help, ranging from a
5% personal income tax rebate to rebates on governmental service and
conservancy charges.

As it turned out, Singapore’s gross domestic product (GDP) suffered a
1.5% contraction in 1998. Unemployment rose to 3.2% in 1998. The impact
on the economy was not as severe as the other regional economies. This
primarily reflected strong economic and financial fundamentals.

Re-Inventing Singapore

The more significant outcome of the AFC on Singapore was that it spurred
a revisiting of its economic strategies. The catalyst was the structural effects
of the strength of the Singapore dollar relative to the regional currencies.
Essentially, MAS had pursued a policy where the Singapore dollar was stable,
in that it depreciated much less than the currencies of its regional trading
partners against the United States (US) dollar.

Teh offered some insights on the policy:

“The fact is the downturn was more due to what’s happening in the
region. So, we had a recession. But at the same time, | think, because
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it's external and not internal driven, and in this kind of crisis, you don’t
want the exchange rate to come down because then there will be
a loss of confidence leading to capital outflows, which will worsen
internal conditions. Unlike the 1985-1986 recession when speculators
attacked the Singapore dollar, | think we kept it quite strong. | mean,
we did allow it to go down on a trade-weighted basis somewhat. But
we didn't attempt to let the currency depreciate as much as that of
our neighbors. But the results were actually, we appreciated quite a bit
against the neighboring countries. But clearly, it also came down quite
a bit against the US dollar.”

Khor further elaborated on the MAS’ exchange rate strategy during
the AFC and its rationale:

“We widened the band but we didn’t want the exchange rate to move
too much because we wanted to keep the exchange rate strong. As
| said, we are a financial center, and we want to maintain investor
confidence in the Singapore dollar, and so there was a cost that we
deliberately absorbed in a way, until | think 1999.”

A stronger currency vis-a-vis its regional counterparts had a
hollowing-out effect on Singapore’s labor-intensive industries. This would
dampen Singapore’s economic growth trajectory. In fact, as pointed out
by Khor, up to 2005, Singapore’s growth lagged that of several regional

economies:

“But the result of that policy was that a lot of our labor-intensive
industries moved out of Singapore to Malaysia and other lower-cost
locations. So Singapore has hollowed out for a few years, there was
very little growth between 1997 to 2003.

A lot of our industries moved offshore. So when you look at the
numbers, we were growing at 7-8% a year previously. All of a sudden,
our growth collapsed to 3% or 4%. For several years we were not able
to revive the growth. So in relative terms, | think the cost was quite
high whereas if you look at the other countries like Malaysia, Malaysia
actually bounced back very quickly.”

The government responded to the structural issues by convening a
major economic review in 2001. Chaired by the then Deputy Prime Minister
and now Prime Minister Lee Hsien Loong, the review was broad ranging,
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the assessment being that Singapore needed no less than to reinvent itself
to succeed in a post-AFC era, as Khor recalled:

“1think the assessment then was that we needed to reinvent ourselves.
The old model was not working anymore, because we had moved to
a regime where we needed to move up the value chain if we're going
to be competitive. And that's when they decided to allow the casino to
come in to develop the hospitality sector and to try to attract a whole
new group of manufacturing industries, biomedical, chemical, and the
high-end semiconductor industries.

But of course you cannot plan everything in advance, because | still
remember when we were doing the review, we were expecting that
for the Marina Bay area, the development would take about 10-20
years. But it happened so quickly, within 5-10 years. Most of the area
was fully developed by then. So that came as a surprise and that was
when | think we opened up the labor market to allow more foreign
worker inflow. So if you look at the numbers, between 2005 and 2010,
the foreign labor inflows was huge, about 200,000 a year, but that was
to support the high growth at that time.”

The financial sector was another area that saw transformative changes.
In fact, the momentum for reforms here began before the AFC. It was
initiated by the then Senior Minister, Lee Kuan Yew, who, through his
observations from his wide contacts with financial statesmen and as Board
Member of JP Morgan, opined that the Singapore financial sector needed
a revamp to be internationally competitive. MAS, under the lead of then
Deputy Prime Minister Lee Hsien Loong, took up the quest to remold the
financial sector.

As Khor remembered, the reforms started with the move toward a
more transparent and accountable regulatory approach. This established the
groundwork for encouraging a broader set of financial services:

“Because we wanted to be a financial center. | mean you cannot
change the world so we just have to adapt ourselves and make sure
that our framework is keeping up with what's happening out there.

And so with the changes that were made, we actually developed
more. The financial sector grew very rapidly. We set up the Financial
Promotion Department which was responsible for growing or
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developing the asset management industry, and which is now one of
the biggest in the world.

And so those are changes that we made in terms of regulatory frame-
work that helps to make the financial sector more competitive relative
to others. Of course there are certain areas like investment banking
where we don’t have the same advantage that Hong Kong has. But in
other areas, we were able to maintain the edge.”

Aside from the financial sector reforms, MAS also modernized its

monetary policy framework toward an inflation targeting approach. This

called for more transparency and accountability and a more rigorous

surveillance system to support the policymaking process.

Helping the Neighbors Out

Singaporean policymakers were also actively engaged in watching regional
developments with the objective of looking for ways to help its neighbors.

As Khor put it, this was of mutual benefit:

“Well, the crisis affected Singapore because we have a strong vested
interest in the prosperity of the region. We are a regional financial
center, we are a gateway to the region. And we can only do well if the
region is doing well, in a way. So when the region is in trouble, it is in
our self-enlightened interest to help the region and to try to see how
we can do it.”

Singapore was valued as a sounding post for regional developments

and prospective solutions. Hence, there were active communication lines

between Singapore’s policy makers and officials from the IMF missions, US

Treasury, Japanese Ministry of Finance, and other countries. Khor revealed

how his work at MAS took on a new dimension in this period:

“We went from surveillance to surveillance-plus-crisis management.
I mean, although Singapore was not hit directly, we had a front row
seat, and not just a front row seat, we were actually very actively
involved. We were involved in terms of talking to the IMF missions and
also the US Treasury officials, who would stop over in Singapore to
seek the views of the Senior Minister and the Prime Minister about the
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situation in the region. We would be supporting the Prime Minister's
Office (PMO) in terms of writing briefing notes for them.

So we also engaged, very much engaged, with the IMF because they
tended to stop over in Singapore on the way either to Kuala Lumpur
or to Jakarta. And we had conversations with them about what’s going
on and how we see the situation. So in that sense, we were active.
I mean, not in terms of making policy but in terms of influencing
policymaking.”

As Singapore’s largest neighbor, Indonesia merited much attention and
support. There were close ties between the leaders as well as the importance
of the country to the region, as Teh added:

“1 would say Lee Kuan Yew was pretty keen to be helpful to President
Suharto because he was an old friend. Bilateral relations were very
good. Also, because Indonesia is at the center of the Association of
Southeast Asian Nations (ASEAN), the fulcrum. If Indonesia goes
down for whatever reason, ASEAN would be affected.”

IMF officials, including Michel Camdessus, interacted frequently
with Singapore’s leaders about ways to alleviate the crisis in Indonesia. One
solution, alluded to in the earlier chapter on Indonesia, suggested by Lee,
was to have President Suharto take charge of decisions. Goh Chok Tong,
then Prime Minister, also put in place a scheme to facilitate trade financing
for Indonesian banks.

US Treasury officials also visited Singapore to discuss the AFC. Khor
noted that they were noticeably more concerned as the crisis developed but
were constrained from providing financial assistance because of potential
congressional objections:

“However, as | said, the Treasury was very active, especially when it
came to Indonesia. They were not as active when the crisis first broke
in Thailand, but when the contagion swept through the region they
were, | think, really alarmed... So Larry Summers and his staff came by
Singapore several times. But their hands were tied because Congress
was very opposed to bailing out countries after Mexico.”

Singapore also participated in the financial assistance packages for
Thailand and Indonesia. Khor recalled that Singapore was ready to help
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Thailand from the start:

“Well Singapore was, as | said, an interested party in the whole thing
from the very beginning. | went to Thailand in December 1996 to meet
up with the Bank of Thailand (BOT) to understand the problem and we
were also working with them in terms of defending the baht. So when
the crisis hit, | think we were actually open to helping out.

And so when it turned out that the IMF money was not enough, and
the Japanese wanted to mobilize regional support, we were ready to
chip in.”

When Indonesia came under severe stress, “Singapore was of course
very concerned about things getting bad there,” said Kishore Mahbubani.
He explained:

“There were financial assistance packages coming out for Indonesia
and we said that we would contribute."

Indeed, the financial assistance for Indonesia was larger than that for
Thailand, as Khor detailed:

“And then, when Indonesia came under attack, again we were very
interested. But for Indonesia, for some reason the financing from the
Fund was more adequate. But they decided to have a second line of
defense to strengthen the resources, because Indonesia started off
with a much lower level of reserves, and it was very much depleted
during the crisis. So they decided to have a second line of defense
which would help to strengthen confidence amongst the investors that
there was more than just what the IMF was providing. And that second
line of defense actually is bigger. And so we chipped in the second
line of defense at USD 5 billion. That's a lot of money. But it turned
out when Suharto fell, they had to renegotiate the program, and they
never drew on the second line of defense.”

Singapore actively supported efforts to foster regional financial coop-
eration. It supported Japan’s proposal for an Asian Monetary Fund (AMF),
as recalled by Khor:

“They were willing to put money behind it so they came up with the
idea of an AMF, the Asian Monetary Fund. And so when they came by
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Singapore to explore whether we would support it, we said we would.
Because we were also an interested party, we have a big stake in the
region, and we were willing to go along.”

Although supporting the concept, Singapore also pointed out where the
proposal needed to be firmed up to be accepted as workable, as the feedback
from Teh about the first draft indicated:

“It was just a two-pager. It was so sketchy, vague. | mean, what are you
going to do? And to build a capability of the IMF takes years, decades.
From Asia, how are they going to set up an organization in the midst
of the crisis? They're trying to fight the fire, right? How can you build
a fire brigade from nothing?”

Japan eventually withdrew the proposal for an AMF due to objections
from the US Treasury and the IMF. But Asian policymakers recognized
the usefulness of forging more formal arrangements for regional financial
cooperation. Singapore, like its other regional partners, contributed to the
realization of these objectives.






Chapter 9

Japan
Freddy Orchard and Guanie Lim

This chapter draws on the interviews of four persons: Eisuke Sakakibara, Haruhiko Kuroda, Hiroshi
Watanabe, and Jim Walker. During the 1997 Asian financial crisis, Sakakibara was Japan’s Vice
Minister of Finance and International Affairs. Kuroda was the then Director General of the International
Bureau at the Japanese Ministry of Finance, before taking over the position of Vice Minister of Finance
and International Affairs from Sakakibara in 1999. Watanabe served as the executive secretary to the
then Minister of Finance, Kiichi Miyazawa. Walker was the chief economist at the Hong Kong-based
Credit Lyonnais Securities (Asia) Ltd during the crisis.

Japan’s engagement in the Asian financial crisis (AFC) was multidimensional
and consequential. On the one hand, a turnaround in Japanese bank lending
contributed to the big swings in capital flows to the region. The bursting of
the Japanese asset bubble in 1989-1990 caused Japanese banks to withdraw
capital from the region where previously they had been major lenders. On
the other hand, when the crisis erupted, Japanese policymakers were very
proactive. They organized financial assistance initiatives for the crisis-hit
economies and provided the leadership to lay the groundwork for regional
financial cooperation.

Role of Japanese Banks in the Crisis

Japanese bank lending in the region in the pre-AFC period went through
two distinct phases. The first was from the second half of the 1980s to the
mid-1990s. Japanese banks were major lenders then, surpassing American
and European banks.

Jim Walker recalled the ubiquitous presence of Japanese banks in the
region during the period:
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"It was the same in Singapore, and in Jakarta, and in Bangkok. Japanese
banks were all over the place. Japanese bank names were on every
building, it seemed to me. Hardly any of them exist anymore. But you
know, banks like the Long-Term Credit Bank of Japan and Industrial
Bank of Japan were hugely involved in lending activity. | think it was
largely because there wasn‘t that much lending activity in Japan. And
so, essentially, they had contributed to the Asian crisis because they
were taking advantage of the high growth in the region.”

The surge in Japanese bank lending accounted for a significant propor-
tion of the massive capital inflows into the region then. Hiroshi Watanabe
noted some country differentiation in the focus of the Japanese banks. Among
the Association of Southeast Asian Nations (ASEAN) countries, Thailand
was the most favored:

“At that time, there were still about 20 banks in Japan and around 14
went overseas, and it was a fact that all of them rushed to give out
loans. The rate of increase of Japanese bank lending was higher than
that of American and European banks, but when the banks withdrew,
they did it in one go, and | think that caused distress.

They did not go to Indonesia and Malaysia so much. Malaysia was
a mid-sized country. As the country is small, and there was no keen
interest in selling and exporting cheap products without much value
added, there was not much investment in the country. Of course there
was a time when Panasonic production formed 1% of Malaysia's gross
domestic product (GDP) and there were investments then, but there
wasn’t much overlending by Japanese financial institutions that led to
dire consequences.”

The second phase was from the mid-1990s when Japanese banks
reversed their lending stance. They reduced their loan exposures, repat-
riating significant capital from the region. The reason for this was rising
nonperforming loans (NPLs) and weaker balance sheets back home.
Domestic banking problems were exemplified by the failure in November
1997 of Sanyo Securities, Hokkaido Takushoku Bank, Yamaichi Securities,
and Tokuyo City Bank.

The weakness of Japanese banks was more due to the bursting of the
Japanese asset bubble in 1989-1990 than from losses incurred from impaired
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loans in the AFC, as observed by Watanabe:

“The proportion of investment into Asian countries is somewhat
limited in comparison with total assets of the Japanese banks. | think
even though there was some loss in the operation in Thailand and
Indonesia, they did not have a big impact on the domestic financial
crisis in Japan. In the case of Japan, | think the bursting of the bubble
in the asset prices, especially for real estate, was the bigger reason for
the Japanese domestic crisis.”

However, as Eisuke Sakakibara noted, Korea was a more serious prop-
osition. There, Japanese banks had a much larger exposure. This signified
that Japanese banks would be hard hit if their loans to Korean banks went

delinquent:

“The exposure of the Japanese banks, particularly to Korea, was really
large, so that as the crisis spread from Thailand, Indonesia, to Korea,
we thought that the Japanese banking system or Japanese financial
system could be hit quite seriously... Japanese banks were very closely
connected with Asian economies, particularly with Korea. So with the
start of the Korean crisis, the Japanese financial system was starting to
be hit quite seriously.”

Aiding Crisis-Struck Countries

Japan took the lead in organizing and extending financial assistance to the
crisis countries during the AFC. To be sure, the strong Japanese engagement
reflected the fact that Japan’s economic health, as Watanabe pointed out, had
depended on the rest of Asia doing well:

“Already in the 1990s the Japanese companies’ operations in Asia was
growing rapidly, and also the Japanese trade with Asia was nearly
half the total trade of Japan. So | think Asia is definitely important to
Japanese economic operations. If Asia has some economic difficulties,
the negative impact for Japan would be great. So we would like to
minimise the negative damage in the region. It was our big concern.
This has been the position of Japan for some time.”

At the same time, Sakakibara observed that Japanese policymakers
also felt a responsibility to provide the leadership to lift the region out of the
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economic crisis. It was willing to use its financial heft to do so:

“Some things to reflect on when looking back are that it can't be
helped when we were in confrontation with the US on regional prob-

lems, and it can’t be helped when we were in confrontation with an
international organization like the International Monetary Fund (IMF).
But that doesn’t mean we should just leave things as they were just

because we were in confrontation. As a big country, that is a responsi-

bility that we have to bear. We did our best at that time.”

Japan was active in assisting crisis countries from the start of the AFC.

Sakakibara revealed that “when the crisis erupted, we sent a mission. We

sent a mission to Thailand. We found out that the crisis was quite serious.”

Japan then took the initiative to organize a “Friends of Thailand” group,

which supplemented IMF funds with a financial assistance package of about

USD 7 billion.

In the case of Indonesia, Japan had a team on the ground. Sakakibara

noted:

“The Indonesian government was quite shaky at that time. That really
aggravated the problem. And | remember that David Lipton, Charles
Langerin, and myself, US, Germany, and Japan, and other Japanese
representatives were together in Indonesia to work on the Indonesian

problem jointly. It didn't really work out that well.”

Japan also participated in the second line of defense to back IMF financial

assistance for Indonesia.

Japanese officials engaged their Malaysian counterparts as the crisis

spread to the country. Sakakibara disclosed:

“[W]e supported Malaysia’s decision to impose capital controls. Well,

as a matter of fact, we, at the Ministry of Finance, supported Malaysia.
And at that time, Malaysian Prime Minister was Mahathir. We also
contacted Zeti Akhtar Aziz quite often. She was the Governor of Bank
Negara Malaysia. We implicitly supported the Malaysian government’s
decision to close the border and try to avoid the crisis by sticking to their
own principles rather than following the IMF prescriptions. So that you

know, even at that time, | was really very critical of the IMF approach.
So | was in agreement with Zeti and Prime Minister Mahathir to sort of

adopt their own policies rather than following the IMFE.”
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Japan’s and the International Monetary Fund’s Approach to
the Asian Financial Crisis

Japan’s approach to the AFC was to supplement the financing available to the
crisis countries from the IMFE. This is of telling significance as it is indicative
of the differences between Japanese policymakers and the IMF about the
causes of the AFC and the appropriate measures to tackle the crisis.

Haruhiko Kuroda’s view of the causes of the AFC expresses a Japanese
Ministry of Finance (JMOF) theme. This is that the AFC did not originate
from fiscal or monetary profligacy but from problems caused by adherence
to a United States (US) dollar-pegged exchange rate system in a period of
massive capital flows:

“[W]e have seen many currency crises in the last 20-30 years, particu-
larly in Latin America and Africa. But the AFC was a bit different as is
often said. It's not caused by overvalued currencies. It's not caused by
excessive monetary easing, it's not caused by inflation. It's not caused
by sloppy fiscal policy. | mean the economy was growing, fiscal policy
was quite disciplined, and monetary policy was not very expansionary.
It was the US dollar-pegged system that was the cause of the problem.
Very large capital inflows into those economies created some kind of
financial bubble.”

Watanabe expresses another commonly shared view that the AFC was
more a liquidity than a solvency crisis:

“In the case of the Asian crisis, it was a liquidity crisis. But in the case
of Latin America, most of the countries had an insolvency crisis. So
in the case of liquidity crisis, if you pump money appropriately, it
can stimulate recovery. But if you misunderstand the situation as an
insolvency issue, they have to reduce the budget deficit and they have
to minimize demand.

So | think that could be the misunderstanding at that time. Of course
in the early 1950s, 1960s in Europe, and also 1970s, 1980s in Latin
America, most of the countries had insolvency issues. But in the case of
the ending period of the last century, maybe even the first two decades
of this century, most of the countries were facing liquidity crisis. So in
that case, | think the measures to be taken by the IMF should be quite
different. But | think this was not so well understood by the IMF.”
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Kuroda also pointed out the importance of the contagion effect in the
spread of the crisis through the region:

"1 think if the Thai currency crisis had not happened, there is a possi-
bility that crises would not have taken place in Malaysia, Indonesia, and
Korea. In Indonesia, the current account deficit was only around 3%
of GDP and their finances were healthy. In Thailand, the budget deficit
was not significant but the similarity was that they were dollar-pegged
and there were inflows of capital from overseas, and that was a fact.”

In essence, Japanese policymakers were critical of the IMF approach
in two respects. First, in pushing for contractionary fiscal and monetary
policies, the IMF had adopted a standard template applied to other regions
and did not address the proper causes of the crisis. On the contrary, these
policies aggravated the liquidity squeeze arising from capital outflows. The
second shortcoming of IMF programs, as viewed by JMOF officials, was
that they were underfinanced. The Japanese response was evident from
the beginning, when the Thai crisis emerged and Japan then organized the
“Friends of Thailand” group to supplement IMF funds. Japan also initiated
a stand-by credit line for Indonesia.

As Sakakibara recounted, Japan recognized the limitations of providing
financing on an ad hoc basis:

“The Ministry of Finance, particularly its international section, initiated
the effort to assist the countries... but unfortunately, the assistance we
provided did not settle the crisis. And one of the problems for that is,
looking back, the IMF assistance was seriously deficient. Rather than
solving the problem, they aggravated the situation.”

Japan consequently proposed the formation of an Asian Monetary
Fund (AMF).

Asian Monetary Fund

The AMF was conceived to be a regional financial safety net. It would be
a backstop facility, funded mainly, but not only, by Asian countries. Japan
proposed an AMF during the IMF-World Bank meeting in Hong Kong in
September 1997. However, the proposal would be stillborn as it was opposed
principally by the IMF and the US.
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Kuroda disclosed that the need for such a regional fund had been
germinating in JMOF circles even before the AFC:

“And even at that time, Japan was of the view that some kind of
regional financial safety net was necessary because as you know,
Southeast Asian economies grew very fast and their IMF quotas were
lagging behind. So for those countries’ economies, we felt that their
IMF quotas were small. So even if the IMF could provide some assis-
tance money, or emergency assistance, that would be insufficient. So
already before July 1997, | thought some kind of regional financial
safety net was necessary. | thought it would be something like an AMF.
In that sense, | was not surprised by the July 1997 Thai financial crisis
or currency crisis.”

The idea of an AMF gained impetus, as Kuroda recounted, from the
feedback received from participants at the “Friends of Thailand” meeting:

“The most important element why Japan proposed to establish the
AMF during the September 1997 IMF-World Bank meeting in Hong
Kong was that, during the Friends of Thailand meeting in August 1997
in Tokyo, already some participants, some Asian participants told me
that this kind of ad hoc financial support to crisis-hit economies may
not be appropriate. This is because for some countries, such kind of
emergency assistance would require not just government decision
but also parliamentary decision. It is quite complicated and time-con-
suming while emergency assistance must be timely. If it is delayed for
several months, that would not be good. So a few participants from
within the Asian region told me that some sort of standing facility may
be necessary.”

Sakakibara added that another argument for the AMF was that being
regionally-based, it would be more attuned to the needs and circumstances
of its Asian member countries as compared to a globally-oriented IMF:

“Well we thought that a global organization like the IMF and the
World Bank do not necessarily know the region, particularly the Asian
region, that well. So that, rather, like the Asian Development Bank
(ADB), we thought that it might be necessary to have an AMF... It was
just a financial version of the ADB."”
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As Kuroda recalled, the proposal was tabled at a meeting in Hong Kong.
Invitees to the session were the countries that had provided assistance to
Thailand and others who went as observers. The IMF and Group of Seven
(G7) participated in the meeting. But the proposal fell through.

Kuroda acknowledged that participants had less than 2 months, between
the initial discussions in Thailand and the Hong Kong meeting, to assess the
proposal thoroughly. Compared to the ASEAN countries, other participants
were not given much opportunity to discuss it beforehand:

“So we had little time to discuss with other countries. Although with
ASEAN countries, we had extensive discussions, because just before
the Hong Kong IMF-World Bank meeting, there was the Asia—Europe
Meeting (ASEM) in Bangkok, and there, our finance ministers talked
with ASEAN ministers, and ASEAN decided that they would support
establishing the AMF. So already before the Hong Kong meeting,
ASEAN countries agreed, but in that sense, it was only ASEAN. The
major possible participants, China and Australia, they took a somewhat
neutral position during our meeting in Hong Kong. However, the IMF
and US opposed.”

IMF and US objections to the AMF were critical. The basic objection
they gave was the risk of moral hazard, implying that the AMF could turn
into a vehicle for disbursing loans on lax terms, unlike IMF loans that hinged
on strict conditionalities. Thus, Watanabe’s comment:

“The IMF and the Treasury of the US were opposed to the establish-
ment of the AMF. The basic reason for their objections was that, if the
AMF were established, they thought Japan would give rather easy
money to the Asian economies. IMF financing, however, would come
with big conditionality for their assistance. But in the case of Asia, they
thought Japan would propose a solution to give easy money even
though the countries might not be in a good position to recover and
restore their economic situation. That was the reason behind the two
entities’ objections.”

There was also an unspoken reason for its rejection by the IMF and
US — an AMF would most likely reduce the latter’s influence in the region.
Sakakibara brought this motive up as he recalled the episode:

“The major difference was that the US wanted to operate through the
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IMF, and by working through the IMF, they thought that they could
sort of maintain their strong influence over Asia. But we were very
critical of the IMF’'s handling of the Asian crisis and so we wanted to
establish some institution, which was called, at that time, the AMF,
which is independent, relatively independent from the IMF. And as
you know, the US didn't like it. I still remember the telephone call with
Larry Summers. He was very critical of our idea.”

As Sakakibara put it, the US objected strenuously and its objections
were fatal to the AMF proposal:

“The US was afraid that creation of the AMF would reduce their influ-
ence on the Asian region. | clearly remember because, at that time, |
contacted Summers quite frequently and he was vehemently opposed
to the creation of the AMF. If he agreed, we probably would have been
able to establish the institution, but with the strong opposition by the
US government, it was impossible.”

The fate of the AMF proposal also hinged on the response from China.
Here, as Sakakibara noted:

“China abstained, but if it abstained, then the proposal couldn’t
proceed. China did not oppose nor support it. If China had agreed to
it, the AMF would have been set up even with opposition from the US.
ASEAN was supportive and we had the agreement from Korea.”

Sakakibara ventured that the US may have contacted China about its
response to the proposal:

“1 don't know whether that's true or not, but you know, | thought at
that time, US sort of contacted the Chinese government and conveyed
their message that they were against this idea of creating the AMF.”

Acknowledging that establishing an AMF would be “very challenging
with strong opposition from the US and without participation by China,”
Sakakibara noted that the proposal was finally dropped.

Japan and the US’ Views on the Asian Financial Crisis

JMOF and the US Treasury had differences in views not only on the AMF but
also on the wider context of the causes of the AFC. These differences moulded
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their policy responses to the crisis. Sakakibara noted that initially the US
saw the AFC as fundamentally the fault of weak economic management and
poor governance standards in the region:

“The US thought that Asian economies were very vulnerable and
believed this was the cause of the crisis. However, we did not think so.
As | mentioned, we thought the worsening of balance of payments
and attacks by hedge funds were the causes instead. The crisis occurred
because of those two factors. I think the Asian economies were basically
sound but the US did not think so. They thought it was crony capitalism
and unorthodox capitalism, so that was a significant difference.”

In answer to a question as to whether the US position was that the Asian
economies were basically “paper tigers,” Sakakibara replied that he thought
it was probably so and added:

“The US government did not think that the Asian economies were
fundamentally strong. But there wasn’t a pinpointing of who and
where this view was held.”

Consequently, the US approach to the crisis was marked by an emphasis
on belt-tightening policies and structural reforms. Sakakibara was critical of
the US approach of looking at the crisis as an opportunity to push for reforms:

“At least at the time of the Asian crisis, you know, tightening fiscal
policy was the wrong policy. You should spend during the time of
the crisis to try to solve the problem. The problem was that the US
government and IMF tried to take advantage of the crisis to impose
some orthodoxy on the Asian countries rather than trying to solve the
problem.

I don't know why they tried to push some reforms. They thought those
were the sort of orthodox policies and they tried to impose those
policies on Asia because they thought the Asian policies, the Asian way
of doing things, was unorthodox. But it was the unorthodox policies,
including Malaysia’s capital control, that did work.”

To be fair, US engagement in the AFC was more nuanced than outright
distancing. It had not participated in the “Friends of Thailand” supplemen-
tary loan to avoid Congressional criticisms that had surfaced in the wake
of the US loan to Mexico. Sakakibara noted:
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“The US participated in solving the Asian crisis. | remember quite
clearly that at the time of the Indonesian crisis, | met with an American
representative and a German representative and the three of us
together, you know, co-operated to try and solve the Indonesian crisis.”

The US, however, was more interventionist when it came to Korea. Here,
it saw eye-to-eye with Japan on the need to settle the liquidity crisis that
Korean banks were facing. The stakes were also higher as more international
banks, including US banks, had loans to Korean banks. A Korean default
would hit confidence in the international banking system. Sakakibara recalled
the coordinated response to the Korean crisis:

“When the crisis spread to Korea, finally, the US government started
to agree with us and co-operate with us to solve the crisis. | talked
to Robert Rubin and Summers at that time and they agreed to assist
Korea through the IMF and the agreement was reached on Christmas
Eve. | clearly remember that Christmas Eve of 1997. It was very
memorable occasion, you know, since it was Christmas Eve, | clearly
remember that.”

In recent years, the US view of Japanese efforts to help the regional
economies seemed to have become more positive, as observed by Sakakibara:

“Well, at the time of the Asian crisis, there was a very strong opposi-
tion from the IMF and the US government. The US government was
adamantly opposed to the creation of the regional institutions because
they thought their influence in the region would be reduced by the
creation of regional institutions. But | think they have learned a lesson
and their view has changed somewhat now so that it is quite different
from 1997-1998. The ADB and ASEAN+3 Macroeconomic Research
Office (AMRO) are the right institutions to solve the regional problems,
and the US government now recognizes that.”

New Miyazawa Initiative

Despite their unsuccessful AMF proposal, JMOF officials did not give up the
idea of setting up a fund to aid the crisis-hit regional economies. Realizing
that a multilateral approach was difficult to organize, Japan switched to a
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bilateral assistance mode using Japanese funds. The result was the New
Miyazawa Initiative (NMI), named after Finance Minister Kiichi Miyazawa.
He announced the Initiative at the IMF-World Bank Annual Meeting in
October 1998.

The NMI consisted of two parts: a USD 15 billion tranche earmarked
for long-term assistance mainly for investment and another USD 15 billion
for short-term trade financing. Kuroda revealed that Miyazawa personally
urged his peers to tap into the funds provided:

“| still remember when Minister Miyazawa spoke to the ministers of
Korea, Thailand, Malaysia, and Indonesia in October 1998, and he
made a very interesting political statement. He said, ‘Please use the
money budgeted for. Because it is of course helpful to your countries
to revive your economic growth. That will also help the Japanese
economy. So without hesitation, without any guilt, please freely use
the USD 30 billion.” It was of course a political statement. No bureau-
crat can make such a statement, but Miyazawa made a very impressive
statement, without a prepared text.”

This time, the IMF strongly supported the idea as it did not encroach
into the IMF’s domain of emergency financial support. The NMI was
aimed instead at supporting economic growth. And the money would be
provided by the Japanese government. So, the IMF, World Bank, and ADB
also supported the proposal.

Kuroda noted that the first tranche of USD 15 billion dollars was quickly
disbursed, particularly to Thailand, Malaysia, Indonesia, and Korea. Projects
and programs were quickly identified:

"1 think this helped those economies. They were critical in helping the
recovery. However, not all of the other USD 15 billion, earmarked for
short-term trade financing, was used. Korea and Malaysia mobilized
some of the fund for currency swaps, which later became the proto-
type for currency swap arrangement under the Chiang Mai Initiative
(cmi).”

The bilateral currency swap arrangements between Japan-Korea and
Japan-Malaysia would be the forerunner of an enlarged network of bilateral
swaps under the CMI.



Japan 173

Chiang Mai Initiative

By the end of 1998, most Asian economies were recovering from the AFC.
Attention then turned to forming a regional self-help mechanism to avert
similar crises. This time, it was a collective regional effort, coalescing around
the ASEAN+3 group, the outcome being the CMI.

Kuroda shared an anecdote of how the name was chosen:

| briefed Minister Miyazawa before we went to Chiang Mai in May
2000 for the ASEAN+3 Finance Ministers Meeting about the plan. But
| also mentioned that we had not come up with a suitable name for
the new regional financial support mechanism. Very interestingly,
Minister Miyazawa quickly told me that it must be the Chiang Mai
Initiative. Why? Because the meeting would take place in Chiang
Mai, in Thailand. He also pointed out that the Thai Finance Minister
then was Tarrin whose constituency was in Chiang Mai, so as a poli-
tician, Miyazawa immediately told me, ‘Oh, it must be the Chiang
Mai Initiative because the meeting will take place in Chiang Mai and
Chiang Mai is Tarrin’s constituency.’”






Chapter 10

China

Freddy Orchard and Guanie Lim

Two persons were interviewed in the preparation of this chapter: Zhu Guangyao and Wei Benhua.
During the 1997 Asian financial crisis, Zhu served first as the Deputy Director General of Department
of National Debt and Finance before becoming the Director General of International Department at
the Ministry of Finance of China. Zhu was the Vice Finance Minister of China between 2010 and 2018.
Wei was the Director General of International Department at People’s Bank of China during the Asian
financial crisis and later served as the first Director of the ASEAN+3 Macroeconomic Research Office
from May 2011 to May 2012.

While China was relatively insulated from the Asian financial crisis (AFC),
its exports to the region slowed sharply during the crisis. China, however,
refrained from devaluing the renminbi (RMB), a critical decision that
relieved pressure on the regional currencies. The AFC was also the driving
force for a breakthrough in a meeting of minds on regional financial coop-
eration among China, Japan, and Korea.

Relative Insulation from the Turmoil

China was relatively unaffected by the AFC. While its gross domestic product
(GDP) decelerated from the previous year, growth was moderate, at 7.8%
and 7.6% in 1998 and 1999, respectively. The RMB was also stable. Two
main reasons underlie China’s relative insulation. First, its capital account
was closed. The RMB was thus shielded from speculative attacks. Second,
China had low external debt. Its foreign currency exposure was due more
to foreign direct investments than loans.

Although the AFC had a fairly modest impact on the economy, it had
a powerful influence on Chinese financial policy in several key areas. First,
the AFC put China’s policymakers on the alert against potential trouble
spots in its financial system. The high level of nonperforming loans (NPLs)
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in the state-owned banks was viewed as one, and Wei Benhua recalled the
priority given to resolve the issue:

“We had to make a strategic decision to get rid of the NPLs state-
owned banks. You know the state-owned banks played a crucial role
in the national economy. In order to make them better prepared to
overcome the crisis, the authorities decided to help them to get rid
of those NPLs. Hence, we established financial assets management
companies. We established these for each of the four largest banks.
Later on, through such a platform, those NPLs could be dealt with in
a better way.”

Wei noted that except for the Bank of China, the other state-owned
banks did not have overseas loans. Nevertheless, it was thought prudent to
address the NPL issue as a preemptive measure:

“However, for a financial institution, you have to be sound, with its
own assets, domestically. At that time, except for the Bank of China,
the other state-owned banks didn’t have much overseas exposure.
However, today is a different situation where they are expanding their
operations in Asia and in many other parts of the world.

So this is one of the lessons | believe the Chinese authorities put much
emphasis on. They knew at that time that they really had to make
great efforts to make their financial markets stable and to make their
financial institutions capable of overcoming currency volatility. Then
after dealing with that, they could come back to deal with the other
issues or problems in the economy.”

Second, observing the potency of capital flows in destabilizing markets
during the AFC, Chinese policymakers saw the need for caution in liberal-
izing the capital account, as pointed out by Zhu Guangyao:

“For China itself, the real mission was current account liberalization.
We kept pace with this. However, when it came to capital account
liberalization, we realized from the AFC that we ought to be more
careful, especially when it involved portfolio money.”

Third, the AFC spurred Chinese policy to focus on attaining two
primary economic targets, or “slogans.” These concerned GDP growth and
RMB policy, as explained by Zhu:
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“Despite the challenges, China had two very important goals in 1998.
First, keep economic growth at 8%. Second, to not devalue the yuan.
Eventually we realized both goals — output for 1998 grew at 7.8%
and the yuan was not devalued. Our policy of keeping the value of the
yuan stable helped the region a lot. Yes, Chinese exports decreased
because the regional currencies were more competitive, but it boosted
overall confidence in the region. This opened up more opportunities
for cooperation.”

Fourth, as articulated by Zhu, the AFC led to Chinese policymakers
concluding that regional cooperation was needed for solutions for the crisis:

“However, the event helped us rethink how to deal with external pres-
sure and to better handle relations among the regional economies.
Most importantly, Japan, China, and Korea learned how to better
cooperate with each other as well as with the Association of Southeast
Asian Nations (ASEAN).”

The following sections will deal with Chinese policy on RMB exchange
rate and regional financial cooperation.

Keeping the Renminbi Exchange Rate Constant

One of the pivotal developments in the evolution of the AFC was China’s
decision to keep the RMB level steady, not to devalue it. Domestic consid-
erations argued for a devaluation as export growth had fallen from around
21.0% in 1997 to 0.5% in 1998. As Zhu mentioned, the pressure to devalue
the RMB was high as other regional currencies had fallen sharply:

“In a normal situation, it is normal to devalue your national currency
if you want to maintain market share. | remember some world-
renowned economists had asked us to devalue it because that was a
region-wide trend.”

An RMB devaluation, however, would have put untold pressure on
already-shaky regional currencies. It could have led to a vicious cycle of
currency depreciations throughout the region. As the Hong Kong narrative
shows, rumors of a RMB devaluation had triggered pessimism about Hong
Kong markets. If the rumor had come to pass, speculators attacking Hong
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Kong markets would have had a field day.

In the event, China made the decision to keep the RMB exchange
rate stable. It was, as Wei elaborated, a decision that came from the highest
political level and one that was explicitly based on consideration for the
impact on the region:

“We needed to maintain a stable exchange rate, because China is the
largest developing economy in this region. If we had devalued our
exchange rate, then it would have a direct impact on the region. You
remember at that time the Prime Minister was Premier Zhu Rongji.
He made a solemn promise or announcement to the world that China
would not devalue its own currency under any circumstances. Instead,
we opted to resolve the difficulties within our economy. We didn‘t take
a beggar-thy-neighbor policy, since under those competitive devalu-
ation policies, the region would indeed be in a disastrous situation. |
believe the authority’s decision was the right one.”

Perhaps, not known to many, as revealed by Zhu Guangyao, Larry
Summers, then United States (US) Treasury Secretary, conversed with Premier
Zhu when the latter was in Lanzhou, a tourist site, to convey the message that
the US was supportive of China’s decision to keep the RMB stable:

“At that time, US Treasury Secretary Summers was supportive of our
move to not devalue. He, too, was worried of regional disorder if
the yuan was devalued. He conveyed this message to Premier Zhu
in Lanzhou when the latter was inspecting the city. | was part of the
team that went to Lanzhou. This was also the time when we nego-
tiated with the US on the possibility of us joining the World Trade
Organization.”

The decision not to devalue the RMB was significant. It lent tremendous
support to Hong Kong’s battle against the speculators. It also removed an
uncertainty hanging over regional currencies. Zhu Guangyao, reflecting
on this pivotal decision, also emphasized that it went beyond national
considerations:

"Of course, policymaking is based on national interest. However, there
are times when we also have to consider the interests of neighboring
countries and the global economy.”
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The Asian Monetary Fund

As mentioned in other narratives, Japanese authorities floated the idea of
the Asian Monetary Fund (AMF) at the time of the International Monetary
Fund (IMF)-World Bank Annual Meeting in Hong Kong. But the idea did
not materialize. Wei considered that there were two main reasons why it was
anonstarter. First, the proposal did not garner regional consensus and there
were objections from the US and IMF as well. Second, Wei also thought that
the proposal was too rushed. It didn’t give countries enough time to give it
proper consideration:

“At that time already, Asia was a very diversified region with many
countries in this region, with very diversified historical and cultural
background. For such an important proposal, you need a lot of time to
prepare to talk with different countries, different economies, and win
their support. | don’t think the preparatory process was adequate for
Japan at that time. Their proposal was too rushed.”

A Breakthrough

Although the AMF proposal failed, the ongoing crisis would catalyze a
breakthrough in the level of dialogue among China, Japan, and Korea on
financial matters. Zhu recalled the paucity of information sharing between
China and Japan up to 1997 due to historical issues. However, the AFCled to
him meeting his Japanese and Korean counterparts, Zenbee Mizoguchi, then
Director General of Financial Bureau of the Japanese Ministry of Finance,
and Yong-duk Kim, then Director General of International Financial Bureau,
Korean Ministry of Finance, to consider various forms of cooperation to
deal with the regional crisis.

As Zhu recalled, it was after several rounds of contact among the three
parties that a trilateral meeting was agreed upon. This all-important first
meeting among the three was kept out of public eye. It formed the basis for
more substantial meetings:

“At the margins of international meetings, we began to discuss the
possibility of operational action to deal with the financial crisis. Finally,
all three sides agreed to have a trilateral meeting in Beijing, but there
was to be no public announcement. This first meeting was held in
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Diaoyutai Hotel. The only topic discussed was how to deal with the AFC.
This type of cooperation was very different from the traditional types.

In the traditional format, we would establish basic cooperation in
trade before upgrading it to financial cooperation as the process needs
policy support. Unfortunately, trade cooperation at that time was not
so active. The onset of the AFC forced us to think outside the box.
So, we began by discussing cooperation. | should say that Mizoguchi
and Kim both had ambitions to promote more extensive forms of
regional cooperation. However, all three countries were mindful of
domestic public sentiments. That's why at the start we decided on a
private meeting. As the crisis deepened, we, together with the public,
realized the urgency of strengthening regional cooperation. We came
away from the Beijing meeting that we should have more contact with
each other. It is very important as trust is based on communication.
Although it was limited in scope, it kick-started more regular and
meaningful communication amongst us.”

As Zhu elaborated, the trilateral meetings with his Japanese and Korean
counterparts culminated in a “ASEAN+3” Finance Ministers’ Meeting that
endorsed the inception of the Chiang Mai Initiative (CMI):

“l remember that meeting in Chiang Mai, that's a ASEAN+3 Finance
Ministers’ Meeting. Mizoguchi, Kim, and myself accompanied our
Finance Ministers to this meeting. Through the trilateral dialogue,
we had reached a basic understanding amongst ourselves and our
ASEAN peers to talk about expanding bilateral swap arrangement to
a multilateral level.

All the countries had gone through severe hardships during the
AFC. Those receiving IMF loans had to observe very strong policy
conditionality. We all agreed that it was time to establish a regional
mechanism. When the name of this mechanism was mooted, then
Chinese Minister of Finance Xiang Huaicheng suggested that we name
it after Thai Minister of Finance Tarrin Nimmanahaeminda. However,
Tarrin wanted a deeper connection with Thailand. Eventually, during
dinner, we all agreed that we should name it after Chiang Mai. That
was how the CMI began. To start things off, we began with bilateral
swaps amounting to about USD 100 billion that was also 20%
de-linked.”
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Zhu alluded to the importance of trust and use of an unorthodox
approach as reasons why the success of the CMI proposal was a surprise:

“Firstly, there is the issue of trust. Unfortunately, at that time, there was
still mistrust between some of the countries. Secondly, we approached
regional cooperation through an unorthodox way. Instead of the tradi-
tional model, where we started from the bottom using trade cooper-
ation, we began by pushing high-level financial cooperation. To reach
an agreement, under those constraints, was a surprise to everyone.”

ASEAN+3 Macroeconomic Research Office

The ASEAN+3 Macroeconomic Research Office (AMRO) was also a product
of the AFC and the resulting push for closer regional collaboration. As the
first Director of AMRO, serving between 2011 and 2012, Wei described
in anecdotal terms how he envisaged the organization within the regional
financial architecture:

“It is very difficult to anticipate a financial crisis. Before a crisis,
everything might look good, look peaceful. How to be warned of risks
beforehand...

| believe if we had something like AMRO at that time, we could have
had better economic intelligence to find out what was going on in the
regional economies before the crisis. And we could have had a better
chance to identify any significant risks. Really, but that doesn’t mean
AMRO is smarter, or more clever than the member authorities.

It is like going to the doctor. Sometimes we need a second opinion
and it is good for the patient itself. If one goes to another doctor and
he gives the same assessment as the first, then it's more convincing.
And for the economic issues, today we have AMRO. It serves the same
purpose, since one of the major purposes for AMRO is conducting
economic surveillance of the economies in this region. | believe it was
a necessity for us to have established AMRO.”

When asked on the circumstances leading to his appointment, Wei
explained that it was a pleasant surprise for him. It was also a good oppor-
tunity for him to contribute to nation- and region-building:
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“1 would say that the person leading AMRO would need some back-
ground in dealing with surveillance issues. | believe that | could have
been considered since | worked with the IMF on two occasions. First,
| served as Alternate Executive Director for 4 years. Then later on, |
was Executive Director for another period of more than 4 years, so all
together, | had gotten more than 8 years’ experience in dealing with
surveillance issues. These experiences had allowed me to participate
actively during my term at the IMF in discussions and to make sugges-
tions to help member authorities to overcome crises. | believe those
experiences, in turn, helped me to come to work in AMRO.”

Wei faced two urgent challenges in his leadership role. The first was
getting good quality staff members:

“First, since you need to conduct economic surveillance, you do
need good qualified staff, a team of economists to do the work. So
in order to realize this purpose, we needed to establish rules and
regulations about this new institution. Since we started from scratch,
really from zero, we had to consider the experiences in the IMF, the
Asian Development Bank (ADB), and the Organisation for Economic
Co-operation and Development (OECD), and draw on their experi-
ences and adapt them to our situation. Based on the criteria we set
then, we went to recruit qualified staff to conduct the work.

Fortunately, we managed to organize ourselves well. So, from the
middle of my only one-year term, we already had more than 10 econo-
mists to work with. Then, we went to the member economies’ capitals
to conduct economic surveillance.”

The second, and perhaps more critical, challenge involved AMRO
establishing a good relationship with the various member authorities. There
was a lot of dialogue involved to build trust as well as credibility, and to get
them to understand what AMRO was about. The key was to convince the
member authorities that AMRO was a partner that had the region’s best
interest at heart.

When it came to economic surveillance, Wei viewed that AMRO had
certain advantages, as compared to the IME, in its surveillance of the regional

economies:
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“Of course, the IMF is also conducting such surveillance reports.
However, | do believe we have some advantages over the IMF staff,
since our staff are mainly from the region, coming from the local
authorities such as the ministry of finance, central bank, and other
economic institutions. They tend to have a deeper understanding
or insight of domestic policies. So when we worked together with
member authorities, we were able to discuss the issues in a deeper
manner. This enabled us to present, | believe, more informative reports
to member authorities. So if we understand their economic issues in a
correct manner, then there is trust. | believe that's the most important
point, and then based on that trust, we can have closer relations with
member authorities.”






Chapter 11

International Monetary Fund
Freddy Orchard and Guanie Lim

Two persons were interviewed in the preparation of this chapter: Hubert Neiss and Anoop Singh.
During the 1997 Asian financial crisis, Neiss and Singh were the Director and Deputy Director of the
Asia Pacific Department at the International Monetary Fund, respectively. Both had led missions to
the crisis-hit economies and coordinated financial rescue efforts with their East Asian and international
counterparts.

International Monetary Fund’s View of the Asian Financial Crisis

Did the International Monetary Fund (IMF) see a regional crisis coming? How
did your views about the crisis evolve?

Hubert Neiss:

It came after the first stand-by arrangement (for Thailand) was concluded.
The arrangement involved a strong program and major loan from the IMF,
supported by pledges of bilateral aid from other countries. So, we expected
market turbulence would disappear. But when this did not happen, and
indications of contagion appeared, we feared major difficulties for Thailand
and the whole region. So, we considered “precautionary stand-by arrange-
ments” with other countries in the area, in particular Indonesia. (These are
stand-by arrangements without any disbursement. But disbursement would
be triggered if the countries were to run unexpectedly into difficulties.)

Anoop Singh:

In my view, Thailand was not a surprise to us. It was not a surprise to all those
people who had lent money to Thailand. From the beginning of 1997, if you
looked at Bangkok, many buildings went unoccupied. Some of the financial
institutions were also in terrible shape. The surprise was the situation in
Indonesia and Korea. It took us a long time to understand that this was a
much deeper situation than had been anticipated.

185
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Singh (on the situation in Thailand):

It was a financial crisis, which we were late in recognizing. There was the
initial view that this was more a case of excess government spending; it was
not. The problem was simply that there wasn't governance from the IMF
side or from the Thai side on the supervision of the financial sector. It comes
back to what we see even today or what people had feared in China the last
5 years. If you are having debt-financed growth, it’s not going to work, at
least over the long run. It may work in Japan because Japan is a relatively
domestic-driven economy. But, if you're having credit-financed growth as
Thailand was having, it’s not going to work. When money goes out and you
don’t have the buffers, it will end badly.

In what way was the Asian financial crisis (AFC) distinct from other financial
crises?

Neiss:

The surprise of the outbreak, the difficulties of assessing the seriousness of
the situation from the available indicators, the reluctance of the authorities
to call for IMF assistance early, the delay in acting decisively on policies, the
regional contagion, the international repercussions, and the strong support
of the international community. These features distinguish the AFC from
the earlier crises in the Philippines and India. But the prolonged denial of
governments, that a crisis may be coming, was a common feature.

How would you respond to the criticism that the IMF-stipulated tight monetary
and fiscal policies were not appropriate as the regional economies did not have
huge fiscal deficits or inflation issues? Comparisons have also been made to
the expansionary polices adopted by the United States (US) and the European
Union (EU) during the global financial crisis (GFC) and more recently the
coronavirus disease (COVID-19) situation.

Neiss:

First, the programs that were negotiated with Asian countries were certainly
not flawless (nor were other IMF programs flawless), but by and large, they
were appropriate in the situation of a severe balance of payments crisis
(more specifically, a capital account crisis) to turn developments around
and move countries in the right direction. The subsequent developments
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in each country bear this out. Also, the programs were not just for “deficit
countries,” as you mentioned. (This may have wrongly been inferred from
the programmed initial fiscal tightening, which was controversial, as I
explained earlier.)

Second, the financial resources which were provided to Asian countries
were determined by the estimates of financing needs, as well as by the possi-
bilities within the lending constraints of international institutions, and the
political constraints to lending by individual governments. I am not aware
of any serious complaints that the resources provided were insufficient, or
that Asia “was left on its own.” On the contrary, there were complaints about
too much outside interference.

Whether some bigger effort, however desirable, could have been made,
is an open question. But, as I said, under prevailing circumstances, as much
was provided as was feasible, and it was enough to stave off the default of the
countries and to help them to restore their external viability. So I wouldn’t
be so negative.

Singh (on the comparison with the US and EU):

You can’t compare different economies easily. For the US and the Eurozone,
you have a different situation regarding their currencies. Their central banks
have the ability to print money, and inflation is not a problem for these
countries. The external situation is also not a problem for them, at least in
the short run. Lack of growth is the problem.

When inflation goes up again in the EU and the US, the policies will
be tightened. They have done this before, and have the experience. But we
cannot easily compare the advanced countries with Indonesia, India, and
so on. If you're concerned about your debt ratio, it will be worse if you have
negative growth than if you have a higher debt ratio because of higher fiscal
spending — this is the case in EU and the US. In summary, don’t worry
about the debt, focus on the short-run situation. That is my, and I may be
wrong, understanding.

Singh (on tight monetary policy):

But to be fair, this was the first major crisis since Mexico. Money was leaving
the country and it would look odd from an economic point of view to say,
money is leaving the country, therefore lower interest rates and expand
government spending. It took a long time for economists to understand the



188 What Happened During the Asian Financial Crisis and the Global Financial Crisis

situation. Very few people went out in the open to say: “Money is leaving,
stop the capital from leaving, lower interest rates, and raise government
spending” Not many people said that, but now they are.

Structural Reforms

Comment on the view that the IMF went beyond its domain in pushing for
structural reforms in the crisis-hit economies during the AFC. These proposed
reforms, it was argued, were also a source of political distraction.

Neiss:

In the IMF’s view, it was also essential that the crisis was taken as an oppor-
tunity to implement long overdue structural changes. In particular, bank
restructuring, corporate restructuring, and improvements in the operations
of public institutions. (The same view was held in the cases of Indonesia and
Korea.) These are politically difficult measures which, when everything is
going well, tend to be postponed. But the pressure during a crisis makes
these reforms possible, at least to some extent. I think their implementation
has been of lasting benefit to the country.

Maybe economic policymaking was a bit overburdened by the require-
ments to implement structural performance criteria. But in essence, the reforms
were necessary, because the shortcomings in the economy were contributing to
the crisis. And the IMF was of the view that this was an opportunity to tackle
these problems in the interests of longer-term sustained growth (as was the
case in the other crisis countries). So, there were two sides of the argument.

I would agree that some measures could have been set aside for later. But
not essential ones, like making the economy more competitive and making
institutions more effective, including making the central bank more inde-
pendent. These reforms are essential for sound economic development. But
I remember the furious debate, and even the IMF (Executive Board) decided
later to limit the number of structural performance criteria in programs.

Singh:

The IMF was proven wrong in Indonesia for 3 months or 4 months, in the
early phases of engagement. Then, they went to the other extreme, working
on structural issues. We went into areas, perhaps not in our domain, but it
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was really not that difficult. You know, and Singapore knows, if you have
cronies, the markets would want you to open the economy. Without that,
money is not going to come in. It is a universal issue.

Importance of Politics

What part did local politics play in shaping the course of the crisis in the
different countries?

Singh:

In all three countries (Indonesia, Korea, and Thailand), the government and
the central banks refused to recognize that there was a problem. It was just
as much a political issue. If you have an IMF program, with a government
that does not recognize the problem, that program is not going to succeed.

Things became better when the new government was installed in early
November 1997. Chuan Leekpai became the Prime Minister and Tarrin
Nimmanahaeminda was his Finance Minister. We had absolutely no difficulty
in agreeing on the subsequent reviews with Tarrin. We had long, difficult
discussions, but never once was there a time when Tarrin told us, “Please get
out. I can’t do this.” We were always trying to discuss what were the best ways
to promote recovery, and so on. It was a joint effort. I was not involved in the
IMF team that dealt with Korea. But in Korea, after the President changed,
the government changed, it was the same. Things became easier. To some
extent, the IMF team sent to Indonesia also experienced a similar situation
when President Suharto stepped down. I can firmly say that if there were
mistakes made during that time, they were joint mistakes.

I would say recognition of the problem, in addition to political support
for dealing with it, which includes dealing with vested interests. Put these
two things together, the markets will be convinced. If you have political
support and you recognize the problem, markets understand. Until there’s
recognition of the problem, you're not going to get the market convinced. If
you deny the problem and don’t reveal the data, no one can solve it.
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The Negotiations

Give us a sense of the stress and pressure you, your IMF colleagues, and your
counterparts on the other side of table encountered in the negotiations to
finalize the IMF Stand-By Arrangements.

Neiss:

The unpredictable and rapidly changing events, as well as the urgency of
finding an agreement between the positions of the authorities and of the
international community (which had to provide the financing), added to
the stress. Some of us (including myself) had to cancel planned vacations.

Things were also difficult, as you said, because of the time difference.
So, we had to be on the telephone at night either in Washington with Asia
or in Asia with Washington. We had very little time to be with our families,
even during Christmas. But I think we never felt we were suffering. We were
happy, when progress could be made, and then we felt it was all worth it.
Stress and tension in these circumstances were unavoidable, and we did not
complain about it.

Both parties knew each other’s constraints. The government negotiators
were under pressure to achieve a result that was politically acceptable in
their countries. And we from the IMF had to achieve a result that would
pass the review of senior staff, be acceptable to IMF Management, to the IMF
Executive Directors, and ultimately to the IMF member countries — on their
instructions, their Executive Directors had to vote yes or no on the program
and the funds to be disbursed to the country. These constraints were clear
to both sides on the negotiating table. Because of this awareness, we could
work well together and without any personal problems. In fact, with some
of our counterparts we developed good friendships.

We had a common goal, and we shared this common goal with our
counterparts in the respective countries. Whether it was the Indonesian,
Korean, or Thai delegation, we developed good personal relationships, and
this helped us to get through the tensions more easily.

Singh:
We used to work with them during the morning, afternoon, and evening.
Then we have to work overnight with our counterparts back in Washington.
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As the IMF is a very centralized institution, we have to have all the stuff
approved by Washington. We arrived on July 23 or 24, but by August 13, we
had in-principle fund approval of the program. That was incredible.

Changes in the International Monetary Fund since the Asian
Financial Crisis

What adjustments did the IMF make to its operational protocols in the light
of its experiences during the AFC?

Singh:
There’s been a lot of changes. The Fund has changed hugely, in my view.

Number one, because of the AFC, the IMF created a financial sector
assessment program (FSAP), which examines the financial sector of major
economies every 1-3 years. Right now, almost all countries have agreed to
have it done, although the US hasn’t formally agreed to this yet. The net result
is that we can look at the financial sector much more carefully.

Number two, our work on Basel III has helped in protecting banks.
We have a better idea now on how to get a more structurally robust macro-
economic setting.

Number three is transparency. Almost everything the Fund does now is
transparent. Only a few countries in the world don't allow the IMF to publish
the concluding statement of a normal Article IV consultation, one of them
— I hate to say this — is India. China allows you to publish the concluding
statement of a team, which sometimes is shorter and more cautious than
the staff report. Having said that, we still need regional institutions. We
need the Association of Southeast Asian Nations (ASEAN), the ASEAN+3
Macroeconomic Research Office (AMRO), and so on to do a lot more.

Role of the International Community

How would you respond to the perception that the international community,
in particular the US, did not do as much to assist the crisis-hit countries
during the AFC as it did in other crises, like the Mexican crisis of 1982 and
its Tequila crisis of 19947
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Neiss:

I don’t think there was a different approach by the international community
as a whole, but there was a difference between the US approach to Mexico and
to Asia. That difference had political reasons, because when the US govern-
ment supported Mexico, it ran into difficulties with Congress. Therefore, it
was more cautious on Asia. (For instance, the US did not participate in the
bilateral package of the Thai program.) Otherwise the US government was
supportive on many occasions. (For instance, in the roll-over of the short-
term debt of Korean banks, and its approval of the loans by the international
Institutions.) The administration (including President Bill Clinton) gave
great attention to events during the Asian crisis.

I think that the role (of the international community) during the crisis
was positive and very supportive. First, especially in the case of Indonesia,
many governments pressed the Indonesian government to persist in
implementing measures. Second, the countries, through their Executive
Directors, approved large loans by the IMF as well as by the World Bank
and by the Asian Development Bank. These disbursements were vital to
get through the crisis. Third, governments also provided bilateral loans and
technical assistance.

But, of course, I was not the only one “in the frontline.” There was
intense involvement of IMF staff and management, of IMF Executive
Directors, who represented the member governments of the IMF, and also
of various government officials of member countries, in particular, Japan,
the US, and Germany. Great international attention was given to events in
Asia after the outbreak of the crisis.

Lessons for Policymakers

What lessons should policymakers take away from the AFC?

Neiss:

Regarding crisis prevention: maintain a well-supervised banking system
and act early on any irregularities; make sure you have always up-to-date
statistical information on developments to be able to detect weak points
early and act quickly; maintain a flexible exchange rate and keep a sufficient
level of reserves to be able to smooth out temporary market fluctuations; if
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a crisis comes, turn to the international community for assistance as early
as possible.

Regarding crisis management: keep policies flexible, be ready to adapt
them to events that can move very fast and unpredictably during a crisis;
explain the measures and the reasons for them to interest groups in the
country and to the broader population to get support for the government’s
policy (an important lesson that seems to have been forgotten in Europe
during the financial crises); take effective measures to support the weakest
parts of society to maintain social stability.

There are also lessons for the international community: be aware of
the regional and global implications of any country’s difficulties and do
everything possible, at an early stage, to assist the country in its financing
efforts and its policies; regarding the international financial system, try to
institute suitable measures to guarantee a “bail-in” of commercial banks;
work on further measures to adapt the international financial system, so it
can deal flexibly and effectively with any disturbances in the global economy.
I hope all these lessons will continue to be taken.

Singh:

I think the independence of central banks, which is a very important shift
in the last 20 years, must rank as one of them. An independent central
bank provides an important constraint on governments. If you don’t have
an independent, strong central bank, it is because the government doesn’t
want to be open.

Personal Memories

Share with us an anecdote about your involvement in the AFC.

Singh:

On a lighter note, I went to Thailand and it was virtually my first trip to the
country. We went inside the famous Mandarin Oriental Hotel in Bangkok.
I told my secretary that we needed to send an important fax to Washington
right now — we were still not into computers that much in those days. It was
quite late in the evening and the hotel people told us the business center was
closed. So, the next day I called a very nice lady, the assistant manager, who’s
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still there and said, “This is a crisis. We're not staying in your hotel unless
we have four things by this evening. We want a huge copy machine outside
the Secretary’s office in three hours. We want a fax machine in three hours.
We want your business center open 24 hours and we want free laundry for
the entire time. We haven’t got time to count, but there should be more. If
you don’t give us these four, we're moving across the street to another hotel”

It took her half an hour to give us all that we requested. It was a very
crazy time then! I was told they still have the fax machine in my name in the
Oriental Hotel in the room, which says “Anoop Singh’s fax machine, 1997!”

Neiss:

When I had my early morning jogs (in Jakarta), I usually stopped at a market
and checked what goods were available, how prices had evolved, and so on.
And it became obvious that the situation was steadily deteriorating. Well,
the key was rice prices, of course. And they were rising. One reason was
that, unfortunately, at that time the rice harvest turned out to be bad, and
there was not enough foreign exchange available for quick imports. Also,
no spare parts could be imported for the trucks, which had to transport
rice to the cities. A bit outside of my assignment, I asked for a meeting with
General Wiranto, to suggest that he authorize the use of army trucks for rice
transports, and he agreed.
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Personal Takeaways from
the Asian Financial Crisis

Freddy Orchard and Guanie Lim

Preventing Financial Crises

Norman Chan

“It is clear that financial crises can take many different forms, but the core
feature or cause remains similar: over-exuberance in asset markets, fueled
by excessive or unchecked leverage provided by the financial system. So the
main lesson that one can learn from the Asian financial crisis (AFC) (or
for that matter the global financial crisis (GFC)) is that authorities must
make sure that the financial system is adequately regulated so that it will

not provide excessive leverage to fund exuberant markets or investments.”

Joong-kyung Choi
“Financial institutions should be watched closely through tightly-designed
prudential regulatory framework.”

Joseph Soedradjad Djiwandono

“I believe that a crisis always reveals the weakest links of an economy. In
their book This Time is Different, Kenneth Rogoff and Carmen Reinhart
looked into the data of hundreds of years of financial disturbances, and tried
to identify one thing which everyone agreed on. They found that a crisis is
always led by high leverage, either short term or long term, but in the end,
some kind of day of reckoning will take place when the market decides that
the leverage has gone overboard”

See-Yan Lin
“Without a strong banking system, no matter how good your economic
growth is, you will eventually fail”
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Handling Capital Flows

Yang-ho Byeon

“I cannot agree with the view that it was wrong to open the capital market
as prescribed by the International Monetary Fund (IMF). It is difficult for
a country to attract foreign capital when its capital market is not open. If
foreigners invest, they should be able to withdraw their investments later.
It will be hard for foreigners to invest when the capital market is not open.”

Roberto de Ocampo

“[TThere was recognition that it was the speculative capital inflows that
could not be totally controlled. They have their pluses and minuses, but the
domestic economy and the regional economy must develop mechanisms
that can handle such flows. These mechanisms include the development
of capital markets, number one. Number two, governance systems within
the banking community that would allow for a better and more judicious
examination of movements of capital. This was what sparked the Asian Bonds
Market Initiative as well as the Chiang Mai Initiative, where currencies of
individual countries are allowed to be much more freely exchanged via closer
connections among the central banks of the ASEAN+3”

Sang Kuang Ooi

“Taking the perspective of policymakers seeking long-term economic
stability and growth, you cannot be over-reliant on equity market inflows
and short-term debt as sources of capital inflows. More stable sources are
long-term bonds and foreign direct investments. Ultimately, you must rely
on domestic savings and have manageable external debt. Your banks must
have sound risk management.”

Policy Responses in a Financial Crisis

Diwa C. Guinigundo

“Defense of the domestic currency through foreign exchange (FX) interven-
tion producing less than desirable results was another painful lesson during
the AFC. The exchange rate is just a market price that reflects the economy’s
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fundamentals. No amount of FX intervention can shore up the exchange
value of a domestic currency if it is not supported by market fundamentals.
Those who adhered to this strategy found it enormously expensive; and the
drawdown of heavy reserves to defend local currencies virtually was not
very useful. Supporting this with tight monetary policy was not sustainable
over the long run”

Kyung-wook Hur

“Financial markets are driven by sentiments. So the policy measures we take
must be credible. Confidence returns when market players realize that our
reserves are adequate, that there are swap arrangements in place, and that
the government fully backs adjustment measures.”

Chang-yeol Lim

“The important thing was to acknowledge the problems of the policy and to
promptly take corrective actions. The cause of the crisis was a policy failure
and the crisis was resolved by correcting the policy. I think this is a right
understanding of that situation. Without that policy change, we would have
failed to overcome the crisis””

Nor Shamsiah Yunus

“It is critical for policy advice to be tailored according to a country’s
unique conditions and fundamentals. Back then, the IMF’s one-size-fits-all
approach was perhaps not the most optimal and involved painful short-
term costs and trade-offs to the affected economies. Instead, the prescribed
policy responses to Asia should have been tailored to suit each country’s
economic structure and circumstance to address country specific risks as
well as vulnerabilities.”

Self-Reliance

Kishore Mahbubani

“You know, until then (the AFC), Asian countries assumed that they just had
to listen to Washington D.C., Brussels, London, Paris, Berlin. I think it sort of
broke the psychological dependence on the Western capitals, in some ways.”
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Andrew Sheng

“We have to think strategically for ourselves. We cannot assume that
Washington will think for all of us, which we did before. In the AFC, we
thought that the US Federal Reserve (Fed) would provide us with dollars. It
didn’t. Even today, some of us know that, the Fed has not provided swaps for
everybody. What does that tell you? That means you have to rely on your own
resources. It is not that Asians do not want to be friends with everybody, but
if you don’t look after your own house, nobody else will. That’s reality. So, in
my view, we need to take care of our own house. We need to fix the roof. We
need to strengthen the foundations, etc. But Asians are true good neighbors,
we help each other. That’s why we should begin with regional cooperation.”

Chatumongol Sunakol

“You better help yourself first, behave properly. Because when you are in
trouble, people don’t really help you. And if they help you, they will probably
expect something in return”

Be Prepared

Gil Beltran

“Yes, it’s good to have a good fiscal position because that is where you run
to when you're in trouble. That’s also why in good times you should start
building up fiscal reserves.”

Haruhiko Kuroda

“So one thing I think we have learned from the AFC is that something
unexpected could happen and then regional countries must cooperate
because those kind of things would quickly spread through the region. You
cannot make the world economy or world system free of any future crisis or
problem. But during the AFC, we learned that we should better cooperate.”

Amando M. Tetangco, Jr.

“[A] crisis can happen anytime. So you've got to be vigilant and constantly
monitor developments, both local and foreign, to be able to quickly take
action in case there are brewing stress points. [T]he best time to prepare
for a crisis is in good times.”



Personal Takeaways from the Asian Financial Crisis 199

Wei Benhua

“It is very difficult to anticipate a financial crisis. Before a crisis, everything
might look good, look peaceful. This is the lesson we draw from the AFC,
from the GFC as well”

Role of Politics

Duck-koo Chung

“From my perspective, the biggest lesson is that politics has a huge impact
on international finance. International finance is closely related to other
aspects of international politics such as diplomacy and security”

Dennis de Tray
“My bottom line is that what matters is not economics but political
economics. You have to take into account the interplay between politics
and economics.”

Ginandjar Kartasasmita

“The collapse of the Indonesian economy illustrated the need for combining
measures of globalization and international integration with a concerted
effort to strengthen institutional frameworks, such as an independent and
reasonably competent judiciary, strengthened corporate governance and
banking sector oversight, as well as a political system open to continuous
public scrutiny and not averse to change”

How the Asian Financial Crisis Strengthened the Regional
Economies

Hoe Ee Khor

“The way [Asian governments] have responded is very admirable because
they basically decided that they need to build up the reserves. And they
strengthened their fundamentals. They strengthened their regulatory
framework and some of them adopted the inflation targeting framework.
And then they strengthened the governance system to make sure that the
corporates didn't go out and borrow excessively. As a result, almost all the
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countries in the region now require some kind of prior approval or reporting
system. They also rebuilt the fiscal policy space. So they actually strengthened
the macroeconomic fundamentals quite significantly after the crisis, and
because of that, when the GFC hit, they were better positioned to weather
the spill-over effects.”

Hubert Neiss

“After the AFC, the [Asian] economies have become stronger and also more
efficient and more flexible as a result of the reforms taken during the crisis.
That helps in any subsequent crisis. Also, following a lesson learned, the
authorities created ample budgetary scope during good times, so that they
could afford a major budgetary expansion to support the economy in a crisis,
without getting into an unsustainable debt situation.”

Bandid Nijathaworn

“But that’s why I said that it (the AFC) was a successful crisis. Because it led
to changes that were important for longer term sustainability of the region’s
economy. Had we not experienced the crisis sooner, we could have perhaps
experienced a bigger crisis afterwards.”

Supavud Saicheua

“I think it had a huge impression on us, people like me who still remember
what happened. We are now all very cautious, and as you know, the Thai
banks are now very well-capitalized, we're very cautious, and we remain so.
The Bank of Thailand is the same. They remain super cautious, maintain a
very tight monetary policy, and theyre willing to tolerate a strengthening
baht”

Teh Kok Peng

“The countries in this part of the world bit the bullet, took the bitter pill.
In the sense they showed a social discipline to take the bitter medicine: the
savings rate went up, the current account deficits shrank, and the result
was to build up a lot of reserves. The consequence was when the GFC hit,
the regional economies were ready for it. I mean, clearly there was a hit
from the GFC, but there wasn’t much of a loss of confidence compared
to the AFC. Even now I think our macroeconomics situation, in general,
is pretty good.”
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Jim Walker

“The crisis gave rise to very significant, very positive policy changes. That
has contributed to my belief that, at the present time, Asia has never looked
better as an investment home. I said that 5 years ago and, even more so now,
I would say it again. Partly because of the coronavirus disease (COVID-19)
crisis where there’s been deft policy management, we did not see mass panic.
It's quite astounding to me. Asian governments in particular learned the
lessons of the AFC in 1997. Especially places like Indonesia, Thailand, and
to a certain extent the Philippines. Fiscal rectitude has been exemplary over
the course of the last 25 years.”

Hiroshi Watanabe

“I think one of the major consequence of the AFC is that Asian countries
have accumulated more foreign reserves. Even after the establishment of
the Chiang Mai Initiative, my estimate is that most regional economies
have foreign reserves that are more than four or five times larger than in
1997. 1 think that is a big factor that has strengthened their resilience. The
average reserve holdings among Asian countries is more than 6 months or 7
months of imports comfortably above the IMF norm for reserve adequacy.
However, too large an accumulation of reserves can also be ineflicient use of
the country’s savings. So I think countries will need to work out a balance.”

Regional Financial Cooperation

Thanong Bidaya

“All these initiatives to promote joint cooperation between the Association of
Southeast Asian Nations (ASEAN) and the other regional and international
players are good. What can be done more is to create some kind of Asian
Monetary Fund (AMF). Our region is prosperous enough. There are rich
economies like China and Japan and emerging ones like India and ASEAN.
We have the potential to create an AMF out of the Chiang Mai Initiative and
other monetary agreements. The idea should be studied and put forward so
that financial stability can be maintained in this part of the world. We should
also be able to adapt based on our own experience. Relying on practices
devised by the West might not be appropriate for us. We can even consider
more about digital currencies that might work for all of us”
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Eisuke Sakakibara

“The other thing is, you know, the need for regional solutions. They (Asian
governments) recognize that a regional approach is important. I have previ-
ously said that I was very critical of the IME. Excessive sort of dependence
on worldwide institutions like the World Bank and the IMF are not, in
some occasions, appropriate. Regional institutions are quite important and
the Asian Development Bank (ADB) and the ASEAN+3 Macroeconomic
Research Office (AMRO) should operate in case of regional crises.”

Anoop Singh

“Now that we have the Regional Comprehensive Economic Partnership
(RCEP), which is focused on trade, it is timely that you have something
similar to promote financial cooperation. You can do it through AMRO. We
need to build up a relationship so that a dialogue can be had with the central
banks every few months. The IMF can’t get into all that. It’s not easy, but you
can. I think you should be pressing for it in the next ASEAN+3 Meeting,
you should push it forward.”

Zhu Guangyao

“Perhaps the pandemic is the new financial crisis. It has hit us not only
directly, but also created long-term repercussions that will hold growth
back for some time. Loose money is a concern, in the sense that it doesn’t
solve the problem; it merely postpones the problem. In this regard, I think
that regional financial cooperation must be strengthened. There is a need
for real policy coordination.”
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Chapter 1

Thailand

Crisis, Recovery, and Reforms

Chalongphob Sussangkarn

Introduction

Over the past six decades, Thailand’s economic development can be roughly
divided into four sub-periods (Figure 1.1). The first 25 years, from 1960 to
1985, was a period of basic modernization. Basic infrastructures were built,
including transportation and utilities, as well as social infrastructures that
provided basic healthcare and education for most of the population. Core
economic policy institutions, such as the National Economic and Social
Development Board (planning agency) and the Bureau of the Budget, were
established. During this period, the Thai economy grew at one of the fastest
paces in the world, averaging about 7% per annum.!

Figure 1.1: Thailand's Average Real GDP Growth Rates during the past 60 Years
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! Though this was still slower than growth of the Asian newly industrialized economies (NIEs) (South
Korea, Taipei,China, Hong Kong, and Singapore).
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The next decade, from 1985 to 1995/1996, was a period of accelerated
industrialization driven by the realignment of major global currencies
resulting from the Plaza Accord in 1985. Huge inflows of foreign direct
investment (FDI) came into Thailand. Manufactured export and economic
growth accelerated, and confidence boomed. However, the second part of this
period also coincided with rapid increases in financial globalization. Huge
amounts of short-term funding flowed into Thailand, as well as into other
emerging market economies. This was exacerbated by policy mistakes that
encouraged more and more short-term foreign borrowing, leading to asset
price and real estate bubbles and the increased accumulation of short-term
foreign debt that became larger than the total amount of foreign reserves.
The burst of the bubble and the futile attempt to defend the value of the baht
triggered the Asian financial crisis (AFC) in 1997. Thailand basically ran
out of useable foreign reserves and had to enter an International Monetary
Fund (IMF) supervised program.

The post-crisis period, from 1997 to about 2005, was a period of gradual
clean up and recovery from the crisis. The economic growth engines changed
significantly from the pre-crisis period. Exchange rate depreciation made
export more competitive, and the ratio of export (goods and services) to gross
domestic product (GDP) rose by about 30 percentage points after the crisis.
On the other hand, pre-crisis over-investment and the financial difficulties of
the business sector led to a collapse in investment. The investment to GDP
ratio declined by about 30 percentage points and has remained low up to
the present. In contrast, the post-crisis turnaround in the external balance
was quite rapid. Foreign reserves increased rapidly, and by the middle of
1999, Thailand did not need further drawings from the IMF rescue package.

Recovery of the broader economy took longer. It took 5 years before
real GDP returned to the pre-crisis level. Recovery of the financial sectors
took even longer, taking about 8 years before the ratio of nonperforming
loans (NPLs) of the financial sector fell below 10%. By 2005, one could say
that most of the severe hangovers from the crisis have dissipated.

The period since 2005 to the present is one of the continuing turmoil
due to a variety of factors. The global financial crisis (GFC) was obviously
very important although luckily Thailand (and most economies in East
Asia) avoided major exposures to the sub-prime toxic assets that triggered
the crisis. However, the GFC led to severe shortages in United States (US)
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dollar liquidities, which led to sharp downturns in global trade in 2009, and
Thailand was affected along with everyone else. Another factor of particular
concern to foreign investors has been the continuing political turmoil.
Military coups in 2006 and 2014 and street protests by various groups have
lasted for almost a decade and a half now with no clear resolution in sight.
Finally, as a country that relies heavily on foreign trade and tourism to drive
growth, travel disruptions from measures to control the coronavirus disease
(COVID-19) have hit the Thai economy particularly hard. All of the above
factors are negative factors affecting the Thai economy. From one of the star
performers in ASEAN, Thailand has now become one of the group’s worse
performers.

This report looks in some detail at developments that led to the AFC
as well as crisis resolution measures. The role of the IMF is also examined
as controversies and dissatisfaction concerning conditionality of the IMF
program were important push factors that led to financial cooperation among
ASEAN+3 countries and the setting up of the Chiang Mai Initiative (CMI),
its multilateralisation (CMIM), the launch of the ASEAN+3 Macroeconomic
Research Office (AMRO), and the transformation of AMRO into an
International Organization (10).2

The report also discusses post-AFC challenges, particularly in relation
to volatile capital flows, which have created numerous problems for emerging
market economies even before the onset of the GFC. The GFC led to US
dollar liquidity shortages globally, although direct impact on most countries
in East Asia was relatively mild compared to Western countries. However,
indirect impact on trade channels was much more widespread, leading to
global recession, though relatively short-lived. The GFC demonstrated that US
dollar liquidity shortages can occur unexpectedly and regional cooperation
initiatives, such as CMIM and AMRO, provide additional surveillance and
safety nets that can be very valuable to help countries cope with such episodes.

The Path to Crisis

Part of the reason for the crisis may have come from the very success that
Thailand had experienced. Thailand’s strong economic performance over

? See Sussangkarn (2011) for the discussions of East Asia regional financial cooperation.
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many decades led to over-confidence. By the early 1990s, Thailand had
become an important production center in the region, and exports were
booming. To complement its role on the production side, the Thai author-
ities also wanted to turn Bangkok into a major regional financial center to
rival Hong Kong and Singapore. A program of financial liberalization was
embarked upon while the risks inherent in this process were not foreseen.
The main mistakes were financial liberalization pursued without an adequate
supervisory framework over financial institutions and without appropriate
monetary and exchange rate policies. These mistakes substantially increased
the risks to economic stability, resulting eventually in the 1997 crisis.

Many financial liberalization measures were carried out, and by 1993,
most foreign exchange controls on current account and capital account
transactions had been lifted. In March 1993, the Bangkok International
Banking Facilities (BIBF) was established to serve as a means to develop
Bangkok into an international financial center. Tax privileges were given
to BIBF transactions to enable it to compete with other financial centers. It
was hoped that the BIBF would result in greater in-out financial flows, so
that Bangkok could become a financial center providing financing to other
regional economies. Instead, most of the flows were out-in, fueling the
economic bubble, leading to a rapid increase in short-term foreign debt,
which were the key elements that brought about the crisis.

Controls on financial institutions were also reduced. Interest rate
ceilings were eliminated by mid-1992 and rules on credit extension became
more relaxed. It was hoped that these liberalization measures would lead
to greater competition in the domestic financial system and stronger
domestic financial institutions and would make Bangkok a leading regional
financial center.

However, two key issues were overlooked. First, whether existing
financial institutions were ready for a more liberalized system, and second,
whether the supervisory system of the authorities was adequate. It turned
out that most commercial banks and finance companies in Thailand at
that time lacked adequate experience or maturity, and had poor corporate
governance. Intra-affiliate lending was prevalent and most of their clients
also lacked proper financial discipline and corporate governance. Financial
mismanagement and so-called “crony capitalism” were widespread.
Worse yet, the central authorities at that time did not have the capacity to
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effectively supervise financial institutions. Such deficiency led to widespread
imprudent lending by financial institutions and contributed to excessive
speculative investment, particularly in real estate projects, fueling an asset
price bubble.

Another crucial mistake by the authorities was their decision to
liberalize capital flows across borders while sticking to a fixed exchange rate
system and also trying to pursue an independent monetary policy. Achieving
all three, that is, free international capital flows, a fixed exchange rate, and
independent monetary policy, is impossible. This is, of course, the classic
Mundell’s “impossible trinity” (Mundell 1963).

Thailand had successfully used a fixed exchange rate system since the
end of the Second World War. This had contributed to economic stability
and was an important foundation for economic growth for many decades.
However, these successes were mostly in a global environment of modest
financial capital flows. The mistake was to stick to this old paradigm in the
1990s when capital flows became very large and very volatile.

Prior to the crisis, the baht was fixed to a basket of currencies with
the US dollar having by far the largest weight in the basket resulting in a
fairly stable baht/US dollar rate for many years prior to the crisis. However,
Thailand also tried to pursue an independent interest rate policy, keeping
interest rates high in a futile attempt to deal with the overheating economy.
This can be seen from the gap between the Thai overnight inter-bank rate
and the US overnight fed fund rate. This gap averaged about 3.97% between
January 1989 and June 1997 (the last month before the float of the baht) and
sometimes reached up to 10.00% (Figure 1.2). With liberalized capital flow,
this inevitably led to huge amount of capital flows into Thailand.

Net capital inflows between 1990 and 1996 averaged 10% of GDP each
year, much higher than the average current account deficit of about 7% of
GDP for the same period. The large inflows masked the external imbalance
problem as it resulted in rapid increases in foreign reserves. At that time, the
authorities were viewing the external balance situation with a current account
paradigm, basically comparing foreign reserves to months of imports. As
reserves were running around 6 or more months of imports in the early to
the mid-1990s, this was perceived as a sign of strength. What was not realized
at that time was that the increase in reserves came hand in hand with an
increase in foreign debt, particularly short-term debt (with maturities of less
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Figure 1.2: Exchange Rate and Interbank Rate Gap
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than one year).? As a result, short-term foreign debt increased very rapidly. By
1995, short-term foreign debt was already larger than total official reserves.
By the end of 1996, total short-term foreign debt was about USD 47.7 billion
compared to total official foreign reserves of about USD 38.7 billion. Even
after taking into account the foreign assets of the banking system, the total
foreign asset (official and private) was less than the amount of short-term
foreign debt of the country. If the short-term foreign debt was not rolled over,
there would not be enough foreign assets in the country to service the debt.

The large capital inflows spurred an investment and real estate bubble.
Financial institutions were lending excessively and imprudently, leading to
rapidly deteriorating asset quality. The central bank made matters worse by
trying to shore up ailing financial institutions. The strengthening of the US
dollar relative to other major currencies starting in 1995 and China’s rapid
emergence into the world market also weakened Thailand’s competitiveness.
In 1996, exports declined by about 1.3% compared to over 20.0% growth in
both 1994 and 1995. The weak economic fundamentals led to pressures on

* The provisioning requirement for risky assets of the Basel Capital Accord encouraged short-term lending
to emerging markets. For lending to financial institutions in developing countries, short-term lending
only required 20% provisioning, while long-term lending required 100% provisioning. Because of this,
there was a build-in incentive for cross-border bank lending to developing countries to be short term.
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the baht, and market perception was that the baht needed to be devalued, and
speculators attacked the baht in various waves. Aggravating the situation, the
Bank of Thailand (BOT) tried to stubbornly defend the value of the baht by
forward-selling more and more official foreign reserves. By the end of June
1997, almost all of the country’s reserves had been used to defend the value
of the baht, and official foreign reserves net of committed forward obligations
declined to about USD 2.8 billion. The country basically ran out of foreign
reserves to service the foreign currency obligations as there was still about
USD 48.5 billion in short-term foreign debt and the current account deficit
was about USD 1 billion per month. As a result, the baht had to be floated
on July 2, 1997, and Thailand had to seek assistance from the IME

Crisis Resolutions and the Role of the International
Monetary Fund*

Pre-Crisis Surveillance

The role of the IMF in relation to the Thai crisis was highly controversial.’ In
addition to the harsh conditionality imposed on Thailand (see the next page),
many questioned why the IMF did not foresee the crisis and give sufficient
warning to the Thai authorities. IMF staft publicly stated that warnings were
given about potential problems, particularly the high current account deficits
and signs of asset price bubbles, but they could not get serious attention from
the Thai authorities.® As was earlier indicated, the Thai authorities were viewing
the situation from the wrong paradigm. Although current account deficits were
high, they saw reserves increasing and took this as a sign of strength. It was
necessary to explain clearly the risks arising from rapid inflows of short-term
foreign debts and the need to have sufficient reserves to back up these debts.
This extends to the double mismatches that arose from foreign borrowing,
that is, borrowing short-term to fund long-term projects (particularly in real
estate) and borrowing in foreign currency for projects that generated local
currency earnings. However, at that time there was less understanding about
these problems than in hindsight. In fact, data on short-term debt was not

* This section draws on Sussangkarn (2002).
5 This was also the case for South Korea and Indonesia.
¢ See, for example, Fisher (1998).
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systematically collected until after the crisis. Possibly the IMF should have
explained it better to the authorities, but given the current account paradigm
prevalent at the time, this might have been too tall an order.

Conditionality

The IMF package for Thailand was tied to a harsh conditionality. Thailand was
required to adopt many policy reforms, such as fiscal and monetary policy
tightening as well as structural reforms of the financial and real sectors. These
included increased prudential standards, improved governance, foreign
access, and privatization. These various measures were meant to restore
confidence as well as generate increases in foreign exchange reserves so that
the country can meet her foreign currency obligations.

However, the nature of the IMF conditionality that was applied to
Thailand (and also to Indonesia and South Korea) was rather controversial
and was much debated in the aftermath of the crisis. Critics point to a
number of areas, such as’:

o the harsh nature of tight fiscal and monetary policies without due regard
for social or political consequences;

+ unwillingness to allow nonmarket-based interventions such as controls
on capital flows;

« imposition of full guarantees for creditors of financial institutions;

« imposition of relatively rapid structural reform measures, such as
stringent financial standards and corporate restructuring as well as
privatization of state owned enterprises; and

« lack of input from within the region (East Asia), and thus the programs
did not take sufficient account of the socio-political realities of the
affected countries.

While many of these criticisms are valid up to a point, there is no denying
that once a country runs out of foreign reserves, the solution will inevitably
involve pain. The critical issue is how to turn around the foreign exchange
position so that the country can fully participate in the international

7 For various discussions, see, for example, Sachs (1997), Feldstein (1998), Krugman (1998c), Stiglitz
(1998), UNCTAD (1998, Chapter 4), and Stiglitz (2002).
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economic and financial system again, and what policies are necessary to do
this with as little pain as possible.

The International Monetary Fund’s Recovery Scenarios
and Structural Reforms

Some economic contraction appeared inevitable for Thailand as the economy
recovered from bank and corporate bankruptcies, and therefore the IMF’s
policy package should not be criticized for having caused the recession per
se. Where one can be more critical of the IMF is that it had a very wrong
picture of the recovery process in Thailand from the beginning, and this
wrong scenario may have led to a combination of policies that led to more
serious economic and social problems than necessary.

Table 1.1 shows some key macroeconomic targets for 1998 from the
various Letters of Intent that the Thai government signed with the IME. In
the first Letter of Intent in August 1997, the IMF was still expecting a positive
real GDP growth of 3.5%, a current account deficit of USD 5.3 billion, and
a capital account surplus of USD 1.8 billion in 1998. These numbers turned
out to be the complete opposite to the actual figures for 1998, as shown in
the last row of Table 1.1.

Table 1.1: Expected Macroeconomic Targets for 1998 in Various Letters
of Intent and Actual Values
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LOI-1 Aug 1997 3.5 -5.3 1.8 1.0
LOI-2 Nov 1997 0.0to 1.0 -2.5 0.3 1.0
LOI-3 Feb 1998 -3.0t0 -3.5 4.4 -12.0t0 -14.0 -2.0
LOI-4 May 1998 -4.0to-4.5 8.5 -14.0t0 -16.0 -3.0
LOI-5 Aug 1998 -7.0 11.0to 12.0 -3.0
LOI-6 Dec 1998 -7.0t0 -8.0 13.5 -5.0
Actual 1998 -10.5 14.3 -9.7

... = not available, GDP = gross domestic product, LOI = letter of intent, USD = United States dollar.
Sources: Bank of Thailand and National Economic and Social Development Board.
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Making inaccurate forecasts is normal in the economics profession, and
at the start of the Thai crisis, just about every institution made wrong forecasts.
However, the IMF was supposed to have a better knowledge of the true situation
in Thailand than almost everyone else. In particular, it knew about the almost
complete depletion in Thailand’s net foreign reserves.® If one took the targets
in the first Letter of Intent at face value, it would appear that the IMF had too
much faith in the market confidence in its program. The target current account
deficit of USD 5.3 billion meant that it did not expect the severe depreciation of
the baht that ensued. Similarly, the target surplus in the capital account meant
that it seriously overestimated the rollover of the country’s short-term external
debt. Both these targets were surprising, since part of the IMF package called
for the BOT to begin to reveal key economic information on a regular basis,
including data on foreign reserves. Once the market began to figure out that
net foreign reserves were almost depleted, the USD 17.2 billion package from
the IMF could not generate much confidence, particularly since the amount was
to be drawn over a period of 34 months and Thailand still had about USD 35
billion in short-term external debt. The fact that the IMF projected a current
account deficit to continue only made the situation worse, since it was hard
to imagine how an excess supply of foreign currency could arise. Only when
the current account turned into a sizeable surplus would the supply of foreign
currencies begin to exceed demand and strengthen the baht.

An internal evaluation report of the IMF program admitted that the IMF
badly misjudged the severity of the economic downturn.” One reason given
was that the IMF did not expect the contagion to spread to other countries.
However, the report also made the cryptic statement that the misjudgment
may be “perhaps, partly a concern to avoid damaging confidence through
gloomy forecasts.”'’ This statement was quite disturbing. The IMF had been
insisting to countries such as Thailand to be transparent with regard to the
release of key information. Yet, if what the statement suggested were true,
then it implied that the IMF might have been trying to mislead the market
by deliberately distorting the projected economic scenario. Hopefully, the
misreading of the scenario stemmed from errors in assumptions and analysis
rather than a deliberate distortion.

8 The first Letter of Intent explicitly stated that “as at 19 August 1997, forward obligations over the next
12 months totaled USD 23.4 billion” This compared to gross reserve of about USD 26 billion at the
end of July 1997.

° Lane et al. (1999), section IX.
"Lane et al. (1999), p. 120.
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Whatever the reason behind the misjudgment, it had important impli-
cations for the structure of the IMF package. If the current account were to
remain in deficit, then how could Thailand turn around her foreign currency
position? Basically, the program had to rely on tight fiscal and monetary
policy to control the current account, the generation of a high rollover
rate of short-term foreign debt, and also the attraction of new medium- to
long-term investment through foreign buyouts of domestic enterprises and
privatization of state enterprises.

The IMF was much criticized for the tight fiscal and monetary policies
(Sachs, 1997). Certainly, if the IMF had used an economic scenario that was
closer to what subsequently happened, it would have made sense to prescribe
amuch easier fiscal stance, particularly for social safety net programs. The fact
that it continued to underestimate the severity of the ensuing recession up to
the end of 1998 (Table 1.1) meant that the easing of the fiscal target occurred
fairly slowly. Taken in conjunction with substantial time lags for fiscal targets
to be translated into actual spending due to normal administrative lags, the
cushioning of the social impact was not very effective."

The tight monetary policy was regarded as essential to dampen capital
outflows. By September 1997, short-term interest rates had increased by
about 1,000 basis points from pre-float levels and continued at high levels
until about the third quarter of 1998. Some analysts, such as Krugman
(1998b), saw this as being necessary to try to stem capital outflows at a time
when net foreign reserves had almost been depleted. The tight monetary
policy fitted in with the IMF’s strategy of trying to maximize the rollover
of short-term debt, given that it was expecting the current account deficit
to continue. However, the strategy was not particularly effective. Once the
market realized that net foreign reserves had almost been depleted, the
baht depreciated rapidly (Figure 1.3). An increase in interest rates by about
1,000 basis points was hardly a sufficient incentive to continue to keep baht
denominated assets. From the start of the float to January 1998, the US
dollar strengthened against the baht by more than 100%, so baht interest
rates would have had to be extremely high to be effective. With the rapid
depreciation of the baht, domestic borrowers of foreign currencies were
also facing mounting debt in baht terms, so it was logical for lenders to try

""Though luckily for Thailand, the increases in the baht price of most agricultural commodities in 1998
due to the depreciation of the baht enabled families in the agriculture sector to provide some safety
nets for relatives who had previous worked in the urban areas and were made redundant as a result of
the crisis (Siamwalla and Sopchokchai, 1998).
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to recall their debt as soon as possible in case borrowers became insolvent
from the mounting debt. Thus, the tight monetary policy was not very
effective in dampening capital outflows, and in fact, the net capital outflow
in 1997 was about USD 9 billion compared to a net capital inflow of about
USD 19.5 billion in 1996.

Nevertheless, a fairly tight monetary policy seemed to be necessary.
This was not so much for providing effective incentives to prevent net capital
outflows, but rather to control inflation so that the potential benefits of a
weaker baht would not be wiped out through inflation getting out of control.

Another strategy of the IMF package was more problematic. This was
the need to generate foreign exchange through medium- to long-term foreign
investment in business enterprises and privatization of state enterprises. In
late 1997, full foreign ownership of financial institutions was permitted for
10 years, with a grandfather clause protecting the absolute amount of the
foreign owner’s equity holding. Assets of closed down financial institutions
were being auctioned off (to both domestic and foreign buyers). Privatization
of state enterprises was also highlighted as a medium-term strategy."?

2This was already stated in the summary of important measures attached to the first Letter of Intent
signed by the government (Bank of Thailand 1997).
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This strategy came under considerable attack from various social and
business groups such as non-governmental organizations (NGOs), labor
unions, and some academics. As the baht depreciated and the recession
became more severe, critics highlighted this IMF strategy as a “fire-sale”
tactic to benefit foreign investors." To push for foreign buyouts at a time
when the economy was at its weakest and the baht at its lowest was likely
to lead to very low prices for domestic enterprises. Actually, as with the
tight fiscal stance at the beginning of the IMF program, if a large recession
and a current account surplus had been perceived at the time when the
IMF program was drawn up, this strategy should have been downplayed.
It made implementation of the adjustment program much more difficult
on political-economy grounds. In particular, the program to privatize
state enterprises had been ongoing in Thailand well before the crisis.
The rationale at that time was much more socially acceptable, that is, to
reduce the burden on public expenditures, increase efficiency, and improve
services. Once privatization was linked to the IMF program, those with
vested interests in opposing privatization were given new potent ammu-
nition to strengthen their arguments.

Financial Sector Restructuring

The financial sector was already weak before the baht’s float, with large
amounts of credit extended to nonviable projects. Runs on weak financial
institutions had started before the baht’s float, and 58 finance companies
had been suspended by the second half of 1997. The IMF program included
many measures to restructure and reform the financial sector. The idea was
that a strong and stable financial sector was a pre-requisite for recovery.
This was a relatively new area for the IMF, and many questions remained
about the way the IMF program went about financial sector restructuring
and the impact this had on the financial and business sectors. Some have
strongly criticized the IMF’s financial restructuring measures given its
mandate and lack of experience in this area, for example, Feldstein (1998).
Some of the key measures included a full guarantee of all depositors and
creditors of financial institutions; upgrading prudential regulations on
financial institutions, in particular on definitions and classifications of
NPLs, provisioning requirements and capital adequacy ratios to reach

BFor some discussion of the issue, see Krugman (1998a).



218 PRy The Asian Financial Crisis and the Global Financial Crisis: Experiences from the ASEAN+3 Economies

international standards by the end of the year 2000; bond issuance of more
than TBH 1 trillion to help the Financial Institution Development Fund
(FIDF); bond issuance of up to THB 300 billion to help the re-capitalization
of financial institutions; and the passage of new laws, particularly on bank-
ruptcy procedures and foreclosure, to help encourage debt restructuring.

The full guarantee for depositors and creditors was meant to generate
confidence in the financial sector. However, many see the full guarantee for
creditors as absolving the foreign creditors of much of the risks that they should
be responsible for. As is now clear, the rapid increase in short-term foreign
debt since the beginning of the 1990s was one root cause of the crisis in East
Asia. Much of these short-term borrowings were used to finance long-term
nonviable projects with full approval of the creditors. The huge short-term
debt together with foreign exchange mismanagement by the authorities led to
the crisis, yet these creditors were protected. This, together with the elements
of a fire-sale strategy in the IMF program as already mentioned, led to a
broad mistrust of the IME with many claiming that the IMF program was
more designed for the benefit of foreign investors rather than for Thailand’s
recovery. The full guarantee for depositors and creditors had also reduced the
government’s options in dealing with insolvent financial institutions. Closing
them down simply shifted the full liability to the government.

The rapid move toward international prudential standards by the end
of the year 2000 led to a severe malfunctioning of the financial sector. With
the large depreciation of the baht and the ensuing economic recession, the
financial and business sectors were moving closer toward insolvency. When
the baht was floated, the private sector had about USD 75.6 billion in foreign
debts (short and long term). From mid-1997 to January 1998, the baht had
weakened from 25.8 baht/US dollar to about 54.1 baht/US dollar. Thus, their
debt in baht terms had increased by about THB 2.14 trillion or about 44%
of GDP. In this situation, there was little chance for those businesses with
large amounts of foreign debt to remain solvent. Non-NPLs in the system
were increasing rapidly. Financial institutions were hard-pressed to provide
adequate provisioning for NPLs, particularly with the increased prudential
standards. Banks and finance companies hardly extended new lending even
to credit-worthy companies — afraid that this would lead to new NPLs and
hence the need for more provisioning — and tried to keep their assets as
liquid as possible. The economy went into a vicious downward spiral, with
economic recession leading to more NPLs, leading banks to struggle further
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with provisioning and capital increases, becoming even more reluctant to
lend to the production sector. This in turn led to more liquidity problems
for businesses and to more bank loans becoming NPLs.

Recovery from Foreign Reserves Depletion

When Thailand floated the baht and asked for IMF assistance, the country
basically ran out of useable foreign reserves. Tackling the problem of almost
complete depletion of foreign reserves had to be the main priority of the
IMF program. For this purpose, the IMF put together a lending package
of USD 17.2 billion for Thailand.'* The IMF package was meant only as a
relatively short-term liquidity support, with repayment for each drawing
due in 3 years. Thus, Thailand had to enact a stringent reform package to
turn around its foreign reserve position. As discussed earlier, the scenario
that the IMF envisaged was very different from actual outcomes. This led
to a much harsher reform package than was necessary. In actual fact, due
mainly to the baht depreciation and the deep recession in 1998, Thailand
recovered relatively quickly from the de facto depletion of foreign reserves.

Data in Table 1.2 show that by the beginning of 1999 the country was
well on the way to recovery from foreign exchange depletion. Official foreign

Table 1.2: End Quarter Net Official Foreign Reserves

(USD billion)
Year Quarter Net Official Reserves
Q1 241
Q2 2.8
1997
Q3* 1.8
Q4 1.9
Q1 2.8
Q2 5.4
1998
Q3 6.8
Q4 11.7
1999 Q1 141
Q = quarter.

Note: Net reserves are gross reserves net of outstanding forward commitments and borrowing from the IMF
package (including drawings from the IMF package contributed from other sources).

*Drawing from the IMF package started in September 1997.

Source: Bank of Thailand.

4USD 4 billion of this total amount came from the IMF’s own resources, the rest being contributions from
countries from the Asia-Pacific region as well as from the World Bank and the Asian Development Bank.



220 PRy The Asian Financial Crisis and the Global Financial Crisis: Experiences from the ASEAN+3 Economies

reserves net of forward commitments and net of drawings from the IMF
package had increased to about USD 14 billion by the end of March 1999.
Including drawing from the IMF package, total net official reserves became
larger than short-term debt by the middle of 1999 (Figure 1.4). Given the
controversial nature of the IMF program, Thailand decided in September
1999 that no further drawing from the IMF package was needed, so the
country exited the IMF program, including all the conditionality attached
to it. By that time, Thailand had drawn USD 14.1 billion out of the total
package of USD 17.2 billion.

The main reason for the rapid improvement in the country’s foreign
reserve position was that the current account turned into a substantial
surplus starting in the last quarter of 1997 (Table 1.3). This was due to the
sharp depreciation of the baht and the recession. Compared to the situation
before the baht’s float, the turnaround in the current account generated an
additional net foreign exchange inflow into the country of about USD 2
billion per month. This helped to offset continued capital outflows due to
repayment of outstanding foreign debt. The current account continued to
be in substantial surplus for many years until 2005 when oil prices began
to increase sharply.

Figure 1.4: Short-Term Debt and Net Reserves,
Annual Up to 1996, Quarterly from 1997
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Table 1.3: Real Gross Domestic Product Growth and Current Account

Year Quarter Real GDP Growth (%yoy) Current Account (USD million)
Q1 9.56 -2,356
Q2 12.33 -3,908
1995
Q3 9.57 -2,959
Q4 5.86 -4,011
Q1 472 -3,333
Q2 6.53 -4,802
1996
Q3 7.83 -3,544
Q4 4.61 -2,671
Q1 1.00 -2,101
Q2 -0.58 -3,134
1997
Q3 -1.61 -746
Q4 -4.19 2,871
Q1 -7.08 4,210
Q2 -13.88 2,811
1998
Q3 -13.92 3,410
Q4 =717 3,860
Q1 -0.21 3,972
Q2 3.45 2,218
1999
Q3 8.41 3,026
Q4 6.42 3,250
Q1 6.49 3,302
Q2 6.13 1,677
2000
Q3 243 2,165
Q4 4.05 2,184

GDP = gross domestic product, Q = quarter, USD = United States dollar, yoy = year-over-year.
Sources: Bank of Thailand and Nation Economic and Social Development Board.

The turnaround in the current account and in the country’s foreign
reserve position was achieved at a very high cost in terms of a severe
economic contraction. Real GDP growth started to decline from the second
quarter of 1997, and registered a decline of 10.5% in 1998. It could be argued
that the economic contraction and attendant social impact could have been
less with an alternative recovery package, for example, with less stringent
monetary and fiscal targets as had been suggested by Sachs (1997). However,
it was very unlikely that the country’s rapid recovery of foreign reserves
could have been achieved without a certain amount of economic contraction.

The quick exit from the IMF program raised questions about the
appropriateness of structural reform measures that were part of the IMF
conditionality, such as structural reforms of the financial sector and



222 P33Ry The Asian Financial Crisis and the Global Financial Crisis: Experiences from the ASEAN+3 Economies

privatization. These needed time to implement, and given their controversial
nature, once Thailand no longer needed additional drawing from the IMF,
these reform measures could no longer be enforced.

An important lesson was that, for an export-oriented economy like
Thailand, the exchange rate was the critical variable that could bring about
quick adjustment to the external balance. So exchange rate flexibility in
times of stress is critical.

While Thailand’s foreign exchange position turned around relatively
quickly, it took much longer to clean up problems in the economy. The
depreciation of the baht put a severe strain on much of the financial and
production sectors. Those with unhedged foreign debt were driven to bank-
ruptcy. It took 5 years before real GDP returned to the pre-crisis level. If one
assumed that without a crisis real GDP would have grown at about 7% per
annum, which was the average growth rate for Thailand during 1960-1985
(before the boom period leading to the crisis), then the loss (measured by
the difference between the GDP that could have been achieved and actual
GDP) in 5 years amounted to about 40% of real GDP.

Restructuring corporate debt was another crucial element for both
financial sector reform and economic recovery, because successful debt
restructuring helped reduce NPLs of financial institutions and resuscitate
economic activities simultaneously. The process was not straight forward,"
and it took 8 years, until 2005, before the NPL ratio declined to a level below
10% (Figure 1.5).

By 2005, one can say that most of the severe hangovers from the crisis
had dissipated. The cleanup cost of the financial system was sizeable. The
government had to issue bonds totaling about THB 1.5 trillion to pay for the
clean up (about 20% of GDP) and more than THB 740 billion of these bonds
are still outstanding.'® If the interest costs on these bonds are included, then the
clean up cost, once completed, could be close to 35%-40% of nominal GDP.

*See Vichyanond (2002) for discussions of complications involved in debt restructuring.

'*The Yingluck government transferred all the responsibilities for these bonds (principal and interest)
to the BOT in 2012.
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Figure 1.5: Ratio of Nonperforming Loans
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Lessons and Reforms

While severe economic and social impact resulted from the 1997 crisis,
there were also many useful lessons that were not well understood prior
to the crisis. This led to reforms and improvements that made the country,
and the East Asian region in general, better able to prevent a similar crisis
in the future. Experiences during the GFC bore this out. Some main areas
of improvements are highlighted as follows.

Risks from Financial Globalization

The most important lesson was probably related to the risks from financial
globalization. While financial globalization can bring benefits from access
to international financial markets, it can also bring about a lot of volatilities
and risks, and needs extremely prudent management. Given Thailand’s past
development successes based on real sector globalization (through trade and
FDI), the country was regarded as an example of the so-called “East Asian
Economic Miracle” (World Bank 1993) and was praised internationally as
being a model that other countries should emulate. Given these successes,
the authorities may have become overconfident and embarked on policies of
financial liberalization in the hope of turning Bangkok into a major financial
center for the region. Unfortunately, there was insufficient understanding of
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the implications of financial liberalization, and an incorrect policy regime
was pursued and this eventually led to the crisis.

As discussed earlier in this chapter, the authorities were looking at
the economy with the wrong paradigm. The external balance situation was
viewed with a current account perspective rather than a capital account
perspective, and macroeconomic policies did not pay sufficient attention to
Mundell’s impossible trinity, leading to excessive short-term capital inflows.
These large capital inflows fueled the economic bubble in Thailand.

As capital flows increased, foreign reserves also increased as the foreign
borrowings were converted into local currency to be invested in the country.
The authorities were viewing this as a sign of strength and were looking at the
adequacy of foreign reserves in terms of the number of months of imports
that they covered (a current account paradigm).

The fact that foreign reserves were also needed to cover foreign debt,
particularly short-term debt (a capital account paradigm), was not well
understood. This was a painful lesson from the crisis. After the crisis, the
country’s short-term debt was carefully monitored to make sure that the
country would not return to a situation anything like the pre-crisis one. A
decade after the crisis, the ratio of foreign reserves to short-term external
debt increased substantially to almost five to one at the end of 2008, from
much less than one to one just before the crisis.

To avoid a similar crisis, economic management needs to be much
more prudent, and appropriate sequencing of policy changes is needed.
The authorities need to understand and look out for various risks to the
economy. Major policy changes (like financial liberalization prior to the
crisis) need to be carefully studied to understand the full implications and
risks involved.

Better Data for Risk Assessments and Economic Management

An important lesson from the crisis is the importance of having appropriate
and timely data. Prior to the crisis, data essential for risk assessments and
economic management were woefully inadequate. GDP data were only
available on an annual basis, and with a time lag of a year or so. Regularly
available quarterly or monthly data were extremely limited, and critically
important data on short-term foreign debt were not collected in any
systematic manner.
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After the crisis, significant improvements were made. Many monthly
and quarterly data series were collected and made publicly available. Vast
amounts of monthly official data are now accessible for downloading
through the Internet from public agencies, particularly from the BOT. The
public availability of these data is very important. It enables nonpublic
sector organizations (including businesses, media, and academia) to better
track economic developments and make more accurate risk assessments.
This has led to a more balanced view compared to a situation where most
of the information was only available to the government and public sector
organizations.

New Monetary Policy Regime

A clear lesson from the crisis is that under a fixed exchange rate system,
politicians find it very difficult to devalue the currency when necessary.
Protecting the value of the currency is regarded as an important symbol
of national pride. Also, when the currency is under attack by speculators,
governments normally regard devaluation as a capitulation to the speculators
and will therefore be even more stubborn in defending the value of the
currency.

Thailand had to de-peg the currency in July 1997 as net foreign reserves
were almost completely depleted. A managed float system was introduced
and continued to be used to this day. Under such a system with liberalized
capital flows, the role of monetary policy becomes very important in order
to underpin a monetary anchor under the managed float system.

The BOT formally introduced an “inflation-targeting” monetary policy
framework on May 23, 2000. The framework targeted “core” inflation, which
excluded fresh food and energy prices, and the inflation target was set at
0.0%-3.5%. The policy rate is the 1-day bilateral repurchase rate, and the
BOT carries out a monetary operation framework in order to steer short-term
money market rates in line with the policy interest rate.

The inflation-targeting framework was very new for Thailand, which
had been under a fixed exchange rate regime since the end of the Second
World War. It was necessary to get the market (as well as policymakers,
academics, and the public in general) to understand the system. It was also
very important to establish credibility of the system as the BOT had lost
most of its credibility as a result of the crisis.
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The choice of a broad target range of 0.0%-3.5% was to make sure
that it would not be difficult to meet the target over the first few years.
During that time, NPLs were still very high, with a lot of excess liquidity
in the banking system and production capacity utilization was rather low,
so core inflation was low and in fact remained within the target range for
almost all of the first decade and a half of the inflation-targeting period
except for just a few months. The inflation targets have been fine-tuned
a number of times and the current target range set in 2020 is 1%-3% for
headline inflation.

The inflation-targeting framework received legal foundation
through the revised BOT Act (2008), which provided more operational
independence for the BOT and for its Governor. The revised Act tried to
provide checks and balances on the appointments of the Governor and
outside expert board members. Prior to the revised Act, the Governor
could be replaced by the Cabinet for “appropriate reasons.” Under the
2008 Act, the Governor can still be removed by the Cabinet but upon the
recommendation of the Minister of Finance due to wrongful misconduct
or dishonest performance of duties. The Governor can also be removed by
the Cabinet upon the recommendation of the Minister or by the proposal
of the Minister upon the recommendation of the BOT Board due to gross
incompetence in the performance of duties or incapability, provided that an
explicit reason shall be specified in the order. So it is much more difficult
now to remove the Governor. Operational independence is important for
the conduct of monetary policy. There have been episodes of conflicts
between the Government and the BOT over the direction of monetary
policy leading to the sacking of the Governor.

A noteworthy case related to inflation targeting was when the Thaksin
government came into power in early 2001. At that time, the global economic
condition was very weak, so Thai exports and economic growth were weak,
and inflation was low. However, for whatever reason, the government wanted
to see a stronger currency and pressured the BOT to increase the policy rate.
After several months of political pressure and the continued refusal by the
BOT to increase the policy rate, the Governor was sacked. Under the BOT
Act at that time, the sacking of the Governor by the Cabinet could be done
for “appropriate reasons.” The policy rate was hiked by 100 basis points under
a new Governor, but as this was inappropriate for the underlying economic
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conditions, the policy rate was quickly reversed and lowered to below the
level when the sacking of the Governor happened. The political interference
in monetary policy created a lot of confusion at the time.

Moreover, it was not clear under Thaksin Shinawatra whether the
inflation-targeting framework would remain or the monetary policy
framework would move back to something like an exchange-rate-targeting
framework. However, the BOT officially stuck to the inflation-targeting
framework, and after a while, the market regained confidence in the system
and the system has remained in operation to the present.

Even after the revised 2008 Act came into force, there were many episodes
of conflicts between the Minister of Finance and the BOT, to the extent of the
Minister at the time saying that he would like to sack the Governor several
times in public. However, the revised BOT Act gave sufficient protection to
the Governor so that he could not be replaced by the government.

Apart from the revised BOT Act, there were other important new
financial laws that were passed at about the same time as the BOT Act.
These aimed to improve the financial regulatory regimes in line with
new financial environments and risks. The main ones were the Financial
Institution Business Act (2008), the Deposit Insurance Act (2008), the
Credit Information Business Operation Act (2008), and the Securities and
Exchange Act (2008)."

Development of Long-Term Capital Markets

The crisis also showed the importance of developing a well-functioning
long-term capital market as an alternative financing source to bank lending.
In particular, if a country has a savings deficit (i.e., a current account deficit),
the deficit needs to be funded from foreign borrowings. If these borrowings
are mainly from bank lending, then most of them tend to be short term
(because of the Basel Capital Accord provisioning requirement) and create
risks. Therefore, policies that help build the capacities of domestic companies
to raise external long-term capital in place of a reliance on foreign bank
lending are crucial to prevent another similar crisis.

Prior to the crisis, the domestic bond markets in Thailand (and most
of the emerging market economies in the region) were very thin or almost

'7See Sussangkarn and Vichyanond (2007) for detailed discussions of various financial reforms.
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nonexistent. The Thai government ran budget surpluses for 9 consecutive
years prior to the crisis, so the supply of government bonds to provide
liquidity and benchmarks to the market was not available.

However, the situation is now very different. After the crisis, the govern-
ment had to issue bonds to finance large cleanup costs and thus was forced
to deepen local-currency bond markets. The domestic bond market is now
much deeper and more liquid than before. The bond market as a whole has
grown from 12% of GDP in 1997 to 91% of GDP as of September 2020. And
for the corporate bond market, the outstanding amount has expanded from
3% of GDP in 1997 to 25% of GDP presently. Meanwhile, the stock market
capitalization has also grown from 24% of GDP to 86% of GDP during the
same period and the reliance on bank lending has declined from 128% of
GDP in 1997 to 107% of GDP as of September 2020.

Post-Crisis Changes in Growth Drivers

The crisis of 1997 not only put an end to the hyper-growth era, it led to one
of the most abrupt and profound restructurings of the Thai economy. After
the baht was floated in 1997, it depreciated rapidly and fell by more than 50%
in the first 6 months (Figure 1.3). Firms that relied on foreign borrowing to
finance their investments faced huge balance sheet problems. Most of these
firms could not service their debt including domestic bank loans, which then
became nonperforming. Many corporations ceased to operate and vanished.
Many of these corporations used to be among the country’s leading firms
that drove economic growth.

As a result, aggregate investment fell sharply and the economy
contracted by more than 10% in 1998. Even though the foreign reserve
position recovered fairly quickly, recovery of the broader real economy took
longer; almost 5 years before output recovered to its pre-crisis peak, and
8 years before the NPL ratio declined below 10%. With a slow recovery in
the output level, there was excess capacity in the economy and little need
for new investment. At the same time, much of the corporate sector was
going through debt restructuring and did not have the financial resources
for new investment either. Thus, investment declined substantially from
the pre-crisis level and contributed little to the post-crisis recovery.

The share of real investment to GDP declined by about half from the
pre-crisis level; from about 50% pre-crisis to around 25% on average after the
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crisis, and has remained so to the present (Figure 1.6). While the pre-crisis
ratio was too high, given the speculative bubble at that time, the current
ratio is still much lower than what one might expect in a normal situation;
for example, the average ratio of real investment to GDP from 1980 to 1990
was about 30%. Also, the average savings rate has been around 30%-35%
over the past couple of decades, so an investment to GDP ratio of around
30% can certainly be sustained without any external balance problem.

Apart from investment, another possible source of domestic growth
driver is consumption (public and private). In the case of Thailand, Figure
1.7 shows that the ratio of real consumption to GDP does not vary much over
time and has ranged around 66%-69%, both before and after the AFC. This
suggests that in the case of Thailand, consumption tends to follow overall
economic growth rather than lead growth.

While domestic demand had played a relatively minor role in post-crisis
growth, it has been the external sector (exports of goods and services) that
has provided the growth impetus since the crisis. This is not too surprising.
Thailand was an export-led economy prior to the crisis, so that with further

Figure 1.6: Main Growth Drivers
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stimulus coming from the depreciation of the baht, the export sector was able
to easily respond and provided the impetus for the growth and recovery of
the economy. Given that investment has not yet fully recovered, the export
sector has continued to be the main (or only) engine of growth.

With exports as the main growth driver, the share of real export of goods
and services (including tourism) to GDP rose from around 40%-45% before
the crisis to around 75% at present, an increase of 30-35 percentage points,
which is very large. This is in spite of major disruptions to world trade in
2009-2010 during the GFC.

Challenges from Volatile Capital Flows
and the Global Financial Crisis

Capital Flows and Capital Controls

Since the AFC, export has become the only effective engine of growth for
Thailand. Variables that affect export performance are widely monitored
and scrutinized by many groups, including policymakers, business and
financial groups, academia, and the media. These variables include the global
trade and financial environment as well as factors affecting the country’s
competitiveness.

A variable that attracts particular attention and has often been the
source of policy conflicts is the exchange rate. This is understandable as
changes in the exchange rate directly affect the local currency value of exports
and imports, and affect the relative competitiveness between competing
countries, at least in the short term.

Capital flows also affect exchange rates. Since the AFC, there have
been many episodes of large capital inflows and outflows. Large inflows put
appreciation pressure on the currency value. For a country such as Thailand,
with export as the main driver of growth, political pressures to manage the
inflows and prevent large appreciation of the exchange rate can be intense.
Managing the inflows is not without cost, however. The central bank’s buying
up of the inflows normally requires sterilization to control domestic money
supply, and given very low interest earnings from holdings of US Treasuries
or other advanced economy bonds, the relatively high cost of sterilization
normally leads to a loss for the central bank. For many countries, including
Thailand, this has fiscal implications.
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Inflows can also reverse unexpectedly, such as during the GFC. So
making sure that there are enough foreign reserves to back up the inflows
and prevent severe exchange rate volatilities is also important. All of these
considerations make managing volatile capital flows a particularly delicate
exercise.'

Thailand suffered from many episodes of capital inflows leading to large
currency appreciation and policy conflicts between the central authorities.
The most noteworthy case occurred in 2006, leading to the imposition of
capital controls on December 18, 2006, and a partial reversal of the controls
a day later.

The challenge for exchange rate management was particularly acute
in 2006. There were large capital inflows into the country. Although the
BOT had been buying foreign currencies to ease the strength of the baht,
the currency still strengthened from about 41 baht/US dollar at the end of
2005 to about 37.6 baht/US dollar at the end of the third quarter of 2006.
The capital inflow became even more rapid in the last quarter of 2006.
Between the beginning of October and the middle of December, the BOT
intervened extensively in the foreign exchange market to buy up about
USD 800 million per week for 10 consecutive weeks. Yet, the baht strength-
ened at the most rapid pace ever, reaching about 35.2 baht/US dollar by the
middle of December.

Because of the baht appreciation, the authorities were under tremen-
dous political pressures from businesses to intervene more and more. The
loss of export competitiveness through currency appreciation from rapid
capital inflows was seen to be unrelated to any economic fundamentals, and
as export was Thailand’s main engine of growth, the loss of this engine would
have had wide implications for the economy as a whole.

So on December 18,2006, Thailand imposed capital controls on capital
inflows by copying measures that Chile had used in the early 1990s. Inflows
were subject to a 30% unremunerated reserve requirement (so only 70% of
the inflows could be invested) and were needed to be kept in the country
for at least 1 year, otherwise there would be a fine equal to 10% of the inflow
amount. Not surprisingly, the stock market crashed the next day by 15%
and the authorities had to reverse the controls on those inflows coming to
the stock market.

'8For discussions on maintaining economic stability under volatile capital flows, see Sussangkarn (2017).
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In hindsight, it seems that the authorities did not really understand
that the requirement to keep the capital inflow in the country for at least
1 year was extremely stringent. This was because very few investors could
afford to park their money in one place for that long period without the
flexibility to move it if needed. The inflow controls also created distortions
and administrative challenges for the authorities, particularly when different
inflows were treated differently and there were possibilities of leakages of
one type of inflow into another.

One can argue that when a country has to deal with very large capital
inflows (or outflows), capital control measures should not be ruled out per
se, as they can provide an added valuable instrument for the authorities to
maintain the stability of the economy. However, it is very dangerous to simply
copy measures that may have worked for some country at some point in the
past. The financial system changes so rapidly and financial globalization is
now much more extensive than in the early 1990s, so measures that might
have worked then may be counter-productive in the present day. If capital
controls are to be introduced, then they must be very well designed and the
authorities must be very sure of how the market will respond to them. In
the Thai case, the capital controls were eventually removed in March 2008
when conditions were more favorable, as the trade balance turned into a
deficit following large increases in world oil prices.

Impact of the Global Financial Crisis

It was fortunate that the Thai financial system was not significantly affected
by the subprime crisis. NPLs of Thai banks remained low (Figure 1.5). One
small bank had to be re-capitalized due to exposures to toxic assets. Most
of the other banks avoided significant exposures to these assets. People
were certainly going around trying to sell the various collateralized debt
obligations (CDOs) to financial institutions. That Thai financial institutions
avoided falling prey to these toxic assets must be related to the lessons that
were learned from the 1997 crisis.

From the painful experiences of that crisis, the Thai financial sector
became much more risk adverse than before. Also being less sophisticated
than those in the West, there was not much understanding of what these
debt instruments were, and because of the risk aversion, financial institutions
generally avoided them.
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The stock market was of course affected in line with stock markets
around the world. As financial markets in the advanced economies expe-
rienced liquidity crunches, there was a massive liquidation of investment
assets in the emerging markets and a massive outflow of capital.

Fortunately, having learned from the AFC about the need to have
sufficient reserves, Thailand had more than enough foreign reserves to cover
capital outflows, and depreciation pressures on the baht could be managed
fairly easily.

Even though the financial system managed to avoid the direct impacts
of the subprime crisis, Thailand was seriously affected by the crisis indirectly
through the trade channel. This became very apparent in the last quarter
of 2008. Prior to that, Thai exports were still growing rapidly at more than
20% year on year in dollar value. In the fourth quarter of 2008, export fell
10.4% (year on year) and GDP shrank by 2.0% (Table 1.4).

As an economy highly dependent on export of goods and services, the
Thai economy could not avoid the fallout from the decline in world trade,
and the declines were certainly steep. Luckily, the decline in world trade only
lasted for four quarters, from the fourth quarter (Q4) 2008 to Q3 2009. Once
the shortages of US dollar liquidity that led to declines in trade finance were
taken care of, global trade bounced back and Thai export resumed growth
quite rapidly.

Once world trade recovered in Q4 2009, and when it looked likely that
Thailand would get back to a high export growth path, an unexpected shock
occurred just to show that nothing was certain. This was the flood in 2011
which was completely unexpected. Again, the impacts did not linger too
long, lasting about a year.

Shocks have not gone away and Thailand is in the midst of a couple of
shocks that hopefully will not linger too long. One is the street protest by
young left-wing leaning groups. This continues the political turmoil that
has lasted a decade and a half. The other is the COVID-19 shock, which
has hit Thailand’s star industry, tourism, extremely hard. Again, depending
on how vaccines work out, it is hoped that life can get back to normal soon.
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Table 1.4: Export and Real GDP Growth

Year Quarter Nominal Export Growth Real GDP Growth
(% yoy) (% yoy)
2006 17.0 5.0
2007 18.2 5.4
Q1 23.7 3.3
Q2 28.6 35
2008
Q3 26.1 2.2
Q4 -10.4 -2.0
Q1 -19.6 -43
Q2 -25.6 -31
2009
Q3 -17.0 05
Q4 12.8 5.1
Q1 30.6 12.2
2 40.6 9.0
2010 <
Q3 21.2 5.8
Q4 19.3 3.4
al 25.8 3.3
Q2 16.9 1.8
2011
Q3 24.2 2.4
Q4 -5.7 -4.0
Q1 -1.3 29
a2 15 6.0
2012
eF -3.8 5.0
Q4 17.4 15.5

GDP = gross domestic product, Q = quarter, yoy = year-over-year.
Sources: Bank of Thailand and the National Economic and Social Development Board.
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Chapter 2

Indonesia
A Tale of Three Crises

lwan J. Azis

Introduction

Frequent currency crises occurred since the early 1980s, peaking in 1981 with
45 episodes. Sovereign debt crises were also common during that decade,
peaking in 1983 with 10 debt crises. The so-called savings and loans crisis
in the United States (US) also took place throughout the 1980s into the early
1990s, then the stock market crash (the “Black Monday”) erupted in 1987,
followed by the 1989 junk bond collapse, which resulted in a significant
recession in the US. But a high frequency of financial crises with greater
regional and global impact occurred during the decade of 1990s, starting with
the European Monetary System (EMS) crisis in Europe where the national
central banks could no longer control their domestic (short-term) interest
rates, then the 1994 Tequila crisis in Mexico, followed by the 1997-98 Asian
financial crisis (AFC).

For Indonesia, the AFC was a major critical event from the economic,
political, and social perspectives. As the crisis erupted, the deteriorating
economic conditions were exacerbated by the continuing sluggish growth in
Japan, the most important trading partner and source of foreign assistance at
the time. Instead, the support came from the International Monetary Fund
(IMF) with strict conditionalities. The severity of the AFC went beyond
trade and financial terms. Declining real wages, massive unemployment,
rising poverty, and a sharp decline in the quality of life, not to mention the
deterioration in social capital, all contributed to the real hardship of millions
of Indonesians who had nothing to do with the creation of vulnerabilities
that caused the crisis, let alone the propagation of the crisis.

What and who created the vulnerabilities and how they eventually
brought about the crisis are the topics discussed in the next two sections. The
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bulk of the narratives in the subsequent section is devoted to the chronological
events and the unfolding of the crisis, followed by the discussions on the
post-AFC development in the section that follows. The latter sets the stage
for the subsequent 2008-09 global financial crisis (GFC). After discussing
the policies and the effects of the GFC, the role of the ultra-easy money and
quantitative easing (QE) policy taken by the advanced economies (AE) as
a response to the GFC is highlighted. The repercussion of those unconven-
tional and unprecedented measures on capital flows and global liquidity was
significant, and it had played a central role in the ensuing 2013 crisis known
as the “taper tantrum” (T'T). The unfolding event following the speech by Ben
Bernanke, former Chair of the Federal Reserve, about the Federal Reserve’s
(Fed’s) plan to taper its asset purchases rattled the Indonesian financial market.
The TT crisis was a vivid reminder of the importance of securing the country’s
financial stability in a world financial system with free flows of capital, and
the analysis shows that an external shock could clearly generate contagion
and financial spillovers. The last section compares the scale and nature of
the financial spillovers during the three crisis episodes, using the case of the
exchange rate and the shock and volatility in the equity market.

Early Liberalization

Early on, Indonesia had an open capital account, aimed primarily at
attracting foreign direct investment (FDI) to boost the economy from a sharp
downturn in the 1960s. The Investment Law was promulgated in 1967 to
attract FDI in mining (mostly in oil) and in selected manufacturing sectors.
The government realized that to stimulate the economy, the country needed a
strong industrial base supported by some heavy industries, the operations of
which required foreign capital and technology. As soon as the establishment
of an industrial base began, growth was reversed from negative to positive.

The upward trend continued toward the 1970s and received a further
boost in 1974 when the world’s oil price quadrupled following the war
in the Middle East. The oil crisis (which was an oil boom for Indonesia)
boosted government revenues to finance basic infrastructure — hard and
soft. Problems emerged during the second half of the 1980s when the price
of crude oil fell back to its 1974 level in 1986. This led to a major change in
the country’s development strategy.
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On the financial side, the strategy began in June 1983 with domestic
financial liberalization (DFL). The central bank, Bank Indonesia (BI), allowed
deposit and lending rates to gradually move freely, and direct credit controls
were removed, so were controls on credit allocation and rules for opening
new banks. However, the state-owned banks continued to dominate. The
move was soon followed by the introduction of new instruments in the
money market such as daily auctions through more market-based interest
rates and exchange rates, and the installment of relevant institutions for
capital market operation. By the mid-1980s, only few selective controls
applied to capital inflows, for example, imposing domestic ownership
requirements, limiting foreign borrowings, and prohibiting the purchase of
equity by foreign investors in the local stock market. But overall, the capital
flow regime was fairly liberal during the period.

A major shift also took place in trade policy. After devaluing the
currency in 1983 (by 28%) out of the fear of a balance of payment (BOP)
crisis, a series of current account and trade liberalization (CTL) measures
were taken. The resulting increase of exports, however, was short-lived. As
the world oil price plunged from USD 30 to USD 10 per barrel in 1986, the
government devalued the currency again, this time by 31%, and took a series
of measures to reduce the economy’s heavy reliance on the oil sector. The
diversification measures were intended to stimulate labor-intensive exports
and enhance the role of the private sector.

Realizing the large import content of most industries, firms exporting
more than 85% of their products were exempt from import duties and could
import inputs free of licensing restrictions. The share of foreign ownership
in exporting enterprises was raised to 95%, and permits for FDI operations
were extended to 30 years.' In addition to lowering import duties and
simplifying export-licensing procedures, the government allowed companies
established with foreign investments to export products manufactured by
other companies and to establish joint-venture companies to export those
manufactured products. Many nontariff barriers were replaced by tariffs,
which would also gradually be reduced.

Both DFL and CTL entailed the pursuit of coordinated financial and
exchange rate policies to provide a stable macroeconomic environment

! In addition, FDI firms exporting more than 65% of their products were allowed to hire foreign workers/
experts.
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necessary to sustain growth and to diversify the economy. The exchange
rate was allowed to move more flexibly, and the swap premium was
shifted to a market-based system with an extended maximum maturity.
The encouraging results of the export strategy through greater reliance
on market forces and openness to foreign investors raised government
confidence to proceed with further liberalization.

A sweeping measure in the financial sector was subsequently taken in
October 1988. The policy package, known as PAKTO (or Paket Oktober), was
intended to improve the functioning and supervision of the banking system
and money market, and to allow greater foreign participation through
the licensing of new banks and their branches, all of which were meant to
create a level playing field for all banks. For state banks, this would pose a
challenging task as they could no longer maintain wide margins through
thin competition as before.” The impact of PAKTO on private banks was
significant. The number of bank branches sprouted, forcing them to compete
for customers by offering a host of new services. Foreign participation was
also encouraged, allowing foreign banks to have rupiah savings schemes,
which was previously prohibited, and to participate in other nonbank
financial institutions (NBFIs). To diversify the economy, the government
required new branch offices of foreign banks to extend at least 50% of their
loans to finance nonoil exports. At the same time, FDI companies were
allowed to sell their foreign exchange directly to foreign exchange banks
without having to sell it to the central bank (BI).

The government also broadened the range of market makers in the
capital market and lengthened the maturity of money market instruments.
One of such measures was to extend the maximum maturity of money
market securities to 6 months. In order to supplement daily auctions, the
government introduced weekly auctions of money market instruments, and
the NBFIs were authorized to issue rupiah certificates of deposits (CDs). The
allowance for foreign banks to receive rupiah savings had a major impact
on the country’s savings rate as it was accompanied by a drastic reduction
in reserve requirements from 15% to 2% on foreign currency deposits and
current liabilities (time and saving deposits) of all banks.

> For example, public enterprises were allowed to hold up to 50% of deposits at nonstate financial
institutions.
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Although liberalizing trade and liberalizing the financial sector are
fundamentally different, the results of both were encouraging. Supported
by an improved macroeconomic condition (low inflation and small current
account deficits (CADs)), the growth impact was undisputable particularly
during the first 2 years after PAKTO. The removal of credit controls resulted
in an outpouring of bank lending that led to a surge in consumption and
investment, while tariff cuts and reductions in nontariffs barriers helped
spur exports (Figure 2.1).

Figure 2.1: Growth of Real Credit, Investment,
Consumption, and Exports, Pre-Asian Financial Crisis
(Percent)

PAKTO AFC

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

Growth of Credit e Growth of Private Consumption
ssessee Growth of GFCF « ==« Growth of Exports

AFC = Asian financial crisis, GFCF = gross fixed capital formation, PAKTO = Paket Oktober.
Source: Processed from Statistics Indonesia, various publications.

However, imports also surged (Table 2.1) as a considerable portion of
inputs had to be imported due to the low elasticity of substitution in most
exporting sectors. It was during this period that many well-managed and
competitive manufacturing firms producing a wide range of labor-intensive
goods for world markets flourished. FDI increased, money market improved,
and the stock market surged, although with some volatility. Higher growth
and investment expanded employment opportunities for a huge number of
the labor force, raising real wages and lifting millions of people out of poverty.’

3 It should be noted, however, although employment in manufacturing increased, the opposite occurred
in the agricultural sector. Combined with a rapid growth of services, the employment ratio of tradable
to nontradable sectors declined, while the wage ratio showed the opposite trend (Azis 2006).
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Table 2.1: Selected Economic and Social Indicators, 1985-1999

Item 1985 1986 1987 1988 1989 1990

Growth of Real GDP (Percent) 2.50 5.88 4.93 5.78 7.46 7.24
Growth of Real Private
Consumption (Percent)

Growth of Credit to Private Sector
(Percent)

0.00 12.15 1.68 7.74 2.04 13.57

19.71 33.82 20.96 28.57 34.14 49.08
Growth of Real Government
Consumption (Percent)

Growth of Real Gross Fixed
Capital Formation (Percent)

Growth of Real Exports (Percent) -10.81 -8.74 25.82 7.78 11.94 12.25
Growth of Real Imports -5.88 3.72 14.56 4.91 11.24 19.33

Inflation, Consumer Prices
(Annual percentage)

Total Deficit (Percent of GDP) 1.28 3.27 0.52 2.34 0.71 -1.25

1769 110 -12.04 0.75 12.40 8.90

4.60 16.26 3.37 13.43 13.60 14.82

4.72 5.82 9.28 8.05 6.42 7.82

Primary Deficit (Percent of GDP) -0.52 0.36 -2.23 -0.79 -2.12 -3.78

Broad Money Growth

(Annual percentage) 29.06 19.48 22.79 24.32 38.17 44.