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Preface

This book reviews the contemporary issues in international monetary and
financial economics (such as financia liberalisation, crisis, exchange rate
determination, capital control, domestic capital market reform, etc.) in an
emerging financial market such as Thailand from a welfare economic per-
spective, highlighting the social welfare implications of these issues. This
book also suggests a normative social approach (as formalised in the new®
welfare economics paradigm) (see Islam 2001a,b; for a discussion of this
concept) for analysing and addressing these issues and formulating approp-
riate policies.

Undertaking the above tasks, the asymmetric information paradigm
and other elements of the new® welfare economics paradigm are adapted in
analysing the international financial issues of Thailand, their causes and
economic and social welfare consequences.

The last two decades have been a critical period for Thailand’s devel-
opment. From the mid-1980s to the beginning of the 1990s, the Thai
economy performed remarkably well and was a showcase for the world
economy. Having achieved a double-digit growth rate for a brief period,
Thailand in the late 1980s was regarded as the fastest growing economy in
the world by the World Bank and the IMF. With prospects of further rapid
economic growth, the Thai government accepted Article VIII of the IMF,
which required Thailand to liberalise and deregulate its financial system.
Accordingly, Thailand removed most regulations on its financial system
from 1989 to early 1994. Consequently, the country enjoyed further eco-
nomic growth and large volumes of capital began to flow into Thailand's
financial market. Unfortunately, the story of Thailand’s success was short-
lived and soon ended, after the financial liberalisation was completed.
Finally, economic growth came to a sudden stop and the crisis erupted in
July 1997.

This book investigates the recent issues in International Finance in
Thailand, focusing on the major issues such as the contribution of financia
liberalisation to the crisis in Thailand, the sequence of financial liberalisa-
tion, capital controls, and exchange-rate policy, using the asymmetric in-
formation paradigm (market, policy and institutional failures). In addition,
this study also examines time-series data and other information to explore
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the consequences of financial liberalisation for the crisis in Thailand. The
book divides the analysis into three parts. Part | reviews the literature on
contemporary international financial issues and investigates the financia
liberalisation framework that Thailand pursued in opening up its financial
system. Part 1l explores the impact of financia liberalisation on the Thai
economy, focusing on the issues of sequencing of financial liberalisation,
capital controls and exchange rate policy. Part 111 reviews financial liber-
alisation theory and the Thai crisis. In this final part, we present our con-
clusions about the contribution of financial liberalisation to the financial
crisisin Thailand.

The Thai financial crisis was a watershed in Thailand’s economic deve-
lopment. The crisis generated considerable analysis, literature and confer-
ences on its cause. However, comparably little work has been undertaken
on exploring the development and socia welfare implications of the crisis
for Thailand's immediate and mid-term future. The most immediate impli-
cation of the crisis was the initial drop in income throughout the Kingdom.
New numerical estimates that reflect the movements in social welfare re-
sulting from the crisis are developed and presented in this book. It is
shown that while the financial crisis had a dramatic negative impact on
average income levels, the processes of financial liberalisation and global-
isation that preceded the crisis were also having negative impacts on the
social welfare levels of Thailand. Conventional measures of social welfare,
such as Gross Domestic Product or economic growth provide misleading
information on social welfare movements. By adjusting this measure for
the net benefits of financial liberalisation, a more intuitively correct meas-
ure of social welfare is possible. This study will develop a time series,
1975-1999, which estimates this new adjusted GDP measure of social wel-
fare. It shows that stark differences exist between unadjusted GDP meas-
ures of social welfare and financial liberalisation adjusted GDP over this
time period. Following this, it is possible to undertake new analyses of the
development and social welfare implications. This book explores the op-
portunities for changes in public policy that can prevent further crises.
Various public policy initiatives can now be more fully considered than
was possible in the past. This book therefore represents a significant con-
tribution to both development and welfare economic literature.

The study shows that four policy errors in international financial man-
agement, especially in the financia liberalisation process, which were
caused by the asymmetric information problem, existed in the Thai econ-
omy during the study period and contributed significantly to the financial
crisisin Thailand. The four errors were inappropriate sequencing of finan-
cial liberalisation, too rapid and too extensive liberalisation of capital con-
trols, misalignment of the exchange rate through a basket of currencies
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dominated by the B dollar and lack of adequate supervisory systems in
the face of large scale capital inflows, giving rise to moral hazard prob-
lems. These errors contributed to problems of a high level of current
account deficit, speculative behaviour, overinvesment, loss of competi-
tiveness, increased short-term external debt and excessive investment in
and lending to the domestic markets. These problems resulted in economic
instability and disruption, and made the country vulnerable to financia cri-
sis when the expectations of foreign investors were not met.

In addition, a quantitative empirical analysis (by applying cost benefit
analysis) of financial liberalisation and the associated processes shows that
the cost of financial liberalisation has been higher than its benefits in
Thailand in recent years.

This book, therefore, provides an in-depth analysis of some emerging
and enduring issues in international finance from a welfare economics
perspective, especially the issues of financial liberalisation, exchange rate
determination, capital control and financial crisis, which provides an im-
proved understanding of social welfare implications of international fi-
nance in an emerging financial market.

There is probably no book currently available which addresses the fi-
nancial issues discussed in this book from a welfare economics perspec-
tive. The theoretical issues are balanced by the application of welfare
economics to an emerging market. This book fills that gap. It can be used
as a reference book by researchers, academics, practitioners, policy mak-
ers, and postgraduate students in the areas of finance, financial economics,
monetary economics, and development economics. It can be used a refer-
ence or an additional text for a finance subject at the Masters or Doctoral
level.

Our specia thanks go to Dr. Ruchi Gupta, Dr. Susan Zeidan, Dr.
Abdullahi Ahmed and Mrs. Margarita Kummick for their comments and
help with editing and proofreading this book.

Thailand Songporn Hansanti
Australia Sardar M.N. Islam
Austraia Peter Sheehan

February 2008
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1 Introduction

1.1 Introduction

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

Theoretically, financia liberalisation is said to benefit devel oping coun-
tries. Sauve (1999) suggested that there are at least two reasons why a
country could benefit from financial liberalisation. First, the opening up of
financial markets provides more opportunities for foreign investors to in-
vest, leading to a spillover into savings and investment, which contributes
to higher growth and development in the long run. Second, liberalisation
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can promote innovation and modernisation of the domestic financial sys-
tem through transfer of capital, technologies and skilled labour, which
results in improved services that lead to better quality investments. In
addition, Levine (1996) and Claessens and Glaessner (1998) added that
liberalising foreign entry increases competition and so lowers the cost of
finance for domestic users, who gain easier access to cheaper funds from
the external sources.

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

Unfortunately, the miracle did not last and ended when a crisis surpris-
ingly erupted in Thailand and soon spread to strike the neighbouring
countries of South Korea, Malaysia and Indonesia. As the crisis unfolded,
guestions of what caused this sudden collapse of some of the world' s fast-
est growing economies arose (Queisser 1999). Ironically, the Asian crisis
was not a traditional financial crisis caused by poor macroeconomic per-
formance, such as high inflation and large budget deficits (Krugman
19984). Instead, these Asian countries had been praised for their strong
macroeconomic fundamental's, accompanied by low inflation, small budget
deficits and high rates of domestic savings and investment (Y oshitomi
1999). The Asian crisis was different to other financial crises and one fact
stood out: each of these four countries had implemented financial liberali-
sation prior to the crisis (BOT 1998b). Recent studies by Siamwalla (1997,
2000), Ryan (2000) and Vichyanond (2000a,b) identified financial liberali-
sation as a cause of the crisisin Asia. Additionally, Brooks and Queisser
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(1999) and Mishkin (1999) argued that the crisis represented a problem of
financial liberalisation due to mismatch between the liberalisation of their
external economic relations, on the one hand, and the lack of adjustment of
domestic institutions, on the other.

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

The problem this book will address is how financial liberalisation con-
tributed to the financia crisis with specific reference to Thailand, focusing
particularly on four main issues: the sequencing of financia liberalisation;
the removal of capital controls; the choice of exchange rate policy; and
issues arising from asymmetric information. The book will assess and ana
lyse the contribution of financial liberalisation to this crisis.

This introductory chapter lays the foundation of the book. Section 1.2
summarises different views on the financial crisisin the context of interna-
tional crises and the Asian crisis in particular. Section 1.3 describes the
problem and objective of this book. Finally, Section 1.4 presents the struc-
ture of the book.
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1.2 Recent Issues in International Finance

Financial liberalisation, financial crisis, exchange control, exchange rate
determination, absence and failure of internationa financia markets are
some of the contemporary issues in the international financial system.
Capital controls and capital account liberalisation are also some issues in
liberalisation.

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

1.2.1 Overview of International Financial Crises

Although the world's financial crises occurred in different places and dif-
ferent time periods, they can be characterised into two major episodes,
namely, pre and post-World War |1 crises (Aghevli 1981; Mishkin 1991,
Bordo and Schwartz 1996). According to Mishkin (1996) the pre-war crises
occurred mainly in the US, while the post-war crises spread to other
economies as well, for instance, Chile and Mexico.

The early literature emphasised the study of the major pre-war crisesin
the US, where there was a long history of financial crises that occurred al-
most every twenty years, starting from 1857 to 1930. As documented in
Mishkin (1991), most pre-war financial crises in the US were associated
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with a sharp increase in interest rates (resulting from arise in interest rates
abroad, particularly the London market), stock market crashes, an increase
in uncertainty following economic recession or failure of major financial
or non-financial companies. Bordo and Schwartz (1996) and Mishkin
(1996) pointed out that the financial panic of 1857 was to blame for the
rising interest rate, the falling of stock market and particularly for the col-
lapse of a leading financial institution, the Ohio Life Insurance and Trust
Company. The severe economic conditions and uncertainty in the bank’s
health stirred up panic among investors. Consequently, they began to with-
draw massive amount of funds, causing the bank to collapse and drove the
country into crisis. Furthermore, Grilli (1990) and Mishkin (1996) discovered
that the origin of US crises after that (occurring in 1873, 1884, 1893, 1907
and 1930), had similar causes to those of earlier crises. That is, the crises
erupted because of growing interest rates, a stock market crash and the col-
lapse of mgjor financial companies. However, Bordo and Schwartz (1996)
argued that the 1873 crisis was unusual and different from other crises asit
was not preceded by a sharp increase in interest rates but originated totally
from the financial difficulties of financial institutions. The bank panic be-
gan with the failure of the New York Warehouse and Security Company
who had made substantial loans to the Missouri, Kansas and Texas rail-
roads. When the railroad companies failed, panic spread nationwide and
investors began to withdraw funds from the bank, causing its insolvency.

Some of the most important post-World War |1 crises differ from those
of the pre-war period in one important aspect, namely, the banking system
has not been subjected to panic bank withdrawals (Mishkin 1991). Bordo
and Schwartz (1996) argued that the post-war crises occurred because of
mismatch between fiscal and monetary policies (mainly due to a fixed ex-
change rate). Some of the major crises that we discuss here include the
Chilean crisis (1982), the Mexican crisis (1976, 1982 and 1994), and lastly
the European Monetary System (EMS) crisis (1992—1993).

The unfolding of Chile’s crisis begins in 1982 with a strategy to peg
their currency to the US dollar in order to lower inflation. Practically, this
strategy was likely to succeed as long as US inflation remained low
(Mishkin 1991; Bundnevich and LeFort 1997). Unfortunately, US inflation
rose dramatically at the time when the peso was pegged to the dollar,
causing Chilean inflation to rise, and the prices of tradable goods to
increase. The attempt to maintain the pegged currency regime also implied
that trade sectors lost their competitiveness, as their prices rose relative to
foreign goods, and this deepened the trade deficit (Dornbusch et al. 1995).
In sum, Chile’s crisis is well explained by its loss of competitiveness, its
high inflation and huge trade deficits that rose significantly while inflows
to finance sector declined, leading to collapse of the economy (Mishkin
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1991; Bordo and Schwartz 1996). Consequently, the authorities were
forced to sell foreign reserves to settle the current account deficit and
finally to devalue the peso by the end of 1982.

Mexico is another country that has been long associated with financial
troubles. The country experienced a financial crisis at least once in every
decade from the 1970s through to the 1990s. A study by Bordo and
Schwartz (1996) argued that financial crisis of 1976, originated from high
fiscal deficits caused by high foreign debt, a decline of private investment
as aresult of the world recession, and the pegged exchange rate that made
the real prices of imports decline and led to a surge in dollar value while
the real price of exports rose. Accordingly, the current account deficit rose
rapidly and capital flight began to occur, forcing the government to enter
into negotiations for a bailout from the IMF (Buffie 1990). The second cri-
sis, in 1982, was characterised by a huge increase in public sector expendi-
ture that was not matched by revenue increases, resulting in afiscal deficit
as well as a balance of payment deficit (Mishkin 1991; Bordo and
Schwartz 1996). Moreover, trade liberalisation and real exchange apprecia-
tion lowered the real prices of imports, which raised the current account
deficit (Buffie 1990). Indeed, these factors made the devaluation of the
peso appear unavoidable (Mishkin 1991). Accordingly, the Mexican gov-
ernment announced the devaluation of the peso by 40% in January 1982.
Finally, a decade later in 1994, financial crisis appeared again. An impor-
tant factor leading to this crisis was the deterioration in banks' balance
sheets as a result of a high level of non-performing loans (NPL) (Mishkin
1991, 1996; Bordo and Schwartz 1996). OECD (1995) pointed out that the
Mexican government pursued a fixed exchange rate of the peso to the US
dollar in order to lower inflation. However, this action did not succeed in
eliminating the inflation differential between the two currencies. Prior to
the crisis, inflation in Mexico reached 10% by the end of 1993. Moreover,
Bordo and Schwartz (1996) added that political unrest and the assassina
tion of the presidential candidate in March 1994 precipitated capital out-
flows that drained government reserves. Thus, OECD (1995) reported that
the peso was forced to devalue on 20 December 1994 and two days later,
on 22 December, the government finally abolished the pegged peso and
freed it to float.

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

The growing number of financial crises has raised questions for econo-
mists as to what are the factors causing these crises and how they occur.
Recently, there are two competing interpretations of the crises that have
been widely debated among economists. Seminal papers by Krugman
(1979) and Flood and Garber (19844a) argue that the crises resulted from
speculative attacks on the currency, which were driven by the incompati-
bility of a pegged exchange rate and expansionary domestic financial pol-
icy. Their studies have been extended to explain a number of crises, such
as. studies of the 1982 Chilean crisis by Velasco (1987); the Mexican de-
valuation in 1976 by Blanco and Garber (1986); the attack on Argentina's
crawling peg in 1981, studied by Cumby and Van Wijnbergen (1989); and
the Mexico's 1994 crisis, as well as the 1982 Chilean and the Finish 1992
crisis, by Dornbusch et a. (1995). A number of studies found that the
Krugman theory could not explain the EMS exchange rate crisis of 1992,
because the economic fundamentals of most countries involved were
healthy and did not appear inconsistent with the pegged exchange rate sys-
tem. This led Eichengreen et al. (1995), Obstfeld (1995) and Obstfeld and
Rogoff (1995) to conclude that Krugman’s theory could not applied to
al type of crises, as it fails to take into account the impact of the policy-
making environment.

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

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

First, none of the fundamentals that drive “first-generation” crisis mod-
els seem to have been present in any of the affected Asian economies.
Prior to the crisis, al of the governments were in fiscal balance. In addi-
tion, their inflation rates were relatively low by international standards.
Second, athough there had been some slowdown in growth in 1996, some
of the countries were not experiencing high unemployment when the crisis
began. In other words, there did not seem to be the kind of incentive to
abandon the fixed exchange rate to pursue a more expansionary monetary
policy that is generaly held to be the cause of the EMS crises (1992) in
Europe. Third, there was a boom-bust cycle in the asset markets that pre-
ceded the currency crisis: stock and land prices soared, and then plunged in
al of the affected countries. Lastly, financial intermediaries seem to have
been central playersin all of the countries. For instance in Thailand a cru-
cia role was played by finance companies (non-bank intermediaries) that
borrowed short-term money, often in dollars, then lent that money to
speculative investors (Krugman 1998b; Siamwalla 2000). In the case of
South Korea more conventional banks were involved, but they too bor-
rowed short-term funds extensively and lent to speculative investors who
invested in highly leveraged corporations (Y oung 1999; Y oon 2000).

Brustelo (1998) and Krugman (1998b) argue that the Asian crisisis best
seen not as a problem caused by fiscal deficits, as in “first-generation”
models, nor as one caused by macroeconomic temptation, as in “second-
generation” models, but it is best seen as a problem brought on by finan-
cial excessfollowed by financial collapse.

Unlike other crises, the East Asian one did not exhibit traditional fun-
damental economic weaknesses. A study by Kumar and Debroy (1999) as-
serts that the macroeconomic elements of the East Asian were strong. For
instance, the budget deficits and inflation were low, while investments,
savings and growth rates were high. Thus, the East Asian crisis exposes
the need to reinterpret the traditional views on crises.

Prior to the crisis, East Asian economies were performing well in terms
of GDP growth and this performance was regarded as a striking phenome-
non. According to Dollar and Driemeier (2000), the East Asian countries
of Thailand, Malaysia, Singapore, Indonesia, Hong Kong and South Korea
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had registered the most impressive economic growth rates in the world
with an average GDP growth of 6-9% during 1980-1989. It was the proc-
ess of financial liberalisation recommended by the external agencies that
changed the Asian economies, which mostly opened up their financia
markets lured by the prospect of future growth (Ouattara 1998). Propo-
nents of liberalisation assert that the deregulation of financial markets pro-
vided the Asian economies with increased opportunities for investment
and savings as international financial capita freely flowed in. A study by
Ouattara (1998) pointed out that East Asian countries experienced an un-
precedented investment boom following financial liberalisation. For in-
stance, annual gross domestic investment grew with an average of 16.3%
in Indonesia, 16% in Malaysia, 15.3% in Thailand and 7.2% in South
Korea, during 1990-1996 (BOT 2001).

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

The free flow of capital mobility can benefit all countries involved only if
these funds are used efficiently within a competitive environment that
encourages innovation, and most importantly, affords better returns to
investors. However, financial liberalisation can sometime involves risks.
Corsetti et al. (1998,1999), in their study of the Asian crisis, argued that
policy mistakes heightened the risks associated with financial liberalisation
along with weak financial institutions, and problems in corporate and public
governance. Similarly, Brooks and Queisser (1999) and Kamin (1999) argue
that the Asian crisis can be interpreted as a result of the ongoing process of
globalisation that reflects a mismatch between the liberalisation of external
economic relations, on the one hand, and the adjustment of domestic
institutions, on the other. Clearly, Julian (2000) and Ryan (2000) argue that
financial liberalisation is the driving force behind the recent financial crisis
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in East Asia. Indeed, Vajragupta and Vichyanond (1998), Limskul (2000)
and Siamwalla (2000) concluded that the crisis, which was sparked in
Thailand with currency devaluation of 38.7% in July 1997, has been seen as
a showcase demonstrating the urgent need to rethink the comprehensive
implementation of financial liberalisation.

1.3 Statement of the Problem and Objectives of the Study

Thailand has a well integrated international financial system with its own
characteristics, issues and agenda, the most crucial ones being related to
financial liberalisation, and financial crisis, Despite the fact that the proc-
ess and implications of financial liberalisation for different countries have
been widely debated in economic literature, little empirical research has
been done to analyse its effects on Thailand’s economy. Past studies have
often focused on the implications of globalisation and financial liberalisa-
tion for the world economy as awhole.

The primary focus of this book isto present a specific discussion regard-
ing the impacts of financial liberalisation in terms of efficiency (in terms
of market and institutional failure asymmetric information paradigm) and
functioning of the Thai economy and social welfare changes on Thailand's
financial crisis. It aims to present a critical review of a broad range of rele-
vant aspects of financial liberalisation, while remaining focused on the
Thai economy. It will document and analyse the implications of financial
liberalisation in the context of the contemporary theory in financia crises
which includes the sequencing of financial liberalisation, the use of capital
control, the choice of exchange rate policy and issues arising from asym-
metric information.

1.3.1 Objectives of the Study

The objective of this research is to investigate and discuss the impacts of
financial liberalisation on the crisis in Thailand. It aims to document and
analyse the global forces that affected the Thai economy in the light of
contemporary issues in financial crises. It presents a specific discussion of
the impact of financia liberalisation on Thailand’s economy and the finan-
cia crisis.
The specific aims of this study are as follows:
e To review the literature on international finance with an emphasis on
financial liberalisation, focusing on Thailand's economy in particular;
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e To present and review contemporary theories of financia liberali-
sation, including the sequencing of financial liberalisation, the use of
capital controls, the choice of exchange rate policy and issues arising
from asymmetric information (including market, policy and institutional
failures) for efficiency and social welfare maximizing management of
international finance using a welfare economics framework;

e To identify and discuss the impact of financia liberalisation on
Thailand’ s economy, crisis and socia welfare;

e To assemble appropriate time-series data to analyse the contribution of
these contemporary issues in international finance to understand the
occurrence of crisisin Thailand; and

e To undertake a socia welfare analysis (by applying cost benefit
analysis) of the Thal financial liberalisation experience and its associ-
ated consequences by undertaking a quantitative empirical analysis of
financial liberalisation and the associated processes to show the social
welfare implications of financial liberalisation in Thailand.

1.3.2 Finance and Welfare Economics

An emerging methodological approach in economics and finance is that
economic and financial issues should be studied within a welfare economic
framework with a math-disciplinary approach and an explicit consideration
of social welfare implications of financial sector resource allocation and
policies (see for example Islam 2001b; Islam and Oh 2003; Hausman and
McPherson 1996; Sen 1999). One such issue, which is a central problem
in finance, is to find a normative framework for analysing and social
decision-making to determine the socialy desirable state of the financial
sector of the economy.

The objective of this book is to apply a new paradigm in welfare eco-
nomics, (new)® welfare economics (Islam 2001b), which has the character-
istics of classical economics and recent positive developments in welfare
economics. The main postulate of the new® welfare economics is that it is
possible to make normative social choices about or analysis of alternative
states of the economy, policies and economic organisations on the basis of
the some acceptable principles and methods of welfare economics. It has
the following tenets:

e Measurability and interpersonal comparison based on subjective and
objective information, which is approximate but acceptable;

e Possibility of social choice based on an explicitly revealed social
welfare function;
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Incorporation of welfaristic and extra-welfaristic elements of welfare
in socia welfare analysis;

Consideration of market non-existence and imperfections, asymmetric
information, incomplete contracts, unequal exchange and other social
and institutional factors (as these factors make a socia choice problem
a constrained social optimisation problem making the resultant
optimum lower than full potential social welfare (Stiglitz 2003));

A system approach which incorporates the relevant system of human
behaviour and activities, such as economic, social, legal, ecological
system in welfare economic studies;

Operationalisation of socia choice theory by adopting developments
in mathematical modelling and computation;

Normative socia choice theory in which individual choices (preferences,
costs and benefits) are added or considered, along with scientific
information, expert opinions and social value judgments (derived
from constitution and public policy statements) in making social
choices; and

An operational social welfare function with a set of extended welfare
criteria incorporating extra-welfare elements of welfare (the extended
welfare criteria includes efficiency, rationality, equity, liberty, free-
dom, capabilities and functioning) can define a desirable social state.

The arguments in favour of these principles and methods may be in any

text on welfare economics such as Arrow, Sen and Suzumura (2003);
Boadway and Bruce (1983) and Islam (2001a,b).

To apply the above principles of new® welfare economics (Islam

2001a,b) for analysing the issues and developments in the finance sector of
the Thai economy from a socia perspective, the following exercises will
be undertaken in this book:

1

The paradigm of asymmetric information (Stiglitz 2003) will used to
analyse the issues in international finance in Thailand within a social
welfare context; and

An applied welfare economics study (Chap. 8) will be undertaken to
estimate the costs and benefits of financial liberalisaiton and
globalisation to investigate the social welfare implications of these
changesin the Thai economy.
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1.4 Book Outline

This book is delineated into three parts. Part A presents areview of the lit-
erature. Part B is a study of the consequences of financia liberalisation in
Thailand. Finaly, Part C is an analysis of the contribution of financia lib-
eralisation to the Thai crisis and social welfare and conclusions.

This book is composed of nine chapters:

1. Introduction
Part A: Literature Review — The Emerging | ssues
2. Recent Issuesin International Finance: A Literature Review
3. Overview of Thailand’s Approach to Financial Liberalisation
Part B: The Thai Experience

Analysis of Sequencing Financial Liberalisation in Thailand
Capital Controls: Consequences of Financia Liberalisation
Exchange Rate Policy and Its Consequences

SIS

Part C: Welfare Economics, Economic Theory and Policy

7. Review of Financial Liberalisation Theory and the Thai Crisis
8. Welfare Economic Analysis of Emerging Issues
9. Conclusion and Policy Implications

Part A of thisbook is covered in Chaps. 2 and 3. In Chap. 2, we provide
a literature review on contemporary theories in financial liberalisation, in-
cluding the sequencing of financial liberalisation, the use of capital con-
trol, the choice of exchange rate policy and issues arising from asymmetric
information. The first section begins with an overview of the sequencing
of financial liberalisation, and then discusses the appropriate sequence of
financial liberalisation suggested by the literature. The second section
documents the argument for the use of capital controls to prevent and deal
with financial crises. We focus our discussion on controls on capital out-
flows and inflows. The next section reviews the issues of exchange rate
policy. First, we highlight factors influencing the choice of exchange rate,
and then discuss the main features of an exchange rate regime by focusing
on fixed and flexible exchange rates. The last section details the issues in
financial crises arising from the theory of asymmetric information. The
two main issues of asymmetric information discussed in this section in-
clude adverse selection and moral hazard. Asymmetric information is
interpreted in a broad sense in this study as it is reviewed to give rise to
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market, policy and institutional failures, incompatibility and inconsisten-
cies depending on the society where it is applied (see also Arnott and
Stiglitz 1988).

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

Part B is found in Chaps. 46 and contains a study of the impacts and
consequences of financia liberalisation on the Thai economy. Chapter 4
attempts to make an assessment of the sequence of Thailand's financial
liberalisation. This chapter analyses and outlines the order of the sequence
and compares it with the sequence and order described in the literature.
The sequence of Thailand's financial liberalisation comprises four steps.
Asthefirst step in liberalising its financial system, Thailand undertook the
reform of foreign trade, which included the implementation of several Na-
tional Development Plans, aiming to promote the country’s export and in-
dustrial sectors. The second step was to maintain a sound macroeconomic
component. Theoreticaly, it is suggested that in order to avoid economic
instability which may be caused by free flows of capital, a country should
ensure that the three main macroeconomic aspects: fiscal or budget deficit,
current account and foreign reserve, are well-maintained prior to the im-
plementation of financial liberalisation. In this second section, we detail
three key macroeconomic components: fiscal deficit, current account bal-
ance and foreign reserves, respectively. The third step was deregulation of
the exchange rate and capital controls. We delineate into three episodes be-
tween the period of 1989 to early 1994. The final step was domestic finan-
cial reforms that normally involved the development of supervisory and
monitoring program as described in the literature. However, Thailand pur-
sued a different approach in reforming its domestic market by establishing
the two new financial institutions, the Bangkok International Banking
Facilities (BIBF) and the Export-Import Bank (EXIM). In this |ast section,
we explore the immediate impact of such reform, focusing on the move-
ment of capital of the BIBF and EXIM bank.



1.4 Book QOutline 15

Chapter 5 analyses the impacts of the deregulation of Thailand’s capital
controls. To accommodate financial liberalisation, Thailand removed most
controls on both capital outflows and inflows. For the inflows, Thailand
has always welcomed investments from foreign sources; however, foreign
investors were allowed to invest more freely in private and equity sectors.
In terms of outflows, Thailand has always placed heavy controls on outgo-
ing capital and required prior approva from the Bank of Thailand (BOT)
before funds could be transferred out of the country. With financial liber-
alisation, the Thai government gradually removed controls on capital out-
flows to alow both local and foreign transfer of funds out of the country.
This chapter concerns consequences of capital controls deregulation result-
ing from financial liberalisation. Firstly, the chapter presents a chronology
of capital controls reform and discusses the overall pattern of net private
capital flows from the 1980s up to the crisis year in 1997. The next section
details the characteristics of capital flows in Thailand, and divides them
into two main sections: capital flows to banking and non-bank sector. For
the banking sector, we explore the movement of capital flows of commer-
cia banks and the BIBF. The main discussion in the non-bank sector
emphasises four types of capital flows: foreign direct investment (FDI),
foreign loans, portfolio investment and non-resident accounts.

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

Part C isthe last part of this book and comprises the three final chapters,
Chaps. 7, 8 and 9. This part focuses on the social welfare and public policy
issues arising from asymmetric information resulting in market, policy and
international failures. Chapter 7 analyses the consequences of applying
contemporary theoriesof financial liberalisation (the sequencing of financial
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liberalisation, the use of capital control, the choice of exchange rate
policy and issues arising from asymmetric information) to explain the im-
pact of liberalisation on the Thai crisis. The discussion in this chapter
centers around four main issues. Firstly, we analyse the sequencing of fi-
nancial liberalisation in Thailand. We observed an inappropriate sequence
of liberalisation where there was a mismatch of the sequence described by
the literature and Thailand’s sequence. That is, liberalisation implemented
when current account was imbal anced widened the deficit, foreign exchange
rate and capital control reforms were implemented prior to domestic finan-
cia reform led to a significant trade of currency and high level of outflows,
causing problems currency speculation and weakness to macroeconomic
fundamentals, and to establish the offshore banking (BIBF) rather than re-
forming the domestic market with supervisory and monitoring system
caused problem of overinvestment. Secondly, we explore controls of capi-
tal after financial liberalisation and found that the controls were too loose,
resulting in large inflows were directed to risky projects with poor returns.
Thirdly, the fixed exchange rate in Thailand has reduced the country’s
competitiveness when the US dollar appreciated and increasing external
debts, particular the short-term one as a result from rapid increase of for-
eign capital which normally came in as lending to domestic market. Lastly,
we explore the issues of asymmetric information and found that various
aspects of financial liberalisation caused a problem of moral hazard with
the expectation of a stable exchange rate and guaranteed loans, resulting in
excessive investments and lending which finally sparked the financial crisis
in the end.

The Thai financial crisis was a watershed in Thailand’'s economic de-
velopment. The crisis generated considerable analysis, literature and con-
ferences on what caused the crisis. However, comparatively little work has
been undertaken on exploring the development and social welfare implica-
tions of the crisis for Thailand’s immediate and mid-term future. The most
immediate implication of the crisis was the initial drop in income through-
out the Kingdom. New numerical estimates are developed and presented in
this book that reflect the movements in social welfare resulting from the
crisis. It is shown that whilst the financial crisis had a dramatic negative
impact on average income levels, the processes of financial liberalisation
and globalisation that preceded the crisis were also having negative im-
pacts on the social welfare levels of Thailand. Conventional measures of
socia welfare, such as Gross Domestic Product or economic growth pro-
vide misleading information on social welfare movements. By adjusting
this measure for the net benefits of financial liberalisation, a more intui-
tively correct measure of social welfare is possible. Chapter 8 by Islam and
Clarke will develop a time series, 1975-1999, which estimates this new
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adjusted-GDP measure of social welfare. It shows that stark differences
exist between unadjusted GDP measures of social welfare and financia
liberalisation adjusted GDP over this time period. Following this, it is pos-
sible to undertake new analysis on the development and socia welfare im-
plications. Chapter 8 explores the opportunities for changes in public pol-
icy that can prevent further crisis. Various public policy initiatives can
now be more fully considered than was possible in the past. Chapter 8
therefore represents a significant contribution to both development and
welfare economic literature.

Chapter 8 presents a social welfare analysis of the Thai financial liber-
alisation experience and its associated consequences by undertaking a
quantitative empirical analysis (by applying cost benefit analysis) of finan-
cial liberalisation and the associated processes to show the social welfare
implications of financial liberalisation in Thailand in recent years.

The final chapter, Chap. 9, summarises the contributions and conse-
guences of financia liberalisation to the crisis in general with specific ref-
erence to Thailand. In our study, we concluded that the crisis in Thailand
was not caused by any single factor, in fact its origins are to be found in
various policy mistakes and poor management of the financial system it-
self. The inappropriate sequence of financial liberalisation resulted in a
growing current account deficit, speculative behaviour and weakness of
macroeconomic fundamentals, caused by failure to reduce the current account
deficit prior to financial liberalisation, foreign exchange trade by foreign
commercial banks and rapid increase of capital outflows. Capital control
reform by allowing foreign capital to flow freely caused high levels of risky
investment toward unproductive sectors. The pegged exchange rate that
strictly tied the baht to the US dollar did not enhance growth and invest-
ments, but on the contrary, weakened the country’s competitiveness when
the value of the dollar began to appreciate, causing a decline of exports,
investments and economic growth. Additionally, we also found that the
pegged exchange regime has encouraged more foreign capital, which gen-
erally came in as short-term lending, hence the externa debts of the coun-
try grew dramaticaly. Finaly, moral hazard problem derived from the
pegged exchange rate regime and establishment of the BIBF, causing the
expectations of guaranteed value of currency and loans, which led to ex-
cessive investment, and lending in the domestic market. We conclude, the
financial crisis in Thailand was a showcase of inexperienced international
monetary policy and mismanagement of financial liberalisation by Thailand
with an inappropriate sequence of financial liberalisation, loose controls
over the capital accounts, misalignment of the currency and lack of moral
hazard management and the existence of some adverse socio-economic and
institutional factors.
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It is hoped that the findings of this book are used to formulate better
policies and strategies, which may assist in avoiding future crises and help
Thailand and other countries to cope with financia liberalisation. Lastly,
we also point out possible policy recommendations and areas for future
research that the next study can extend this study.



PART A: Literature Review — The Emerging Issues



2 Recent Issues in International Finance:
A Literature Review

2.1 Introduction

The purpose of this chapter is to overview the main issues in international
finance such as financial liberalisation, focusing on the process as a possi-
ble cause of financial crisis. The rest of this chapter is organised as fol-
lows. Section 2.2 provides an overview and review of literature on the
sequence and order of financial liberalisation. Section 2.3 reviews capital
controls, and focuses on two types of controls, namely, controls on capital
outflows and inflows. Section 2.4 gives a brief discussion of factors that
influence the choice of exchange rate policy, and presents an overview
of both fixed and flexible exchange rates, and presents a social choice
approach for choosing an appropriate exchange rate regime. Further,
Sect. 2.5 first gives an overview of asymmetric information, before re-
viewing theories of adverse selection and moral hazard. Section 2.6 finally,
summarises the chapter.

2.2 Financial Liberalisation: Sequence and Order

In the new age of global capital markets, developing countries have been
popular destinations for international investment funds. As a result, finan-
cia liberaisation in developing countries is now seen by many to be an ir-
resistible trend (Rajan 2001a,b). The integrated capital market has been
regarded as a necessity for developing countries to benefit from globalis-
ing capital markets. But it has been also clamed that some developing
countries have become economically vulnerable from financial market in-
tegration (Lane et al. 1999; Gab 2000) and financial liberalisation. Indeed,
it has been argued that the economic and financial crisis that followed
this integration has highlighted an incorrectly ordered and perhaps hasty
process of financial liberalisation, and has demonstrated the necessity of an
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appropriate and correct sequence of financia liberalisation (Hallwood and
MacDonald 2000).t

2.2.1 Overview

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

! For discussion of thisview, seefor example Williamson (1982), McKinnon (1982),
Edwards (1984, 1986), Corbo and deMelo (1987), Edwards and Edwards (1987),
Kahkonen (1987), Fry (1988), World Bank (1989a,b), Collier and Gunning (1992),
Falvey and Kim (1992), Williamson and Mahar (1998), Rajan (2001a,b) and
Rajan and Bird (2001). On the other hand, Siamwalla (2000) argues that the recent
crisis in Asia was not entirely due to an inappropriate sequence of financial
liberalisation, but highlighted poor management of the financial market. While,
Aoki (1997) and Mishkin (1997, 1999) concluded that the crisis was due to
problems of asymmetric information, Valdes-Prieto and Soto (1998) blamed it on
a lack of capital controls and Pantusane (1998) views the mismanagement of
exchange rate policy as a cause of the crisis.
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inherent short-sightedness of this discipline effect can explain the recent
crises (I1to 1998; Gab 2000).

Recent empirical studies have concluded that inappropriately sequenced
financial liberalisation has been an important contributory factor to the
boom and crash cycles in emerging economies (Williamson and Mahar
1998). Gourinchas et a. (1999) studied lending boom episodes across
ninety-one countries during the period 1960-1996, and concluded that the
probability of experiencing a financial crisis was significantly greater fol-
lowing a lending boom, linking this to financial liberalisation. Empirical
studies by Demirguc-Kunt and Detragiache (1998) and Hutchison and
McDill (1999)2 found that afinancial crisis was more likely in a liberalised
financial system, particularly when the institutional support was weak.
Kaminsky and Reinhart (1999) concluded that in eighteen of the twenty-
six banking crises in their sample, the financial sector had been liberalised
some time during the previous five years (Rajan 2001).

2.2.2 Sequence and Order of Financial Liberalisation:
A Literature Review

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

The influential views on the sequence of liberaisation of Edwards
(1989a) and McKinnon (1993) assert that domestic financial market liber-
alisation and current account liberalisation should be implemented first,
followed by capital account liberalisation. Moreover, early literature on the
optimal sequencing of economic reform aso suggests the importance of
capital controls during the process of development.2In this view, liberalisa-
tion of the capital account should not be undertaken until the end of the
process; freeing up capital flows prematurely before domestic and trade

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

3 Burkett and Lotspeich (1993) argue that financial liberalisation should not take
place until both fiscal and monetary controls are established. Also see Wihlborg
and Willet (1997) and Whitt (1999) for discussion of thisview.
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liberalisation could lead to economic instability (McKinnon 1973, 1993;
Edwards 1984; Balassa 1990; Glick and Hutchison 2000).

McKinnon (1993) and Burkett and Lotspeich (1993) argue that there are
at least two reasons why capital account liberalisation should be delayed
until the end of the reform sequence. First, if inflows occur prior to the
completion of trade reforms, the domestic allocation of foreign savings
may not be efficient. Second, whether or not trade reforms are initially in
place, arapid inflow of capital will cause real appreciation of the exchange
rate, which makes it difficult for domestic tradeable producers to adjust to
the removal of protection. Thus, a massive influx of capital at the time lib-
eralisation occurs, finances an unusual increase in imports while decreas-
ing exports and gives out the wrong long-run price signals to private
market participants (Edwards 1984). In addition, other elements of a sup-
porting policy package for orderly capital account liberalisation are re-
structuring weak and insolvent banks. Indeed, where banks are weak or
insolvent, one would want to restrict their access to international capital
flows, and so there may be a case for imposing controls on selective capi-
tal movements. Furthermore, there would be a need to strengthen auditing,
accounting and disclosure practices (Sundararajan 1999).

McKinnon (1993) has attempted to account for institutional capabilities
and weaknesses, with ‘the optimal order of economic liberalisation’. It is
thus argued that:

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

McKinnon elaborates by suggesting that the speed of adjustment is
sluggish in the goods markets, and faster in the financial markets. Thus, fi-
nancial markets could not be reformed in the same manner and at the same
time as other markets, without creating awkward difficulties. Recognition
of these problems has led to the proposition of sequencing in financial
reforms. Successful reform of the real sector is seen as a prerequisite to fi-
nancial reform. Thus, financial restraint would have to be maintained
during the first stage of economic liberalisation. Furthermore, different as-
pects of reform programs may work at cross-purposes, disrupting the real
sector in the process. This is precisely what Sachs (1989) labelled as
‘competition of instruments’. Such conflict can occur when abrupt in-
creases in interest rates cause the exchange rate to appreciate rapidly thus
damaging the real sector. Sequencing becomes important again. It is thus
suggested that liberalisation of foreign markets should take place after
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liberalisation of domestic financial markets. In this context, proponent
views on financial liberalisation suggest caution in sequencing in the sense
of agradual process of liberalisation emphasising the achievement of mac-
roeconomic stability and adequate bank supervision as preconditions for
successful financial reform. It is aso argued by proponent views of finan-
cia liberalisation that the authorities should move more aggressively on
financia reform in good times, and rather slowly when borrowers net
worth is reduced by negative shocks, such as recessions and losses due to
changes in the terms of trade (World Bank 1989b; Arestos and Demetriades
1999).

Falvey and Kim (1992) and Caprio et al. (1994) have reviewed financial
reforms in a number of countries, primarily developing countries, and
studied the experience of six countries at some length. They conclude that
appropriate sequencing aong with favourable initial conditions of
financial markets and macroeconomic stability are critical elements in the
successful implementation of financial reforms.

In the light of the poor results that followed the Latin American finan-
cial liberalisation in the 1970s and early 1980s, many economists now
recognise that financial liberalisation in developing countries is most suc-
cessful when it is gradual (Kahkonen 1987; McKinnon 1989; Villanueva
and Mirakhor 1990b). In principle, the order of liberalisation now accepted
by some economists is the following sequence (see Fig. 2.1).

Full Financial
Liberalisation

Reduce Fiscal Capital Account
Deficit
Reform

A4

Forel gnh

Domestic Finan-
cial Reform

%change

Reform

\4

Fig. 2.1. Sequence of financial liberalisation
Sour ce: Adapted from Hallwood and MacDonald (2000).

A study by McKinnon (1993) has reviewed the three prerequisites for
successful reform which are the establishment of macro-financia control
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by lowering government deficits, the correct sequencing of domestic fi-
nancial market reforms including reductions in trade restrictions and
deregulation of external capital flows, and prudential regulations on bank
activities to prevent financial market instability from derailing the liberali-
sation process. Hallwood and MacDonald (2000) argue that there are five
major areas where financial liberalisation measures need to be taken. The
five areas include reduction of the fiscal deficit, liberalisation of domestic
financial system, liberalisation of foreign trade, liberalisation of foreign
exchange control, and exchange rate management. Additionally, Caprio et al.
(1994) argue that successful liberalisation will depend on the speed of im-
plementation of the process of financial liberalisation, which should be
done gradualy. In this gradual process a sequencing of financia liberaisation
(Edwards 1986, 1989a; M cKinnon 1993; Johnson et a. 1997) isrecommended,
emphasising the achievement of stability in the broader macroeconomic
environment and adequate bank supervision within which financial re-
forms were to be undertaken (McKinnon 1988; Cho and Khatkhate 1989;
Sachs 1989; Villanueva and Mirakhor 1990a,b). Employing credibility
arguments, Calvo (1988), Rodrik (1987) and Arestos and Demetriades
(1999) suggest a narrow focus of reforms with financial liberalisation left
as last. In principle, it is widely agreed that a gradual process is recom-
mended for successful financial liberalisation and the appropriate sequenc-
ing of financia liberalisation consists of reductions of deficits, foreign
trade and domestic financial reforms, foreign exchange rate reforms, and
capital account reform, left to the last.

2.3 Capital Controls

Capital control is another important issue in international monetary eco-
nomics. The window of opportunity offered by capital controls has been
abused by certain powerfully-connected business interests, not only to se-
cure publicly funded bail-outs at public expense, but even to consolidate
and extend their corporate domination, especially in the crucia financial
sector. Capital controls have been part of a package focused on saving
friends of the regime, usually at the public’s expense (Jomo 2001, p. 55).
Currency controls are a risky, stopgap measure, but some gaps desper-
ately need to be stopped. (Krugman 1998b, p. 1)
The volume of foreign capital transactions has increased dramatically in
recent years both for developed and developing countries. The forces of
globalisation have pushed both investors and borrowers into international
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financia markets.* The liberalisation of financia markets has also
presented crucial challenges for policymakers in controlling the flows of
capital (Dooley 1996; Cardenas and Barrera 1997). Neely (1999) defines
capital controls as any policy implemented to limit capital account
transactions. Bakker (1996) argues that this broad definition makes it
difficult to generalise the issues of capital controls as they can take many
forms and can be utilised for various purposes.®> Furthermore, Edwards
(1999) suggests that the series of crises has demonstrated the need for
controls over capital. Recent studies on the new international financial
theories have focused on two types of capital controls, namely, controls of
capital outflows and inflows (Edwards 1999; Neely 1999).

2.3.1 Controls on Capital Outflows

A number of academic economists have argued that controls on capital
outflows have been one of the solutions to deal with a financial crisis
(Edwards 1998, 1999). In most cases, controls on capital outflows are
applied to postpone a choice between devaluation and tighter monetary
policy (Neely 1999). In his article, Krugman (1998a) argued that controls
on capital outflows are useful, at least to prevent a speculative attack from
both domestic and international sources. In essence, Edwards and Edwards
(1987) has delineated the two major types of controls on capital outflows,
‘preventive controls' and ‘curative controls', which are discussed in the
following section.

2.3.1.1 Preventive Controls on Capital Outflows

Generally, these are employed when a country is facing a balance of pay-
ments deficit, but has not yet suffered currency devaluation (Edwards
1999). Preventive controls include taxes on funds remitted from interna-
tional transactions, dual exchange rates with a more depreciated rate ap-
plied for capital transactions, and outright prohibition of fund transfers
(Y oshitomi and Shirai 2000). The main objectives of these types of control
are to slow down the drain of foreign reserves, and at the same time,

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

5 See Alesina et a. (1994) and Grilli and Milesi-Ferrentti (1995) for empirical
studies of factors associated with capital controls.
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provide authorities with time to implement corrective policies, while fend-
ing off speculation (Edwards 1999; Y oshitomi and Shirai 2000).

According to Edwards (1999) and Y oshitomi and Shirai (2000), some
earlier empirical evidence suggests that preventive controls are likely to be
ineffective. Studies by Edwards (1989b) and Edwards and Santaella (1993)
showed that the private sector would find ways to circumvent the controls
in the months prior to a devaluation crisis. Results from their studies re-
ported that almost 70% of the cases where the controls on outflows were
applied as a preventive approach resulted in a large increase in capital
flight at the end. Similarly, a study by Cuddington (1986) on the determi-
nants of capital flight in developing countries came up with the same con-
clusion. Kaminsky and Reinhart (1999) found that the authorities tried
unsuccessfully to avoid currency collapse by introducing controls on capi-
tal outflows. Additionally, Edwards (1999) and Yoshitomi and Shirai
(2000) argue that capital controls often give a false sense of security that
encourage complacent and carel ess behaviour on part of the authorities.

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

2.3.1.2 Curative Controls on Capital Outflows

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

Edwards (1999) concluded that the usefulness of curative controls on
outflows is not conclusive. Y oshitomi and Shirai (2000) argue that these
types of controlsin apost-crisis period have not been helpful. For instance,
an empirical study by Edwards (1989b) reported that 50% of sample
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countries had unsuccessfully attempted to avoid the crises by imposing
curative controls, which failed to improve the balance of payments. Two-
thirds of the countries experienced unsatisfactory GDP growth after the
financia crisis. While, only 35% of the countries that did not apply cura-
tive controls went through an economic slowdown.

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

2.3.2 Controls on Capital Inflows

In the aftermath of the East Asian crisis, there has been increasing support
for the imposition of controls on capital inflows, as away of preventing fu-
ture currency crises (Eichengreen 1999). Controls on inflows are expected
to protect emerging countries from international speculation, while at the
same time allowing them to undertake an independent monetary policy
(Edwards 1999). Furthermore, Khor (1998) concluded that controls on
capital inflows are imposed for two reasons: first, as part of macroeco-
nomic management to reinforce or substitute for monetary and fiscal
measures,; and second, to attain long-term national development goals, for
instance, to put in place regional controls ensuring residents’ funds are
locally invested or that certain types of activities are reserved for residents.

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

6 Seefor example, DeGregorio et al. (2000) for empirical work of URR on capital
inflows.
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capital inflows is to rely on taxation. The two tax mechanisms that have
gained support in the economic literature are URRs and the Tobin tax.

Taxation of capital inflows in the form of URRs has been one of the
most frequently used controls.” Banks, and non-banks dealing on their own
account, are required to deposit at zero interest with the central bank an
amount of domestic or foreign currency equivaent to a proportion of the
inflows or their net position in foreign currency. URRs may be used to
limit capital inflows for particular types of transaction. For instance, Chile
during 1991-1998 required foreign investors to leave a fraction of their
short-term bank deposits with the central bank, earning no interest. The
Chilean reserve requirement applied not only to bank deposits, but also to
many types of capital inflows. As the deposits earn no interest and allow
the central bank to buy foreign money market instruments, the reserve re-
quirement effectively functions as atax on capital inflows (Edwards 1998).

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

2.4 Exchange Rate Policy

The choice between fixed and flexible exchange rates has long been one of
the most fundamental issues in international finance (Collignon et al.
1999). Furthermore, the debate between fixed and flexible exchange rates
is often phrased as a choice between absolutes. However, the early litera-
ture introduced by Mundell (1961) and McKinnon (1963) concluded that
one choice cannot be right for all countries. According to Hossain and
Chowdhury (1996), most developed countries are open economies and fol-
low exchange rate policies that can be characterised as a fixed or flexible

7 See Bundnevich and LeFort (1997), Laurens and Cardoso (1998), and Valdes-
Prieto and Soto (1998) for studies examining the effects of the URR on capital
inflows.



2.4 Exchange Rate Policy 31

foreign exchange regime. We will first review the factors behind the
choice of exchange rate policies in Sect. 2.4.1. Then, Sect. 2.4.2 provides
an argument between fixed and flexible exchange rates.

2.4.1 Factors Influencing a Choice of Exchange Rate Policy

The exchange rate is said to be the most important single price in the
economy (Kenen 1994). There may be good reasons for either fixing it or
for letting it float, depending on the structure of an economy and its trade
pattern. Decisions concerning the choice of future exchange rate regimes,
however, need to be internally and logically consistent. The authorities
may pursue various decision criteria in choosing an appropriate exchange
rate system (Visser 2000).2 Frankel et a. (1991) argue that the final choice
by the authorities depends on three main factors: the structural characteris-
tics of an economy, the need to reinforce the credibility of monetary pol-
icy, and the existence of a regional cooperation agreement. On the other
hand, Hallwood and MacDonald (2000) argue that five factors are likely to
be relevant concerning a choice of exchange rate policies: the country’s
size, its degree of openness, its degree of international financial integra-
tion, itsinflation relative to the world average, and its trade pattern.

Indeed, the question of whether developing countries are better off with
afixed or aflexible exchange rate system is a difficult one. In sum, the op-
timal management of the exchange rate depends on the underlying socio-
economic and institutional set up, the policymakers' social and economic
objectives, the source of shocks to the economy, trade policy, international
agreements on financial cooperation and the structure of the economy
(Rusidy and Islam (2007); Frankel et al. 1991; Hallwood and MacDonald
2000; Mussa et a. 2000). Rusidy and Islam (2007) argue that the choice
of an appropriate exchange rate regime is essentially a normative social
choice problem (Arrow et al. 2003). Like social choice problems in other
areas, this socia choice problem in the choice of an appropriate exchange
rate regime that depends on the underlying socio-economic and institutional
conditions, social value judgments and preferences of that country (Hipsher
et a. 2007).

8 See Edwards (1996) for a theoretical study on a choice between fixed and flexi-
ble exchange rate regimes.
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2.4.2 Overview of Fixed and Flexible Exchange Rate

Should countries adopt fixed or flexible exchange rates? One way to tackle

this age-old question is to consider which exchange rate regime provides

more discipline against loose monetary policies, high fiscal spending, or
excessive wage demands. Recent conventional wisdom within the econom-
ics profession holds that fixed rates provide more discipline (Aghevli et al.

1991; Frankel et al. 1991). Tornell and Velasco (1995) concluded that

fixed rates induce more fiscal discipline because adopting lax fiscal poli-

cies must eventually lead to an exhaustion of reserves and an end to peg-
ging therate.

Fixed exchange regimes have been adopted as part of the macroeconomic
stabilisation programs employed by different countries in different times
(Hansanti 2005). This diversity of circumstances makes it unlikely that there
is any consistent pattern in the outcomes of these stabilisation attempts
(Rebelo 1997). Krugman (1979) stresses that a fixed exchange rate regime
establishes important links between fiscal policy and monetary policy.
Governments with large fiscal imbalances may have to resort to the
monetization of the deficit, which leads to a gradual loss in reserves and
renders vulnerable to specul ative attack (Hansanti 2005).

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

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

e The relative price of non-tradeable goods + services increases rapidly,

slowing down the decline in the rate of inflation.

The current account and the trade balance deteriorate.

Production in the tradeabl e sector often falls relative to trend.

Thereisinitialy alarge fiscal adjustment of temporary programs.

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

slowdown.
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According to Branson and Papefstratiou (1981), a country’s choice of
currency peg should be determined by the geographic structure of its
foreign trade. In particular, if itsforeign trade is mainly with a single partner,
it should peg to that country’ s exchange rate, thiswill help to stabilise relative
prices by constraining exchange rate fluctuations (Hansanti 2005, 2006).

There are several arguments in favour of afixed exchange rate. Pegging
to a low inflation currency can provide a credible anchor for restraining
domestic inflation expectations, as long as expectations that the fixed ex-
change rate will not be abandoned are credible. Another argument for a
peg is that it fosters fiscal or monetary policy discipline by curbing the
temptation to follow excessively stimulatory macroeconomic policies that
would lead to an exhaustion of foreign exchange reserves and an end to the
peg.® At the micro level, afixed exchange rate may also reduce transaction
costs and exchange rate risks, which can discourage trade and investment
(Glick 2000; Visser 2000).10

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

In addition, fixing currencies has the advantage of reducing the average
fluctuation of the domestic currency to other currencies, thus, reducing the
risk for those who have to take an open position in various currencies. In
other words, a peg implies that all traders would bear no exchange rate
risk (Hansanti 2005). A country without well-developed financial markets
may find it advantageous to peg to a single major currency and thereby

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

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

11 Edwards and Savastano (1999) argue that fixed exchange regimes may give rise
to real overvaluation of a currency and increase inflation.
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effectively expand the domain of its currency by allowing market
participants to take advantage of services available for that major currency
(Mussa et al. 2000).22

In regard to a flexible exchange rate, it is argued that floating exchange
rates insulate a country from external shocks or terms of trade movements
(Hansanti 2005). For instance, if there is a large balance of payments
deficit due to an external shock such as an increase in oil prices, money
supply will decline under a fixed exchange rate system in the absence of
sterilisation. This will have a contractionary impact on the domestic
economy. However, under the floating exchange rate system, the exchange
rate will depreciate in response to balance of payments deficits without any
contractionary impact on money supply and the domestic economy
(Hossain and Chowdhury 1996).

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

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

A flexible exchange rate and discretionary monetary policy usually
come at the cost of some loss of credibility that can lead to an inflation
bias. At the microeconomic level, higher exchange rate variability creates
uncertainty and discourages international trade and investment (Glick
2000). Also, afloating exchange rate regime has been found to come under
speculative attacks, making the foreign exchange market more volatile. As
a result, fluctuations in exchange rates have been larger than could be ex-
plained either by variations in inflation rates or by perceived structural
changes among countries (Hossain and Chowdhury 1996).

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

It is argued that for a developing economy like Thailand, a managed
floating regime is appropriate (Grossman and Stiglitz 1980; Stiglitz 1994,
2003). Also shadow price models can be adopted to determine the appropriate
exchange rate (Chao and Y u 1995). These shadow price models should also
incorporate underlying market conditions of the nationa and globa
economy. The initial exchange rate derived from the shadow price model
should be adjusted according to the market, economic and institutional
conditions which change over time.

Rusidy and Islam (2007) argue that for a developing economy, a managed
floating regime with market adjustments is appropriate (Stiglitz 1994) and a
shadow price model can be adopted to determine the initial appropriate
exchange rate (Chao and Yu 1995) which should aso incorporate
underlying market conditions of the national and global economy. In this
approach, the initia exchange rate derived on the basis of a shadow price
model needs to be adjusted following developments and changes in the
market, economic and institutional conditions of the economy.

2.5 Asymmetric Information
The new trend in international capital markets, namely globalisation, has

made global investment more accessible to all investors (Frankel and
Schmukler 1997). Mishkin (1997, 1999) argues that globalisation enables
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funds to move from economic agents who lack productive opportunities to
those who have such opportunities. In the light of an asymmetric view of
financial crises, Mishkin (1992a, 1996, 1997) defines a financial crisis as
‘a disruption to financial markets in which adverse selection and moral
hazard problems become much worse, so that financial markets are unable
to efficiently channel funds to those who have the most productive invest-
ment opportunities’. According to Mishkin (1997), asymmetric informa
tion leads to two basic problems in the financia system, they are adverse
selection and moral hazard. The literature discussed in this section draws
heavily from the study by Mishkin (1992a,b, 1996, 1997) and Aoki (1997).
This section will present areview of asymmetric information theory and it
proceeds in the following manner. Section 2.5.1 is an overview of the con-
cept of asymmetric information. A literature review of adverse selection
and mora hazard is provided in Sects. 2.5.2 and 2.5.3 respectively. Fi-
nally, Sect. 2.5.4 reviews the roles asymmetric information and financial
crises.

2.5.1 Asymmetric Information: An Overview

Asymmetric information has been widely discussed in the finance and re-
lated literature (Frankel and Schmukler 1997). Some examples include
Akerlof (1970), Grossman and Stiglitz (1980), French and Poterba (1991),
Lang et al. (1992) and Gehrig (1993). Asymmetric information character-
ises a situation where for a given amount of information, one side of the
market has better information than the other (Van-Ees and Garretsen
1993). Asymmetric information can lead to market, policy and institutional
failures and incompatibilities (Grossman and Stiglitz 1980) given the
underlying socio-economic conditions.

Frankel and Schmukler (1997) argue that asymmetric information can
show up in different ways. First, domestic investors may have access to lo-
cally available information that foreign investors do not receive. Perhaps
foreign investors can obtain the same information, but must bear an extra
cost to get it. Second, foreign investors may have the same information,
but interpret it in a different way. Third, there may be leaks in information
which domestic investors are able to obtain first. Fourth, foreign fund
holders might lack information on how the fund is being managed. Even
though there is an information disadvantage, global investment may still
look attractive as a consequence of high-expected returns and diversifica-
tion benefits (especially from emerging markets).

Asymmetric information in financial markets creates two main problems
known as adverse sel ection and moral hazard. In the case of adverse selection,
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a ‘lemons problem’ arises if lenders cannot determine the quality of
borrowers (Akerlof 1970). Lenders will only sign contracts that reflect the
average quality of the pool of loan applicants. As a result, good borrowers
are kept out of the market. In the case of moral hazard, a higher contractual
rate of return induces lenders to undertake more risky investment projects.
Hence, both adverse selection and incentive effects cause the mix of loan
applicants to change adversely with an increase in the contractua rate of
return on loans, which negatively affects the lenders’ profits (Van-Ees and
Garretsen 1993). In essence, adverse selection and moral hazard in finan-
cial markets frequently derive from government regulation and informa-
tional obstacles that result in perverse incentives (Devaney 2000).

2.5.2 Theory of Adverse Selection

Adverse selection (hidden information) problems arise from the asymme-
try of information about the riskiness of investment projects before in-
vestment occurs. Financial intermediaries may be able to cope with such
problems by accumulating expertise in project evaluation and credit analy-
sis (Aoki 1997).

Similarly, Mishkin (1997) argues that adverse selection is an asymmet-
ric information problem that occurs before the transaction. This problem
exists when the parties who are the most likely to produce an undesirable
(adverse) outcome are the most likely to be selected for aloan. Borrowers
who want to take on big risks are likely to be the most eager to take out a
loan because they know that they are unlikely to pay it back. Since adverse
selection makes it more likely that loans might be made to bad credit risks,
lenders may decide not to make any loans, even though there are good
credit risks in the marketplace. According to Mishkin (1997), this outcome
is a feature of the classic ‘lemons problem’ that was first introduced by
Akerlof (1970).13

This paper by Akerlof analysed the market for used cars by applying his
‘lemons problem’ theory to illustrate the importance of informational
asymmetries. The scenario is quite simple in that the seller of a used car
usually knows more about it than the buyer does. They know, for instance,
how well it runs on the highway, in the snow, when it's hot outside, and so
on. The buyer knows relatively little. So if a seller offersto sell the car for,
say, $5,000, the buyer should be suspicious, since, if the car were worth

13 See Chap. 8 in Ivan (1998) and Chap. 17 in Pindyck and Rubinfeld (1998) for
case studies and discussion of this view. Also see Chap. 8 in Mishkin (1992b)
for adetailed discussion of adverse selection and the ‘lemons problem’.
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more than 5,000, the owner would not be selling it at that price. In this
case, Akerlof showed, the market may break down completely. In other
words, he shows that when sellers know the true quality of a good, but
buyers know only little about the quality, markets may not exist. Essen-
tially, a buyer’s best estimate of the quality of any individual seller’s good
is the market average, and sellers of high quality goods are unable to
command a price consistent with the quality of their good. In long run, low
quality drives out high quality until no market exists. This argument was
later extended in a number of studies.

Genesove (1993) extends Akerlof's argument by alowing buyers to
gain information concerning the ‘types of sellers in the market. He con-
siders a buyer in search of a good apple. While only the seller is able to
discern the true quality of apples, the buyer is able to distinguish between
two distinct types of sellers: one who has a large orchard and hates apples
and a second who has a small orchard and loves apples. From whom
should he purchase? Obviously, the purchase should be made from the
seller with the large orchard who hates apples. This seller takes all her ap-
ples to market, good and bad. The seller who loves apples is unlikely to
take good apples to the market. The buyer can improve on the estimate of
the average apple by incorporating information on seller type. If the mar-
ket incorporates this information, the seller who hates apples will receive a
premium for the sale of her apples.

Myers and Majluf (1984) and Greenwald et al. (1984) pointed out that a
lemons problem occurs in debt and equity markets when lenders have
trouble determining whether a borrower is a good risk (has good invest-
ment opportunities with low risk) or a bad risk (has poor investment op-
portunities with high risk). In this situation, a lender will only be willing to
pay a price for securities that reflect the average quality of firms issuing
the securities at a price below fair market value (the net present value of
the expected income streams) for high-quality firms but above fair market
value for low-quality firms. Owners or managers of high quality who
know their quality also know that their securities are undervalued and will
not want to sell them in the market. Low-quality firms, however, are will-
ing sellers because they know that the price of their securities is greater
than their value. Since asymmetric information prevents investors from de-
termining the quality of firms, high-quality firms will issue few securities
and credit markets will not work as well since many projects with a posi-
tive net present value will not be undertaken (Mishkin 1997). Severa stud-
ies have examined markets where asymmetric information leads to price
differentials based on seller type. Gibbons and Katz (1991) apply the
model to post-displacement wages, finding that individuals displaced by
layoffs earn lower wages in their next job than do individuals displaced by
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plant closings. Greenwald and Glasspiegel (1983) examine historical data
from pre-civil war slave auctions in New Orleans. Because of the different
types of crops grown in the new and old South, similar slaves have a
higher marginal value in the new South. Sellers bringing slaves from the
old South to the new South are found to receive a premium over similar
slaves sold by locals. Genesove (1993) is able to identify two seller types
in auctions for new-car dealers and used-car deders. It is expected that
used-car dealers prefer to keep their best-used cars and take only their low-
quality used cars to auction. New-car dealers are expected to receive a
price premium for an otherwise similar used car. By regressing the final
price of autos sold in the auction as function of seller type and controls for
the visible characteristics of the auto, limited support for the hypothesisis
found.

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

2.5.3 Theory of Moral Hazard

Contrary to adverse selection, moral hazard is an asymmetric information
problem that occurs after the transaction and when a principal commission
-an agent to act on his behalf, but the agent engages in shirking, pursues
self-interest to the detriment of the principal’s interest, or indulges in dis-
honest or immora behaviour (Mishkin 1997).14 Aoki (1997) refers to
moral hazard as a hidden action problem arising because investors cannot
distinguish the effects of events that management cannot control from the

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

Moreover, moral hazard occurs because the borrower has incentives to
invest in high-risk projects where the borrower does well if the project
succeeds but the lender bears most of the loss if the project fails. The bor-
rower also has incentives to misallocate funds for personal use, for in-
stance, to undertake investment in unprofitable projects that increase the
borrower’s power or stature. The conflict of interest between borrower and
lender, stemming from moral hazard or the agency problem, implies that
many lenders will decide that they would rather not make loans, so that
lending and investment will be at sub-optimal levels (Mishkin 1997).1
Sandmo (1999) and Wolf (1999) concluded that insurance is a major cause
of moral hazard, where insurance companies have to realise that an insur-
ance policy may change the behaviour of the insured in a way which
makes the event covered by the insurance policy more likely to happen.
For instance, fire insurance may make homeowners exercise less care to
prevent fires, unemployment insurance may cause workers to exercise less
care in holding on to their jobs. It is difficult for the insurance company to
determine, once a fire has occurred, whether it was due to an exogeneous
event or to negligence. Another application of the concept is to agency
problems, where agents enter into a contract requiring the agent to exert
themselves in the best interests of a principle. The principle is only able to
observe the result, and cannot determine the extent to which thisis due to
the agent’s effort or to some exogeneous cause. Similarly, Peake (2000)
argues that moral hazard is where one party to a contract has an incentive
to change behaviour after an agreement is reached. In automobile insur-
ance, for instance, information on how carefully and defensively the

15 Mishkin (1997) argues that asymmetric information is not the only source of
moral hazard. Moral hazard can aso occur if high enforcement costs make it
too costly for the lender to prevent moral hazard even when the lender is fully
informed about the borrower’ s activities.
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insured person drivesis private information. Once the contract isentered, the
insured no longer faces the prospect of financial loss and thus has less in-
centive to continue to drive carefully. This lack of incentive raises the
potential costs to the insurer, who is unable to monitor the insured to de-
termined whether or not the person is driving safely (Sandmo 1999; Wolf
1999; Peake 2000).

On the other hand, Arnott and Stiglitz (1988) advocate that moral hazard
occurs whenever risk is present and a problem arises not only in insurance
markets, but also for insurance provided by governments, through social
institutions or in principal-agent contracts (institutional failures). The se-
verity of the ingtitutional failure depends on the nature of underlying socio
economic conditions. In emerging/developing economy like the Thai
economy, this problem can be more severe compared to a devel oped econ-
omy with efficient institutions and social structure.

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

2.5.4 Financial Crises and Asymmetric Information

Financial crises and banking crises have become a worldwide phenomena
occurring in both developed and developing countries. A number of stud-
ies (Mishkin 1991, 1996, 1999; Corsetti et al. 1998; Goldstein 1998) have
used asymmetric information theory to explain financial and banking cri-
ses, and severe asymmetry problems caused by financial liberalisation,
which were common in most recent crises in Mexico and Asia (Mishkin

16 See also Chap. 11 in Mishkin (1992b) for further discussion and case studies on
moral hazard and financial crises.



42 2 Recent Issuesin International Finance: A Literature Review

2000).7 The root of the Mexican crisis in 1994 begins with financia re-
forms implemented by the administration of President Carlos Salinas in
1988, which led to a lending boom, over-investment and massive loan
losses (Tower 1997). Bordo and Schwartz (1996) argue that when the lib-
eralisation took place in the early 1990s, the expertise of the Mexican
banks in managing financial inflows and making loans was very limited.
For instance, there were no official credit bureaus to monitor loans to make
sure borrowers were not taking on excessive risk. Mishkin (1996) found
that loans to the private sector rose rapidly after liberalisation, from 10 per
cent of GDP in 1996 to over 40% of GDP in 1994. This confirms that the
Mexican financia crisis was a direct impact from asymmetric information
problems. Lenders failed to distinguish between good and bad borrowers,
resulting in heavy investment in risky and non-performing assets. Indeed,
this led to deterioration in banks balance sheets and further worsened
asymmetric information problems, making the Mexican economy ripe for
a serious financial crisis (Tower 1997). Findly, the crisis erupted at the
end of 1994 and the government was forced to accept financial assistant
from the US and the IMF.28

On the other hand, several studies (McKinnon and Pill 1997; World
Bank 1998; Pilbeam 2001) agreed that the crises in Asia share a similarity
with the earlier crisisin Mexico. One key factor stood out: financial liber-
alisation led to asymmetric information problems which worsened and
caused deterioration in banks balance sheets. Mishkin (2000) argues that
there are two reasons why the deterioration of banks' balance sheets led
East Asian countries into financial crisis. First, the deterioration in the bal-
ance sheets of banking firms led them to restrict their lending in order to
improve capital ratios or even led to a full-scale banking crisis which
forced the banks into insolvency, thereby directly removing the ability of
the banking sector to make loans. Second, the deterioration in bank bal-
ance sheets can promote financial crisis because it makesit difficult for the
central bank to defend its currency against a speculative attack. Any risein
interest rates to keep the currency from devaluating can harm the banking
system, because the rise in interest rates occurs as a result of the maturity
mismatch and exposure to increased credit risk when the economy deterio-
rates. In other words, the banking system may collapse if the central bank

17 See also Diaz-Algjandro (1985), Krugman (1998b), Radelet and Sachs (1998)
and Kamin (1999).

18 Mexico receipted a total of US$50 hillion in an emergency package where
US$20 hillion came from the US government and the rest from the IMF.
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chooses to raise interest rates to defend its currency when speculative attack
on the currency occurs. Once investors realise that a weak banking system
makes it unlikely that the central bank will successfully defend the cur-
rency, this provides greater incentives for the investors to attack the cur-
rency because the anticipated profits from selling the currency will rise
with each increase in interest rate.

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

In addition, severa studies (Tower 1997; Calomiris 1998; Johnson et al.
1998; Pilbeam 2001) argue that the Mexican bailout helped fuel the Asian
crisis because international lenders thought the IMF would insulate them
from losses if acrisis occurred. According to Meltzer (1998) and Vasquez
(1999), one aspect of asymmetric information holds that the more govern-
ments or the IMF bail out institutions suffering from financial crises, the
more lenders and borrowers are willing to engage in excessive lending and
borrowing as they expect the government or the IMF will come to the res-
cue in the face of acrisis. Krugman (1998a) argues that with guaranteed li-
abilities, the owners of financial companies know that while they can earn
the excess return in the good times, they can walk away from the institu-
tion at no personal cost in the case of bankruptcy. McKinnon and Pill
(1997) state that financia liberalisation sends over-optimistic signals re-
garding the future economy to the non-bank private sector and because
domestic banks expect that they will be protected from risks by the gov-
ernment, this results in excessive borrowing. In principle, government or
IMF bailouts actually make crises more likely than if they did not intervene.
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2.6 Summary

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

Having reviewed the above issues, we conclude that domestic financial
reform needs to be considered first, and capital account liberalisation is
best |eft to the last stage. Moreover, it is widely accepted that the appropri-
ate sequence and order of liberalisation involves four steps: reduction of
deficit, reform of finance and trade domestically, reforms to put in place
the appropriate exchange rate policy, and finaly liberalising the capital ac-
counts. Capital controls are divided into two main types: controls of capital
outflows and inflows. Controls of capital outflows, on one side, involve
preventive controls that are applied when a country is facing fiscal deficit
but not yet experiencing a crisis. On the other side, curative controls on
capital outflows are applied when a country is already enduring a crisis.
Controls on capital inflows are said to insulate a devel oping economy from
financial crisis and also to provide extra time to correct monetary policy.
According to the literature reviewed in this chapter, the choice between a
fixed and flexible exchange regime varies from one country to another,
depending on the nature of the economy, trade pattern of each country,
monetary policy and degree of financial integration. On the one hand,
some economists provide arguments in favour of afixed exchange regime
as it can result in economic expansion, increasing investments and lower-
ing inflation. On the other hand, severa studies argue that a flexible ex-
change rate provides more discipline and allows the country to have an
independent monetary policy, avoiding external shocks and providing a
faster adjustment process in response to the shocks. Finaly, asymmetric
information involves the theory of adverse selection and moral hazard.
Magjor differences between these two branches of asymmetric information
theory are that adverse selection is an asymmetric problem and causes an
adverse decision before the investment takes place, while, mora hazard
arises after the investment and is a problem of inability to distinguish the
actions taken by an economic agent in implementing investment projects.
In the light of financial crises, a number of studies concluded that financial
liberalisation has further worsened the problem of asymmetric information.
The two most recent crises in Mexico and Asia are prime examples. In
both cases, financia crises occurred shortly after full financial liberalisa-
tion causing asymmetric information problems of excessive risk taking,
lending booms, deterioration of banks balance sheets and massive loans
losses, which drove the countries into deep financial problems.
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The next chapter is the last section of Part A (literature review) of this
book. It portrays past actions taken by Tha authorities in introducing fi-
nancial liberalisation. It provides a detailed discussion of strategies and
frameworks in the early days of the financial liberalisation process. Firstly,
it explores the developments and behaviours of Thailand’s economy from
early 1960 up to the period prior to financia liberalisation in the early
1990s. Secondly, a brief history of Thailand’'s economic growth is dis-
cussed. Thirdly, it surveys the influential factors behind Thailand's finan-
cia liberalisation. Finaly, it presents an overall framework for financial
liberalisation in Thailand.



3 Overview of Thailand’s Approach to Financial
Liberalisation

3.1 Introduction

As mentioned in the previous chaptersin order to successfully integrate the
domestic economy with the global economy it isimportant to follow a cer-
tain set of financial sector reforms. In order for the liberalisation process to
take off it is important to introduce a range of reforms like trade reforms,
foreign exchange policy reforms, capital controls and the domestic finan-
cial market reforms.

The objective of this chapter is to provide an analysis of the strategies
and policies adopted in the financia liberalisation process as implemented
by Thailand. It begins with an overview of Thailand's economic develop-
ment, including a review of the history of Thai economic growth prior to
the financial liberalisation period in the 1990s and then analyses the inter-
nal and external factors that influenced Thailand's decision to liberalise its
financial system. Furthermore, it portrays the framework of financial liber-
alisation pursued by Thailand.

The chapter proceeds in the following manner. Section 3.2 presents a
summary of the six Development Plans that Thailand implemented during
the period of 1961-1991. Additionally, a brief analysis of the economic
performance of Thailand during each plan is also provided in this section.
Section 3.3 reviews the background of Thai economic growth, focusing on
the period before financia liberalisation was implemented. Section 3.4
analyses the factors that influence Thailand’s financial liberalisation. The
factors discussed in this section are internal and external. Section 3.5 pro-
vides an overview of the framework of the financial liberalisation. Lastly,
asummary isgiven in Sect. 3.6.
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3.2 Thailand’s Economic Development

3.2.1 The Six National Development Plans

In his study, Pakhasem (1972) regards the Thai economy in the 1950s as
unbalanced, uncoordinated and disrupted. During the period of 1955 to
1960, Thailand began to reorganise its economy after recommendations
from international agencies to implement development plans and policies
to attract foreign assistance for furthering its economic development proc-
ess (Siksamat 1998).1 Under the World Bank recommendation, the official
reform of the trade patterns in Thailand took place in the early 1960s,
alongside the establishment of the National Economic Development Board
(NEDB).2

The NEDB acted as the government’s economic planning agency to de-
velop strategies to transform the Thal economy into a global economy. As
soon as it was established, the NEDB implemented the First National De-
velopment Plan (1961-1966), which aimed to encourage industrialisation
and economic growth in the private sector with atarget of 6% GDP growth
per year for the period of 1961-1966. The plan was carried out well with
an average growth rate of 8.1%, (exceeding the target rate), while inflation
was also low at 1.3% (see Table 3.1). According to Parnwell (1996), the
success of the first plan was due to two main factors. First, at that time
world demand was favourable toward Thai products. Second, the US gov-
ernment’s military spending in Thailand provided support to the economic
development.2

The Second National Development Plan (1967-1971) was a continuing
plan carried forward from the first plan. The objectives of the second plan
remained the same as those of the first but with greater emphasis on rural
developments. Overall, the performance of the Thai economy during this
period was disappointing. The average real GDP growth declined from 8.1
to 7.7%. Similarly, the average fiscal balance experienced a further deficit
of more than 2%. Lastly, the average percentage of foreign debt also indi-
cated ahugeincrease by at least 6% (see Table 3.1).

1 See Chap. 1in Warr (1993) for a discussion of thisview.

2 NEDB is now called the National Economic and Social Development Board
(NESDB).

3 See Chap. 2 in Siksamat (1998) for a more detail discussion.
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Table 3.1. Thailand' s sel ected economic indicators, selected years

Year GDP growth Inflationrate Per capita Fiscal bal- Foreign debt
[%] [%] [Baht] ance[% of [% of GDP]
GDP|
1961-1966 8.1 13 2,466 -0.68 8.1
19671971 7.7 0.3 3,634 -2.98 14.3
1972 4.1 49 4,420 -4.29 14.9
1973 9.9 15.4 5,623 -2.93 131
1974 4.4 24.3 6,916 0.72 12.8
1975 4.8 53 7,328 -2.46 13.6
1976 9.4 4.2 8,136 —-4.66 14.4
1977 9.9 7.6 9,234 -3.10 171
1978 104 7.9 10,858 -2.60 20.3
1979 5.3 9.9 10,296 -2.23 235
1980 4.8 19.7 13,980 -3.90 271
1981 5.9 12.7 15.673 -2.81 253
1982 5.4 5.2 17,281 -4.89 27.6
1983 5.6 3.8 18,538 -2.48 28.0
1984 5.8 0.9 19,512 -3.36 30.6
1985 4.6 2.4 20,483 -3.69 37.8
1986 55 1.9 21,548 -3.01 37.1
1987 9.5 25 24,329 -0.68 34.7
1988 133 3.8 28,710 -2.31 29.0
1989 12.2 5.4 33,635 3.52 26.9
1990 11.6 6.0 39,149 4,90 29.4
1991 8.4 5.7 44,314 4.30 34.0

Sour ce: Adapted from Siksamat (1998).

Notes. The datafor 1961-1966 and 1967—1971 are average.
Growth rate of GDP at 1988 constant prices.

The Third National Development Plan was covered the period of 1972—
1976. The plan was drafted with the objective of generating economic
growth, while focusing on the distribution of income to rural areas. During
this period, the Thai economy experienced economic difficulties and a
slowdown resulting from a sharp increase of the world oil price, reduction
of the US military budgets and the world economic recession (Warr 1993).
According to Table 3.1, GDP growth fluctuated from the beginning of the
plan. In 1972, GDP reached its lowest point at 4.1%, but increased to 9.9%
in 1973. However, it later declined to 4.4 and 4.8% in 1974 and 1975, re-
spectively. Inflation grew significantly especialy in 1973 and 1974, tri-
pling from 4.9% in 1972 to 15.4% in 1973 and peaking at 24.3% in 1974.
A sharp increase of inflation can be explained by two main factors, namely
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those of supply and demand.4 On the supply side, Thailand suffered from
high oil prices during the ail crisis of 1973. Consequently, costs of Thai
products became higher resulting in an increase in prices and reduced ex-
port competitiveness in the international market. On the demand side, na-
tional economic expansion was limited by the decline of US military
spending in Thailand, as well as the recession of the world economy
(Siksamat 1998). These factors caused budgetary problems for the Thai
government that led to economic recession and an increased current ac-
count deficit at the end of the period.

The Fourth National Development Plan (1977-1981) had the objective
of redesigning economic adjustments to rescue the Thai economy from cri-
sis. During this period, Thailand experienced economic disruption and in-
stability derived from external sources, for instance, the second oil crisis of
1979-1980, high interest rates and declining demand for Thai exports. In
spite of these unfavourable external conditions, the Thai economy per-
formed reasonably well. Real GPD growth expanded at an average of 7.3%
(see Fig. 3.1). This achievement resulted partly from a public investment
expansion despite low levels of domestic savings (Warr 1993).5 On the
down side, Thailand confronted problems of fiscal deficit, foreign debt and
inflation. The fiscal deficit grew at an average of 3% compared to 2.6% in
the previous period. During the second oil crisis, foreign debt rose by
23.5% in 1979 and 27.1% in 1980, and inflation also increased from 9.9 to
19.7% in the same period. In principle, al these problems occurred due to
a widened domestic investment-saving gap resulting from insufficient in-
come to compensate the deficit.

As aresult of previous economic instability, the Fifth National Devel-
opment Plan (1982—-1986) was drafted to encourage economic stability and
economic restructuring, as well as, lower inflation, reduction of the current
account deficit and lower foreign debt. During this period, the Thai econ-
omy was affected again by continuing increases of the world oil price.
From Fig. 3.1, GDP growth for this period was 5.4%, declining approxi-
mately 2% from the previous period. Fiscal deficit was relatively high
compared to the previous period at 4.9% of GDP. Moreover, foreign debt
rose continuously throughout the period 19821986, with average debt in-
crease more than 10% of GDP from previous period, reaching the highest
debt of 32.8% in 1986.

4 See Parnwell (1996) for discussion of this view.
5 Seealso Chap. 2 in Siksamat (1998).



3.3 History of Thailand’s Economic Growth 51

85
30 A
25 1
g 20 -
o 15
a
O 10
5 1< plan lan  4th plan  5th plan 6th plan
1961-66  1967-71  1972-76 1977-81  1982-86  1987-91
National Development Plan
—e— GDP —m— Inflation —a— Fiscal balance —<— Foreign debt

Fig. 3.1. Key economic indicators during the National development plan
Source: Adapted from Bank of Thailand, various issues.

The Sxth National Development Plan (1987—1991) aimed to promote
economic growth and reduce the current account deficit via an export-led
growth strategy.t In order to enhance export competitiveness, the Thai
government decided to devalue the currency, and reform taxes and regula-
tions for the export sector. Consequently, GDP rose by double-digit rates
of 13.3%, 12.2% and 11.6% from 1988 to 1990, respectively (see Table
3.1). Additionally, the GDP growth average of 11% was double that of the
previous period. In terms of Thailand’ s outstanding foreign debt, there was
relatively high level of debt of 34.7% of GDP in 1987 and 34% in 1991
(see Table 3.1), however, average debt was lower compared to the previ-
ous period in 1982-1986 (see Fig. 3.1).

3.3 History of Thailand’s Economic Growth

After a decade of zero growth rates in the 1950s, Thailand’s economy has
transformed from one of the poorest to the fastest growth economy in the
world during the following four decades (Warr 1993; Phongpaichit and

6 Warr (1993) argues that export-led growth policy was concentrated on the
manufacturing sector.
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Baker 1995, 1998a).” Growth peaked during the second half of the 1980s,
when exports grew rapidly at the rate of 20% a year and real GDP grew at
double-digit rates for many consecutive years (Wiboonchutikula et al.
1999). For instance, Thailand recorded double-digit GDP growth during
1988-1990, reaching a peak of 13.2% in 1988 (Falkus 1995). As a result
of this rapid economic growth, many economists considered Thailand to be
‘the fifth tiger of Asia (Bhongmakapat 1990b; Patmasiriwat 1995; Warr
and Nidhiprabha 1996).

Thailand’s economic performance from 1987-1990 was extremely
impressive. According to Chaiyasoot (1995), real GDP growth was 9.5%,
13.3%, 12.2% and 11.6%, from 1987 to 1990, respectively (see Table 3.1).
This growth resulted primarily from a boom in the manufactured exports
sector. From 1980 to 1990 annual average growth rates of sectoral contri-
butions to GDP were, agriculture 4.1%, industry 9.0% and services 7.8%
(Siamwallaet al. 1993).8

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

Thailand became one of the leading destinations for private capital in-
vestment after the depreciation of the U.S. currency in the mid 1980s
(Bhongmakapat 1999) made Thai exports more competitive internationally
(Warr and Nidhiprabha 1996). Furthermore, the Thai economic boom took
off as the baht remained pegged to the dollar during its depreciation rela-
tive to other currencies, especialy the yen and those of the NICs (Johnson
1991). Japan took advantage of its appreciating yen by relocating its pro-
duction sites in Thailand to lower production costs, and soon other NICs
followed for the same reason (Patmasiriwat 1995). Y oshida (1990) added
that the reduction in oil prices in 1985 were favourable to Thailand's eco-
nomic growth and enhanced its competitiveness. Limskul (2000) con-
cluded that during this period, Thailand experienced private investment
growth of 20-30% and export growth of 29%. The domestic market grew
considerably as aresult of income expansion in export-oriented activities.

Falkus (1995) argues that the rapid and unexpected growth during the
mid 1980s changed the structure of the Thai economy forever. Also, the

7 A study by Manarungsan (1989) of Thailand’s GDP from period of 1870 to
1950 found zero growth per capita over this period.

8 Falkus (1995) argues that industry exceeded agriculture in its contribution to
GDP for thefirst time in 1986.
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World Bank (1993b) regards Thailand as one of the so called High Per-
forming Asian Economies (HPAES), while its economic performance has
been hailed by the IMF as ‘an excellent example of successful develop-
ment and growth’ (Chowdhury 1999).

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

3.4 Forces Influencing Financial Liberalisation
in Thailand

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

3.4.1 Internal Forces

3.4.1.1 Export-Led Growth Policy

Thai government policy had paid attention to exports since the Third Na-
tional Economic and Social Development Plan in the 1970s, however,
greater emphasis was given in the 1980s, especialy from 1985 onward
(Suphachalasai 1995). According to Warr and Nidhiprabha (1989, 1996), the
Thai government aimed to promote export-led economic growth to at
least 5% per year in rea terms and to continue liberalising its state enter-
prises and the whole economy from 1987 onward.
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In the early 1990s, the Thai economy was at the turning point of becom-
ing more industrialised (Ratanakomut et al. 1995; Ratanakomut 1999). In
general, the government sought industrial and export-led economic growth
through alargely liberal, market-oriented approach, within a framework of
economic stability and conservative monetary policy (Falkus 1995).

The main thrust of industriaisation in Thailand has been reliance on the
private sector to generate economic growth within the framework of afree-
market economy (Dhiratayakinant 1995). The rapid expansion of the Thai
export sector has, to a large extent, been the result of an increase in local
competitiveness, and to alesser extent commodity composition and growth
in demand for Thai exports in overseas markets (Ariff and Hill 1985;
Strunk 1997; Haggard and Kim 1999).

However, the Thai economy faced a greater degree of competition in its
traditional export markets in the early 1990s. The grouping of countries
into trading areas represents a greater potential for, as well as a threat to,
the growth of Thailand’s exports (Dhiratayakinant 1995). Higher economic
growth induced by an inflow of direct foreign investment strengthened the
momentum towards export activity and further industrialisation, and con-
vinced the government of the importance of export-led growth (Patmasiriwat
1995). This growth required a huge source of investment finance, which
Thailand could not finance with its own savings (Limskul 2000). Thus, to
achieve its export-led growth plan, Thailand needed to open its doors to
welcomeforeign fundsby liberaisingitsfinancial system (Hipsher et a. 2007).

3.4.1.2 Acceptance of the IMF Article Viii

In the early 1970s, the IMF had set the scene for a more market-oriented
approach in the global arena as well as providing advice and finance for
developing economies (Chatterjee 1999). From 1985 to 1988, its perspec-
tive of financial systems had changed under US leadership, which recom-
mended structural changes derived from financial liberalisation. This
meant a significant industrial growth potential and improvement of capital
inflow into countries (Aglietta 2000).

The overal economic policies of Thailand changed significantly after
the devaluation of its currency in 1984.° Phongpaichit and Baker (2000)
argue that the 1984 currency devaluation demonstrated the need for tech-
nocrats skill to manage the transition from agriculture to export-oriented

9 Pantusane (1998) asserts that the devaluation of the Thai baht in 1984 was pres-
sured by the slowdown of its economy as a result of a sharp increase in the
world oil price and Thai government foreign debt.



3.4 Forces Influencing Financial Liberalisationin Thailand 55

industrialisation.’* Many of these technocrats had been educated in the US
and were drawn to free-market policies (Phongpaichit and Baker 19983,
1998b, 2000). They argued that the potential of the Thai economy was re-
stricted by oligopolies and particularly by the power of the banking cartel.
Furthermore, they encouraged the Thai government to pursue the World
Bank and IMF project to liberalise financia markets. As a result, the Thai
government agreed to accept the Article VIII of the IMF by the end of
1980s, which required Thailand to deregulate and reform its financial sys-
tem (see Appendix A). The Thai government began to reform its financial
system in 1989. By the beginning of 1994, the Thai financial system was
fully liberalised with the role of the financial sector greatly broadened
(Phongpaichit and Baker 2000).

3.4.1.3 A Sound Fiscal Condition

The performance of the Thai economy has been hailed as an economic
phenomenon. From 1965 to 1990, Thailand’s GNP grew consistently at the
rate of 4.2% (compared to an average of 2.5% for low and middle income
countries) (Warr 1993; Warr and Nidhiprabha 1996). Krongkaew (1995)
reports that Thailand experienced a positive economic growth from the
early 1960s. Indeed, during 1988-1990 Thailand was the fastest growing
economy in the world with an impressive average growth of 11.8%.

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

10 The majority of the technocrats were executives of the Bank of Thailand.
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Table 3.2. Thailand' sfiscal balance and international reserves

Fiscal cash balance!! International reservest?

[% of GDP] [Months of imports]
1987 -14 4.7
1988 19 43
1989 3.2 5.0
1990 47 53
1991 49 5.8
1992 31 6.3
1993 2.2 6.8
1994 18 6.8
1995 1.0 6.3
1996 2.2 6.5

Sour ce: Vajragupta and Vichyanond (1998).

3.4.2 External Forces
3.4.2.1 Opening of Neighbouring Economies

At the beginning of the 1990s, Thailand faced major trade competition
from the new industrialised Asian countries of China and Vietnam. These
newcomers competed with Thai exports especialy in textiles, garments
and shoes (Haihong 2000). Limskul (2000) concluded that these neigh-
bouring countries became Thailand’s competitors as they were also striv-
ing to achieve export-led growth. However, the crucial competitor for
Thailand is China (Bhongmakapat 1990a, 1990b; Dhiratayakinant 1995).

China started to liberalise its economy in 1986 by granting permission
for the operation of wholly foreign owned companies throughout the coun-
try (Cha 1997). The foreign exchange rate controls were also relaxed to
allow foreign firms to convert their Chinese currency earnings into foreign
exchange at the swap markets (Chen 1997). Tax concessions were aso
provided to FDI to attract more capital inflow (Haihong 2000).

The steady devaluation of the Chinese yuan towards the end of the
1980s further decreased the competitiveness of neighbouring countries.
Furthermore, China devalued its currency by 40% in 1994 (Chen 1997,
Haihong 2000). This made Chinese goods very cheap compared with those
from Thailand. In essence, Thailand would loose its competitive and com-

11 Cash balance is the difference between import and export.
2 International reservesinclude forward rate.
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parative advantages against China without further economic strategies to
liberaliseits financial system.:

Another influence on Thailand’ s financial liberalisation was the opening
up of the Indochinese countries. Since the 1980s, Vietham, Laos and Cam-
bodia have opened their countries to foreign investment. At the beginning
of the 1990s, they further opened their economies and began to move to-
ward the emerging global economy (Vajragupta and Vichyanond 1998).
With the potentials of these newly opened economies, Thailand saw the
need to liberalise its financial system and broaden its financial structure in
order to accommodate increased trade and investment, and more impor-
tantly, to gain the advantage of being the financial centre between the
Indochinese region and the rest of the world.

3.4.2.2 The Trend Towards Globalisation of the Financial System

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

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

Since the 1980s many developing countries have liberalised their capital
markets, often in the face of pressure from developed countries and the
IMF. Thailand also followed the trend of financial globalisation, which
had been set by the IMF (Limskul 2000). As a member of the WTO and
having accepted Article VIII of the IMF, Thailand was required to provide
access to and equal treatment of foreign financial institutions. Since Thai-
land would gradually have to open not only its industrial and agricultural

13 See McKibbin (2000) for a discussion of globalisation and comparative advan-
tage.
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markets but also its financial markets, it was thought reasonable for the
country to start liberalising its financial sector at the earliest possible
moment to prepare for greater competition from abroad in the future
(Vajragupta and Vichyanond 1998). Growing trends of trade and invest-
ment in an increasingly integrated world economy, however, made it diffi-
cult for Thailand to maintain growth and development without further
financial liberalisation.

3.5 Financial Liberalisation Framework

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

3.5.1 Trade Reforms and Interest Rate Deregulation

In general, the objective of interest rate liberalisation is to promote savings
and efficient investment and to deepen financial markets (World Bank
1989a,b). Positive real interest rates favour financial over non-financial
savings, leading to the deepening of financial markets. In fact, greater fi-
nancial intermediation tends to ensure economic growth by promoting
financial deepening and improving the productivity of investment (Tseng
and Corker 1991).

Deregulation of interest rates was a compulsory component of the finan-
cia reforms implemented by almost all liberalising countries including
Thailand (Tseng and Corker 1991). Historically, the Thai financial system
was highly regulated and financial operations were subjected to interest
rate ceilings on both deposits and lending. However, with the continuous
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economic expansion resulting from the export-led growth policy, Thailand
saw the need for funds from external sources, particularly when it was evi-
dent that total deposits had not expanded in line with borrowing needs
(Vichyanond 1994). In other words, there was indeed an urgent need to in-
crease foreign funds to fill the saving and investment gaps, and these funds
played a mgjor role in the future economic development of Thailand by
helping the transformation from an agricultural to industrial based econ-
omy. With the aim to encourage future trade and economic development,
the Bank of Thailand (BOT) implemented the three-year interest rate liber-
alisation plan during 1989-1992, as the first step in liberalising its finan-
cial system to promote and encourage the country’s trade and development
through increasing saving and investment (Hipsher et al. 2007).

Among the most important actions included in the reform program was
the dismantling of interest rate controls over the period 1989-1992 (Alba
et a. 1999). As a result, interest rate ceilings on long-term time deposits
were abolished in June 1989 (Vichyanond 1994, 1995, 2000a; Allison and
Suwanraks 1999).1 Thus, interest rates on long-term deposits increased
from 9.5% in 1988 to 10.5-11.0% in 1989. Furthermore, the remaining
ceilings on short-term deposits (time deposits of less than one year) were
removed on 16 March 1990 (Vichyanond 1994, 1995; BOT 1998a; Allison
and Suwanraks 1999; Alba et a. 1999). In June 1992, interest rate ceilings
on finance and credit companies deposit and lending rates, and on com-
mercial banks' lending rates were removed (Vichyanond 1994; Alba et al.
1999; Allison and Suwanraks 1999). In essence, Thailand’s interest rate
was fully liberalised by the end of 1992.

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

14 Long-term deposits are defined as deposits with maturities of more than one
year.
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3.5.2 Relaxation of Exchange Rate and Capital Controls

Having accepted Article VIII of the International Monetary Fund, Thailand
held an obligation to liberalise its current account by relaxing the foreign
exchange control. According to Chaiyasoot (1995), the objective of liberal-
ising Thailand's exchange control was to enhance confidence of investors
and entrepreneurs (both international and domestic), as well as, to ensure
the sanctioning of Thailand’s credit in international markets. Moreover,
Vichyanond (1994, 1995) Vajragupta and Vichyanond (1998) and BOT
(19983, 1998b) advocate that Thailand also aimed to provide increased
access to international capital, and to help cope with the trend in globalisa-
tion of its economic and financial systems. In order to liberalise the ex-
change control, Thailand undertook three main steps during 1990-1994
(Vichyanond 1994, 1995; Chaiyasoot 1995; Alba et al. 1998; BOT 19983,
1998b; Limskul 2000).

Sep | was announced on 17 July 1989 to allow the public to lend in for-
eign funds and make outflows for a purpose of dividend, interest or princi-
ple transactions (Vichyanond 1994, 1995; Chaiyasoot 1995). On 21 May
1990, the BOT further allowed commercia banks to process the purchase
of foreign exchange relating to international transactions without prior ap-
prova (Alba et a. 1998; BOT 1998a, 1998b). In addition, Vichyanond
(1994, 1995) and Chaiyasoot (1995) added that the limit on foreign ex-
change transactions was increased, as well as, approval given to commer-
cial banks to process the repayment of foreign loans and remittance of
securities sales in foreign currency. The first step toward the liberalisation
of exchange controls was expected to benefit the public as a whole, as
most of the main restrictions were abolished (Hansanti 2005, 2006).

Sep Il of the exchange control liberalisation was announced on 1 April
1991. The government amended the Exchange Control Act, B.E. 2485
(1942) and the Ministerial Regulation No. 13, B.E. 2497 (1954) to allow
the public more freedom in selling and buying of foreign exchange from
the commercia banks. Chaiyasoot (1995) reported that the BOT alowed
repatriation of investment funds, dividends and profits, loan repayments
and interest payments without prior approval. Vichyanond (1994) stated
that the public were also free to purchase foreign exchange for current ac-
count transactions without prior authorisation. On the export front, the
BOT further liberalised the exchange control on 1 May 1992. Thai export-
ers could now receive payments for business transactions in foreign cur-
rency and transfer those foreign currency receipts to pay for imports or
foreign loans. Moreover, to facilitate foreign currency transfer, commercial
banks were free to withdraw funds from their accounts or to receive deposits
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from government departments and state enterprises (Varagupta and
Vichyanond 1998).

Sep Il was announced on 10 January 1994 and aimed to promote
Thailand as a regional financial centre among Indochinese countries. The
BOT increased the maximum limit on the baht to be carried to neighbour-
ing countries from 250,000 to 500,000 baht. The amount permitted to
transfer for overseas investments also increased from US$5 million to
US$10 million (Vichyanond 1994; Vajragupta and Vichyanond 1998).

3.5.3 The Establishment of International Financial Facilities

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

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

The BIBF operations included taking deposits or borrowing in foreign
currencies from abroad, lending in foreign currencies in Thailand (out-in
lending) and abroad (out-out lending), non-baht cross-currency foreign ex-
change transactions, giving guarantees against any debts denominated in
foreign currencies to persons residing abroad, undertaking financial trans-
actions which involved international trade where buyers and sellers resided
abroad, seeking loans from foreign sources, as well as acting as fund
managers in arranging loans. In addition, the BIBF engaged in other in-
vestment banking services such as provision of financial information, un-
dertaking investment feasibility studies, providing financial advisory
services, an advisory service for business acquisition and take-over or
mergers, and arranging or underwriting debt instruments for selling abroad
(Chaiyasoot 1995; BOT 1998b; Shirai 2001).

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

In January 1995, the authorities expanded the offshore banking business
further by granting 37 licenses for the Provincia International Banking
Facilities (PIBFs) to 22 commercia banks in order to operate in areas out-
side Bangkok. At the end of 1997, 30 PIBF offices had begun operations.
These offices were located in five provinces. Chiang Mai in the northern
region, Chonburi and Rayong in the eastern region, Ayutthaya in the cen-
tral region, and Songkhla in the southern region. The PIBF's funding had
to be from overseas as in the case of the BIBF. However, the PIBF could
extend credits both in Thal bahts and in foreign currencies, while the BIBF
could extend credits only in foreign currencies (BOT 1996).

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

As of December 1997, 52 financial institutions held licenses to operate
offshore banking businesses. However, only 48 BIBF offices were in op-
eration, of these 15 belonged to Thai commercia banks, 18 to foreign bank
branches already operating in Thailand, and 19 to other foreign banks.
BIBF credits to domestic businesses amounted to 1,411.4 billion baht,
accounting for 23.6% of total domestic credits extended by the banking
system (BOT 1998a).

3.5.3.2 The Export-Import Bank

The Export-Import Bank of Thailand (EXIM Bank) was established under
the Export-Import Bank of Thailand Act B.E. 2536 (1993) which became
effective on 7 September 1993. A few months later, the EXIM Bank offi-
cialy started its operations on 17 February 1994 with the aim of providing
financial services to strengthen the competitive edge of Thai businesses in
the world market. In addition, the EXIM Bank was a financial institution
wholly owned by the Royal Thai Government under the Ministry of Fi-
nance's supervision. Under the Export-Import Bank of Thailand Act, the
EXIM Bank was empowered to engage in various business undertakings.
They could offer short-term as well as long-term credits, either in domestic
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or overseas markets, in Thai or any foreign currency denominations. In
mobilising funds, EXIM Banks could borrow from local or overseas financia
institutions, as well as issue short-term or long-term financia instruments
for sale to financia ingtitutions and the general public, both domestically
and internationally (BOT 1998a). In other words, EXIM Banks can cur-
rently engage in any financial activities customary to commercial bank
practices, except for accepting deposits from the general public. The ac-
tivities of the bank include supporting the export of goods and services for
foreign currency earnings, as well as, providing services to facilitate im-
ports or investments that enhance export capability and to help promote
foreign direct investment (FDI) (Hipsher et al. 2007).

In promoting exports, the EXIM Bank avoided facilities already well
served by commercial banks, while focusing on services not presently
available or insufficiently furnished to exporters by commercial banks
such as long-term credit for export of capital goods, financial facilities for
overseas contracts, export credit insurance and export financing for small,
medium and new exporters (BOT 1996, 19984). In addition, the EXIM
Bank was committed to providing new services in foreign currencies to
help address problems relating to balance of payments and the export
sector such as the Merchant Marine Financing Facility and the Term
Loan for Machinery Upgrading and Pre-Shipment Financing Facility
(Vichyanond 1994; BOT 1998a). For Thai investors abroad, the EXIM
Bank was prepared to support their investment projects through medium
and long-term credit facilities. Additionally, in order to strengthen their
position, it was able to joint-invest in their ventures through equity par-
ticipation (Vichyanond 1994).

To accommodate emerging economies, the EXIM Bank aso provided
financial support to investment projects in neighbouring countries pro-
vided these projects would bring benefits to Thailand. For instance, sup-
ported projects included machinery or raw materials from Thailand, and
those engaging Thai contractors or producing raw materials or energy for
saleto Thailand (BOT 1998a).

In compliance with the liberalisation policy, some areas of EXIM opera-
tions incur high risks such as export credit insurance and financing facili-
ties for investment projectsin neighbouring countries. BOT (1998a) argues
that any loss incurred from business transactions in accordance with the
government policy or resulting from export credit insurance, would be
compensated by the Ministry of Finance.

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

3.6 Summary

This chapter presents an overview of Thailand's policies and frameworks
as adopted in its financial liberalisation programme. It first discusses the
development of the Thai economy, where we focus our study on the six
National Development Plans from 1961 to the period before the finan-
cia liberalisation of the 1990s. Secondly, it gives a brief history of the
economic miracle in Thailand, prior to financial liberalisation. Thirdly, it
provides a discussion of the factors behind Thai financial liberalisation de-
rived both internally and externally. Finally, it presents an analysis of the
financial liberalisation framework implemented by Thailand.

Prior to the 1960s, Thailand was invariably seen as one of the slowest
economies with a growth of zero per cent. Accordingly, the World Bank
strongly suggested that Thailand should undergo a series of reforms and
place more emphasise on investment in the private sector in order to foster
economic growth. Having accepted advice from the international or-
ganisations, Thailand began to reorganise its economy by establishing an
economic planning institution called the National Economic Development
Board (NEDB). The First Development Plan was implemented in 1961 fol-
lowed by five more to make atotal of six plans prior to financial liberalisa-
tion in the early 1990s.

As a result, Thailand gradually transformed from an agricultural to an
industrial based country, whose economy began to grow and performed
well, especialy during 1988-1990 when double-digit growth rates were
recorded. The unexpected growth provided enough confidence for Thai-
land to further develop its economy into the emerging global economy.
The factors that drove Thai financial liberalisation fall into two main cate-
gories, namely, internal and external forces. The interna forces are the
government’s export-led growth policy, the free-market policy that come
with accepting the IMF Article VIII and a good fiscal position. On the
other hand, external forces derived from the need to be competitive with
emerging neighbouring economies and the pressure toward liberalisation
coming from the global financial system. The financial liberalisation
framework pursued by Thailand included transformation of trade through
interest rate deregulation, exchange rate control reform and the establish-
ment of BIBF and EXIM Banks.
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Interest rate deregulation was the first action taken in June 1989 when
the interest rate ceiling on long-term deposits was lifted. Exchange reform
came second and involved three main steps implemented in May 1990,
April 1991 and January 1994, respectively (see Appendix B). Finaly, two
new financial institutions were established to enhance capital inflows.
They were the BIBF (March 1993) and the EXIM Bank (February 1994).

The next part of this book, Chaps. 4 to 7, is an assessment of the finan-
cia crisis theories (reviewed earlier in Chap. 2) applied to the financial
sector in Thailand. In addition, time-series data are employed to analyse
the effect of financial liberalisation on the Thai financial crisis.



PART B: The Thai Experience



4 Analysis of Sequencing of Financial
Liberalisation in Thailand

4.1 Introduction

In order for financial liberalisation to lead to financial and economic
growth and to increase the presence of financial agentsin the economy it is
important that the state adopt a certain set of policy reforms so as to
strengthen the domestic economy. Liberalising the domestic financia sector
and easing cross border flows of capital can be beneficial if the reform
process is sequenced in the right order. The following chapter traces out
the reforms process as adopted by Thailand in its liberalisation process.
The traditional view on sequencing of financial liberalisation states that
a certain order of financia liberalisation should be implemented to ensure
benefits are derived from free flow of capital while at the same time avoid-
ing economic disruption (McKinnon 1982; Williamson and Mahar 1998).1
While, some economists believe that the sequence of financial liberalisa-
tion can be varied from one country to another, depending on the nature
and conditions of each economy, a significant number of economists now
accept that the sequence of financial liberalisation is reduction of
deficits, trade and domestic financial reform, foreign exchange rate reform,
with capital account reform left to last (Villanueva and Mirakhor 1990b;
Hallwood and MacDonald 2000).2 Having explored financial liberalisation
frameworks in the previous chapter, we now analyse the sequence of fi-
nancial liberalisation that Thailand pursued, by assessing the sequence that
it undertook against the order described in the literature, which was revie-
wed earlier in Chap. 2. Thus, the chapter is organised as follows. Section
4.2 focuses on Thailand's foreign trade pattern reforms and their conse-
guences for the economy. Section 4.3 discusses the reduction of deficitsand

1 Seefor example Edwards (1984, 1986) for discussion of this view.
2 See dso Kahkonen (1987), McKinnon (1989), Gab (2000) and Hallwood and
MacDonald (2000) for discussion of thisview.
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maintain of foreign reserves. Section 4.4 studies foreign exchange and
capital control reforms undertaken in three main episodes between 1989 and
1994. Section 4.5 analyses the domestic financial reforms that involved the
establishment and operations of two new financial institutions, the Bangkok
International Banking Facilities (BIBF) and Export-Import Bank (EXIM).
Section 4.6 provides a summary of the chapter.

4.2 Reforms of Foreign Trade Pattern

In order to ensure the benefits of free capital flows, it is recommended that
the country pursuing financial liberalisation, first reforms its foreign trade
(Arestos and Demetriades 1999). McKinnon (1993) argues that a success-
ful trade reform prior to other financial reforms can lead to an efficient
domestic alocation of foreign funds, which results in further economic
growth and development. In other words, inflows occurring after the
foreign trade reform can be channeled properly to the tradeable sector,
producing further foreign income, which results in economic growth and
development through a positive feedback effect.

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

Figure 4.1 is a comparative study of foreign income earnings from agri-
culture, industry and manufacturing as a percentage of GDP from the
1960s to the 1990s. It shows that the agricultural sector was initialy the
major source of foreign income for Thailand with an average contribution
of 40% in the 1960s, 33% in 1970s and 31% during 1980-1985. In con-
trast to agriculture, the industrial sector was on a trend of steady growth
18% in the 1960s, 25% in the 1970s, and 28% during 1940-1985. During
1986, agriculture was overshadowed by the industrial and manufacturing
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sector as the biggest foreign income earner with a sudden jump to 34% of
total GDP, compared to only 16% for agriculture. From then on, income
from the industrial and manufacturing sector continued to grow dramati-
cally, peaking at 40% in 1990.
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Fig. 4.1. Thailand' s trade patterns, selected years
Source: Authors' calculations from The Bank of Thailand Y early, various issues.

Moreover, high income generated from the industrial and manufacturing
sector had had a direct impact in enhancing economic growth. According
to Fig. 4.2, we observe that GDP in baht grew rapidly after Thailand’s for-
eign trade was dominated by the industrial and manufacturing sector in
1986 and almost doubling to 38 million baht in 1990. Thai GDP grew from
15 million baht in 1981 to 20 million baht in 1986. The Thal economy ex-
perienced difficulties resulting from the decline of the global economy and
the domestic banking crisis from the early 1980s. Consequently, Thai-
land’s GDP growth rate fluctuated from 6.3% in 1981 to 4.1% in 1982 and
hit the lowest at 3.5% in 1985. Indeed, the growth of the industrial and
manufacturing sector helped the economy to recover and expand from
1986 onward. For instance, GDP rose from 5% in 1986, to record double-
digit growth for three consecutive years of 13.2%, 12.2 and 11.6% during
1988-1990. GDP also rose significantly from 20 million baht in 1986 to 27
million baht in 1988, peaking at 38 million baht in 1990.
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Fig. 4.2. Level and growth of Thailand's real GDP, 1981-1990°
Sour ce: The Bank of Thailand Y early, various issues.

Since the First Development Plan was implemented in the 1960s, the
pattern of Thailand's foreign trade gradually transformed from being agri-
cultural based to industry and manufacturing oriented. Y ear 1986 marked a
significant change of foreign trade pattern for Thailand with an export-led
growth policy featuring reduced tax and a pegged exchange rate. As are-
sult, the pattern of foreign trade was completely transformed when the
agricultural exports that once dominated foreign incomes were overshad-
owed by exports from the industrial and manufacturing sector. Soon after,
the Thai economy expanded rapidly and achieved the first ever double-
digit GDP growth in 1988. Indeed, this successful foreign trade transfor-
mation in Thailand proved the economy was in good health and that the
country was ready to liberalise its financial system in order to generate
more foreign funds to service further economic expansion and growth. Ac-
cordingly, the Thai government began deregulation by lifting the ceiling
on long-term interest rates in June 1989. Almost ayear later, the ceiling on
the short-term interest rate was removed. Finally, in June 1992 all interest
rate ceilings were abolished. The consequences of interest rate deregula
tion will be explored later in Chap. 6 of this book.

3 Level of Real GDP at constant 1988 prices.
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4.3 Reduction of Deficits and Maintaining Foreign
Reserve

In order to prevent economic instability and currency speculation, the
traditional view of sequencing financial liberalisation states that prior to
financial reform a country should reduce its fiscal* and current account
deficits and maintain sufficient levels of foreign reserves (McKinnon
1973, 1993; Sundarargjan 1999; Glick and Hutchison 2000). In this sec-
tion, we analyse the position of Thailand's fiscal and current account defi-
cits and foreign reserve prior to financial liberalisation. A further aim of
this section is to assess whether or not Thailand successfully reduced defi-
cits and maintained high foreign reserves before financial liberalisation
and to examine how these elements impacted on the financia crisis in
1997.

Thailand had a long period of fiscal imbalance beginning with national
economic reforms of the early 1960s. During the first decade of the re-
form, the fiscal balance of Thailand was in deficit at an average of —1.83%
of GDP. In the following decade, the imbalance worsened, reaching an av-
erage of —2.72% as a result of the first oil shock and the world economic
recession (Warr 1993; Siksamat 1998). However, this lengthy period of
fiscal imbalance finally ended when Thailand turned fiscal deficit into
surplus for thefirst timein nearly thirty yearsin the late 1980s.

Figure 4.3 shows that the Thai economy remained in deficit from 1981
to 1987, with the oil shock of the late 1970s till impacting its performance
in the early 1980s. In 1981, Thailand experienced a deficit of —2.3% of
GDP or US$-17.5 hillion. The fiscal imbalance worsened when the finan-
cial crisis caused by the world economic slump deepened and in 1982, the
deficit rose more than double the 1981 figure from US$-17.5 hillion to
US$-42.5 hillion (or —5.1% of GDP). From 1983 to 1986, the fiscal deficit
was stable, ranging from —2.9% in 1983 to —3.5% in 1984, —3.3% in 1985
and —3.5% in 1986. However, in the latter period, the Thai economy
showed signs of improvement. GDP stood high at 9.5%, and exports grew
by 28.5%; thus the fiscal deficit declined to —1.4% in 1987.5

4 We refer to fiscal balance as government budget, which is the difference be-
tween the actual revenue and expenditure of the government from both budget
and non-budget allocations.

5 For adiscussion of Thailand’ s export growth see Chap. 6 of this book.
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Source: Authors' calculations from The Bank of Thailand Y early, various issues.

With an export-led growth policy, Thailand achieved fiscal balance for
the first time in 1988 with a surplus of US$30.2 billion or 1.9% of GDP.
Furthermore, the Thai economy was able to maintain the surplus through-
out the 1990s, for instance, the fiscal surplus increased from 1.9% of GDP
in 1988 to 3.2% in 1989 and 4.7% in 1990. At the beginning of the finan-
cial reform between 1991 and 1993, Thailand continued to achieve eco-
nomic growth and reached a fiscal surplus of 4.9%, 3.0 and 2.2% during
1991-1993 (see Fig. 4.3).

Similar to its fiscal position, Thailand experienced a current account
deficit beginning with the transformation of economic policies and trade
patterns in the 1960s. Like most developing economies, Thailand was af-
fected by economic shocks derived from both internal and external sources
(Warr 1993; Chaiyasoot 1995). Internally, Thailand had been ruled by au-
thoritarian military governments that caused continued political and social
unrest throughout the 1970s, leading to economic disruption and instabil-
ity. On the external side, it experienced the two oil shocks of 1973-1974
and 1979-1980, as well as the global economic recession at the end of
1970s to early 1980s. In general, these factors were the prime obstacle to
investment and economic growth and led to problems of current account
imbalance in the 1980s and early 1990s.

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

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

I USS$ billions —e— Percentage of GDP

Fig. 4.4. Thailand's current account, 1981-1993

Source: Authors' calculations from The Bank of Thailand Y early, various issues.

Lastly, we study the behaviour of Thailand’s foreign reserves, presented
in Fig. 4.5. According to the figure, Thailand's foreign reserves were
considerably low from 1981 to 1985. This is because the Thai economy
suffered from two major external shocks; the oil shock and the financia
crisis. Consequently, Thailand's foreign reserves were relatively low dur-
ing this period at 2.8 million baht, 2.7 million baht, 2.6 million baht, 2.7
million baht and 3.0 million baht from 1981 to 1985, respectively. According
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to Warr (1993), the low reservesin 1981 were a consequence of the global
oil shock carried forward from 1979. On the other hand, the case of low
reserves during 1982 to 1985 was due to the first financia crisis. In other
words, these factors resulted in economic slowdown and discouraged
investment from international markets especially capital investment
(Siksamat 1998).
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Fig. 4.5. Thailand' s foreign reserve, 1981 to 1993 (million baht)

Source: Adapted from Vichyanond (1994) and The Bank of Thailand Monthly
(2000).

Having accepted the recommendation of a growth strategy from
international organisations, the Thai government began to place greater
emphasis on the export sector from 1986 onwards. As we discussed earlier,
the economy grew rapidly, owing to a significant increase of industry and
manufacturing exports, which continued until their percentage share of
exports to GDP overtook agriculture for the first time in 1986, and led to an
increase in the country’s foreign revenue. Thus, Thailand’s reserves grew
dramatically from 3.8 million baht in 1986 to 5.2 million baht in 1987,
7.1 million baht in 1988 and 10.5 million baht in 1989. At the beginning of
financial liberalisation in the early 1990s, Thailand’s foreign reserves
continued to increase dramatically, from 14.3 million baht in 1990 to a
relative peak of 25.4 million baht in 1993 (see Fig. 4.5).

Suphachalasai (1995) and Vgjragupta and Vichyanond (1998) argue that
the unexpected growth of the Thai economy in the late 1980s indeed pro-
vided a positive sign of a successful financial reform. Furthermore, we
found that Thailand successfully turned fiscal deficits to surplus and was
able to maintain a high level of foreign reserves prior to the financial
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liberalisation. Thisimpressive performance suggested strong economic growth
and generated confidence for further liberalisation of its financial system.®
However, the literature on the sequencing of financial liberalisation, such
as Edwards (1989a) and Sachs (1989) state that a country should reduce its
current account balance prior to the implementation of financial reform.
Burkett and Lotspeich (1993) suggest that if financial liberalisation occurs
prior to the reduction of current account deficits, then the country may ex-
perience a problem of widening deficits, which could spiral out of control
and result in economic instability. In other words, liberalisation of the fi-
nancial system while the current account deficit is high, is likely to gener-
ate economic instability rather than provide benefits. In the case of Thailand,
we found high level of current account deficits as high as —8.3% in 1990
when Thailand pursued financial liberalisation. The suggestion is that al-
though foreign reserves and fiscal balance were well maintained, financial
liberalisation at a time when current account deficits were high could lead
to economic disruption. Indeed, the financial liberalisation in Thailand
when current account deficits were high, is seen as inappropriate in the
eyes of sequencing liberalisation theorists.

4.4 Foreign Exchange and Capital Control Reforms

Having reformed its trade pattern and maintained sufficient reserves,
Thailand further removed its control of foreign exchange and capital con-
trols during the period of 1989 to early 1994. As reviewed earlier in
Chap. 3, the official reform of foreign exchange and capital control de-
regulation by the Thai government can be categorised into three main epi-
sodes. Thefirst episode began on 17 July 1989 by granting members of the
general public access to foreign capital, and allowing them to transfer out
larger amount of capital for purpose dividends, interest and principa re-
payments. From 21 May 1990 onward, commercial banks were allowed to
make purchases or sales of foreign exchange (especially for the purpose of
export and loan repayments) without prior approval from the BOT. The
second episode began with the amendment of the Ministerial Regulation
No. 13, B.E. 2497 (1954) and the Exchange Control Act, B.E. 2485
(1942), allowing commercial banks further freedoms in purchasing and
selling foreign exchange. On April 1991, the BOT officially announced
episode two of the exchange control reform by alowing commercial banks

6 See also Chaiyasoot (1995) and Vichyanond (1994, 2000a) for a detailed dis-
cussion of thisview.
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to purchase and sell foreign exchange to private businesses and the general
public without prior approval. On 1 May 1992, the government further al-
lowed the public to receive paymentsin foreign currencies and transfer them
abroad, while commercia banks were alowed to withdraw funds from their
account and use them freely. The last episode of the exchange control re-
form was officialy declared in January 1994. This episode comprised of two
main aspects. Firgt, the limit of Tha baht allowed out of the country was
raised from 250,000 baht to 500,000 baht. Second, Thailand allowed maxi-
mum foreign currency transfers out of the country to reach million to US$10
million up from US$5 million. Consequently, the volume of foreign ex-
change trade by the commercial banks and capital outflows increased dra-
matically.

Table 4.1. Commercial banks' trade of foreign exchange (million baht)

1989 1990 1991 1992 1993 1994 1995 1996
Purchases
Uss$ 809,297 1,100,335 1,521,480 1,995,666 3,882,089 8,044,379 13,206,671 23,626,402
Yen 26,799 54,199 62,409 66,277 89,311 83,367 102,193 134,709
DM 18,857 22,650 20,831 22,041 24,125 25,476 28,244 26,253
Pound 8,184.20 10,598 9,487 10,553 12,498 10,896 10,183 11,444
Sterlin
S$ i 7,291 8433 10,044 8,571 9,841 11,599 11,315 11,096
HK$ 8,934 8,087 7,948 10,835 11,793 11,018 11,264 10,323
M$ 2,877 2,343 1,950 2,038 2,525 3,419 4,714 4,778
Other 19,459 23,650 23,045 25,705 21,196 28,520 39,593 37,839
Currencies
Tota 907,698 1,230,296 1,657,194 2,141,686 4,053,378 8,218,674 13,414,177 23,862,844
Sdles
USs$ 615,176 926,739 1,256,636 1,792,748 3,470,084 7,799,008 12,830,990 23,378,849
Yen 83,150 114,740 139,936 138,759 171,293 188,688 224,929 229,628
DM 27,761 38,305 44,366 51,121 62,046 66,069 85,432 82,407
Pound 12,170 17,816 15,211 19,574 20,066 22,449 24,301 29,123
Sterlin
S$ ° 12,321 16,420 18,552 21,635 22,670 28,446 29,294 28,682
HK$ 7,674 8,011 9,965 14,683 16,047 16,851 13,712 14,222
M$ 3,509 5,446 6,245 12,593 25,712 28,939 17,003 13,732
Other 41,683 48,956 54,775 51,711 59,163 76,837 77,674 80,035
Currencies
Tota 803,444 1,176,432 1,545,686 2,102,824 3,847,081 8,227,287 13,303,335 23,856,678

Source: The Bank of Thailand Monthly, various issues.

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

During the second stage of reform, the total volume of trade of foreign
exchange grew even more rapidly when the government further amended
the Exchange Control Act alowing the public to purchase or sell foreign
currency from the commercia banks more freely and also permitting them
to receive or transfer foreign currency for the first time. As aresult, the to-
tal volume of foreign exchange traded by the commercia banks rose more
than twofold in both purchasing and selling transactions during 1991—
1993.

Perhaps, the most significant increase of foreign exchange transactions
occurred in the last stage of the reform in 1994. At this time, the govern-
ment raised the limit on baht taken out of the country from 250,000 to
500,000 baht, while the amount of inflows and outflows for the purpose of
international investments also increased from US$5 million to US$10 mil-
lion. Hence, the tota trade of foreign exchange rose more than twofold
from 1993 to 1994. From then on, foreign exchange trade by commercial
banks grew rapidly to a relative peak of 23,863 billion baht in purchasing
and 23,857 billion baht in selling in 1996.
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Fig. 4.6. Percentage share of foreign exchange commercial banks

Source: Authors' calculations from The Bank of Thailand Y early, various issues.
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In general, a fast growing trend of foreign exchange trade implies that
most of these transactions were by processed commercial banks operating
from within the country. Vichyanond (1994) points out that the foreign ex-
change and capital control reforms in Thailand did not distinguish be-
tween: Thai-owned and foreign commercial banks operating in Thailand.
Therefore, the reforms benefited both Thai and foreign commercial banks.
According to Fig. 4.6, the foreign commercial banks percentage share of
total foreign exchange trade rose dramatically from approximately 28—
35% in both purchasing and selling during the first episode of the reform
in 1989 and 1990, respectively. When the Exchange Act was amended in
the second episode, the role of foreign commercial banks increased from
40% in 1991 to 49% 1992 and they became the main trader of foreign ex-
change in Thailand in 1993 with atotal share of 65% of all transactions. The
foreign commercial banks' trade of foreign exchange rose even more sig-
nificantly after the last episode of reform was implemented in 1994 when
their percentage share reached almost 80%. After this, they continued to
dominate with more than 79, 75 and 70% of total transactions in 1995,
1996 and 1997, respectively.

Table4.2. Thailand’s capital outflows, 1985-1994 (US$ millions)

1085 1986 1987 1988 1989 1990 1991 1992 1993 1994
FDI 215 137 135 188 286 488 1,667 3,189 906 1,129

Foreign Loans 1,827 1,961 1,697 1,604 2,179 2,747 7,957 11,701 20,640 23,283
Portfolio In- 8 20 167 653 1,089 2,960 2140 2846 6,107 7,885
vestment

Non-resident 84 45 30 143 86 235 9,919 20,920 74,278 229,198

Total 2,134 2,163 2,029 2,588 3,640 6,430 21,683 38,656 101,931 261,495

Source: The Bank of Thailand Y early, various issues.

Another important consequence of capital control reform was severe
capital outflows from Thailand. We provide a summary of Thailand’s major
outflows made for purposes of FDI, foreign loans, portfolio investment and
non-residential accounts (see Table 4.2). Our study here focuses only on the
immediate outcomes of the reform, while further detailed analysis of capital
outflows will be conducted later in Chap. 5 of this book.

Prior to the reform, the Thai government had placed much emphasis on
capital outflows, often requiring approva from the BOT before any out-
ward movement could be made. Thus, the capital outflows in Thailand
were stable and low during 1985-1988. The important changes in capital
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outflows occurred with the capital control reform from 1989 onward. In
the first stage of the reform in 1989, the public were allowed to transfer
funds out for the first time, resulting in a rapid increase of outflows that
grew from US$2.5 billion in 1988 to US$6.3 billion and US$6.4 billion in
1989 and 1990, respectively. Thailand experienced a further surge of capi-
tal outflows in the second stage of the reform from 1991 to 1993, which
allowed the public to be involved in foreign exchange transactions and
provided more freedom in transferring capital outflows. Consequently,
capital outflows from Thailand escalated very rapidly with an extraordi-
nary increase of outflows made for foreign loans and non-residential ac-
count. For instance, non-resident outflows aone rose by more that 4,000%
from US$235 million in 1990 to US$9,919 million in 1991 and rose more
than twofold in 1992 and 1993, reaching US$21 hillion and US$74 billion,
respectively. The limit of outflows was raised in the last stage of reformin
early 1994, propelling Thailand’ s capital outflowsto ahigh of US$261 billion.
This was indeed a significant increase of outflows compared with the
maximum of US$2.6 billion in 1988 prior to the reform. One could argue
that high level of outflows aone is not necessarily a problem. In fact, we
argue that capital outflows have direct role in offsetting capital inflows,
hence net inflows. In the extreme case, the problem could occur as a result
form loss of confidence and panic among the investors when the economy
fails to perform, causing a sudden stop of inflows and rapid withdraw of
capital which in turn widening current account and reducing balance of
payment and foreign reserve. Indeed, the combination of these factors is
likely to lure the country into financial crisis.

The traditional view on the sequencing of financial liberalisation as-
serts that the reform of capital controls needs to be undertaken gradually in
order to prevent economic instability that may be caused by a rapid in-
crease of capital flows (Edwards 1984; Balassa 1990). In this context, it
seems that the loosening of capital controls in Thailand was on the right
path since it had gradually removed controls during the period of 1989 to
early 1994. However, the World Bank (1998) and Arestos and De-
metriades (1999) argue that the country needed to first reform its domestic
financial institutions before the deregulation of foreign exchange and capi-
tal controls. Thisisto ensure the domestic institutions are prepared to cope
with the eminent massive inflows. While, Sundarargjan (1999) argues that
the decision to totally free up controls on capital could lead to a problem of
speculation on the currency. Thus, it is recommended that a country should
at least maintain aminimum of controls such as, controls on selective capi-
tal movements and so on, to avoid economic disruption and at the same
time to ensure the effectiveness of funds allocation to the right users.
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In our study, we noted that foreign exchange and capital control
liberalisation in Thailand were not carried out in the order suggested by the
literature. Thailand pursued liberalisation of the foreign exchange and
capital controls prior to the reform of domestic financial institutions,
resulting in economic instability in at least two areas. First, Thai commercial
banks lost most of their foreign exchange trade to foreign commercial banks,
making the speculative attack on the currency easier. Second, there were
severe immediate increases of capital outflows. High levels of outflows could
lead to problem of current account deficit, reduction of balance of payment
and foreign reserve, resulting in economic disruption in the end. Clearly,
these consequences indicate the weakening of the financial system caused by
an inappropriate reform of foreign exchange and capital controls in
Thailand. Indeed, the reform of Thailand in this manner exposed the country
to speculative attack and economic disruption, which led to a financial crisis
in the end.

4.5 Domestic Financial Reforms

It is known that domestic financial reforms is one of the crucial require-
ments needed for a successful financial liberalisation and it must be care-
fully implemented in order to ensure economic stability (World Bank
1989b; Arestos and Demetriades 1999). The implementation of domestic
reform can come in various forms. Sundararajan (1999) argues that at least
a country should develop supervisory program to assist domestic financial
institutions the way to cope with ahigh level of foreign capital, which could
occur from financial liberalisation. McKinnon (1988) and Sachs (1989) ar-
gue that if a country failing to do so could face a problem of misallocation
of funds and cause the financial system to collapse. Moreover, Sundarara-
jan (1999) added that it is also essential to monitor the operation of domes-
tic financial institutions in order to avoid problem of insolvency by
strengthening auditing, accounting and disclosure practices. Indeed, a suc-
cessful financia liberalisation could not be achieved without a proper re-
form of domestic financial system through implementation of supervisory
and monitoring program to monitor the activities of financial institutions.
As reviewed earlier that sequencing financial liberalisation can be var-
ied from one country to another, depending to its objectives, policies and
economic conditions. Thailand undertook domestic financial reforms as
the last step in liberalising its financial system. This fina stage reform in-
cluded the establishment of two new financia institutions called the BIBF
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and the EXIM bank in 1993 and 1994, respectively.” This section aims to
study the operation of these two institutions by focusing on the first year of
their operation.

The BIBF was established on March 1993 with two main purposes in-
volved: seek and receive funds from external sources and lend them out to
domestic markets (out-in lending) or international markets (out-out lend-
ing). Within nine months after beginning operation, the BIBF had received
foreign funds totally US$7,655 million, the highest inflow in comparison
to other sector. For instance, foreign inflows to the BIBF in 1993 alone
were greater than the combined inflows to four major non-bank investment
sectors such as FDI, foreign loans, portfolio investments and non-resident
accounts (see Chap. 5).

Table 4.3. BIBF slending in 1993 (million baht)

Mar Apr May Jun Jul Aug Sep Oct Nov Dec
Out-In  1,405.8 34,081.0 61,019.8 91,341.9 109,061.3 125,693.4 144,015.3 157,260.7 173,335.4 197,024.4
Out-Out 0.0 334 5208 14837 18402 11,8772 20,8800 21309 28861 3,789.2

Source: The Bank of Thailand Y early, various issues.

Table 4.3 exhibits the lending behaviour of the BIBF from the beginning
of its operation in March 1993 to December of the same year. In March,
out-in lending totaled 1,406 million baht, which jumped by more that
2,000% reaching 34,081 million baht in the next month period of April.
The total amount of out-in lending continued to increase for the rest of the
year, with 91,342 million baht in June, 125,693 million baht in August and
197,024 million baht in December. Looking at out-out lending, the BIBF
began to extend funds abroad to the amount of 33 million baht in April.
Like out-in, out-out lending also rose rapidly throughout the year, increas-
ing by 1,560% from April to May (33 to 521 million baht), extending to
1,484 million baht in June, 11,872 million baht in August and 3,789 mil-
lion baht in December. We see the BIBF extended most of its funds within
the domestic market, which had a percentage share of more than 90%
higher than the international market.

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

7 Seealso Sect. 3.5.3in Chap. 3 for discussion of the BIBF and EXIM Bank.
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bank lending and borrowing in the first year of its operations from March
to December 1994.

Table4.4. EXIM bank borrowing and lending, selected months 1994 (million baht)

March Jun Sept Oct Nov Dec
Borrowing
BOT 5,430 15,890 13,580 14,180 15,500 14,000
Commercia Banks 18 89.6 457 38.2 52.3 26.8
Non-resident - - 250 250 250 250
Lending
Commercia Banks 3,568 1,030 791 712 740 684
Private Business 3,673 16,707 14,668 15,362 16,690 15,213
Non-resident - - 250 250 250 250

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

The EXIM bank started its operations with financial support from two
sources, namely, the BOT and commercia banks. However, the BOT was
the main source of funds with 5,430 million baht in March, while only 18
million baht came from commercial banks. In June, the amount of borrow-
ing from both sources rose rapidly from 5,430-15,890 million baht for the
BOT and from 18 to 89.6 million baht for commercial banks. Over the
year, lending from the BOT was steady remaining approximately between
13.6 and 15.6 billion baht, while borrowing from commercial banks de-
clined dramatically. Foreign funds were also another source of funds. The
EXIM bank began to borrow abroad in September starting with 250 mil-
lion baht and remaining the same throughout the year. On the lending side,
the EXIM bank loaned 3,568 million baht in March to commercial banks,
and 3,673 million baht to the private business and household sector. Lend-
ing to commercial banks declined in Juneto 1,030 million baht and continued
to decline for the rest of the year. On the other hand, lending to the private
business and the household sector rose significantly from 3,673 in March
to 16,707 million baht in June. Moreover, this sector received steady
amount of loans from the EXIM bank, of approximately between 14,600
and 16,700 million baht from June to December of 1994. Similar to bor-
rowing, the EXIM bank began lending overseas in September with 250
million baht, with the amount staying the same for the rest of the year. In
short, the EXIM bank followed a trend of borrowing funds mainly from
the BOT and rolling them out within domestic markets to the private busi-
ness and household sector.
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In summary, the showcase of high capital flows following financial
reform was the BIBF, with a massive influx of foreign capital pouring in
as soon as it was established. On the contrary, foreign investors paid little
attention to investing via the EXIM bank where our study showed that for-
eign capital flows were only minor compared to funds to the BOT. The
reasons why foreign flows to the BIBF skyrocketed in a very short period
of time seem to lie with the capital controls reform. Just prior to establishing
the BIBF, the Thai government liberalised capital controls alowing freer
flows of foreign capital. In addition, as we reviewed in Chap. 3, to ensure
high foreign capital mobility for the BIBF, the Thai government had pro-
vided severa tax benefits for foreign investors with the BIBF. Conse-
quently, foreign capital poured into the BIBF in just a very short period of
time.

Theoreticaly, the reform of domestic financial institutions should be
carried out first before foreign exchange and capital controls liberalisation.
According to Sachs (1989) and McKinnon (1993), capital controls deregu-
lation should not be implemented prior to the domestic financia institu-
tions reform as they believed this could lead to problems of misallocation
of funds and excessive lending, which damage economic growth. Our
findings confirmed the fact that capital controls reform before domestic
financial reform caused a massive influx to the BIBF. Furthermore, we
observed that high inflows to the BIBF stirred up domestic demand for
lending. Our study shows that the BIBF loaned most of its funds within the
domestic market, which in turn created excessive lending with potential
loan losses if these loans were poorly managed. Most importantly, our
study also reveals one crucial implication regarding lack of appropriate re-
form of domestic financial institutions. Thailand pursued a different ap-
proach in reforming its domestic financial market where the establishment
of the BIBF and the EXIM was implemented rather than reforming the
domestic ingtitutions with supervisory and monitoring system. The direct
impact of this mistake is witnessed in the high level of out-in lending that is
likely to generate problems of misallocation of funds that could result in
overinvestment in the domestic market. Indeed, this element exposes the
risk and creates precondition for severe case of financial crisisto occur. In
short, the sequence of financia liberalisation in Thailand exhibits another
error with domestic financial reform left to the last and without adequate
reform of domestic financial institutions. The consequences of capital con-
trols reform to the BIBF will be discussed in greater detail in Chap. 5 of
this book.
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4.6 Summary

This chapter presents an analysis of the sequencing of financial liberalisa-
tion in Thailand. The issue of what is the proper sequencing is widely de-
bated by economists who follow two main schools of thoughts. On the one
hand, some argue that there must be a stereotype sequence in financial lib-
eralisation that will maximise the benefits and at the same time minimise
economic instability. On the other hand, others argue that there is no par-
ticular sequence of financial liberalisation that best suites al countries. In
this view, the sequence of financial liberalisation is determined by the na-
ture of the economy and the objectives of reform in each country. How-
ever, it is generally accepted now that the country should first transform its
foreign trade patterns and reduce deficits before other actions are taken.
Most importantly, the country must reform its domestic financial institu-
tions before deregulating control on foreign exchange or capital, failing to
do so can result in economic disruption instead of growth.

For Thailand, the country successfully transformed foreign trade from
and agriculture base to being industrial and manufacturing export oriented
prior to the financial liberalisation. The transformation of foreign trade pat-
terns was carried out from the early 1960s with the development of the
national development plans and continued to 1991. Prior to full liberalisa
tion in 1994, Thailand had developed a total of six national plans.® How-
ever, a mgjor change in Thailand’s trade pattern occurred with the Sixth
National Plan during 1986 and 1987 when the government placed more
emphasis on an export led growth policy by reducing taxes and a pegged
exchange rate policy. Accordingly, the Thai economy successfully trans-
formed from an agriculture base to a industrial and manufacturing export
base and as a result the economy grew rapidly with double-digit GDP
growth rates (see Figs. 4.1 and 4.2). This suggests that the first action of
financial liberalisation in Thailand was correctly chosen and successfully
executed.

From a theoretical point of view, the country needed to reduce fiscal
deficits to surplus before financial liberalisation was implemented. Ac-
cording to our findings, Thailand performed well in reducing fiscal deficits
and maintaining high levels of foreign reserves. The Thai economy reversed
along period of persistent fiscal deficit in 1988 and foreign reserves grew
after the successful reform of foreign trade in the second half of the 1980s
(see Figs. 4.3 and 4.4). These factors provided confidence so that a suc-
cessful financial liberalisation could be undertaken. However, the current

8 For a detailed discussion and analysis of the National Development Plans see
Chap. 3.
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account deficit was an important element that had been overlooked. We
discovered that the current account deficits of Thailand were as high as
—-8.3% of GDP at the first stage of financial liberalisation in 1990 (see
Fig. 4.5). Idedlly, it is not recommended that a country liberalise its finan-
cial system while deficits are high because the deficits may increase and
lead to economic instability in the future.

Another crucia policy error occurred with the reverse order of financial
reform when the foreign exchange and capital control deregulation was
taken before the domestic financial was fully reformed. This created sev-
eral problems that disrupts the economy of the country. We found that
there were significant increases of foreign exchange trade by foreign banks
(see Table 4.1 and Fig. 4.6). This implies that foreign investors under
controlled trade of the Thai currency and the problem may arise when eco-
nomic conditions of the country were weak, providing the opportunity to
speculate on the currency. In addition, we observed that outflows of Thai-
land rose massively after the reform started, particularly outflows made by
non-resident and foreign loans. High level of outflows could leads to
economic disruption as it has an impact in reducing net inflows, hence
macroeconomic fundamentals such as current account balance, foreign re-
serves and balance of payments.

Domestic financial market reform was the last step Thailand undertook
in liberalising its financial system by establishing the BIBF and the EXIM
Bank rather than reforming domestic institutions with supervisory and
monitoring system to monitor the operation. The impact of this poor re-
form could damage to economy with problems of misallocation of funds
and overinvestment.

Although there were two institutions established as part of domestic
reform, however it was the BIBF that proved to be the most crucial institu-
tion that highlighted consequences of high foreign capital flows. Foreign
investors preferred to invest more with the BIBF, while the EXIM bank
relied on the BOT. The BIBF received massive amount of funds from in-
ternational markets (borrowing) as soon as it was established and loaned
them out as out-in lending to domestic markets not international markets
(see Table 4.3). High foreign flows alone were not a problem but lending
these funds to the domestic market, in turn stirred demand for lending,
created an excessive lending problem.

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

Having analysed the sequencing of financial liberalisation in Thailand,
the next chapter discusses the issue of capital controls and their conse-
guences after financial liberalisation.



5 Capital Controls: Consequences of Financial
Liberalisation

5.1 Introduction

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

Capital controls may have different meanings to different people. Khor
(1998) and Crotty and Epstein (1999) refer to capital controls as any policy
designed to limit or redirect capital account transactions. Bakker (1996)
defines it as any government measures to restrict or bar the sending of
capital outside a country. Neely (1999) argues that these broad definitions
suggest that it will be difficult to generalise about capital controls because
they can take many forms and may be applied for various purposes.
Edwards (1999) argues that the use of capital controls does not restrict
only the export of capital but also includes a limit on incoming funds from
foreign sources. In other words, he argues that capital controls imply pro-
hibitions on the export of capital by either residents or non-residents as
well as to a variety of controls on financial and investment processes ap-
plicable to residents and non-residents. In principle, we define capital con-
trols as any policy or restriction prohibiting residents and non-residents
from freely moving financial capital and investment into or out of a coun-
try. Examples of capital controls include outright prohibitions on certain
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types of foreign investment, quantitative restrictions on foreign ownership
of domestic firms, limits or prohibitions on holdings by firms or individu-
als of foreign exchange-denominated assets, and requirements that capital
entering the country must remain for a specified time.

As discussed earlier in Chap. 3, Thailand decided to release its controls
on both capital outflows and inflows in the financial reforms process dur-
ing 1990—-1994. This chapter aims to analyse the consequences of those re-
forms on capital controls and it proceeds as follows. Section 5.2 reviews
the pattern of net cross-border flows of Thailand from the beginning of the
capital controls reform in 1990 through to 1997 when crisis occurred. Sec-
tion 5.3 explores the characteristics of Thailand’s capital flows by focusing
on capital flows to bank and non-bank sectors, separately. For the banking
sector, we explore the pattern of net cross-border flows of two main finan-
cial institutions, commercial banks and the BIBF. In terms of the non-bank
sector, we analyse net cross-border flows for: FDI, loans, portfolio invest-
ment and non-residential accounts. Finally, Sect. 5.4 provides a summary
of the chapter.

5.2 Pattern of Net Private Capital Flows

Traditionally, capital inflows into Thailand have always been welcome and
there were specific restrictions on the movement of incoming foreign capi-
tal.! Unlike inflows, Thailand had always placed a great emphasis on con-
trols over the outflow of funds, which normally required prior approval
from the Bank of Thailand (BOT) before they could be taken out of the
country.? As a result of its financial liberalisation policy, Thai government
gradually removed controls on both incoming and outgoing capital during
the process of financial liberalisation (1990-1994), as they believed free
flow of capital plays a major role in economic growth and development of
any country. First, the BOT allowed the commercial sector to process pur-
chases of foreign currency without prior approval and the limit of outflows
for a loan repayment was also raised on 21 May 1990. Second, on 1 April
1991, the BOT announced that the public could freely purchase and sell
foreign exchange from commercial banks without prior approval. Third, on
1 May 1992, Thai exporters were allowed to transfer funds out of Thailand

I See Siksamat (1998) for a discussion of this view.

2 Warr and Nidhiprabha (1989) argue that Thailand pursued this policy because it
enabled the authorities to prevent the outward flows of capital, which would
otherwise deprive them of the capital to expand the domestic money supply
when desired.
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to pay for exports or foreign loans without prior approval and the commer-
cial banks were allowed to manage their funds more freely.’ Finally, the
limit on both Thai and foreign funds to be taken out of Thailand was in-
creased on 10 January 1994 (see Table 5.1).

Table 5.1. Chronology of capital controls reform in Thailand

Date Capital control reforms

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

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

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

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

10 January Third Round: The BOT increased the limit of Thai bahts to be taken out

1994 of Thailand from 250,000 baht to 500,000 baht. The amount permitted
for overseas investments also increased from US$5 million to US$10
million.

As shown in Table 5.2, the net cross-border inflows of Thailand fluctu-
ated from early 1980s to the end of 1987. The net inflows began to increase
dramatically from 1988 onward with the majority being FDI flows. How-
ever, the pattern of flows changed early during the financial liberalisation
process of 1990-1994, when most inflows switched from FDI to loans and
net cross-border flows increased dramatically. In addition, the establish-
ment of the BIBF played a major role in attracting cross-border funds to
Thailand and to the banking sector, in particular. The BIBF scored the
highest inflows from any single source in the very first year of its opera-
tion with total net flows of US$7,655 million which represents 73% share
of total net flows in 1993. Most importantly, the BIBF had a significant
role in increasing inflows to the banking sector. Prior to its establishment,
net cross-border flows were mainly invested in the non-bank sector, but
this trend changed when the BIBF came into operation in 1993. Large
amount of capital began to flow into the BIBF, resulting in a rapid increase
of net flows to the banking sector. Accordingly, the BIBF dominated the
total net cross-border flows of Thailand during 1994 and 1995.

3 See also Chap. 3 of this book.
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Table 5.2. Net private capital inflows (US$ millions)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989
Bank 108 112 463 672 67 —533 —835 239 850 296

Commercial banks 108 112 463 672 67 -533 -835 239 850 -296
BIBFs 0 0 0 0 0 0 0 0 0 0
Non-bank 607 772 859 786 1,784 738 602 646 2,600 6,144

Direct investment 341 392 266 356 412 160 262 354 1,1061,780

Loans 83 182 370 183 1,029 63 -125 -619 188 1,842
Portfolio 9 g8 11 15 -6 141 97 499  4471,429
investment

Non-resident 174 190 212 232 349 374 368 412 8591,093
account

Total 715 8841,3221,458 1,851 205 -233 885 3,4505,848

1990 1991 1992 1993 1994 1995 1996 1997

Bank 1,603 -253 1934 3,604 13,894 11,239 5,003 -5,717
Commercial 1,603 -253 1,934 -4,051 3,807 3,097 419 —5212
banks

BIBFs 0 0 0 7,655 10,087 8,142 4,584 505
Non-bank 8,870 9,899 7,265 6,837 —1,343 10349 14,134 —1323

Direct investment 2,542 2,033 2,151 1,732 1,326 2,004 2,271 3,627

Loans 4,535 5,661 2,846 2,432 5845 1,518 5451 -3,688
Portfolio 457 163 561 4852 1,110 3,420 3,488 4,550
investment

Non-resident 1,336 2,042 1,707 2,685 2,066 3,407 2924 5812
account

Total 10,473 9,646 9,199 10,441 12,551 21,588 19,137 —7,040

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

There was a small increase of net inflows in 1994, but a significant
increase did not occur until 1995, when net inflows rose by 71%, reaching
US$21,588 million (see Fig. 5.1). Wiboonchutikula et al. (1999) argue
that the net capital flows of Thailand increased rapidly after the capital
controls reform was completed. They found that net cross-border flows
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rose by more than 100% during the first and the second quarter of 1994.
From then on, inflows continued to grow dramatically reaching a peak of
US$7,605 million in the second quarter of 1995. This suggests that the
financial reforms had a direct impact in increasing capital inflows. Overall,
Thailand chalked up a net inflow totalling US$93,035 million within just
seven years during 1990 to 1996, a considerably large increase compared
to an inflow of US$16,385 million in the previous decade (see Table 5.2).
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Fig. 5.1. Pattern of net cross border capital inflows (US$ millions)

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

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

Such a decline of inflows was due to significant losses of capital inflows
to both the bank and non-bank sectors. Data from Table 5.2 exhibits that
there was a huge decline of net inflows to banking institutions in 1996 with
a sudden drop of more that 50%. A year later, the net inflows declined
more rapidly ending 1997 with a record of US$—5717 million (see Table
5.2). On the other hand, inflows to the non-bank sector increased from
1995 to peak in 1996. However, the situation became worse when inflows
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suddenly dropped from US$14,134 million in 1996 to US$-1,323 million
in 1997.

Table 5.3. Net cross-border inflows (quarterly)

Bank Non-bank

1995 Q1 4,463 -1,029
Q2 3,478 4,126
Q3 1,570 3,593
Q4 1,728 3,659
1996 Q1 -573 6,560
Q2 2,485 3,328
Q3 1,805 1,765
Q4 1,286 2,481
1997 QI 2,425 671
Q2 -717 —630
Q3 4,155  -1,176
Q4 -3,270 1,100

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

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

Like the banking sector, most capital flows to the non-bank sector also
fluctuated throughout the period. Capital flows as loans, portfolio invest-
ment and non-resident account varied during 1990-1994. During 1995 and
1996, capital flows for these three purposes increased significantly after
capital controls deregulation was completed. Unlike others, capital flows for
FDI was very consistent throughout the period. As a result, FDI was the
only sector that experienced stable capital flows while others fluctuated.
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5.3 Characteristics of Thailand’s Capital Flows

In the previous section, we analysed overall net private capital flows to
Thailand from the early stages of financial liberalisation and capital con-
trols deregulation in 1990 up to the financial crisis in 1997. This section
explores the behaviour of capital flows to Thailand in greater detail by di-
viding the analysis into two major sections, the bank and non-bank sectors.

5.3.1 Capital Flows to the Banking Sector

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

5.3.1.1 Capital Flows of Commercial Banks

In the light of financial liberalisation, the Thai government lifted several
controls on its financial market, especially controls on the operation of the
commercial banks during 1990-1994. First, on 21 May 1990, commercial
banks were allowed to purchase foreign currency without prior approval.
At the same time, the government also allowed commercial banks to make
more outflows for loan repayments. Second, on 1 May 1991, the commer-
cial banks were allowed to manage and withdraw from their accounts more
freely. Finally, on 10 January 1994, the limit of international investment in
Thailand, including investment via commercial banks was raised from
US$S million to US$10 million. As a result, the commercial banks experi-
enced significant inflows after capital controls reform commenced in 1990.
The total net inflows of commercial banks amounted to US$6,556 million
within seven years from 1990 to 1997. This was a very large increase,
compared to US$2,286 million for the earlier decade (see Table 5.2). In-
deed, capital controls reform helped generate foreign capital flows to
commercial banks, which saw a huge increase of inflows following the
reform.

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

As soon as most capital controls were lifted, net inflows began to come
into the commercial banks amounting to US$3,807 million in 1994 and
US$3,097 million in 1995. According to Table 5.2, inflows to commercial
banks declined sharply with US$419 million in 1996 and further declined
to negative inflows of US$—5,212 million in 1997. This data suggests that
capital control deregulation did not help generate capital flows to the
commercial banks, which continued to fluctuate throughout 1990-1997. In
1997 alone, Thai commercial bank experienced a major drop of net in-
flows from US$1,158 million in the first quarter to US$—581 million in the
second quarter. The situation was even worse in the last two quarters of the
year as net inflows further declined to US$—-3,327 million and US$-2,462
million in the third and fourth quarter respectively (see Table 5.4).

Furthermore, the data from our study provided interesting results with
respect to the decline in capital flows to the commercial bank sector. Figure
5.2 shows that capital flows to commercial banks declined considerably
while net inflows of the BIBF rose markedly after the BIBF was estab-
lished in 1993. This suggests that foreign inflows to the banking sector
were substitutable. Data from Table 5.2 revealed that the net capital flows
of commercial banks fluctuated during 1990-1993, however, they recov-
ered in 1994, as a result of the commercial banks raising interest rates.
Figure 5.3 exhibits that commercial banks interest rates increased dra-
matically from 5.4% in January 1994 to 9% in December and continued
to increase toward the end of 1995, reaching a peak of 10.5% in Decem-
ber. Thus, foreign capital began to flow into the commercial banks to
take advantage of the benefits of rising interest rates, resulting in a
marked increase of net capital flows (see Figs. 5.2 and 5.3).
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Table 5.4. Net inflows: commercial banks (quarterly)

1993 QI 610
Q2 —426
Q3 -1,981
Q4 —2.254
1994 Q1 2,360
Q2 1,872
Q3 -1,007
Q4 582
1995 Q1 2,667
Q2 562
Q3 -804
Q4 672
1996 QI -2,325
Q2 590
Q3 1,660
Q4 494
1997 QI 1,158
Q2 -581
Q3 -3,327
Q4 -2,462

Source: The Bank of Thailand Yearly Report (2000).
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Hataiseree (1998) argues that although the opening of the BIBF increased
net capital flows of the banking sector, there was a decline in capital
flows to commercial banks. We argue that a possible reason for this change
lies in the tax privileges of the BIBF over commercial banks. Because the
BIBF was established specifically to attract foreign funds, the government
exempted it from most taxes on investment, and any remaining taxes were
set at a lower rate than other financial institutions. For instance, the income
tax for the BIBF was only 10% while it was 30% for other institutions.
Additionally, there was no business tax, interest income tax and stamp du-
ties for the BIBF, while these were 3.3%, 10% and 2% for others institu-
tions, respectively. Accordingly, large amount of foreign capital flows
shifted from the commercial banks to the BIBF, since investment via the
BIBF provided distinct tax advantages. In all, the BIBF became the prime
intermediary in mobilising funds to the banking sector and helped increase
the share of the banking sector to the total net capital flows from 11% in
1990 to 1992 to 53% in 1993—-1996.
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5.3.1.2 Capital Flows of the BIBF

As discussed in Chap. 3, the BIBF was established as part of a financial
liberalisation framework; with the aim to increase capital inflows into the
country. If we consider the BIBF as a funds seeker, its performance would
be regarded as successful in helping to boost inflows rapidly in just a very
short period of time. For instance, the BIBF generated large amount of in-
flows of US$30,468 million since beginning operation in 1993 to the end
of 1996. Furthermore, the BIBF’s inflow was extremely high when com-
pared to the inflows of commercial banks (US$3,277 million for the same
period of time, see Table 5.2).

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

The greatest decline of inflows occurred in 1996, when they there was
almost a 50% decline of inflows from US$8,147 in 1995 to US$4,089 mil-
lion in 1996. Most importantly, 1996 was a year that highlighted the be-
ginning of the decline of inflows, particularly during the third quarter,
when inflows dropped by —92% to US$145 million and continued to de-
cline through to the end of the year (see Table 5.5). However, the situation
got worse a year later in 1997 when inflows declined significantly to a re-
cord low, turning to a negative of US$—136 million in the second quarter
of 1997 for the first time in the history of the bank (see Table 5.5). Inflows
continued to drop by the end of the year, the BIBF had suffered a great loss
in inflows, declining from US$4,584 million in 1996 to US$-505 million
in 1997 (see Table 5.5).

In order to understand the importance of the BIBF flows, we further
analyse the share of banking capital flows to total net capital flows to
Thailand during 1990-1996. According to Fig. 5.4, we see that prior to the
establishment of the BIBF, foreign capital flows to banking sectors were
relatively low with a percentage share of less than 20% of total net capital
flows. When the BIBF first operated in 1993, capital flows to the banking
sector began to increase rapidly. Consequently, banking share of total net
capital flows increased dramatically from 35% in 1993 to 53% in 1995.
However, capital to the BIBF declined of almost 50% in 1996, this in turn
resulted in a drop of net inflows to the banking sector by 50% (from 53%
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Table 5.5. BIBF’s gross flows (quarterly)

Inflows

(US$ million)

1993 Q2 3,596
Q3 2,077

Q4 1,982
1994 Q1 2,598
Q2 2,252

Q3 2,401

Q4 2,836

1995 Ql 1,796
Q2 2,916

Q3 2,374

Q4 1,056
1996 Q1 1,752
Q2 1,895

Q3 145

Q4 792
1997 Q1 1,267
Q2 ~136

Q3 —828

Q4 —808

Source: The Bank of Thailand Yearly Report (2000).
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in 1995 to 26% in 1996). Clearly, the data indicates that the BIBF was an
important factor in the increase of banking capital flows. The establish-
ment of the BIBF together with capital controls deregulation encouraged
foreign funds to shift from the non-bank sector (for instance FDI), to the
banking sector.

Millions US$

\3

ARSI ORI A O

e3¢

—&@— Bank —l— Non-bank ‘

Fig. 5.5. Pattern of Thailand’s net cross-border inflows (quarterly)
Source: The Bank of Thailand Yearly Report (2000).

In addition, we also found a crucial relationship between the net capital
inflows to the bank and non-bank sector. That is, when capital flows to the
banking sector (especially the BIBF) rose, those of investment as loan,
portfolio investment and non-resident accounts in the non-bank sector
declined and vice versa (see Fig. 5.5). In order to generate more under-
standing of this relationship, we develop a regression model to test whether
inflows to the bank and non-bank sector share similar behaviour patterns,
using net private capital inflows quarterly data from first quarter of 1993 to
first quarter of 1997, the results exhibited in Table 5.6. According to the
results, inflows to the banking sector measured by inflows to the non-bank
sector explain 51%, where the R” value is 0.51 and is regarded as signifi-
cant. The estimated equation of this model is shown below.

B =3005.1-0.51 NB (5.1)

where: B = inflows to banking sector
NB inflows to non-bank sector
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Table 5.6. Summary output of regression model

Regression statistics

Multiple R 0.72
R square 0.51
Adjusted R square  0.48
Standard error 1187.7
Observations 17
Coefficients Standard error t Stat
Intercept 3005.1 362.6 8.29
X variable 1 —0.51 0.13 —3.98

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

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

In terms of lending, the BIBF rolled out most of its funds within the
domestic market for various investment purposes. It loaned funds for in-
vestment in agriculture, mining, public utilities, services, and personal
consumption, with a majority of loans going to manufacturing, trade, bank-
ing and finance, and construction and real estate sector. For the BIBF’s
lending, further details are provided in the following chapter of this book.

5.3.2 Capital Flows to Non-bank Sector

Generally, capital flows to the non-bank sector can be classified into
four major categories: FDI, loans, portfolio investment and non-resident
account. Prior to financial liberalisation from 1980 to the early 1990s, net
capital flows to the non-bank sector were high (see Table 5.2). From 1992
onward, these flows began to fluctuate and foreign capital flowed more to
the banking sector, especially after the establishment of BIBF.

The aim of this section is to study in detail various aspects of capital
flows to the non-bank sector: particularly the impact of capital control
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deregulation. The analysis includes capital flows of FDI, loans, portfolio
investment and non-resident accounts.

5.3.2.1 Capital Flows as Foreign Direct Investment (FDI)

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

Table 5.7. Gross FDI flows of Thailand, 1990-1997 (US$ millions)

1990 1991 1992 1993 1994 1995 1996 1997
Inflows 3,030 3,700 5,340 2,638 2,455 3,051 3,941 5,141

Outflows -488 -1,667 -3,189 -906 -1,129 -1,047 -1,670 —1,514
Net 2,542 2,033 2,151 1,732 1,326 2,004 2271 3,627

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

Table 5.7 demonstrates that FDI inflows grew rapidly from US$3,030
million in 1990 to a peak of US$5,340 million in 1992. Unfortunately, in-
flows declined by approximately 50% in 1993 and dropped further to a
low of US$2,455 million 1994. However, more capital started to flow in
again from 1995 onward, rising dramatically by 25%, 29% and 31% dur-
ing 1995-1997.

Additionally, capital controls reform did not only lead to higher FDI in-
flows, but also increased capital outflows as well. Our study shows that
large amount of capital flowed out of Thailand from the beginning of capi-
tal controls deregulation. Table 5.7 shows that FDI outflows rose rapidly in
just a very short period of time, rising more than 240% from US$488
million in 1990 to US$1,667 million in 1991. A year later, they further in-
creased by 90% to a peak of US$3,189 million in 1992. In 1993, capital
outflows did slow down and dropped to US$906 million but then began
increasing significantly again during 1994-1996. In order to understand
how those FDI flows were used, we further analyse the pattern of foreign
investment funds by sectors, during the period of 1990-1997. In general,
foreign capital was distributed and invested for various purposes and in
different sectors, namely, industry, financial institutions, trade, mining and
quarrying, agriculture, services, investment in holding companies, and real
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estate and constructions. However, the majority of capital was invested in
four sectors; industry, financial institutions, trade, and real estate and con-
structions.

Table 5.8. FDI investment by sector (US$ millions)
1990 1991 1992 1993 1994 1995 1996 1997 Total

Industry 1,217 935 369 452 513 567 709 1,820 6,582
Financial institutions 180 286 281 65 7 26 72 110 1,027
Trade 508 303 281 219 341 446 5451,033 3,676
Real estate & 460 271 959 847 543 910 823 273 5,086
constructions

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

According to Table 5.8, FDI flows had been varied and fluctuated in all
sectors throughout the period. The industry sector experienced a massive
decline in capital flows during the process of financial reform with a drop
of —23% in 1991 to US$935 million and declined —61% to a low of
US$369 million in 1992. From 1993 onward, FDI to the industry sector
accelerated year after year and peaked at US$1,820 million in 1997. In-
flows to the trade sector also declined in the early stages of the reform,
dropping from US$508 million in 1990 to 303 million in 1991, 281 million
in 1992 and 219 million in 1993. The inflows began to grow again from
1994 onward moving from US$341 million to 446 million in 1995, 545
million in 1996 and increasing sharply in 1997 to US$1,033 million. Simi-
larly, the financial sector also experienced relatively low inflows during
the financial reform process. The inflows declined from US$286 million in
1991 to 281 million in 1992, 65 million in 1993 and reached a low of 7
million in 1994. However, from 1995 onward the inflow grew consistently
to US$26 million, 72 million and 110 million from 1995 to 1997, respec-
tively.

Perhaps, the real estate and construction sector was a showcase for the
impact of capital control reform. Inflows to the sector rose rapidly from the
beginning of the reform in 1990. This sector marked the highest FDI flows
between the period of 1990-1996 with a record total US$4,83 Imillion.
This compares with US$4,762 million for industry, US$2,643 million for
trade and US$997 million for financial institutions for the same period of
time. Additionally, the inflows to the sector grew more significantly than
the other sectors; especially in some years it reached the highest inflows
from 1992 to 1996 (see Table 5.8). The inflows declined from US$460
million in 1990 to US$271 million in 1991, rose to a peak of US$959 mil-
lion in 1992, slightly declined in 1993 and 1994. In 1995, capital flows to
the sector rose significantly again by almost 70%, reaching US$910
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million, declining slightly to US$823 million in 1996 and reaching a low
US$273 million in 1997.

Most importantly, we observed that the pattern of FDI inflows changed
rapidly, following the reform of capital controls. FDI flows to the real es-
tate and construction sector increased tremendously in 1992 when it held
the biggest share of net FDI inflows from then on. According to Fig. 5.6,
the share of real estate and construction sector in net FDI flows rose
rapidly from 18% in 1990 to 45% in 1992, peaking at 49% in 1993 and
continued to dominate net FDI flows to the end of 1996. Vichyanond
(1994, 2000a,b) argues that the significant change in FDI investment from
1992 onward was a result of the capital controls reform, which reduced
operational guidelines to direct FDI investment. We argue that the rapid
increase of FDI inflows in real estate and constructions was a direct impact
of the second round of capital controls reform. The Thai government al-
lowed the public to receive investment in foreign currency and they were
free to invest for the first time on 1 May 1992. Consequently, the pattern
of FDI inflows changed rapidly from investment in industry to investment
in the real estate and construction sector.
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Fig. 5.6. Real estate and constructions’ shares of net FDI inflows (yearly)
Source: Author’s calculation from the Bank of Thailand Yearly Report (2000).

A study of Thailand’s capital flows by Siksamat (1998) concluded that
foreign capital in the form of FDI has been flowing to the industry and
services sectors. She argues that there are at least two reasons for this.*

4 Siksamat (1998) refers to service sector inflows as an investment mainly for
transportation and travelling purposes.
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First, these sectors are more profitable and have a higher rate of returns.
Second, the government policy has encouraged foreign capital into these
sectors. Finally, she concluded that the surge of inflows to the industry and
services sectors has been associated with very strong growth in these sec-
tors. However, evidence from our study suggests several differences with
Siksamat (1998).

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

Second, if higher FDI inflows suggested a higher rate of profit, which
encouraged more capital inflows, then we argue that the real estate and
constructions sector definitely provided higher returns as it has greater FDI
inflows, especially from 1992 to 1996.

Third, we disagree that the Thai government would aim to boost funds
to only one sector, the industry and services sector; it would aim to in-
crease funds to every sector, and particularly to the financial system as a
whole. If the aim of capital controls deregulation was to encourage FDI in-
flows to the industry and services sector, then we regard this policy as a
failure because the majority of funds were invested in the real estate sector.
The real estate sector scored the highest FDI inflows during 1990-1996
with a total of US$4,813 million, compared to US$4,762 million for indus-
try, US$2,643 million for trade and US$917 million for financial institu-
tions.

Fourth, we argue that the surge of net FDI inflows was not associated
with strong trade growth because most of the capital was invested in the
real estate sector and produced no foreign income, which would be reflected
in the country’s trade growth.

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

In terms of FDI outflows, we found that capital flowed out of the coun-
try immediately from the early stages of capital control deregulation. Simi-
lar to inflows, Thailand also found its FDI outflows fluctuated throughout
the period. Despite the fluctuations in FDI outflows, overall capital con-
trols deregulation resulted in significant increase in outflows, especially in
the early stages of capital reforms.

5.3.2.2 The Loan Component of Capital Flows

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

Table 5.9. Cross-border capital flows, loans (US$ millions)

1988 1989 1990 1991 1992 1993 1994 1995 1996 1997
Inflows 1,792 4,021 7,282 13,618 14,547 18,225 17,507 21,418 24,920 17,980

Out-  —1,604-2,179-2,747 —7,957-11,701-20,657-23,352—19,900—19,469 —21,668
flows
Net 188 1,842 4,535 5,661 2,846 —2432 —5845 1,518 5451 -3,688

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

Table 5.9 demonstrates capital flows as loans to Thailand from the be-
ginning of capital controls reform in 1989 to the start of crisis in 1997.
Foreign loans began to pour into Thailand once the capital controls started
to ease. When financial agents were allowed to engage in foreign transac-
tions for the first time in 1989, Thailand experienced a rapid increase of
foreign loans from US$1,792 million in 1988 to US$4,021 million in 1989,
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an equivalent of a 124% increase. Loan inflows continued to increase rap-
idly, especially when the government further raised the limit on loan trans-
actions in 1990 and 1991. This resulted in an immediate increase of loans
by 81% from US$4,021 million in 1989 to US$7,282 million in 1990 and
further increased by 87%, reaching US$13,618 million in 1991. Loans
continued to flow into Thailand’s private sector after capital control re-
forms were finalised in January 1994. From then on, loan inflows rose rap-
idly, reaching a peak of US$24,920 million in 1996. In 1997, the country
experienced a drop of inflows by —29% from US$24,920 million in 1996
to US$17,860 million. Table 5.10 reveals that foreign funds started to slow
down in the last quarter of 1996 and continued to decline dramatically af-
terward. Particularly in 1997, foreign loans dropped significantly from
USS$5,548 million in the first quarter to US$5,163 million, US$3,837 mil-
lion and US$3,432 million in the second, third and last quarter, respec-
tively.

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

Table 5.10. Cross-border capital flows, loans (quarterly, US$ millions)

1995 1996 1997
QI Q2 Q3 Q4 QI Q2 Q3 Q4 QI Q2 Q3 4

Inflows 5,307 4,584 5,545 6,019 5,288 6,434 6,651 6,547 5,548 5,163 3,837 3,432

Outflows—5,655-4,358-5,241-4,684—4,334—4,713-4,970-5,452-5,614-5,983—4,742-5,329

Net -348 226 304 1,335 954 1,721 1,681 1,095 —-66 -820 -905-1,897

Source: The Bank of Thailand Yearly Report (2000).
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Phongpaichit and Baker (2000) argue that a cause of high foreign loans
to Thailand in the 1990s was economic success in the earlier decade, when
the economy grew rapidly and a double digit GDP growth rate provided
foreign lenders with a handsome profit. These impressive returns had in-
deed encouraged foreign lenders to lend more with the expectation that the
Thai economy would continue expanding and generating more returns.
However, results from our study show one important point, which indi-
cates a close link between capital controls deregulation and foreign loans.
We observed that loan inflows rose significantly in the early stages of de-
regulation in 1989. Additionally, we found that outflows also grew signifi-
cantly, particularly in 1993 and 1994 when loan outflows were higher than
inflows. Critically, loan outflows peaked at the final stage of the reform in
1994, when the limit of outflows was raised from US$5 million to US$10
millions. Indeed, the above highlights the fact that while capital controls
deregulation increased loan inflows into Thailand it also increased out-
flows.

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

5.3.2.3 Capital Flows as Portfolio Investment

Capital controls reform provides new investment opportunities for foreign
investors as never before. With the reform, investors were permitted to in-
vest more freely and also allowed more freedom to engage in portfolio in-
vestment, which include buying and selling of equity, shares and related
assets. Accordingly, portfolio investment in Thailand rose significantly. In
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our research, we focus on the movement of portfolio investment, which in-
cludes discussion of both capital inflows and outflows from 1990 to 1997.
Capital controls deregulation helped boost portfolio investment in
Thailand, with the country absorbing total inflows of US$77,464 million
from 1990 to 1997. Results from Table 5.11 indicate that portfolio inflows
started to increase significantly by 222% in 1993 from US$3,407 million
in 1992 to US$10,959 million. Later, inflows slightly declined by 17% in
1994, however, they began to increase dramatically from 1995 onward.
Particularly, large amount of inflows took place in the year the financial
crisis occurred, when portfolio inflows increased nearly two folds to a
peak of US$24,757 million (see Table 5.11). A study on the Thai financial
crisis by the BOT (1998b) reported that a decline of inflows in 1994 was
due to a rapid increase of outflows, particularly during the first and second
quarter of the year. There is little doubt, this was a result of the full liber-
alisation of capital outflows, when the government raised the limit of out-
flow transactions in January 1994 (see Table 5.1). Furthermore, the BOT
(1998b) found that portfolio inflows rose significantly, from the third
quarter of 1997. In fact, portfolio inflows increased rapidly with the de-
valuation of baht in the second quarter which made portfolio investment
relatively cheap, boosting inflows to a peak of US$24,757 million in 1997.

Table 5.11. Cross-border portfolio investment flows (US$ millions)

1990 1991 1992 1993 1994 1995 1996 1997
Inflows 3,417 2303 3,407 10,959 8,995 10,111 13,515 24,757

Outflows -2,960 -2,140 —2,846 —6,107 -7,885 —6,691 —10,027 —20,207
Net 457 163 561 4852 1,110 3,420 3,488 4,550

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

Like inflows, portfolio outflows also increased rapidly after capital con-
trol reforms were completed. Outflows were varied and fluctuated during
the early stage of capital controls reform from 1990 to 1991. However,
portfolio outflows began to increase from 1991 onward, as a result of the
BOT raising the limit of outflows in 1991 (see Table 5.11). In 1993, port-
folio outflows increased more than two fold, reaching US$6,107 million. It
continued to increase towards the end of the capital control reforms in
1994. However, outflows declined in 1995, which the BOT (1998b) repor-
ted was due to foreign investors reinvesting their returns back into portfolio
projects. Hence, portfolio inflows increased while outflows declined. Soon
afterward, portfolio outflows rose again by 50%, reaching US$10,027
million in 1996. A year later, Thailand experienced the highest outflows
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increasing by more than 100% to a record high of US$20,207 million (see
Table 5.11).

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

Source: Reproduced based on data from the Bank of Thailand Yearly Report
(2000).

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

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

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

Lastly, we argue that capital control deregulation resulted in a change of
pattern in portfolio investments in Thailand when investments shifted from
the tradeable to non-tradeable sectors. Our study revealed that portfolio
investments moved from industry and trade sector to real estate and con-
struction sector. Real estate and construction can be treated as non-
tradeable sector, unlikely to generate foreign income, then capital control
reforms had in fact helped direct more portfolio investment toward the



5.3 Characteristics of Thailand’s Capital Flows 113

non-tradeable rather than tradeable sector. Wiboonchutikula et al. (1999)
suggest these kinds of investments to be short-term associated with high-
risk, in turn making it easy to be manipulated by speculators. Thus, capital
controls deregulation indeed exposed Thailand to speculative risk taken by
foreign investors. Finally, we also found that over-investment in the non-
tradeable sector (real estate and construction) became the norm, and foreign
investors then shifted their investment back toward the tradeable sector
(industry and trade) in 1997.

5.3.3.4 Capital Flows of the Non-resident Account

According to BOT (1998b), non-resident account measures the change in
international transaction volumes invested into the Thai economy by both
Thai resident abroad and foreign investors. Prior to the financial and capi-
tal reform of the 1990s, the non-resident account was strictly monitored by
the government: capital outflows were especially subject to restrictions and
always required pre-approval from the BOT before any transactions could
be made. At the beginning of 1990s, the Thai government gradually re-
moved controls on capital, allowing the non-resident account to bring more
funds both in and out of the country. Consequently, capital flows made by
this account escalated rapidly in a very short period of time.

Table 5.12. Gross flows of non-residential accounts (US$ millions, percentage)

1990 1991 1992 1993 1994 1995 1996 1997
Inflows 1,571 11,961 22,627 76,963 231,264 416,410 810,397 710,349

(% change)  (33)  (661)  (89) (240)  (200) (80) 95)  (-12)
Outflows 235 9919 20,920 74,278 229,198 413,003 807,473 716,161
(% change) (1,732) (4,121) (111) (255)  (209) (80) (96)  (-11)

Net 1,336 2,042 1,707 2,685 2,066 3,407 2,924 5812

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

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

Although, the non-resident account outflows experienced the same pat-
tern of growth as the inflows, we found that the growth rate of outflows
rose more significantly as soon as the controls were lifted and continued to
do so throughout the whole period. For instance, the non-resident outflows
rose by 4,121% from US$235 million in 1990 to US$9,919 million in
1991. Afterward, outflows grew continuously at the rate of 111% in 1992
and by 255% by the end of 1993. The outflows growth rates were 255,
209, 82 and 96% during 1993—-1996, compared to the growth of inflows
by 240, 200, 80 and 95% for the same period of time (see Table 5.12). De-
spite a decline in 1997, the non-resident outflows were still considerably
high at US$716,161 million, while inflows were US$710,349 million. As a
result, the non-resident account deteriorated to a deficit for the first time of
US$-5,812 million in 1997 (see Table 5.12).

Siamwalla et al. (1999) and Wiboonchutikula et al. (2000) pointed out
that a pegged exchange rate regime is one of the reasons why non-resident
account inflows rose so rapidly. Under the roof of financial liberalisation,
the Thai government maintained the use of a basket of currencies, with the
baht strictly tied to the US dollar. The aim was to attract more foreign
capital by minimising exchange rate risk for investors. Accordingly, in-
flows poured into the non-resident account in a short period of time. We
argue that the cause of high capital flows in the non-resident account was a
result of capital control reform rather than the pegged exchange rate re-
gime. If the currency regime was the cause, then inflows to the non-
resident account should have been high long before financial liberalisation,
as the baht had been pegged since World War II. According to our study, a
significant increase in non-resident flows occurred only after financial lib-
eralisation was implemented. This suggests that an increase in non-resident
flows was not entirely due to pegged exchange rate regime, but due to
capital controls deregulation.’

Limskul (2000) argues that financial reform and capital controls deregu-
lation only encourage incoming and not out going funds and thus seem to
have no impact on non-resident outflows. We argue that capital controls
reform had a greater impact on increasing non-resident outflows. Accord-
ing to our findings, non-resident outflows rose dramatically from the early
stage of capital controls reform. In most cases, non-resident outflows
scored the highest outgoing capital from Thailand. Indeed, capital controls

5 A detail discussion of impacts of Thailand’s exchange rate will be carried out in
the following chapter of this book.
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deregulation not only increased non-resident inflows but also provided
more opportunities for outflows.

Summing up, these high volumes of international transactions are signs
of the impact of financial reform, which allowed Thailand to integrate with
the global financial market. High level of non-resident flows could expose
the country with potential risks of financial crisis if not managed properly.

5.4 Summary

This chapter presents a study on the issues of capital control and financial
crises by focusing on the consequences of financial liberalisation. Some
economists argue that control of both capital outflows and inflows is nec-
essary for crisis prevention and resolution.® However, in the world of liber-
alising and emerging economies it is difficult for such controls to be put in
practice effectively. In order to facilitate liberalisation, a country can abol-
ish controls on both inflows and outflows just like Thailand which would
affect the movement of capital.

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

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

¢ See for example Krugman (1998b), Edwards (1999), Eichengreen (1999) and
Chapter 2 of this book for discussion of this view.
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5.9, 5.11 and 5.12). Additionally, we also found that the pattern of invest-
ment in Thailand changed after financial reform to the one where most net
capital inflows were likely to be invested in the non-tradeable sector, espe-
cially short-term loan and portfolio investments. For instance, both FDI
and portfolio inflows switched from industry and trade to real estate and
construction investments. Our study shows that real estate and construc-
tions projects received the highest proportion of inflows, compared to
other investments such as FDI, trade and financial institutions (see Table
5.8, and Figs. 5.6 and 5.7). In other words, capital controls deregulation di-
rected more foreign capital to be invested in a sector considered risky and
unproductive.

In short, we conclude that financial liberalisation, by lifting capital con-
trols, could cause economic disruption and instability in Thailand, as wit-
nessed by a significant growth of net capital flows that occurred as soon as
the liberalisation was implemented. This rapid increase of net capital flows
could leave the country with numerous problems if they were not well
managed. Evidence shows that majority of cross-border capital were in-
vested in the unproductive sector, which indicate a lack of fund manage-
ment and indeed prepared the ground for the crisis to occur.



6 Exchange Rate Policy and Its Consequences

6.1 Introduction

The choice of exchange rate policy is said to be inconclusive and there is
no one particular policy that best suits one country (Hefeker 2000; Visser
2000). In most cases, the choice of exchange policy can be varied from one
to another depending on the countries’ economic policies and conditions
(Collignon et al. 1999). In the case of Thailand, the fixed or pegged ex-
change rate had been in use since 1955. Later, this was replaced by a new
system called a ‘basket of currencies’ to accommodate the financial liber-
alisation of the early 1990s. This chapter explores the consequences of
Thailand’s exchange policy in the light of financial liberalisation. It pro-
ceeds with a summary of the Purchasing Power Parity (PPP) concept
which forms the core in explaining several theories of exchange rate de-
termination. Section 6.3 provides brief background of Thailand’s exchange
rate policy. Section 6.4 studies the development of the basket of currencies
and reviews the overall exchange rate of Thailand after this policy was
implemented. Section 6.5 analyses the consequences of the basket of cur-
rencies on the Thai economy, focusing on trade growth and the increase in
foreign funds to financial markets via the commercial banks and the BIBF.
Additionally, in this section, we include a study of the lending behaviour
of these two financial institutions by sector. Finally, Sect. 6.6 provides a
summary of the chapter.

6.2 Exchange Rates and Their Determination

The exchange rate is the rate at which one currency can be exchanged for
another in the exchange rate market. Now exchange rates regimes can be
fixed or floating. Under floating exchange rates there is no government in-
terference and the exchange rates are determined by the forces of demand
and supply just like the price of any other commodity. Whereas under
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fixed exchange rate regime, exchange rates are set by government deci-
sions and maintained by government action as well.

In a free market, exchange rates are determined by the law of supply and
demand. The demand for a country’s currency is derived from the demand
of foreigners for its export goods and services and for its assets, including
financial assets. The supply of a country’s currency on the other hand
arises from its imports, and from foreign investment by its own citizens.
Now, to acquire some understanding of the reasons why some currencies
appreciate and some depreciate it is important to look into the factors
which move the demand and supply curves. Economists believe that the
determinants of the exchange rate movements are different in the long,
medium and the short run. One of the major theories of exchange rate de-
termination in the long run is the PPP. In general terms PPP theory sug-
gests that one should be able to buy the same bundle of commodities in
any country for the same amount of money. PPP theory is based on the law
of one price:

P'=sP; (6.1)

where P' is the price of good i in the home country, S is the exchange rate
defined as the amount of home currency required to buy one unit of for-
eign currency and P is the price of good i in the foreign country. Thus,
the price of good i in home country must equal its price in the foreign
country multiplied by the foreign exchange rate.

By rearranging (6.1) and summing all prices we get the absolute PPP
equation:

§=1= (6.2)

where o denotes the weights. It is assumed that same weights are used in
constructing each country’s price level. The absolute PPP relates to the ab-
solute price level of all goods traded in the two countries. When prices are
relatively stable, exchange rates will not fluctuate much, in times of rapidly
rising prices the exchange rates would vary with the relative prices. In such
a situation the concept of relative PPP becomes important. Taking natural
logarithms of (6.1) and considering just the overall price level we get:
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S=InP-In P, (6.3)

The relative version of PPP simply states that, if relative prices double
in the home country between a base period and any later period, the ex-
change rate will change by an equal proportion. Most economists believe
that other factors besides relative price levels are important factors for ex-
change rate determination in the short run. However, purchasing power
parity plays an important role. But in the medium run a country whose
aggregate demand is growing faster than its trading partners will find its
currency depreciating, as its imports are likely to be higher than its ex-
ports. While, economic activity is important in the medium run, interest
rate differentials seem to be an important factor in determining the exchange
rate in the short run. Thus, countries with high interest rates attract more
capital than countries with low interest rates.

6.3 Overview of Thailand’s Exchange Policy

Generally, the design and implementation of the exchange rate policy in
Thailand rests in the hands of the BOT. Thailand adopted the fixed ex-
change rate regime by pegging the baht to the US dollar during 1955 to
1980." The main objective of the BOT in pegging the currency was to
maintain its stability, and thus attract foreign funds by minimising the risk
for foreign investors. Also, this policy was aimed at ensuring confidence in
the currency by providing a favourable environment for international trade
and investment. During that period, the exchange rate stayed at the value
0f 20-21.50 baht to US$1 dollar.

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

To accommodate the new exchange policy, the BOT established the Ex-
change Equalisation Fund (EEF) which was responsible for the exchange
policy and also offered exchange rates to deal with commercial banks. The
new system allowed Thai commercial Banks to participate in determining

U Ariff and Khalid (2000) argue that although the exchange rate policy depended
on the Bank of Thailand (BOT), major decisions such as devaluation were sub-
ject to prior approval from the Ministry of Finance (MOF).



120 6 Exchange Rate Policy and Its Consequences

the exchange rates on a daily basis, called the ‘daily fixing” system. It be-
came effective on 1 November 1978.

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

In order to sustain the competitiveness of the country, the Thai govern-
ment devalued the baht by approximately 15% in November 1984.> More-
over, the BOT officially declared a modification of the exchange system
by replacing the pegging of the baht to the US dollar with a basket of
currencies. The currencies in the basket included the US dollar, the yen,
the mark, the pound sterling, the Hong Kong dollar, the Singapore dollar
and the Malaysian ringgit. A study by Chaiyasoot (1995) revealed that the
US dollar had the largest weight in the basket, although the authorities had
never disclosed the official weightings. However, according to Ariff and
Khalid (2000), the US dollar dominated the basket with a weight as high
as 85%.

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

2 See also Chaiyasoot (1995) for further discussion.
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6.4 Development of Thailand’s Basket of Currencies

Current account deficits in Thailand have been a major issue for a number
of years. Particularly between 1981 and 1984, Thailand experienced an
economic downturn as a result of the world oil shock.? In response, the
Thai government implemented a stabilisation program aimed at reducing
deficits, encouraging economic growth via an export-led growth policy
and attracting foreign funds to service the economic growth. The main fea-
ture of the program was the establishment of the basket of currencies sys-
tem in 1984. The Thai government clearly declared that the basket must
provide the highest weight to the US dollar. In other words, the authorities
believed that a closely tying the value of the baht to the US dollar would
lead to a successful transition of the economy.
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Fig. 6.1. Thailand’s exchange rate compared to the US dollar and Yen
Source: Adapted from the Bank of Thailand Yearly, various issues.

According to Fig. 6.1, the baht stayed at approximately 23.20-23.60 to a
dollar during 1981-1984. The use of the basket of currencies coupled with
the depreciation of the US dollar against the yen led to the devaluation of
the baht by 15% in 1985. This equated to a change from 23.60 to 27.20
baht to the US$1 dollar in 1985. From then, the US dollar continued to de-
preciate against the yen until the end of 1994, when the baht stayed around
25.20-25.30. In 1995, the US dollar appreciated sharply by 10% against

3 See also Chap. 4 of this book for a detailed discussion of this view.
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the Yen, which in turn caused the value of the baht to rise from 25.30 in
1994 to 24.90 to the USS$1 dollar. At the same time, the yen depreciated
sharply by almost 13% from 0.23 baht to 1 yen in 1994 to 0.26 in 1995.
The value of the baht further appreciated against the yen in 1996.

Strictly tying the baht to the US dollar proved beneficial to the overall
economy of Thailand during the many years it was implemented. How-
ever, the Thai economy grew dramatically after the use of the basket of
currencies and a major devaluation of the baht by 15% in 1984. These con-
tributed to Thailand’s real economic growth in the late 1980s when the
baht continued to devalue against the yen as a result of the depreciation of
the US dollar (see Fig. 6.1). Consequently, these events made export prod-
ucts and investment in Thailand extremely attractive to the country’s major
trading partners, Japan in particular. Between 1987 and 1989, FDI from
Japan alone reached a high of 45% share of total FDI compared to only
12% for the US.* More importantly, during this period the Thai economy
escalated to double-digit growth rates, considered the highest in the world.
Additionally, foreign reserves were increased and a long history of fiscal
deficits was finally turned to surplus.’

With such an impressive economic performance, Thai authorities con-
tinued to tie the baht to the US dollar during the liberalisation of the 1990s,
aiming for further development of the country’s financial market and
maintenance of its competitiveness.

6.5 Consequences of the Basket of Currencies

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

6.5.1 Impacts of a Pegged Exchange Rate to Trade Growth

The Thai economy experienced economic slowdown with a major decline
in exports and an increase in current account deficits, resulting from the oil

4 A study by Suphachalasai (1995) asserts that during these periods FDI from
Japan grew significantly while there was a huge decline for the US.
5 See also Chap. 4 of the book for a more detailed discussion of this view.
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shock and recession of the world economy in the early 1980s. For instance,
Thai exports fluctuated from 1980 to 1983 and current account deficits
grew almost threefold between 1982 and 1983. In order to solve these
problems, the Thai government pegged the baht to a US dollar dominated
basket of currencies in late 1984. Incidentally, the US dollar was depreci-
ated against the yen in 1984, which also caused the bath to depreciate (see
Fig. 6.1). This event had a direct impact in enhancing the competitiveness
of Thailand’s exports and investment from foreign countries.

Table 6.1. Current account summary (million baht)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989
Exports 133,197 153,001 159,728 146,472 175,237 193,366 233,383 299,853 403,570 516,315

(% change) 23.5 14.9 4.4 -83 19.6 10.3 20.7 28.5 34.6 279

Imports 188,686 -216,746 —196,616-236,609 —245,155 -251,169-241,358 —-334,209-513,113-662,679

(% change) 23.4 14.9 -93 20.3 3.6 2.5 -39 38.5 53.5 29.1

t"l;riade —55,489 —63,745 -36,888 -90,137 —69,918 -57,803 -7,975 -34,356-109,543-146,364
alance

Net income 15,576 9,733 12,999 22952 19,328 19,751 20,883 34,472 60,252 75,220
& transfers

Receipts 48,355 55,405 63,828 73,958 77,330 91,071 94,259 113,594 157,110 188,191
Payments  -32,779 -45,672 -50,829 -51,006 -58,002 -71,320 -73,376 —79,122 —96,858—112,971

Current -39,913 54,012 -23,889 —67,185 -50,590 -38,052 12,908 116 —49,291 -71,144
account
balance

1990 1991 1992 1993 1994 1995 1996 1997
Exports 589,813 725,630 824,644 921,433 1,118,049 1,381,660 1,378,902 1,789,833
(% change) 14.2 23.5 13.6 11.7 21.3 23.6 —0.2 29.8
Imports —844,448—958,831—1,033,242—1,166,595—1,369,035—1,763,587—1,832,836—1,924,281
(% change) 27.4 15.4 7.8 12.9 17.4 28.8 3.9 5.0

Trade bal- —254,635—233,201 —208,598 —245,162 —250,986 —381,927 —453,934 —134,448
ance

Net income 68,952 54,000 45,306 60,546 23,629 35,450 45,488 44,543
& transfers
Receipts 223,830 252,557 300,201 365,195 404,982 494,355 573,456 641,347

Payments  —154,878—198,557 —254,895 —304,649 —381,353 —458,905 —527,968 —596,804

Current —185,683—179,201 —163,292 —184,616 —227,357 —346,477 —408,446 —89,905
account

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

Table 6.1 presents a summary of Thailand’s current account from 1980
to 1997. During 1980-1983, Thailand experienced economic instability
when both imports and exports fluctuated and current account deficits rose
almost threefold in 1983. From 1984 onward, Thai exports began to grow
significantly, with export rising from 175,237 million baht in 1984 to
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403,570 million baht in 1988. This highlighted the fact that Thailand bene-
fited from the pegging of its currency to the US dollar, particularly when
the dollar depreciated against the yen by 15% in 1984 and 1985 (see
Fig. 6.1) that led to an immediate increase in exports. Table 6.2 shows that
Thai exports to Japan grew significantly from 1984 onward, increasing al-
most threefold from 22,787 million baht in 1984 to 64,412 million in 1988.
Interestingly, Thailand’s exports to other regions also rose rapidly during
the same period of time.

Table 6.2. Selected major destinations of Thailand’s exports (million baht)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

Japan 20,098 21,704 21,947 22,087 22,787 25,828 33,134 44,590 64,412 87,996
usS 16,834 19,794 20,257 21,895 30,102 38,016 42,219 55,727 80,865 111,938
EU 34,614 33,423 37,621 31,350 36,308 36,872 49,924 66,644 83,845 98,731

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

1990 1991 1992 1993 1994 1995 1996
Japan 101,453 131,052 144,393 159,479 194,274 236,101 237,523
usS 133,689 154,361 185,008 202,227 239,098 250,684 253,800
EU 126,963 150,121 161,350 155,979 169,385 212,202 225,979
ASEAN 67,068 85,921 104,826 145,209 200,570 268,192 264,397

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

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

Source: Authors’ calculations from the Bank of Thailand Yearly, various issues.

Figure 6.2 shows that the US was the major FDI investor in Thailand
prior to the depreciation of the dollar in late 1984. When the dollar depre-
ciated in value, FDI from the US began to decline sharply. Thus, the share
of total FDI from the US to Thailand fell from 48% in 1984 to 35%, 28%,
18% and 13% between 1985 and 1988, respectively. In response to the
baht depreciation, Japanese investors saw the benefit of relocating more of
their production processes to Thailand in order to reduce production costs.
Consequently, the percentage share of total FDI from Japan grew from
24% in 1984 to 26% in 1985. By 1986, FDI from Japan was as high as
41% of all FDI investment in Thailand. In fact, Japan became the biggest
foreign investor in Thailand with a percentage share of total FDI of more
that 40% to the end of the 1980s (see Fig. 6.2). This high level of in-
vestment from Japan highlights an important consequence of Japanese
companies investing in the manufacturing sector in Thailand. This sector
usually produced goods for the US export markets and thus, Thai exports
to the US continued to grow in spite of the depreciation of the dollar (see
Table 6.2).
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Fig. 6.3. Percentage share of FDI by sector
Source: Authors’ calculations from the Bank of Thailand Yearly, various issues.

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

A significant change of FDI occurred with investment in the manufac-
turing sector. Similar to the others, FDI to this sector also fluctuated during
the early 1980s, but from 1982 to 1986, it enjoyed the largest proportion
of total FDI investment in Thailand with an average of 30%, except in
1985 when the construction sector received the highest FDI investment
with a total share of 35%. A study by Suphachalasai (1995) explained that
this sudden increase of FDI in construction in 1985 was due to a rapid
increase in construction projects required for producing exports, such as
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infrastructure, processing plants and so on. FDI in the manufacturing sec-
tor rose rapidly in 1987 and continued to increase, reaching almost 60% of
total FDI in 1988. Our study suggests that the patterns of FDI from Japan
and investment in the manufacturing sector were more or less the same
(see Figs. 6.2 and 6.3). This seems to imply that the appreciation of the yen
against the baht (as a result of the basket of currency policy) attracted more
FDI from Japan in the manufacturing sector.

In the 1990s, the Thai economy had liberalised its financial system by
abolishing the interest rate ceiling, lifting controls on capital and establish-
ing new offshore banking facilities (BIBF). However, the exchange rate
remained unchanged with the baht pegged to a US dollar dominated bas-
ket, which the government hope would duplicate the economic success and
high export growth of the 1980s. Our study earlier suggested that the suc-
cess of Thai exports was a result of the depreciation of the baht relative to
the yen. Fortunately, the yen continued to appreciate against the US dollar
and the baht in the 1990s. The baht stayed at around 0.20-0.22 to 1 yen
during 1989-1994, while the baht to the US dollar varied from 25.30 to
25.60 for USS$1 dollar (see Fig. 6.1). Consequently, Thailand’s exports
continued to grow dramatically from 516,315 million baht in 1989 to a peak
of 1,381,660 million baht in 1995 (see Table6.1). Moreover, in Chap. 5, we
found that FDI investments grew consistently throughout the same period
(see Table 5.2). The combination of these factors seemed to promise growth
for the Thai economy, particularly in the context of financial liberalisation,
which encourages trade and investment.
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Table 6.3. Thailand’s exports by sector (million baht)

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Agriculture 83,259 106,432 118,508 100,003 109,279 123,809 101,472 120,606 159,398 159,843

Fisheries 18,163 20,826 28,538 32,507 43,704 48,795 55,643 67,490 71,804 63,511
Forestry 819 814 703 753 877 780 414 586 785 1,002
Mining 5851 7,361 8,018 7,438 7,530 6,804 5,749 6,817 7,507 10,404
Manufacturing 188,031 264,007 354,154 440,396 553,186 634,387 747,395 912,608 1,128,216 1,125,444
Samples &

unclassified

goods 2,967 2,880 5273 7,061 8,717 8,644 9,006 7,855 11,583 16,106
Re-Export 763 1,250 1,121 1,655 2,337 1,425 1,754 2,087 2,367 2,592
Total 299,853 403,570 516,315 589,813 725,630 824,644 921,433 1,118,049 1,381,660 1,378,902

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

The story of Thailand’s economic success finally came to an end in
1996 when the US dollar appreciated sharply against the yen in late 1995,
which in turn caused the baht to appreciate because of its close peg to the
US dollar. From Fig. 6.1, the value of baht rose 0.22 to 1 yen in 1994 to
0.26 and 0.28 in 1995 and 1996, respectively; while the baht to US dollar
declined from 25.20 to 24.90 and 24.20 during the same period of time.
The appreciation of the baht in this manner led to an increase in the prices
of products and a decrease in the competitiveness of Thai exports. Fig-
ure 6.4 exhibits that Thai export price index rose significantly when the
dollar appreciated in 1995 and 1996, from US$91.5 dollars in 1994 to
USS$100 dollars in 1995, and peaking at US$108.9 dollars in 1996. The
immediate outcome of rising export prices was a decline in Thai exports.
Table 6.3 shows that all three major exports of Thailand experienced a
decline in growth in 1995. For instance, fisheries dropped from 71,804
million baht in 1995 to 63,511 million baht in 1996, manufacturing also
declined from 1,128,216 million baht to 1,125,444 million baht, while ag-
riculture exports experienced a 0% export growth during the same period
time. A significant decline in growth of these three major exports contrib-
uted to a negative growth of by —2% for the first time in history with a
drop from 1,381,660 million baht in 1995 to 1,378,902 million baht in
1996 (see Tables 6.1 and 6.3).

Furthermore, we found that the appreciation of the US dollar against the
yen was responsible for a decline in Thai exports to Japan. Table 6.2 re-
vealed that the growth of Thailand’s exports to Japan came to a sudden
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stop when the yen began to depreciate. Exports to Japan experienced a
slowdown of 0% growth with total exports of 236,101 million baht and
237,523 million baht in 1995 and 1996 respectively. Additionally, we ob-
served that the appreciation of the baht did not only affect exports to the
Japanese market but also to Asian export markets, with Thai exports de-
clining by —1.5% from 268,192 million baht in 1995 to 264,197 million
baht in 1996 (see Table 6.2).

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

Our data of real wages and CPI shown in Fig. 6.5 are interesting to both
arguments made by Warr (1997) and Falkus (1999). According to the fig-
ure, real wages in Thailand increased about 8% during 1994-1996 as sug-
gested by Warr (1997). However, we query whether or not the increasing
of real wages was the factor affecting Thai exports. The figure shows that
wages in Thailand in the early 1990s rose more significantly at rates be-
tween 11 and 15% during 1990-1992, while there was an 8% increase
from 1994-1996. As far as wages are concerned, we argue that a slow-
down of Thai exports due to high wages is more likely to happen in the
early 1990s rather than 1996. But exports continued to grow in the early
1990s in spite of high wage growth hence, the relative low growth of 8% is
unlikely to be the major cause of the decline in Thai exports that weakened
the economy in 1996. According to Falkus (1999), real wages in Thailand
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declined by 4% when compared to the CPI during 1994-1996. However,
we found that the CPI of Thailand increased by only 5% during 1994—
1996 rather than 12% as he reported (see Fig. 6.5). Our study shows that
real wages increased even compared to the CPI, suggesting contradicting
conclusions drawn by Falkus (1999).
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Fig. 6.5. Growth of money wages and CPI in Thailand (percentage)
Source: Authors’ calculations from the Bank of Thailand Yearly, various issues.

In addition, other studies such as BOT (1998b) and Vajragupta and
Vichyanond (1998) argue there was another factor that may have contrib-
uted to a decline in Thailand’s exports, and that is the opening up of the
Chinese financial market. According to Haihong (2000), China had under-
taken a series of economic and financial reforms in the 1990s, including the
devaluation of its currency by more than 50% from 5.7 yuan to 8.7 yuan in
1994. They argue that as a potential competitor of Thailand, the devalua-
tion of the yuan made China’s exports appear more attractive at a time
when the baht was becoming more expensive with the appreciation of the
US dollar. Therefore, Thailand lost much of its exports to China, which
caused the recession in the Thai economy in 1996. Corsetti et al. (1998)
argue the hypothesis that the devaluation of the Chinese currency pressur-
ised Thailand is still a matter of debate, which needs to be explored in
greater detail. Liu et al. (1998) and Fernald et al. (1998) argue that more
than 80% of Chinese export transactions were already settled at the swap
market rate before the devaluation commenced, so that the official ex-
change rate devaluation influenced only about 20% of the foreign ex-
change transactions. Furthermore, we argue that if the slowdown in Thai
exports was due to the devaluation of the yuan, then the decline should
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have been witnessed from 1994 onward, but our study found that the slow-
down in fact occurred in 1996. Thus, we argue that the devaluation of the
yuan had little impact on the decline in Thai exports in 1996.

The arguments we make above do not intend to deny the importance of
rising wages in slowing down Thai exports while causing weakness in the
economy in 1996. Instead, we attempt to highlight the fact that the princi-
ple factor behind the slow down of Thai exports seems to lie with the de-
preciation of the yen in 1995, making Thai exports uncompetitive. The
sudden decline in exports to Thailand’s major trading partners, Japan,
caused economic weakness and recession in 1996. In summary, we argue
that Thailand’s pegged exchange rate made Thai products very attractive
as the price of Thai products were stable in relation to the US dollar. We
found that Thailand’s trade continued to grow from mid-1980s to early
1990s with the majority of exports from the manufacturing sector (see
Figs. 6.2 and 6.3). The US dollar depreciating against the yen from 1984
enhanced the competitiveness of Thai exports, particularly to the Japanese
market. Accordingly, Thai exports grew rapidly after the yen appreciated
in 1984 and continued to grow until 1994 as the US dollar remained depre-
ciated. Unfortunately, the golden years did not last long, when according
to our study, the yen began to lose its value against the US dollar by al-
most 30% from mid-1995 onward. As a result, the Thai baht also appreci-
ated falling from approximately 0.22 yen in 1995 to 0.28 yen to 1 baht by
the end of 1996 (see Fig. 6.1) because the baht was pegged to a basket of
currencies dominated by the US dollar. This event caused the exports indi-
ces in term of US dollar to rise significantly (see Fig. 6.4). Consequently,
Thailand lost its competitiveness and exports suddenly dropped in 1996,
which widened the current account deficit and led to the crisis in 1997 (see
Table 6.1).

6.5.2 Surge in Funds to Thailand’s Financial Market

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

6.5.2.1 Commercial Banks’ Source of Funds

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

Table 6.4. Chronology of interest rate reform in Thailand

Interest rate deregulation

02 June 1989 Interest rate ceiling on commercial banks’ long-term deposits is
abolished

16 March 1990 Interest rate ceiling on short-term deposits is lifted

26 June 1992 Interest ceilings on non-bank financial institutions’ deposit and
lending are removed
Ceilings on commercial banks’ lending are also removed

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

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

Table 6.5 shows that an immediate impact of interest rate deregulation was
to raise interest rates by almost 2%, from 8.66% in 1988 to 10.60% when
the ceiling on long-term deposits was lifted in 1989. The market interest
rate continued to rise by more that 2% when the ceiling on short-term de-
posits was abolished in 1990. The increase of Thailand’s interest rate was
so rapid after these ceilings were removed that it widened the gap between
domestic and international rates. In 1990, the market rate of Thailand was
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4.77% higher than the rate in the US market, and 5.63% higher than the
Japanese rate. Thereafter, the gap between the domestic and international
rate continue to widen by a minimum of 3% through to the end of 1996.

Table 6.5. Thailand and international market interest rates

1988 1989 1990 1991 1992 1993 1994 1995 1996

Thailand 8.66 10.60 12.87 11.15 693 6.54 725 1096 9.23
United States 7.57 922 810 569 352 3.02 420 584 5.3
Japan 646 887 724 746 458 3.06 220 121 047
Thai & US differentials 1.09 138 477 546 341 352 305 512 393
Thai & Japan differentials 22 173 563 3.69 235 348 505 9.75 8.76

Source: IMF Financial Statistics, CD-ROM.

Table 6.6. Commercial banks’ sources of funds (million baht)

1989 1990 1991 1992 1993 1994 1995 1996

Deposits 1,187 1,426.0 1,730.6 2,010.6 2,397.3 2,710.6 3,203.6 3,543.3
Borrowing from the BOT 412 424 376 363 212 249 362 533
Foreign borrowing 853 109.8 1239 167.6 352.4 780.0 1,164.1 1,349.3
Bor. from other fin. inst. 14.9 154 104 149 200 559 863 857
Capital accounts 83.1 111.3 1435 1702 2224 3064 3949 509.9
Other liabilities 63.3 847 101.6 128.5 1583 1582 150.1 1139
Total 1,406.5 1,789.6 2,147.6 2,528.1 3,171.6 4,036.0 5,035.2 5,655.4

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

The interest rate liberalisation had a significant role in encouraging for-
eign funds to the commercial banks. Table 6.6 shows that the total funds of
commercial banks rose rapidly when the interest rate reform took place in
1989. For instance, the total funds from 1,406 million baht in 1989 to
2,528 million baht when the interest rate ceilings were completely lifted in
1992. They continued to grow after the ceilings were terminated, rising
from 3,171 million baht in 1993 to a peak of 5,655 million baht in 1996.

In general, the funds to the commercial banks were derived from various
sources, however, most of them came in as deposits and borrowing domes-
tically (the BOT) and internationally (foreign banks and financial institu-
tions). The deposits of the commercial banks grew steadily following the
interest rate liberalisation in 1989 (see Table 6.6). In terms of foreign bor-
rowing, the removal of long-term interest rates had little impact in attract-
ing funds from foreign sources, which only increased from 85.3 million
baht in 1989 to 109 million baht in 1990. Interestingly, foreign borrowing
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rose rapidly after the ceiling on short-term interest rates was removed in
1990 and grew even more significantly following the complete interest rate
liberalisation in 1992. For instance, foreign borrowing of the commercial
banks rose more than 100% for three consecutive years during 1992—1994.
Foreign investors loaned more heavily to the commercial banks when the
gap between domestic and international interest rates widened in 1995 and
1996. For example, the differential between the Thai and US rate was
more than 5% in 1995, while the gap with Japan was even wider with a
difference of almost 10% during the same year (see Table 6.5). Conse-
quently, foreign borrowing of the commercial banks reached 1 billion baht
in 1995 and peaked at 1.3 billion baht in 1996 (see Table 6.6). The pegged
exchange rate provided foreign investors with confidence against any
exchange rate risks that may have occurred. This coupled with a higher
domestic interest rate made lending to the commercial banks look very at-
tractive, and resulted in rapid increase in funds in form of deposits and par-
ticularly borrowing from foreign sources willing to lend as long as the
commercial banks were willing to borrow.

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

Table 6.7 shows that commercial banks’ loans grew rapidly from the
early stage of financial liberalisation. Within a 7-year period, total loans
rose rapidly from 1.1 billion baht in 1989 to 2.7 billion baht in 1993 and a
peak of 4.8 billion baht in 1996. The recipients of these loans can be de-
lineated into two main sectors, namely, the tradeable and non-tradeable
sector.

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

Table 6.7. Lending by commercial banks by sector (million baht)

1989 1990 1991 1992 1993 1994 1995 1996

Tradeable 710,061 905,793 1,07,3,607 1,240,649 1,514,697 1,914,088 2,360,747 2,714,731
Agriculture 73,558 99,358 126,098 135,494 148,959 152,280 158,939 164,019
Mining 5,203 8,205 8,248 12,054 16,665 15,692 24,985 24,476
Manufacturing 290,519 375,108 457,617 517,914 647,286 836,234 1,097,337 1,313,546
Trade 340,781 423,122 481,644 575,187 701,787 909,882 1,079,486 1,212,690

Non-tradeable 415,973 588,274 733,952 941,711 1,180,254 1,543,620 1,890,078 2,140,956
Construction & 143,615 237,021 279,235 339,497 407,521 506,199 586,035 662,441

real estate

Financial 66,012 76,171 99,267 132,835 163,010 245,151 339,204 345,330
institutions

Public utilities 20,443 25,084 30,097 40,882 61,322 86,345 108,106 142,751
Personal 121,736 158,617 202,136 269,394 339,675 437,475 523,437 612,595
consumptions

Services 64,167 91,381 123,217 159,103 208,726 268,450 333,296 377,839
Total 1,126,034 1,494,067 1,807,559 2,182,360 2,694,951 3,457,708 4,250,825 4,855,687

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

In terms of the non-tradeable sector, commercial banks loaned mostly
for investment in real estate and construction, financial institutions and
personal consumption. Real estate and consumption projects received the
highest proportion of loans from the commercial banks (see Table 6.7). An
investment of this kind is regarded as risky and unlikely to generate re-
turns. Gab (2000) argues that commercial bank lending to real estate and
construction was not significant enough to cause the loan losses that led to
the banks collapse. We do not deny that loans for these investment projects
were relatively low, compared to loans for trade and manufacturing. How-
ever, we argue that commercial bank loans to real estate and construction
projects were extremely crucial. Figure 6.6 reveals that commercial banks
held the highest share of total loans to real estate and construction, which
amounted to more than 60% throughout the period of 1991 and 1996.
Thus, we argue that commercial bank loans to these investments involved
high-risk investment and created excessive lending.
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Commercial banks not only lend to private businesses, but also extended
loans to other domestic financial institutions. In reality, this seems unlikely
to occur under the financial liberalisation umbrella, particularly at a time
when domestic interest rates were high and the exchange rate was pegged.
One could think that financial institutions would have been better off bor-
rowing directly from foreign sources and lending out to the domestic mar-
ket. However, before liberalisation this was not the case for Thai financial
institutions due to creditability constraints on borrowing. According to the
BOT (1998Db), financial liberalisation provided opportunities for financial
institutions to be established more easily as entry requirements were
gradually relaxed during the process of liberalisation in 1990 to 1993.
Thus, the number of private financial institutions grew as high as 93 insti-
tutions by the end of 1993. As new entrants, these institutions found it hard
to borrow in the overseas market, relying on the commercial banks in the
domestic market. Additionally, Alba et al. (1999) argue that high commer-
cial bank lending to financial institutions occurred because most of these
institutions were under the commercial banks’ control. They believed that
there were at least two reasons why the operation of financial institutions
was control led by the commercial banks. First, Thai financial laws do not
allow any single shareholder to hold more than a 10% share in a financial
institution. Secondly, the commercial banks were urged to have control
over financial institutions because these institutions were permitted to pro-
vide specialised services (such as securities business) or loans to high-risk
finance consumers (such as personal and car loans).
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Commercial bank loans for personal consumption was usually rolled out
for private housing and traveling purposes. Personal loans grew dramati-
cally from the early 1990s as a result of the capital control deregulation in
May 1991, which allowed commercial banks to provide loans to the public
more freely (as we discussed in Chap. 5). However, we observed that per-
sonal consumption loans rose more significantly from 1994 onward. For
instance, they grew from 269,394 million baht in 1992 to 437,475 million
baht in 1994, peaking at 612,595 million baht in 1996. The reason for such
an increase seems to lie with the increase on the limit of baht travelers
could take out of Thailand from 250,000 to 500,000 million baht in July
1991 (see Chap. 5). Overall, commercial banks were enticed to lend at
high interest rates as long as local consumers were willing to borrow for
personal consumption purposes at the existing high rates. Again, this indi-
cates a problem of excessive lending to high-risk consumers.

In all, we found that the basket of currencies helped enhance funds to
the commercial banks. The pegged exchange rate together with a higher
domestic interest rate made investment in Thailand’s commercial banks
very attractive. Accordingly, foreign investors poured more funds into the
commercial banks usually in the form of a deposit or borrowing. Both de-
posits and foreign borrowing increased dramatically when the interest rate
ceiling was first lifted in 1989. Foreign investments rose significantly after
the ceiling on short-term rates was lifted in 1990 and grew even further
following the completion of interest rate deregulation in 1992. In terms of
lending, the commercial banks rolled out loans to both the tradeable and
non-tradeable sector. For the tradeable sector, commercial banks loaned
heavily to trading and manufacturing sectors. These kinds of investment
seemed to promise high returns as long as Thai exports performed well.
Unfortunately, the trade and manufacturing sectors experienced a major
decline in exports, especially to the Japanese market, as a result of the US
dollar appreciation. This affected the ability of these sectors to pay back al-
ready high loans, which led to huge loan losses for the commercial banks.
On the non-tradeable front, our study shows that commercial banks lent
mostly to investment in real estate and construction, financial institutions
and personal consumption projects. These investments usually generate no
foreign earnings and are associated with a high risk of loan loss. Thus, all
these factors in one way or another contribute to the collapse of the com-
mercial banks in 1996.

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

6.5.2.2 The BIBF’s Sources of Funds

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

Table 6.8. Tax privileges of the BIBF

Normal  BIBF

Corporate income tax 30% 10%
Business turnover tax 3.3% 0%
Interest income withholding tax 10% 0%
Stamp duties 2% 0%
Short-term reserve requirement 7% 0%

Source: BOT (1996).

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

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

According to Fig. 6.7, the pattern of funds to the BIBF changed signifi-
cantly within just a very short period time. In the first year, the BIBF re-
ceived most of its funds domestically from the BOT with a proportion of
47% of total funds. Soon after, funds from the BOT relatively to other
sources declined dramatically with a share of 27 and 25% in 1995 and
1996, respectively. Moreover, the evidence suggests that the BIBF came to
rely heavily on funds coming directly from foreign sources. According to
the figure, these foreign banks began with small contributions (com-
pared to the BOT) in the first year of the BIBF’s operation, which
amounted to 34% of total funds in 1994. Funds from foreign banks operat-
ing in Thailand were considerably stable with a share of between 19 and
16% during 1994-1996. Lastly, since investment through the BIBF pro-
vide several tax benefits and was not subject to short-term reserve re-
quirements, foreign investors poured huge amount of funds into the BIBF.
Consequently, direct funds from foreign banks rose rapidly and soon be-
came the BIBF’s main source of funds with a percentage share of 59 and
54% in 1995 and 1996, respectively.
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Table 6.9. BIBF’s source of funds (million baht)

BOT Foreign banks Foreign banks

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

Source: Adapted from the Bank of Thailand Yearly, various issues.
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Fig. 6.7. Percentage share of BIBF’s funds

Source: Authors’ calculations from the Bank of Thailand Yearly, various issues.
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The BIBF not only lends foreign funds but also lends them out domesti-
cally as well. Similar to commercial banks, the BIBF’s loans were made
for a total of nine investment purposes within the tradeable and non-
tradeable sectors. Table 6.10 exhibits that the BIBF’s loans to all nine in-
vestment sectors rose significantly throughout the period, growing more
than threefold from 1,582,079 million baht to a high of 5,046,425 million
baht within just three years from 1994 to 1996. In the tradeable sector, the
BIBF loaned most of its funds to investments in trade and manufacturing
projects. Loans to manufacturing were extremely high, with the BIBF
lending more than one-third of its first year funds to domestic manufactur-
ers with a total of 570,302 million baht. The BIBF continued to loan heav-
ily to manufacturing businesses in 1995 and 1996 with loans as high as
1,083,859 and 1,717,510 million baht, respectively. Although loans to
trade were not as high as manufacturing, our study shows that the BIBF’s
loans to trade also rose rapidly from 289,587 million baht in 1994 to
558,017 million baht in 1996.

Considering the non-tradeable sector, the data demonstrates that the
BIBF loaned mostly to domestic financial institutions, and real estate and
construction projects. We found that the BIBF’s loans to real estate and
construction projects rose more than threefold from 212,166 million baht
in 1994 to 742,504 million baht in 1996. Perhaps, the most significant
increase in the BIBF’s loans was to financial institutions. Data from
Table 6.10 reveals that total loans from the BIBF to financial institutions
grew more than fourfold during the three year period from 298,420 million
baht in 1994 to 1,465,065 million baht in 1996. Most importantly, we
found the pattern of the BIBF’s lending shifted from the tradeable to non-
tradeable sector. During the first year, the BIBF loaned more than half of
its funds to the tradeable sector with a high proportion to manufacturing
and trade. However, the pattern began to change in 1995 when the BIBF
extended massive amounts of loans to the non-tradeable sector, especially
real estate and construction and financial institution (see Table 6.10). Evi-
dence shows that loans to manufacturing were overshadowed by those to
financial institutions and construction and real estate loans surpassed trade
loans. Consequently, BIBF’s loans to the non-tradeable sector rose from
41% in 1994 to 59 and 54% in 1995 and 1996, respectively (see Fig. 6.8).
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Table 6.10. BIBF’s total lending classified by sector (million baht)

1994 1995 1996

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

Source: Adapted from the Bank of Thailand Yearly, various issues.
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Fig. 6.8. Percentage share of the BIBF’s major loans

Source: Authors’ calculations from the Bank of Thailand Yearly, various issues.

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

6.6 Summary

This chapter explores the consequences of the exchange rate policy in
Thailand in the era of liberalisation. The basket of currencies was intro-
duced in 1984 as part of a stabilisation program implemented during the
economic disruption of the early 1980s. Basically, the basket consisted of
currencies of Thailand’s seven major trading partners, with the highest
weight given to the US dollar. The introduction of this system aimed at en-
couraging trade growth and generating development by attracting foreign
funds to the financial market. Fortunately, the devaluation of US dollar
against the yen made Thai exports and investment extremely attractive (see
Fig. 6.1). Consequently, the Thai economy performed effectively with high
levels of exports and foreign investment in the financial market. Undoubt-
edly, such impressive performance soon led Thailand to be regarded as
‘the miracle of Asia’ by the end of the 1980s.6 The authorities believed that
the Thai economy would enjoy enhanced growth and development by lib-
eralising the financial system while keeping the basket of currencies in op-
eration. Thus, the baht was kept closely tied to the US dollar. The Thai
economy continued to growth as long as the US dollar was depreciated.
Unfortunately, the growth lasted for just a very short period. Thailand’s
economy began to slow down and lose its competitiveness as the baht ap-
preciated against the yen as a result of an appreciation of the US currency
in 1995 (see Fig. 6.1 and Table 6.1).

From our study, Thailand experienced the following outcomes resulting
from the basket of currencies policy. On the trade front, Thai exports grew
rapidly as a result of the yen appreciation against the US dollar and the
baht in 1984. They grew dramatically in the 1990s when the yen continued
to appreciate against the US dollar. Unfortunately, the yen began to lose its

¢ See Chap. 3 for discussion of this view.
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value against the US dollar, and hence the baht in the late 1995 (see
Fig. 6.1). Consequently, Thailand began to lose its export competitive-
ness particularly with Japan, its main trading partner, thus a lengthy period
of high export growth came to an end in 1996 with an export growth defi-
cit of —2% (see Table 6.1). On the financial front, Thailand aimed to attract
foreign funds into its financial market to service domestic economic
growth and development and those funds mostly came through commercial
banks and the BIBF. In order to attract foreign funds, the Thai government
lifted all interest rate ceilings for commercial banks and provided several
tax privileges for the BIBF (see Tables 6.4 and 6.8). These benefits to-
gether with the pegged exchange rate made investment in Thailand’s fi-
nancial market very attractive. Thus, the country experienced an enormous
surge in foreign funds to both commercial banks and the BIBF in just a very
short period of time (see Tables 6.6 and 6.9).

In terms of lending, the commercial banks and the BIBF extended most
of their funds domestically to various sectors, however, our study shows
that a high proportion of funds were provided to investment in the non-
tradeable sector, for instance constructions and real estate, finance institu-
tions (and personal consumption for the commercial banks). Although, the
commercial banks rolled out much of their funds to the tradeable sector
(represented chiefly by the manufacturing and trade sectors) (see Ta-
ble 6.7), results from our study show that the commercial banks were the
biggest lenders with for example, a more than 60% share of all loans to
real estate and construction projects (see Fig. 6.6). Lastly, we found that
the pattern of the BIBF’s lending changed dramatically from the tradeable
to non-tradeable sector, with most of its funds extended to construction
and real estate and financial institutions (see Table 6.10 and Fig. 6.8). In
principle, the lending of the commercial banks and the BIBF exhibited a
problem of poor management foreign funds were extended to the non-
tradeable sector. When the Thai economy began to shows sign of a slow-
down in 1996, confidence in the economy among international investors
slipped away. Foreign investments came to a sudden stop, causing the
stagnation of the Thai economy, which finally precipitated the financial
Crisis.

The assessment part of this book is now complete, covering Chaps. 4-6.
The next and last part of this book will be an analysis of possible causes of
the crisis in Thailand in Chaps. 7-9 presents the conclusions of this book.
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7 Review of Financial Liberalisation Theory
and the Thai Crisis

7.1 Introduction

This book has now fulfilled two prime tasks. The first task was to review
the literature on international finance related to the issues of financial cri-
ses, the sequence of financial liberalisation, capital control, exchange rate
policy and asymmetric information and examine the framework under-
taken by Thailand in liberalising its financial system. This first task was
undertaken in Chaps. 2 and 3, which is Part A of this book. The second
task of this book was to make an assessment of Thailand’s financial liber-
alisation taking into consideration the literature presented in Chap. 2. This
was accomplished in Chaps. 4, 5 and 6, which is Part B of this book.

In this Part C which comprises Chaps. 7, 8 and 9, the aim is to provide
an analysis of the contribution of Thailand’s financial liberalisation as a
cause of the crisis in relation to the literature reviewed in Chap. 2 and its
social welfare analysis using a cost benefit analysis framework in Chap. 8.
Chap. 9 is the conclusion of this book.

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

But before we analyse the role of financial liberalisation in Thailand’s
financial crisis it is important to review some of the famous international
crisis models. The main models discussed in this chapter are the first gen-
eration speculative attacks models and the second generation models.

The first-generation speculative attack model was developed by
Krugman (1979), Flood and Garber (1984a) and Blanco and Garber (1986).
The first generation model combines two main theoretical approaches, the
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monetary approach to the balance of payments and the flexible price mon-
etary approach to the exchange rate. The models explain the currency cri-
ses in terms of overly expansive domestic macroeconomic activities.

The first-generation speculative attack model can be explained by a
model which assumes perfect foresight, small country model with fixed
output where both purchasing power parity and uncovered interest rate
parity hold.

We can begin with a standard money demand equation:

M-p=¢ 7 —ai @,a>0 (7.1)
While money supply is given by:
m,= 7D, +(1-7)R, 0o<y<i1 (7.2)

where:
m = nominal money supply,

P, = the domestic price level,
D, = credit created by the domestic central bank,

R, = domestic currency value of foreign exchange reserves,
¥ = share of domestic credit in the money supply.
The rate of domestic credit creation is considered to be constant at:

D,= 1 >0 (7.3)
The purchasing power parity is given as
pPi=5S; (7.4)
Whereas the uncovered interest rate parity is given by:
i =i +E,s, (7.5)

where:
i, = home interest rates,

ok . .
i = foreign interest rate,
E , = expectation operator,

s, = expected change in exchange rate.

Under perfect foresight assumption and holding at the standardised
value of unity, substituting (7.4) in (7.5) the money demand equation can
be written as:

m =s,— S, (7.6)

The equation for foreign exchange reserves assuming a fixed exchange
rate is given by:

Ri=(-yDyy(1-7) (7.7)



7.1 Introduction 149

Then substituting (7.3) into (7.7) gives us the rate as which foreign
exchange reserves are running down:

R,=—u/0O (7.8)
where:
O=0-7Vy
Thus if foreign exchange reserves are constantly being run down
because >0, agents expect the monetary authorities to abandon the peg.

Now, assuming that, the new policy with regards to exchange rate is a
clean float. The new floating rate can be shown as:

s= 7 (Do+au)+ yut (7.9
where:
yut t = the rate at which the new floating exchange rates depreciates.

As the pegged exchange rate collapses, the exact time of the collapse is
given by:
t,=(OR,/1)- a (7.10)

The collapse will occur sooner the larger is the proportion of domestic
credit in the money stock, the lower is the initial stock of reserves, the
higher the rate of credit expansion and higher the interest elasticity of
demand for money as with depreciation inflation is expected to increase
leading to an increase in the nominal interest rates which in turn will re-
duce money demand.

Second-generation models emphasise the non linearities in the govern-
ment behaviour and emphasises the fact that even with appropriate poli-
cies, attack conditional policy changes can pull the economy into an attack.
Second-generation models are more concerned with speculative attacks.
Speculative attacks are different from the crises studied by the first-
generation models in two respects. Firstly, the state of the business cycle
and the banking system feature prominently in the analysis. Moreover,
countries experiencing a currency attack were unsuccessful in supporting
exchange rate parities owing to tight borrowing constraints imposed by
monetary policies in trading partners. Secondly, speculative attacks appear
to be unrelated to economic fundamentals. More emphasis has been placed
on other factors, particularly informational frictions and herding behav-
iour. Furthermore, volatility in foreign exchange markets is enhanced by
the globalisation of financial markets. Changing expectations can induce
or reverse capital flows instantaneously in these internationally integrated
markets. In these circumstances herd behaviour could be encouraged when
expectations are formed on the strength of imperfect and asymmetric
information.
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7.2 Inappropriate Sequence of Liberalisation

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

Financial
liberalisation

Trade Reform

l

Reduction of Defi-
cits & Maintaining
Foreign Reserve

Domestic Finan-
cial Reform

Foreign Exchange
& Capital Control
Deregulation

) 4

Fig. 7.1. Sequence of Thailand’s financial liberalisation

From our study in Chap. 4, we found that the sequence of financial lib-
eralisation in Thailand was the following: trade reform, reduction of defi-
cits and maintaining foreign reserve, foreign exchange and capital control
reform, and domestic financial reform (see Fig. 7.1).

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

Table 7.1. Thailand’s fiscal and current account balance (percentage of GDP)

Fiscal balance'! Current account balance
1990 4.7 -8.3
1991 49 -7.5
1992 3.0 =55
1993 2.2 -4.9
1994 1.9 54
1995 2.8 -7.9
1996 2.3 -7.9
1997 -1.9 -2.0

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

Theoretically, the country needed to maintain a high level of foreign re-
serves and fiscal surplus and a low current account deficit before other ac-
tions in financial liberalisation were commenced. The performance of Thai
economy in the second half of the 1980s went extremely well with high
exports and GDP growth. Such impressive growth led to a significant in-
crease in foreign reserve and enables Thailand to achieve its first ever
fiscal balance in 1988 (see Figs. 4.3 and 4.4). This provided enough confi-
dence that a successful financial liberalisation was possible in Thailand.
However, the current account balance of the country at the time cautioned
against over-confidence in this idea. The account was in deficit as high as
—8.3% when liberalisation took place in 1990 (see Fig. 4.5 and Table 7.1).
The government seemed to ignore this fact and continued to liberalise the
financial system until it was completed in early 1994. In most cases, un-
dertaking financial liberalisation when the current account deficit is high
results in widening the deficits even further. In Thailand, the situation
showed no sign of improvement but further deteriorated. The country was

! Fiscal balance is surplus of government budgets.
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losing its fiscal balance as well as increasing the current account deficit,
especially during the export slowdown in 1995 and 1996. This indicates
the error in liberalising financially at a when the current account deficit
was high, which resulted in a widening problem of deficit and created eco-
nomic instability.

Table 7.2. Sales of foreign exchange in Thailand

Foreign banks trade of currency Total sale of foreign exchange

[% share] [millions of bath]
1990 35 1,176,432
1991 40 1,545,686
1992 49 2,102,824
1993 66 3,847,081
1994 79 8,227,287
1995 79 13,303,355
1996 76 23,856,678
1997 71 25,474,023

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

The traditional view of sequencing financial liberalisation argues that
the country should have completed its domestic financial reform with su-
pervisory and monitoring system to assist financial institutions before for-
eign exchange and capital control reforms occur. This is to prevent misuse
of funds and avoid the economic disruption that may be caused by high
capital flows. However, Thailand reformed foreign exchange and capital
controls first with a series of deregulations during 1989 to 1994 (see Chap. 4).
The reform included allowing the public direct access to foreign capital for
the first time and more freely than before, permitting commercial banks to
processes freely any purchases or sales of foreign exchange and increasing
the limit on capital outflows from Thailand. As a result, Thailand experi-
enced a significant increase in foreign exchange trade and high level of
outflows.

For foreign exchange rate, we observed there were significant increases
in total foreign exchange trade, which was largely processed by foreign
commercial banks (see Table 4.1 and Fig. 4.7). Data from Table 7.2 dem-
onstrates that the foreign exchange sold in Thailand alone rose signifi-
cantly since the early reform and continued to increase more dramatically
after the reform was completed in 1994. More importantly, most of those
sales of foreign exchange were made by foreign commercial banks. This
indicated an error of the reform process where foreign exchange trade was
under control by foreign investor, which provided more opportunity for the
speculative behaviour to be implemented.
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Table 7.3. Summary of balance of payments and foreign reserves (US$ billions)

Balance of payments  Foreign reserves

1991 4.2 18.4
1992 3.0 21.1
1993 39 25.4
1994 4.2 322
1995 7.2 37.0
1996 2.1 342
1997 —10.1 26.9

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

In terms of outflows, we discovered that Thailand experienced massive
outflows of capital when the public was permitted to transfer funds out and
the limit on capital outflows was raised. Our study in Chap. 4 indicated
that there were extraordinary increases of capital outflows in all sectors
following the reform, particularly outflows made from non-resident ac-
counts and foreign loans. For instance, outflows made by foreign loans in-
creased from 1,604 million baht in 1988 to 2,747 million baht by the end
of the first capital control reform in 1991 and continued to rise dramati-
cally through to the end of reform in 1994 (see Table 4.2). Perhaps, the
showcase of the immediate effect of capital control reform was the non-
resident outflows, which rose rapidly as soon as controls were lifted. For
example non-resident outflows rose from 235 million baht in 1989 to
9,919 million baht by the beginning of the second stage of reforms in 1991
and outflows were as high as 229,198 million baht when the controls were
completely lifted in 1994. These high levels of outflows have an impact in
reducing foreign reserves and balance of payments of the country. We found
that the problem became severe when Thailand was losing its foreign re-
serves, current account deficits widened and balance of payment was de-
clining as a result of the rapid increase of outflows from the beginning of the
reform (see Tables 6.1, 7.1, 7.2 and 7.3). Consequently, this generates panic
over confidence of the Thai economy around foreign investors, resulting in
further withdrawal of capital out of the country, in turn, weakening the
macroeconomic fundamentals of the country and led to crisis in the end.

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

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

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

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

7.3 Loosening Controls Over the Capital Account

The idea of capital controls as a means to reduce economic instability is
not new. A study by Tobin (1978) first presented the idea of capital control
by taxing foreign exchange transactions to avoid currency speculation and
crisis. Subsequently, a number of economists (Dooley 1996; Edwards
1999; Neely 1999) have highlighted the importance of capital control as a
core requirement in liberalising an economy. They believe that financial
liberalisation allows capital to mobilise more freely and can create high
instability in any financial system without the presence of proper capital
control. As reviewed earlier in Chap. 2, the discussion on new interna-
tional financial reform theories has focused on two types of controls on
international capital mobility, namely, controls of capital outflows and in-
flows.? However, others economists such as Coy et al. (1998) and Cooper
(1999) argue that capital controls on both inflows and outflows are diffi-
cult to manage in liberalising economies. As they believe that the controls
would have negative impact on the movement of capital in the free
economies.

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

2 See Chap. 2 of this book for a detailed discussion of controls on both capital
outflows and inflows.
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the banking sector, to the extent that the pattern of foreign capital flows
changed from traditional investment, such as FDI, to the banking sector via
the BIBF (see Fig. 5.5).

Table 7.4. Summary of non-bank flows (US$ millions)

1990 1991 1992 1993 1994 1995 1996 1997

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

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

Loans  Inflows 7,282 13,618 14,547 18,225 17,507 21,418 24,920 17,980

Outflows —2,747 —7,957 —11,701 —20,657 —23,352 —19,900 —19,469 —21,668

Portfolio Inflows 3,417 2303 3,407 10,959 8,995 10,111 13,515 24,757

Outflows 2,960 2,140 -2,846 —6,107 -7,885 -6,691 —10,027 —20,207

Non- Inflows 1,571 11,961 22,627 76,963 231,264 416,410 810,397 710,349
resident

Outflows —235-9,919 —20,920 —74,278-229,198-413,003-807,473-716,161
Net Flows 8,870 9,899 7,265 6,837 —1,343 10,349 14,134 1,323

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

In terms of the non-bank sector, foreign capital flows were invested
mainly for four major purposes: FDI, loans, portfolio investment and non-
resident account. Inflows to this sector were as high as those in the bank-
ing sector and rose dramatically after capital controls began to lift. Table
7.4 is a summary of capital flows to the non-bank sector, reproduced from
our study in Chap. 5. The data shows that capital control reform changed
the pattern of capital flows from the investment sector (FDI) to the non-
tradeable sector (loans, portfolio investment and non-resident account). An
influx of capital by itself was not a problem if managed wisely, however
we found that most foreign capital flows were located in such risky sectors
as real estate and construction. For instance, we found the percentage share
of FDI and total portfolio investment in real estate and construction rose
significantly following the capital controls reform (see Figs. 5.6 and 5.7).
Moreover, we found that capital controls reform also provided opportuni-
ties for more outflows to be made. Table 7.4 exhibits that capital outflows
from Thailand escalated quickly in a very short period of time, in particu-
lar outflows made by the non-residential account. Clearly, this was a result
of the capital control relaxation, which allowed the outflows to move
freely. Thus, funds rapidly left Thailand after the capital controls reform
took place and grew even more when the reforms were completed from
1994 onwards with foreign investors as the biggest outflow makers.

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

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

7.4 Problems of Stable Exchange Rates

The basket of currencies was designed to benefit Thailand in the liberalisa-
tion of its financial system and had two main objectives.? Firstly, it aimed
to boost trade growth through an export-led growth policy. Secondly, the
country also aimed to attract foreign funds in order to service economic
growth and to promote Thailand as the financial centre of the region.
Overall, Thailand’s currencies basket was comprised of seven currencies;
the US dollar, the yen, the mark, the pound sterling, the Hong Kong dollar,
the Singapore dollar and the Malaysian ringgit. Although, the official
weight of the basket was never made public, it is known that the US dollar
had the highest weight of approximately 85% of the basket.* The basket of
currencies proved its efficacy in generating export growth. Strictly pegging

3 Ohno (1998) refers to the basket of currencies, which tie a currency to the
US dollar, as the ‘soft dollar zone’, McKinnon (1999) refers to it as a ‘dollar
standard’.

4 See Sect. 6.3 in Chap. 6 for a detailed discussion of Thailand’s basket of curren-
cies.
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the baht to the US dollar made Thai exports look attractive when the US
dollar depreciated relative to the yen during from 1984 to the early years of
1990s. In Chap. 6, we found Thai exports to the Japanese market rose rap-
idly after the depreciation (see Table 6.2). Additionally, we discovered that
the depreciation of the baht increased direct investment in the manufactur-
ing sector from Japan as well (see Figs. 6.2 and 6.3). Strong growth of ex-
ports to and investment from Japan led to impressive export growth with
an average of 20 per cent per annum during 1984—1995 (see Table 6.1).

Table 7.5. Thailand’s external account (US$ millions)

1990 1991 1992 1993 1994 1995 1996 1997

Exports 229 283 322 36.6 447 557 547 56.7
Imports 327 37.8 40.1 451 534 704 70.8 613
Trade balance -98 95 -79 -85 87 -147 -161 -4.6

Current account balance -7.1 -74 -6.1 -6.1 -78 -132 -143 -3.1
Fiscal balance 103.3 1237 859 68.9 658 1125 1043 -87.1

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

Unfortunately, the story of Thailand’s export success was limited.
Thailand was faced with a major downturn of exports as a result of a
sharply appreciating US dollar against the Japanese yen in 1995. This
event had simply impacted in increasing Thailand’s terms of exports as a
result of the baht value rising along with the US dollar. Thailand began to
lose its export competitiveness, due to a significant decline of exports to
such a major market like Japan. As a result, the Thai economy experienced
high level of trade imbalances and current account deficits in 1995 and
1996, while the fiscal balance also began to decline in the same period (see
Table 7.5).

It is known that Thailand’s trade was mostly dominated by the US
dollar, despite the fact that the US was not its only major trading partner.
In fact, Japan was Thailand’s largest export market and a major investor,
and the decision to strictly peg the baht to the US dollar alone was
inappropriate, because the mismatch between the basket of currencies and
real trade made Thailand vulnerable to fluctuations in the US dollar against
the yen and other currencies. When the baht appreciated (as a result of the
appreciation of the US dollar) against the yen, Thailand’s trade to major
markets like Japan suddenly declined, resulting in economic deterioration
in the end. In principle, these relationships suggest that the yen was under-
weighted in Thailand’s basket of currencies and strictly pegging to the US
dollar did not ensure a healthy economy. Therefore, the weighting of the
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basket should have been adjusted according to the priority of the country’s
trading partners rather than the US dollar dominated market.’

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

High foreign capital flows to the financial sector simply meant high ex-
ternal debt because most inflows came in as borrowing to commercial
banks and the BIBF. Table 7.6 and Fig. 7.2 show that Thailand experi-
enced an increasing debt from the beginning of liberalisation. The external
debt grew rapidly from 34 to 60% of GDP during 1990-1996. Obvious
debt increases were witnessed in the commercial banks and the BIBF. We
observed that a high proportion of these debts were short-term rather than
long term. In 1994 alone, the commercial banks incurred short term debt
amounting to US$6,414 million or 60% growth above the previous years
total, while the BIBF accounted for a total of US$15,142 million or 138%
growth. The accumulation of high short-term debt by commercial banks
was largely due to the interest rate differential, resulting from interest rate
deregulation. While the massive increase in debt of the BIBF was a result
of tax privileges and particularly to the absence of short-term reserve

3 A study by Rajan et al. (2000) suggested that to avoid the crisis, Thailand
should have increased the weight of the yen by as much as 40 per cent in the
basket before the crisis period.
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requirements. All these factors led to a rapid increase in short-term debt to
an unacceptable level, which led to a dramatic decline of international re-
serves (see Table 7.6 and Fig. 7.2). Furthermore, by itself a high level of
short-term funds seems to cause no problems if they are extended wisely.
According to our study in Chap. 6, we found that the commercial banks
and the BIBF loaned out most of their funds, from short-term borrowing to
long-term loans, in unproductive sectors such as real estate and construc-
tion. The problem began to appear when these sectors failed to service
their loans to the commercial banks and the BIBF, this in turn caused the
collapse of the financial sector.

Table 7.6. Thailand’s private sector Foreign debt (US$ millions)

1990 1991 1992 1993 1994 1995 1996 1997
Private sector 17,793 25,068 30,553 37,936 49,152 84,430 91,941 85,194
Long term 7,633 10,382 12,189 15,302 20,153 32,117 44,252 46,920
Short term 10,160 14,686 18,364 22,634 28,999 52,313 47,689 38,274
Commercial bank 4,233 4477 6,263 5279 9,865 14,436 10,682 9,141
Long term 286 338 731 1,263 3,451 4,443 2,314 3,923
Short term 3,947 4,139 5,532 4,016 6,414 9,993 8368 5218
BIBF - - - 7,740 18,111 27,503 31,187 30,080
Long term - - - 1,385 2969 3,799 10,697 10,895
Short term - - - 6,355 15,142 23,704 20,490 19,185
Non-bank 13,560 20,591 24,290 24917 21,176 42,491 50,072 45,973
Long term 7,347 10,044 11,458 12,654 13,733 23,875 31,241 32,102
Short term 6,213 10,547 12,832 12,263 7,443 18,616 18,831 13,871
Debt / GDP (%) 343 38.5 39.1 416 449 600 59.7 70.0
International re- 137.0 119.7 112.0 1124 103.8 70.7 81.1 70.4
serves/Short term
debt (%)
Debt service ratio 10.8 10.5 11.3 11.2 11.7 11.4 12.3 15.7

(%)

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

7.5 Asymmetric Information: Problems of Moral Hazard

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

As we discovered in the earlier chapters, the country experienced a
sharp increased of capital inflows as a result of financial liberalisation. In
Chap. 5, we found that Thailand experienced a massive increase of capital
flows following capital control deregulation. While in Chap. 6, we found
that the deregulation of the interest rate did not enhance saving and in-
vestment, instead, it provided international investors with opportunities to
benefit from the interest rate differential while the commercial banks were
also advantaged by borrowing abroad at a cheaper interest rate. This lead to a
massive influx of capital flows into commercial banks as soon as the ceil-
ing was removed (see Table 6.6). These high capital inflows simply fuelled
demand for spending and investing within the domestic market and we
found that most investments in Thailand were made in the non-tradeable
rather than the tradeable sector.

Our findings in Chap. 5 revealed that the majority of inflows were di-
rected heavily toward the non-tradeable sector, particularly the real estate
and construction sector. For instance, FDI and portfolio investment shifted
from industry to the real estate and construction sector following financial
reform (see Table 5.8, and Figs. 5.6 and 5.7). Moreover, the property indi-
cators in Table 7.7 reveal that investments in this sector increased rapidly

¢ For a detailed discussion of asymmetric information see Chap. 2 of this book.
See also Diaz-Alejandro (1985) for a study of Chile’s crisis in 1982, Mishkin
(1996) for a discussion of the Mexican crisis in 1994 and Kamin (1999) for a
comparison study of the Chilean and Mexican crises.
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during the period of financial liberalisation. The number of permits granted
by the government for new housing and condominium projects rose from
the early stages of liberalisation and continued to increase dramatically
toward the end of 1996. Most importantly, the data also revealed that in-
vestments in this sector were definitely unproductive as it generated more
and more outstanding debt over the period of 1989 to 1997. For instance,
the debt rose almost fivefold between 1989 and 1993 and kept increasing
to a peak in 1997 (see Table 7.7). In short, the pegged exchange regime
provided foreign investors with positive expectation that value of currency
would barely fluctuate, hence they were willing to extend their funds into the
economy. The expectation coupled with financial liberalisation resulted in
rapid increase of investment, which later leads to a problem of a bubble
economy to Thailand with over-investment in non-tradeable sectors such as
the real estate and construction sector.

Table 7.7. Thailand’s property indicators

Unit 1989 1990 1991 1992 1993 1994 1995 1996 1997
Land transac- (milli

tions nation- ‘glahlgn 238,240 367,089 270,105 279,008 344,783 404,747 396,150 441,291 338,946
wide

Land develop-

ment licences  (units) 101,222 160,519 142,358 138,431 128,513 167,261 143,157 127,054 114,422
Nationwide
construction

Areas permit- (1000
ted in munici- sq mts)
pal zone
Condominium
registration
Granted na-
tionwide
New housing
in Bangkok
metropolis an
vicinity
Property credit (million
outstanding Baht)

28,496.138,207.341,326.435,964.738,023.236,131.536,785.926,750.121,745.9

(units) 6,319 12,601 44,610 73,026 56,407 65,596 65,617 81,811 72,420

d (units) 80,031 102,335 129,688 108,001 134,086 171,254 172,419 166,785 145,355

134,882 264,985 323,809 408,421 519,954 651,772 773,468 862,641 937,326

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

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

In addition, the moral hazard problem in Thailand suggests one crucial
error in regards to poor management of financial liberalisation. The prob-
lem lies with the government itself where they failed to provide an ade-
quate regulatory system for the BIBF and guidance for investors to manage
risk appropriately when new investing and lending opportunities were of-
fered by financial liberalisation. In fact, this problem originated from inap-
propriate reform of the domestic market. As we discussed earlier that the
government established the BIBF rather than reforming the domestic fi-
nancial institutions with supervisory and monitoring systems. As our study
confirmed that pattern of investment and lending in Thailand changed
dramatically from the tradeable to non-tradeable sectors and the outcome
of weak supervision and poor regulatory system allowed the moral hazard
problem with high level of unproductive investments and lending.

In sum, from our study, we suggest the problem of moral hazard derived
from two over-optimistic expectations of the Thai economy in the age of
liberalisation. Firstly, the expectation that the country’s economic growth
would continue indefinitely, resulting in over investment in unproductive
investments, such as real estate and construction projects. Secondly, the
expectation of guaranteed loans to the BIBF, created problems of exces-
sive lending in the non-tradeable sector. These expectations groomed the
confidence over the economy among investors, who invested or lent funds
without hedging against risks to Thailand. This resulted in growing num-
bers of non-performing loans and huge loan losses, which led to a collapse
of the economy. Finally, the government was to blame for allowing moral
hazard problem to ignite through the lack of government provision of the
appropriate guidance and supervisory systems to assist investors and the
BIBF.



8 A Cost and Benefit Analysis Model for
Globalisation: Some Social Welfare Implications
of Thailand’s Globalisation Process

By Sardar M. N. Islam and Mathew Clarke

8.1 Introduction

Undoubtedly the most striking feature of the globalisation process has
been financial liberalisation. In principle, financial liberalisation is the
process whereby a country seeks to increase its competitiveness and
growth by freeing up its financial system for international capital through
reforming trade, foreign exchange policy, capital controls and the domestic
financial market. The ultimate aim of globalisation and financial liberalisa-
tion is to foster economic growth. This chapter analyses the benefits of
these two interdependent and intertwined processes from a social welfare
perspective. Various inter and intra-dependent development issues, proc-
esses, innovations and public policies have intersected and accelerated so-
cial and economic change resulting in what is commonly referred to as
globalisation over the past three decades (Bird and Rajan 2001; for a re-
view of the welfare and political issues see Sen 1999; Gilpin 2001; Islam
2001a). Globalisation is widely considered to be a contributor to global
prosperity.

This chapter proposes, develops and applies a welfare economic frame-
work with a focus on a cost-benefit analysis of the intra-country sharing of
the development impact of global prosperity from globalisation and states
the resultant welfare economic, development strategic and public policy
perspectives.
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The process of globalisation produces a wide range of welfare economic
outcomes, both costs and benefits, in terms of the economy, the environ-
ment and social relationships. The benefits may include higher incomes,
improved health and greater political freedom. The costs can include
greater inequality, environmental degradation and social dislocation. To
determine the desirability of globalisation, it is important to move beyond
listing the separate costs and benefits and to undertake a welfare economic
analysis of globalisation based on cost-benefit analysis methods. This will
facilitate the consideration of intertemporal preferences, intergenerational
equity, etc. to determine the desirability of globalisation at the intra-
country level.

A systematic consideration, quantification, and numerical estimations of
the costs and benefits of globalisation has not yet been undertaken within
the current literature. The objective of this chapter is to present a study of
globalisation which can overcome this limitation. An illustrative, though
realistic, estimation of the costs and benefits of globalisation is undertaken
and analysed within a welfare economics framework.

The estimation of these costs and benefits of globalisation are based on
operationalising social choice theory. Cost-benefit analysis is a technique
that determines the desirability of globalisation in terms of its net benefits
and the preferred or optimal levels of social welfare. It is possible to de-
velop a cost-benefit analysis framework using normative social choice
perspectives.

This framework explicitly considers society’s values, choices and pref-
erences on these issues. Cost-benefit analysis provides a more accurate
measure of the social welfare effects of policies, projects or economic
states compared to conventional measures of the net benefits of globalisa-
tion. By incorporating cost-benefit analysis into calculating and adjusting
national income, a more accurate understanding of optimal levels of soci-
ety’s welfare provided by development processes can be reached. The use
of cost-benefit analysis allows the new measure of net social welfare as
both costs and benefits of globalisation are now included, rather than just
the benefits.

Social choice theory makes explicit the societal value judgements upon
which the definition and measure of social welfare are based. By applying
cost-benefit analysis to the calculation of national income in order to
measure society’s welfare, national income is made to more closely re-
semble real social welfare corresponding income levels.

A new cost-benefit analysis of the development impact of globalisa-
tion’s prosperity is presented in this chapter for a twenty-five year period
for Thailand, 1975-1999, based on social choice theory. This adjusted
measure shows stark differences exist between conventional measures of
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globalisation and cost-benefit adjusted measures of globalisation. The wel-
fare economic, development strategic and public policy perspectives are
also evident from the results. This approach has wider applications to other
economies in the world.

This chapter is structured as follows: Section 8.2 presents a brief review
of the Thai experience of globalisation and financial crises. Section 8.3
introduces the welfare economics framework. Section 8.4 introduces the
illustrative cost benefit analysis. Section 8.5 presents welfare analysis
of the results of this illustrative exercise. Finally Sect. 8.6 presents a
summary conclusion.

8.2 Overview of Globalisation and the Thai Experience

Globalisation is commonly considered to be characterised by the increas-
ing interdependence of national economies, trade, corporations, financial
markets, production, distribution and consumer marketing (Henderson
1999; McNutt 2002).

The desirability of globalisation is dependent upon how its resultant
prosperity is shared. A social welfare evaluation of globalisation at the in-
tra-country level can be performed by adapting the framework of global
welfare economics (Sen 1999; Islam 2001a). The prosperity from global-
isation affects different sections of society in different ways. Globalisation
results in both winners and losers and has both benefits and costs (Williamson
2002). As such, globalisation is an important issue for evaluating social
welfare of a nation, especially for Thailand, for example, due to its
experience within the 1997 Asian financial crisis which was mainly a re-
sult of rapid globalisation (Arunsmith 1998; Siamwalla 2000; Julian 2000;
Ryan 2000).

Within the developed world and certain developing countries (such as
Thailand), a number of factors have been important drivers in the process
of globalisation: (i) the rise of the knowledge economy; (ii) financial liber-
alisation; (iii) accelerated transportation and communication systems; (iv)
increased direct foreign investment; and (v) increased economic and politi-
cal interdependence of countries.

Over the last three decades, most economies have moved towards inter-
national economic deregulation. This deregulation has resulted in the dis-
mantling of trade barriers such as tariffs in goods and services, relaxation
of control over capital markets (including floating currencies, and deregu-
lation of financial markets and direct foreign investments), and the deregu-
lation of internal markets for goods and services.
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Within Thailand though, the major effects of globalisation have only
been felt since the mid 1980s. As mentioned in the previous chapters be-
tween 1975 and the mid 1980s, the Thai economy was relatively closed
and tightly controlled by government regulations. Regulations on foreign
investment were tight and the value of the baht was fixed and later tied to
the US dollar and later still a US dollar dominated basket of currencies.
The Thai government sheltered the economy from the excesses of the vola-
tility of the world economy (Dixon 1996, 1999). However, from the late
1980s, the effects of globalisation, the rise of the knowledge economy and
liberalisation of finance and capital markets began to be implemented
(Warr and Nidhiprabha 1996; Leightner 1999). Foreign investment esca-
lated, particularly into the export-manufacturing sector, as a direct result of
this process (Kittiprapas 1999, 2000; Pilbeam 2001).

On the other hand, globalisation was directly impacting on communities
at all levels especially the rural community. Villages produced agricultural
exports, supplied labour to domestic market in cities, had access to tele-
communication networks especially television (and satellite television).
This globalisation of the village is considered by many non-government
organisations responsible for increased debt and its ensuing poverty and
the inability to become self-reliant. However, less globalised villages suf-
fered more during the financial crisis of 1997, as they had fewer coping
mechanisms and options available to them (Kaosa-ard 2000).

8.3 Welfare Economics Framework for Globalisation

8.3.1 The Elements

The welfare economic framework proposed to evaluate the relative welfare
economic implications of globalisation for sharing global prosperity at the
intra-country has several components or perspectives. They are cost bene-
fit analysis, social choice theory, and a systems approach. This approach
has been called by Islam (2001b) a (new)’ welfare economics, which is
based on the social choice possibility perspective, measurability of social
welfare and a multi-disciplinary system approach incorporating welfaristic
and non-welfaristic elements of social welfare.

8.3.1.1 A General Welfare Economics Framework

In welfare economics, a useful framework to rank social states (or projects)
when the forces of private profitability are unable to rank them according
to social orderings is through cost-benefit analysis (Boadway and Bruce
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1984). There are several conceptual and methodological issues related to
the measurement of society’s welfare and economic performance which
are central to all studies of welfare (see Arrow et al. forthcoming; Bos
et al. 1988; Broadway and Bruce 1984; Johnson 1996; Ravallion 1994;
Lahiri and Moore 1991; Islam 2001a; Sen 1985a, 1985b).

They include:

e adefinition of well-being and welfare;

e criteria for evaluation of welfare and performance;

e the specification of an aggregate social welfare function such as
possibility and impossibility theorems in social choice;

e the numeraire of welfare and performance such as utility, consumption,
GDP, capabilities, entitlement, wealth, capital stock, clean environ-
ment, the level of human development or a combination of non-
economics factors such as rights, freedom, opportunity, equity etc.;

e units of measurement, i.e. money or physical units, market prices,
shadow prices, contingent valuation or willingness to pay;

e the level of measurement at the aggregative (macro) or disaggregative
(micro) levels; and

e models for measurement and analysis such GDP or other aggregative
performance indices, family budget analysis, economy wide macro-
econometric models, econometric estimates of demand functions,
game theory, constrained optimisation, cost-benefit analysis, micro and
macro economic or growth models.

Within this new approach, welfare is defined as a function of the cost
and benefit consequences of globalisation upon welfare outcomes. It is op-
erationalised through a democratic social welfare function using social
choice theory. The numeraire of this index will be Thai baht, in 1988 pric-
es, based on standard national accounts. The measurement units are a mix
of market and shadow prices and are calculated at the macro-level. By
incorporating the above elements of social choice and welfare economics,
a social welfare function of the following form can be developed:

SWEF, =W, (NBt{Pt)}) (8~1)
where: W, = welfare
t = time
NB, = [(B{PH-(CAPH](1+r)
B = benefits of program
C = costs of program
r = discount rate

P, = the program
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The time value of money needs to be addressed when undertaken a
monetary based cost-benefit analysis. The future value is discounted to net
present value (NPV) by a factor. The net discounted present value of a pro-
ject is calculated as:

B,-C, B,-C, B, -C,
= ot e 0 (8.2)
(1+7r) (1+7r) (1+7r)
n B'—C'
= Z P —
f=0(1 + r)
where NPV = net present value
B = benefits
C = costs
r = discount rate
n = number of years

The Cost-Benefit (C-B) ratio reveals the dollars gained on each dollar of

cost:
N
BI
z (l I")t

=0 \1+

C-B ratio = (8.3)
" C
=0* (1 + r)t

a. If C-B ratio is greater than 1, the health program is of value.
b. If C-B ratio is equal to 1, the benefit equals the cost.
c. If C-B ratio is less than 1, the health program is not beneficial.

Debate on the appropriate discount rate is unresolved in the literature.
For financial valuation, the market rate of interest is considered the appro-
priate social discount rate (Johansson 1987). However, within social
welfare considerations, such a discount rate renders the rights of future
generations to almost zero within only a few decades. Within this book, a
pragmatic decision has been made to use a social discount rate equal to
zero as the impacts of globalisation on social welfare is considered as
equally important for both the present and future generations (Ramsey
1928; Harrod 1948). The consequence of a zero discount rate is that the
needs of the present generation are explicitly made equal to the needs of
the future generations.
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8.3.1.2 Application to Globalisation

Cost-benefit analysis will be incorporated in this chapter to consider the
benefits of globalisation. This will account for both economic and non-
economic, direct and indirect effects and concerns of globalisation on
social welfare through identifying and incorporating these effects, then as-
signing monetary values through the use of market prices and shadow
prices, and using social time preferences for intertemporal welfare com-
parisons. This will make the cost-benefit analysis of globalisation an
appropriate tool for ranking different social states. If we adapt the above
social welfare function, the cost-benefit model can be stated as follows:

NSBGt = Y(DBGt + IBGt) — (DCGt + ICGt) (8.4)

where NSBG = net social benefit of globalisation
t time

DBG = direct benefits of globalisation
IBG = indirect benefits of globalisation
DCG = direct costs of globalisation
ICG = indirect costs of globalisation

Cost-benefit analysis has several components or elements. The first
component is to consider all the direct economic and non-economic inputs
and outputs. Social states (or projects) considered within a cost-benefit
analysis framework have economic inputs and outputs that would be con-
sidered in a financial analysis, but they also have non-economic inputs and
outputs that also need to be fully captured. These may include time saved,
risk taking or health improvements. The second component is to consider
all the indirect costs and benefits. These indirect effects are primarily ex-
ternalities that are not captured elsewhere in the economy. They include
such things as pollution, which affects third parties, to the production-
consumption relationship. Having identified all the direct and indirect,
economic and non-economic costs and benefits, the third component of
cost-benefit analysis is to assign monetary values to these effects. The
monetary value of the direct, economic costs and benefits are found within
the market. However, a variety of techniques have been developed (i.e.
hedonic pricing, border prices, willingness to pay, etc.) to calculate the
prices of indirect, non-economic costs and benefits. These are known as
shadow prices. By assigning monetary values to these non-economic
goods, they can be considered with the economic costs and benefits to de-
termine the final ranking. The final component of cost-benefit analysis is
to sum all these impacts for each period but to also convert all these cur-
rent values into a present value. This is achieved through the use of time
preferences and social discount rates (Boadway and Bruce 1984).
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8.3.2 Social Choice Theory

Social choice theory is concerned with the study of issues surrounding so-
cial welfare on the basis of individual preferences but also considering the
requirement for an optimal social outcome. Social choice theory is con-
cerned with defining and measuring social welfare consistent with individ-
ual preferences for improving social welfare conditions, with the provision
that society’s preferences are paramount.

Social choice theory has a long history (see Sen 1999 for a survey). The
difficulties in making a judgment on the state of social welfare have long
been recognised (Borda 1780, reprinted 1953; de Condorcet 1785). Arrow
(1951) formulated the difficulties and inconsistencies of social choices
within his ‘impossibility theorem’. He showed through using axiomatic set
theory that it was not possible to make a non-dictatorial social choice that
satisfied a set of axioms of reasonableness. An alternative theorem was de-
veloped by Sen (1966, 1970, 1973; and subsequently added to by others, see
Hammond 1976) that argued that Arrow’s set of axioms of reasonableness
were not reasonable but based on restrictive assumptions, which are not nec-
essary in operational social choice making in real life environments. There-
fore, it was possible to make non-dictatorial social choice decisions.

8.3.3 A Systems Analysis

Society is made up of many sub-systems (or domains) that inter-relate in a
dynamic manner (Dopfer 1979; Clayton and Radcliffe 1996; Bossel 1999;
Islam and Clarke 2003). Each of these sub-systems has a direct impact on
society’s well-being and therefore, measures of social welfare must take
into account each of these sub-systems for that measure to be legitimate. It
is rare for national welfare measurement to include all sub-systems (see
Islam 2001a, 2001b for a measure containing the social, environmental and
economic factors).

Understanding society as systems-based can impact on policy-makers’
planning paths of increased development or welfare.

8.3.4 Issues in the Application of the Framework

A large set of controversial issues has emerged in regard to the process of
globalisation, its causes, consequences and welfare impacts. The set of
issues relevant for social welfare analysis and measurement include (see
also Islam 2001b):
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1. How can social welfare be measured and assessed within a open
economy?

2. Will globalisation increase social welfare via economic growth?

Is globalisation beneficial for society given its consequences?

4. How much importance should be given to the influence of foreign
factors relative to national factors especially to evaluate the importance
of welfaristic and non-welfaristc elements of social welfare in a global
economy?

W

In this chapter, social welfare is estimated by various adjustments to GDP
which represents the social and environmental benefits and costs of global-
isation and its resultant prosperity. In the rest of the chapter, the above issues
in the welfare economics of globalisation are investigated by adopting a
quantitative and empirical framework (assuming the aforementioned princi-
ples and features) of social choice theory based cost-benefit analysis.

8.4 Costs and Benefits of Globalisation

8.4.1 lllustrative Numerical Estimation of the Costs
and Benefits of Globalisation

Globalisation is not new to Thailand. Following the sacking of its previous
capital city, Ayutthaya in 1767 by the Burmese, the strategically safer
Bangkok was settled. By 1782 Bangkok had flourished and become a im-
portant regional trading centre. Bangkok become a regional centre for
shipbuilding and was soon building the largest ships outside of Europe.
Trade brought Thailand into contact with Europe, and various colonial
powers such as the Dutch, French and English, began to show political in-
terest in Thailand. Thailand was able to avoid colonisation through estab-
lishing various trade treaties, such as the Burney Treaty in 1826 and the
Bowring Treaty in 1855, with these colonial powers that both ensured in-
dependence but also incorporation into the world economy. But throughout
this period of globalisation, the majority of the population remained unaf-
fected enjoying a high standard of living (Falkus 1995). Farmers supple-
mented their rice crops with hunting and gathering high value goods from
the tropical forests (Phongpaichit and Baker 1995).

The more recent experience of globalisation however, has been financial
liberalisation and deregulation that has occurred through much of the world
(including the developing countries) over the past two to three decades
(see Agenor and Montiel 1996). This liberalisation occurred within
structural adjustment programs prepared for developing countries by the
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IMF and World Bank. These packages of liberalisation closely reflect the
policies adopted by developed countries in removing trade barriers, reducing
barriers to capital movements and investments, privatisation of state-owned
enterprises, reduction in government fiscal spending, deregulation of labour
markets and a focus on global trade. The support for economic openness is
now widespread (see Edwards 1992; Dollar 1992; Ben-David 1993; Sachs
and Warner 1995; Frankel and Romer 1999; Alesina et al. 2000). However,
opposing views have recently resurfaced (see Rodrik 1998; Harrison and
Hanson 1999; Rodrik and Rodriguez 2000).

Although qualitative arguments for and against are common in main-
stream economic discussion (see Stiglitz 2002), the costs and benefits of
financial liberalisation are not easy to estimate or quantify (McKibben
1997, 1998). A preliminary effort for identifying and quantifying the costs
and benefits is made here.

8.4.1.1 Benefits

The benefits of financial liberalisation within globalisation (Wacziarg
2001; Singh 1999) include (but are not limited to):

e transmission of knowledge;
improved government fiscal and monetary policies;
e personal gains to currency traders which has grown to be valued at
USS$1.5 trillion per day;
technological spillovers;
e productiveity increases; and
gains in efficiency due to a wider scale of market interactions.

8.4.1.2 Costs

The major costs of financial liberalisation within globalisation (Borland
et al. 2001b; Wacziarg 2001; Arunsmith 1998; Siamwalla 2000) have been
identified as (but are not limited to):

e an increase in polarisation of households between those with access to
well-paid employment and those in poorly paid casual employment;

e pressure to decrease government size and market presence and
government interference in resource allocation;

e loss of manufacturing jobs to cheaper overseas locations;

e an increase in divergence of earnings in various employment classifi-
cations; and
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e the floating of currencies and degradation of financial markets has left
countries exposed to capital flight and unstable investments. The Asian
financial crisis in 1997 was largely due to this financial deregulation
and freedom from investment controls (Julian 2000; Ryan 2000).

Often though, these costs are not a result of the globalisation process but
rather that of insufficient liberalisation and privatisation, coupled with
rampant corruption, etc. (Aziz 1999).

Financial liberalisation did not occur until the late 1980s in Thailand
(Dixon 1996, 1999). Previously, there were strict controls over the value of
the baht and capital movement. During the 1990s, foreign capital flooded
Thailand’s financial markets. The result was speculative spending, lending
and borrowing creating macroeconomic imbalances and aggravating the
current account deficits and inflation. These poor outcomes occurred
through poor management of both the domestic and the international
financial systems (Kaosa-ard 2000; APEC 2000). However, despite these
poor controls, the resultant financial crisis can be considered a conse-
quence of globalisation. The Thai investment boom which occurred over
the decade 1987-1996, was responsible for both the extraordinary growth
rates experienced during that decade, and simultaneously responsible for
the financial crisis in 1997 (Vines and Warr 2000). Following the July
1997 crisis, a massive capital flight occurred leaving Thailand in debt to
the value of US$89 billion (APEC 2000).

Within this grossly over simplified illustrative cost-benefit analysis, the
net benefits (prosperity) of globalisation are assumed to be fully reflected
in economic growth. As stated this is an over simplification, but is accept-
able for illustrative purposes (indeed, globalisation is considered to be a
driving force of economic growth, see World Bank 1999, 2001). No addi-
tional benefits of globalisation will be added as it is considered that all
benefits (such as higher incomes, increased consumption, better health
care, etc.) are represented within this figure.

The Thai economy has had three distinct periods of economic growth
over the last twenty-five years, 1975-1999. The first phase 1975-1985,
was a period of steady growth; the second phase 1986—1995, was a period
of accelerated growth, whilst the final phase, 1996-1999 was characterised
by the financial crisis and apparent recovery (Clarke and Islam 2003).

Achieving economic growth in Thailand has been the major public pol-
icy priority for some time (NESDB 1996, 2000) — often to the exclusion of
other goals (Parnwell 1996; Schmidt 1996). Indeed, all policies to plan or
control the direction of economic growth in the early 1990s were aban-
doned in order to achieve high growth rates (Phongpaichit and Baker
1995). This pursuit was successful, yet in terms of other possible welfare
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outcomes, such as environmental damage and growing inequality, the costs
have also been high.

8.4.2 Numerical Application: Methodology, Data
and Results

8.4.2.1 GDP Index

When economists explicitly or implicitly accept the identification of
economic welfare with the supply of goods and services, they effectively
ignore the differences between economic and non-economic welfare and the
fact that activities affecting economic welfare favourably may conceivably
affect non-economic welfare unfavourably (Abramovitz 1961). Therefore
whilst economic growth might increase economic welfare, it may reduce
non-economic welfare. The cumulative effect on social welfare may be
positive, negative or neutral, but this approach assumes it to be positive.
GDP is based on the calculation of prices and quantities:

GDP=q.p
where: q is a vector of outputs (n x 1), [q',q%...,q"
p is a vector of prices (1 x n), [p',p°,....p"]

An index is a statistical measure that shows changes in variables over time.
Periods are compared to a base year. A simple index is the price index defined
as p"/p’, where p is the price, n is the given year and 0 is the base year. The
result is a base year of 100% and comparisons, in percent, are made.

Most indices, such as the GDP index, are computations of prices and
quantities. The most common is the Laspeyre base-weighted model
@".¢")/(p".q"). This results in the Laspeyres index being biased towards the
base quantity purchased and thus can be made redundant if the index
covers too lengthy a period. The GDP index for Thailand (used in this
chapter) is calculated on the Laspeyres Index.

By observing how individuals allocate a certain sum of money over a
specified period of time, data can be collected on people’s preferences for
particular consumption bundles (Hufschmidt et al. 1983).

At an aggregate level, GDP is the summation of all individuals’ revealed
preferences. Just as revealed preferences can indicate whether the welfare
of an individual has increased or decreased, thus, so to can GDP indicate
this for the entire economy. GDP as [1] is a consumption bundle for a
given period. Changes in [1] are implicitly assumed to indicate changes in
social welfare.
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8.4.2.2 GDP Adjustment Data

The empirical application of this social welfare function relies on
techniques developed by others (Adelman and Morris 1973; Atkinson
1970; Daly and Cobb 1990; Diefenbacher 1994; Hamilton 1998; Islam
1995, 1998; Jackson and Marks 1994; Lawn and Sanders 1997; Miringoff
1996; Nordhaus and Tobin 1973; United Nations Development Program
(UNDP) 1990) that have been adapted to more closely fit the Thai
experience. Whilst economic data is collected by the Thai government to
assist in the calculations of the national accounts, many of the calculations
required are not included in these accounts. Data gathered by tertiary
institutions and local and international non-government organisations are
therefore used (Table 8.1).

Table 8.1. Summary of calculations

Income Distribution (cost) n
1— z (yl / H) 1/1-
e+l
i=1
C = NRC(219.XR)
Urbanisation (cost) U = BY(0.08) + BY(0.1)
Air pollution (cost) A = cCO,+cCO+cNOX+cSOX+cSPM
Water pollution (cost) w = [(7.5xIP)+ (7.5 x4.6 x MP)] x 2
N
D
L

—
I

Commuting (cost)

Noise pollution (cost) = GDP(0.01)

Deforestation (cost) = DF(886)

Long-term environmental Damage = cCD; + cCWR; + cCF;

(cost)

where:

I = measure of income inequality

y! = income of individuals in the i income range

n = mean income

S = society’s perspective on equality

C = cost of commuting

NRC = number of registered cars in Bangkok

XR = exchange rate

U = cost of urbanisation

BY = average income for Bangkok residents

A = cost of air pollution

cCO2 = cost of carbon dioxide (.03335 baht per kilogram)

cCO = cost of carbon monoxide (.03335 baht per kilogram)

cNOX = cost of nitrogen monoxide (2.84 baht per kilogram)

cSOX = cost of sulfur monoxide (7.4 baht per kilogram)

cSPM = cost of suspended particulate matters (4.15 baht per kilogram)

w = cost of water pollution

Ip = industrial pollution = FI+DI+PI+CI+TI
FI = food industry BOD

DI = drink industry BOD
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MP
BOD
N
GDP
D
DF
L
cCDy

cCWR;

cCF;

When these social and environmental consequences of globalisation are
considered, the welfare implications of globalisation can be reconsidered
(Islam and Clarke 2002; Clarke and Islam 2003). Within this illustrative
exercise, eight adjustments will be made to Thailand’s GDP over a twenty-
five year period (1975-1999), to estimate the costs and benefits of
globalisation. These adjustments are income inequality, commuting,
urbanisation, water pollution, air pollution, noise pollution, deforestation and
long-term environmental damage. The full calculation of these adjustments

PI = chapter industry BOD
CI = chemical industry BOD
TI = textile industry BOD

municipal population BOD

biochemical oxygen demand

cost of noise pollution

gross domestic product

cost of deforestation

hectares of deforestation

cost of long-term environmental damage
cost of carbon emissions of deforestation
21.59 x tonne of carbon emission

cost of carbon emissions of wet rice farming
21.59 x tonne of carbon emission

cost of carbon emissions of fuel consumption
21.59 x tonne of carbon emission

can be found in Clarke and Islam (2003) (Fig. 8.1).
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Having considered these social and environmental costs of globa-
lisation, another significant cost was the financial crisis. Sufficient
evidence now exists that the crisis of July 1997 was caused by various
factors attributed to financial deregulation (see Julian 2000; Ryan 2000).
The most visible short-term cost of financial liberalisation within Thailand
(and the region) occurred in 1997, and its impact has been high. The costs
of this crisis were obvious and not simply contained to multi-national
corporations. Within Southeast Asia, there was an immediate and large fall
in the standard of living of all sectors of society (McKibben 1998; Aziz
et al. 2001; Kakwani and Pothong 2000). The average reduction in real
income across Thailand was over 21% in 1998 and up to 28% in rural
Thailand (Kakwani and Pothong 2000; also see Kaosa-ard 2000). Those
living under the poverty line increased by 1.5 million people, from 7.9
million to 9.4 million and nearly one million extra people were classified
as ultra poor (Kakwani 1999). The fall in real income is not dissimilar to
levels experienced in other countries (see Aziz et al. 2001). However, this
initial fall has not continued in the long-term and the levels of real income
have begun to recover (Kakwani and Pothong 2000) (Fig. 8.2).
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8.5 Welfare Implications of Globalisation

The process of globalisation can be effectively analysed from a welfare
economic perspective by adopting a cost-benefit analysis model. A global
welfare economic perspective is the relevant paradigm for this analysis
(Sen 1999; Islam 2001a). As has been discussed, globalisation has both
benefits and costs. By analysing these costs and benefits from such a per-
spective, new insights can be gained in whether social welfare has been
enhanced or stunted by this process.

The welfare implication of these estimates of the costs and benefits of
financial liberalisation include the intertemporal nature of the experience
of the costs and benefits. The costs are short-term but give way to longer-
term benefits. The needs of the present generation must be considered in
light of the needs of future generations. (This is an unusual example of the
costs being borne in the present.) How the separate costs and benefits are
distributed must also be considered. The financial crisis appeared to hurt
the poorest in Thailand more so than other income groups (Kakwani and
Pothong 2000). Such an outcome raises issues of justice.

As part of the process of globalisation and financial liberalisation,
developing countries will continue to further incorporate their domestic
economies into the rising global economy. The impact on social welfare of
the net benefits of the rise of globalisation must be considered when
discussing the desirability of economic growth.

In terms of equity, like all other markets, the newly fashioned global
market is efficiency based and equity-neutral. Considerations of equity are
thus ignored (or more accurately, efficient outcomes are considered to Pa-
reto optimal in an equity sense). For instance, in terms of changes within
labour markets, a significant shift that has been evidenced in developing
countries is the movement towards the casualisation of labour and the di-
vergence of labour rates between well-paid employment and poorly paid
casual labour (Borland et al. 2001a, 2001b). These new characteristics of
the labour market in developed countries have increasingly come to more
closely reflect the labour conditions (insecurity, high wage differentials,
casual employment) typical of developing countries such as Thailand. Within
developing countries, in which dualistic economies exist, these characteris-
tics might be exacerbated by the increasing impact of globalisation. In this
regard, the widening gap between high income and low income earners in
Australia has increased (Borland 1998), possibly reflecting an increase in
income inequality in Thailand (Clarke 2001).

Thailand is currently a dualistic economy with a significant proportion
of its population wholly or partially reliant on agriculture for their main
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source of income. In addition, income distribution is already quite unequal
in Thailand (Clarke 2001; Warr 2001) and the movements towards globali-
sation may exacerbate the inequality between those with “knowledge”
and those without. However, the changing economy may also lead to
changing patterns of consumption and resource use and may be better dis-
tributed across societies and nations (Chichilnisky 1997). This is a large
assumption though and yet to be empirically tested.

Further, the process of globalisation will have lasting effects as it has re-
shaped the global economy and by implication the domestic Thai econ-
omy. Within Thailand therefore, future generations will have to operate
within an economy that is less regulated, outwardly focussed and open to
international events. The welfare impacts of this change in economic or-
ganisation may be profound but are difficult to assess. An open economy
may bring improved opportunities whilst bringing higher levels of uncer-
tainty. Most likely though, the benefits and costs will not be equally shared
(Bird and Rajan 2001).

The results of this illustrative cost-benefit analysis appear intuitively
correct and plausible. It is reasonable to assume that the benefits of global-
isation were effective and significant in increasing the social welfare
within Thailand. Likewise, the resultant financial crisis had serious nega-
tive implications for the Thai economy, particularly those on low incomes
(Kakwani and Pothong 2000; Kaosa-ard 2000). It is expected that the
results in this exercise would be replicated in other Asian countries.

Clearly, the rise of the global economy will affect the social welfare
within Thailand. Thailand has recognised the importance of improving the
performance, for example, of the knowledge economy in achieving “qual-
ity growth” in the future (Ministry of Finance 2001). An illustrative esti-
mation and quantification of some of the selected costs and benefits of
globalisation allows greater insight into the social welfare impact of
globalisation of Thailand.

8.6 Conclusions

This chapter has recognised the lack of empirical studies on the social wel-
fare consequences of globalisation and financial crises. Comparably little
work has been undertaken on exploring the inter-country social welfare
implications of globalisation and global prosperity, in terms of its costs
and benefits. Analysis of globalisation and financial crisis within this
framework is not well known. This chapter developed a cost-benefit analy-
sis model based time series, 1975-1999, in which illustrative (although
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realistic) estimates of the costs and benefit of globalisation and financial
crisis were made. The results show that while the financial crisis had a
dramatic negative impact on average income levels, the processes of glob-
alisation that preceded the crisis were highly beneficial. The results
provide the information for various public policy initiatives, especially to
determine optimal globalisation theory that can now be more fully consid-
ered than was possible in the past. The modeling and analytical framework
and numerical calculation are based on the concepts and methods of wel-
fare economics such as welfare criteria, cost-benefit analysis, welfare
measurement and social choice theory. More extensive integration of the
welfare economic issues in the analysis of globalisation and its impact of
the intra-country sharing of the prosperity from globalisation and global
growth is necessary in future work in this area (Table 8.2).

Table 8.2. Thai economic and environmental data

Year GDP Adjusted  Air Water Noise  Deforestation Long termUrbanisation Commuting Adjusted
GDP for Environ- GDP
inequality mental

damage

1975 621,555 415261 4,117 4067 6216 62,013 4,960 18,084 3,066 102,523

1976 680,778 451,934 4,509 4454 6808 58,844 5,965 20,164 3,466 104,210

1977 750,053 494,735 4913 4956 7501 113,162 6,932 22,255 3,829 163,548

1978 824,706 540,471 5515 5362 8247 113,162 13,575 24,634 3,939 174,434

1979 867,796 565,022 5,758 5,503 8,678 33,949 16,893 25,712 3,787 100,280

1980 913,768 591,071 6,046 6,143 9,138 33,949 20,087 27,382 3,560 106,305

1981 967,374 621,634 6,069 6,854 9,674 33,949 23,175 29,172 4,704 113,597

1982 1,020,084 642,775 6,301 7,151 10,201 33,949 26,170 31,258 5,441 120,471

1983 1,075,922 664,532 6,773 7,583 10,759 30,327 28,255 30,869 6,171 120,737

1984 1,138,329 688,871 7,382 8,336 11,383 30,327 30,344 32,420 7,192 127,384

1985 1,191,089 705,934 7,930 8,033 11911 29,875 32,428 33,843 9,141 133,161

1986 1,256,538 729,043 8,030 8364 12,565 11,316 34,498 35,177 9,710 119,660

1987 1,377,026 805,422 9,299 8,833 13,770 11,316 35,653 37,963 10,012 126,846

1988 1,559,804 919,660 10,508 10,213 15,598 11,316 37,762 41,374 10,164 136,935

1989 1,750,228 995,442 12,146 11,533 17,502 11,316 38,981 48,611 9,133 149,222

1990 1,946,119 1,066,278 14,243 12,145 19,461 25,348 41,914 53,538 10,218 176,867

1991 2,111,740 1,132,104 16,144 13,528 21,117 25,348 44,848 62,459 9,947 193,391

1992 2,282,995 1,196,974 17,520 14,443 22,830 24,896 47,047 70,775 10,647 208,159

1993 2,494,748 1,327,580 19,479 15,060 24,947 25348 49,194 70,927 11,497 216,452

1994 2,669,573 1,441,569 21,880 16,733 26,696 24,896 51,269 70,560 12,107 224,141

1995 2,884,495 1,578,828 24,307 18,422 28,845 25348 53,460 81,507 12,406 244,295

1996 3,095,336 1,716,983 27,104 19,493 30,953 24,896 56,206 90,561 13,289 262,502

1997 3,502,012 1,946,944 29,257 20,033 30,520 25,348 58,210 93,200 17,099 273,667

1998 2,787,395 1,553,137 31,657 18,296 27,874 24,896 60,469 87,740 22,264 273,196

1999 2,823,416 1,480,317 34,056 18,533 28,234 4,526 62,727 98,231 22,495 268,802
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9.1 Conclusions

The 1997 Asian Financial crisis has led to the generation of some debate on
the degree and the pace with which the openness and reform in the financial
system should be pursued. The financial crisis that has afflicted many
emerging countries is a costly reminder of the disastrous consequences for
development of weak financial markets and inappropriate reform. Historical
evidence suggests that periods of financial liberalisation coincided with, or
are soon followed by financial instability ending in financial crisis like the
East Asian crisis in the late 1990’s. Clearly, the transition has not been
smooth; therefore some people believe that there is some form of causality
between financial reform and the liberalisation and financial instability. The
financial liberalisation process as well can undoubtedly be handled well if
the existing inefficiencies and distortions in the financial markets are taken
care of with appropriate policy by developing a strong regulatory and
institutional framework prior to the liberalisation process. Also, research has
shown that the sequence of the reforms process and the pace of liberalisation
play a crucial role in avoiding financial instability of any emerging
economy.

It is argued in this book, it is necessary to analyse the policy issues of
financial reform including the issues of liberalisation, institution, building,
exchange rate determination, capital control, etc. by adopting an explicit
framework of welfare economies. Welfare economies can provide an ap-
propriate framework for analysing these issues, investigating the ex post
and ex ante impacts and suggesting the right form of reform of a country.
In this study a general welfare economies framework of asymmetric in-
formation, market failures, moral hazard, and incomplete information is
adopted to analyse financial reform issues. A social cost benefit analysis is
undertaken to conceptualise, measure and compare the costs and benefits
of financial reforms. The welfare economic framework adopted in this
study is a derivative of new welfare economics developed is Islam (2001b)
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(see also Clarke and Islam 2004; Craven and Islam 2005, Islam and Mak
2006).

This book analyses these issues in relation to the Thai economy as a
case study although the arguments and concerns are equally relevant for
many developing and developed countries as given its relative openness,
the Thai economy presents an example of a complex international financial
system with emerging issues of significant public policy, economic devel-
opment and social welfare. Like many developing countries, Thailand ex-
perienced a series of economic disruptions in the first half of the 1970s and
the beginning of the 1980s, resulting from the oil shock and world eco-
nomic slump. In response, the Thai government developed an economic
stabilisation program to restore economic stability and encourage growth
by pegging the baht to the US dollar and introducing manufacturing and
industry led growth policy. Consequently, the economy began to pick up
and performed well from mid 1980s onward. This was a critical period in
Thailand’s development, as the economy experienced strong economic
growth led by high export growth with significant foreign direct invest-
ment. These factors contributed to the Thai success story between 1980 to
1990, especially during 1988 to 1990 when the economy expanded at a
double-digit GDP growth rate and was hailed as the fastest growing econ-
omy in the world. Such an impressive economic performance led the IMF
to suggest that Thailand liberalise its financial system, in part by accepting
the Article VIII agreement (see Appendix A). The overall objective of fi-
nancial liberalisation was to increase the flexibility of the financial system
so that the Thai economy could compete successfully in the international
economic community, and have assured economic growth rates. The main
features of the agreement stated that Thailand needed to remove restric-
tions on foreign exchange transactions and ensure the convertibility of the
currency by allowing more freedom in foreign currency trade, for instance,
capital controls deregulation and foreign exchange reform.

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

Since the commencement of financial reforms, the Thai economy con-
tinued to perform well with growing exports and sustained fiscal balance.
However, things changed when the country experienced an extraordinary
surge in foreign capital flows into the private sector, especially inflows
through the banking sector via the BIBF. Strong economic fundamentals
coupled with high capital inflows at the time led some economists
(Chaiyasoot 1995; Suphachalasai 1995) to conclude that opening up fi-
nancially by accepting Article VIII of the IMF was the right choice for
Thailand and the IMF was also praised for its role in enforcing financial
liberalisation. To many observers’ surprise, the story of Thai economic
success was short lived. One of the world’s fastest growing economies
came to a sudden stop in 1996, contracting with problems of a high level
of foreign debt, a trade imbalance and a massive decline in exports. When
these problems began to unfold, confidence in the Thai economy among
international investors slipped away. Hence, they suspended reinvestment
into the country and started to pull funds out, resulting in economic stagna-
tion and serious fiscal imbalance, which soon precipitated the country into
financial crisis in mid 1997.

The financial crisis that erupted in Thailand has raised questions among
economists as to why the Thai crisis occurred, what were the roots of the
crisis and why the crisis struck so deep (Falkus 1999). Furthermore, the fi-
nancial crisis in Thailand is said to be a showcase of a new kind of crisis,
which the two traditional theories, the first-generation model by Krugman
(1979) and the second-generation model by Flood and Garber (1984b), fail
to explain as the fundamental economic conditions in Thailand prior to the
crisis were reasonably strong. Brustelo (1998) and Krugman (1998b) ar-
gued that Thailand was in fiscal balance, with low inflation, low unem-
ployment and no signs of stock or asset prices crashing before the crisis.
Some economists (Bullard et al. 1998; Buckley 1999) blamed some inter-
national institutions for its role in enforcing financial liberalisation in
Thailand. They argued that, without the agreement of some international
institutions financial liberalisation in Thailand would not have been im-
plemented and the crisis would not have occurred. On the other hand, other
economists (Krongkaew 1999; Pilbeam 2001) believed that the financial
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crisis in Thailand occurred because the rapid injection of capital by foreign
investors causing instability to the financial system. In other words, the
Thai financial crisis was a new kind of crisis that cast doubt on the benefits
of the financial liberalisation, which was once said to promise economic
growth and developments. This study attempted to identify, using an
asymmetric information paradigm (market, policy and institutional fail-
ures) the contribution of Thailand’s financial liberalisation process to the
crisis, and found four policy errors in the implementation of liberalisation
process due to the prevalence of asymmetric information in the Thai econ-
omy, contributing to the crisis.

The first error was an inappropriate sequencing of financial liberalisa-
tion. Thailand undertook the transformation of its foreign trade pattern as
the first sequence in liberalising the financial system. A once agricultural
export oriented economy was replaced by a manufacturing and industrial
led growth policy. As a result, Thailand’s economy grew rapidly during
the second half of the 1980s prior to the liberalisation. However, the criti-
cal mistake of Thailand’s sequence of financial liberalisation occurred
while the current account was heavily in deficit when reform of the ex-
change rate and capital controls were undertaken. Theoretically, a country
pursuing financial liberalisation should reduce its current account deficit
before other steps towards liberalisation are taken. Although, Thailand was
able to achieve its first ever current account surplus in 1986, this was short
lived, and the current account deficit returned to over 7% of GDP in 1990
and 1991. Failure to initially reduce the deficits further worsened the situa-
tion, and the current account deficit rose dramatically, particularly during
the slowdown of Thailand’s exports between 1995 and 1996, which forced
the country into deep deficits. Thailand implemented the controls on
capital flows and foreign exchange prior to the reform of domestic finan-
cial market by allowing more freedom for private financial institutions to
trade in foreign currency and larger outflows to be made without prior
approval from the Bank of Thailand. Under this sequence of reform, the
volume of foreign exchange trading by private financial institutions rose
significantly, in particular, exchange traded by foreign banks, causing
speculative trading of the currency.

After the exchange controls were lifted, Thailand then needed to reform
its domestic financial market as the final step towards financial liberalisa-
tion. Instead of reforming the domestic institution with supervisory and
monitoring system, Thailand founded the BIBF to seek and absorb funds
from abroad to service economic growth. Soon afterward, the BIBF’s in-
flows increased massively in just a short period of time, increasing almost
seven times between 1994 and 1995. The problem was accentuated when
the government allowed the BIBF to borrow and lend freely. The latter



9.1 Conclusions 187

extended their funds heavily within domestic market creating problem of
over-investment in non-tradeable sector. More importantly, over-invest-
ment of the BIBF in the non-tradeable sector indicated poor economic
guidance from the government. Perhaps, with government involvement,
the BIBF would have operated more wisely and redirected investment and
lending to sectors with better returns.

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

The second error, capital account liberalisation, is a prominent compo-
nent in any liberalisation programme. Premature capital account liberalisa-
tion could have a destabilising affect on any economy and should only be
undertaken after domestic market reforms have been initiated. Thailand
relaxed most of its controls on capital during the process of liberalisation
during 1989-1994. The government permitted inflows to travel more
freely. Like never before, the limits on outflows were raised and both for-
eigners and domestic nationals were allowed to carry funds out of Thailand
without government interference. As a result, Thailand experienced a mas-
sive influx of funds with the majority of them invested in the risky sectors
such as real estate, construction and financial sectors. This revealed the
fact that the inflows were not indeed managed wisely. On the outflows
side, foreign investors pulled funds out of Thailand immediately, after lib-
eralisation was complete, leading to macroeconomic imbalance. The
weakness of the Thai economy became apparent when the economy failed
to perform and investors realised there were a serious problem of risky in-
vestments. This caused panic and fear among investors, which led to sud-
den reversal of capital flows, resulting in a significant decline in inflows
and sudden economic stagnation. The loss of confidence in the Thai econ-
omy and poor regulation on outflows paved the way for the investors to
pull massive sums out of the country. Such reversal of capital flows is
normally associated with the problems of asymmetric information leading
to market failure and the need for government intervention. These were the
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causes and consequences of asymmetric information problem existing in
the Thai economy during the study period.

Allowing inflows and outflows to be made more freely did not promise
economic growth and development but rather brought problems to
Thailand’s economy. Massive inflows invested in risky investments rather
than the tradeable sector revealed inappropriate management of inflows.
Letting outflows move freely did not improve and enhance investments but
rather weakened the economy.

The third error was the adoption of an inappropriate type of fixed
exchange policy leading to balance of payments constraints. The baht was
pegged to a basket of currencies to enhance export competitiveness and at-
tract foreign funds to service the growth of the economy. Although, there
were seven currencies in the basket, the Thai government heavily weighted
the baht to the US dollar with a 85% share of total weight.

This strategy was very helpful in generating inflows and improving ex-
ports as long as the value of the US dollar stayed devalued against other
currencies, especially the Japanese yen. However, the problems associated
with a stable exchange rate began to appear when Thailand was faced with
the appreciation of the baht along with the US dollar in April 1995, which
in turn made the value of the baht appreciate automatically against the yen.
Also, massive capital inflows lead to the appreciation in the real exchange
rate of the currency. Considering Japan was Thailand’s biggest trading
partner, the rising baht weakened exports and investments. As a result,
Thai exports dropped dramatically weakening the trade balance. The prob-
lem of appreciation of currency was further aggravated by massive capital
inflows, which leads to slowdown in exports and subsequently an increase
in current account deficits.

Another effect of a pegged exchange rate on the Thai economy was to
increase external debt, in particular short-term. This was made attractive
by benefits provided by the commercial banks and BIBF, such as favour-
able interest rate differential and other tax privileges. While the pegged
currency provided international investors and lenders with confidence in
the value of the currency, capital controls deregulation removed virtually
all restrictions on cross border transactions. Accordingly, these investors
and lenders were willing to invest largely in short-term without hedging
against any loss of the currency. Thus, Thailand began to borrow heavily
from abroad and loan out to domestic users, with a potentially dangerous
bias toward over-investment in the non-tradeable sector, as real estate and
construction. The problem became worse when these sectors failed to
make returns, and drove the country into a heavy burden of debt. Confi-
dence in the Thai economy among international investors began to slip
when the country failed to service the already high external debt while
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concurrently experiencing a significant decline of exports. Indeed, these
factors soon drove Thailand into a financial crisis. Finally, we conclude
that Thailand’s pegged exchange regime proved to be inappropriate and
harmful to the economy in two ways. First, it caused the decline of Thai
exports, leading to trade imbalance. Second, it increased the country’s
external debt caused by high levels of capital flows.

The fourth error was that of moral hazard and is associated to various
aspects of financial liberalisation, which led to over-optimistic expecta-
tions among foreign investors. The first expectation originated from the
pegged exchange regime. Because the currency was pegged, foreign inves-
tors knew that the value of the currency could hardly fluctuate, thus the
risks that may arise from the loss value of the currency was minimum.
Consequently, they invested heavily in the economy, creating overinvest-
ment in non-productive sectors. During the process of liberalisation, the
Thai government lifted both the ceiling on interest rates; the type of lend-
ing allowed for financial institutions and established the BIBF. The objec-
tive of doing this was to increase savings, expand investments and widen
the financial market. Unfortunately, interest rate deregulation did not in-
crease savings; in fact, it allowed foreign investors to benefit from the
interest rate differential while making it beneficial for Thai financial insti-
tutions to borrow abroad at a cheaper rate. Consequently, large amounts of
inflows came in and investment in unproductive sectors increased dramati-
cally.

The second was the expectation of guaranteed loans to the BIBF. For-
eign investors always knew that the BIBF was a government institution
with several tax privileges over other institutions. These led investors to
perceive that the BIBF is unlikely to fail, if it does then the government
would come in to rescue in the face of financial crisis. Moreover, the tax
benefits made lending to the BIBF sound extremely attractive, as a result
we found that large amount of inflows came in immediately after its estab-
lishment and also rose rapidly in just a short period of time. Without
proper reform of domestic institutions, those funds were shifted to risky in-
vestments, such as, in real estate and construction projects, which created a
problem of poor returns. Lending in such a manner soon led to exces-
sive lending, which involve in excessive lending without incentive moni-
toring. This implies that the Thai government failed to provide a regulatory
or supervisory framework to monitor the lending of financial institutions in
Thailand. Essentially, the problem was partly a result from inappropriate
sequence of financial liberalisation where the BIBF was implemented in-
stead of reform of domestic market with supervisory and monitoring sys-
tem. If there had been government supervision or monitoring, the funds
could have been invested in the real sector (e.g. manufacturing, industrial
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and agricultural sectors) that are more likely to generate returns rather than
the losses of investment in real estate and housing projects. In all, we con-
clude that over-optimistic expectations from inappropriate liberalisation
policy concurrent with poor supervision and mismanagement of financial
resources caused a problem of moral hazard resulting from loan losses in a
sector that was not performing and thus aided the country’s slide into
crisis.

Summarising, the evidence from our study suggests that the Thai finan-
cial crisis originated from poor management and inappropriate choice of
policy in financial liberalisation by the government. While, others could
argue that the implementation of financial liberalisation in Thailand at the
time was not a wise choice for Thailand because the domestic market was not
ready for high capital flows, resulting in misallocation of funds leading the
country into crisis. However, we argue that economic fundamentals of
Thailand at the time were strong with fiscal balance, high GDP growth and
high levels of foreign reserves. Our study shows that the fundamental
problems of the crisis indeed emerged from poor management of financial
liberalisation with wrong sequence of financial liberalisation process,
inappropriate capital control deregulation, misalignment of the currency
and inadequate regulatory framework. These problems could have been
avoided if the government had implemented its financial liberalisation ap-
propriately. Problems of high current account deficits, trading of foreign
exchange by foreign commercial banks and misallocation of funds will not
appear if financial liberalisation follows a proper sequence. If the govern-
ment had maintained minimal controls on capital flows, particularly
outflows, it could have avoided the rapid withdrawal of funds that inca-
pacitated the financial system and weakened the macroeconomic funda-
mentals of the country. Concerning exchange rate policy, if Thailand had
pursued a trade-weighted basket rather than fixing the baht to a US dollar
dominated basket, Thai exports would not have declined with the apprecia-
tion of the US dollar against the yen and the competitiveness of Thai ex-
ports would have been maintained. Lastly, the problem of moral hazard is
unlikely to occur if the government monitors the activities of financial
institutions more closely and provides them with prudential guidance in
borrowing and lending.

9.2 Policy Implications

This book provides evidence that there is a close link between financial
liberalisation and the crisis in Thailand and that the severity of the crisis
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depended on the latter’s fundamental economic policy, public policy, insti-
tutional and social conditions. The study recommends the following, pol-
icy implications as a guideline to avoid future crises derived from financial
liberalisation programmes.

The first implication is in the sequence of financial liberalisation. For
Thailand, undertaking financial liberalisation while current account
deficits were high proved detrimental to the economy. Thus, it is recom-
mended that a country should aim at reducing its deficits prior to financial
liberalisation. Moreover, it is clear that the sequence that allows foreign
exchange rate reforms to happen before the domestic financial market is
strengthened increases vulnerability to the crisis. Therefore, it is suggested
that the government should first bolster the domestic market prior to
reforms related to exchange rate and capital control. The government can
strengthen its domestic financial market by strengthening prudential regu-
lation, bank supervision and transparency standards. The market regulation
and bank supervision should aim at creating managerial competence, effec-
tive risk control, adequate capital requirements, well-trained staff to moni-
tor banking activities and control of cross-border financial transactions.
Furthermore, transparency of the financial system should include better in-
formation disclosure and data dissemination, which discourages banks’ ex-
cessive risk taking and rent-seeking behaviour.

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

The third implication is to make the exchange rate flexible enough to
adjust the market exchange rate to the changes in the domestic and inter-
national economic and financial fundamentals. Some form of managed
float is justified based on a similar approach developed in Rusdyi and
Islam (2007). From the Thai experience, a pegged exchange rate not only
promotes economic growth and investment but also has the effect of de-
creasing the natural volatility of currency fluctuations. This decreases the
hedging risk premium of foreign lenders and cheapens the cost of borrow-
ing abroad resulting in a high level of external debts and a rapid influx of
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capital. In order to prevent these problems, the government should imple-
ment a flexible exchange rate as it provides foreign investors or lenders
with no guarantee against losses due to currency fluctuation. Foreign in-
vestors or lenders simply need to use caution when investing or lending in
a foreign currency, and this slowdown both inflows and lending from for-
eign countries. Additionally, if a basket of currencies were to be adopted,
the government should appropriately weight each country’s currency ac-
cording to the level of trade with that country, so stabilising international
trade transactions. In other words, we suggest a trade weight of basket rather
than a US dollar dominated basket, which Thailand adopted.

The final implication is to curtail the problems of asymmetric information
and moral hazard for eliminating market, policy and institutional failures.
The lessons from the Thai crisis suggest several solutions to solve moral
hazard problems. The government and financial institutions need to provide
monitoring programs that ensure funds are channelled to the most productive
investment opportunities. The government has to be certain that balance
sheets of both financial and non-financial firms are produced and disclosed
on a true and fair basis. Lastly, the government should note that they need to
build efficient institutions and socio-economic organisations, especially by
establishing a strong regulatory and supervisory system, penalties for the
managers of insolvent institutions that continue trading, implementing an
improved accounting system, and finally carefully monitoring the risk
management of each institution ensuring that they are complying with the
regulations (see also Islam and Watanapalachaikul 2005). In other words
Thailand needs to develop an efficient and social welfare maximising
economic and financial organisation (mechanism design) that is incentive
compatible, and does not other problems of market failures, asymmetric
information, moral hazard and principal-agent relationships.

9.3 Areas for Further Research

There are a number of ways that this study can be extended. Firstly, since
this book focuses on the contribution of the Thai financial liberalisation to
the crisis, the next study can be expanded by applying the theory and
analysis developed in this book to investigate the crises in South Korea,
Malaysia or Indonesia. Secondly, since this book combines theory and is-
sues to study the consequences of financial liberalisation on the Thai crisis,
the next study could look at one specific theory and issue from this book
and apply them in greater detail to study the crisis in Thailand or elsewhere.
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For example, one could study the contribution of the sequence of financial
liberalisation on the Thai or South Korea crisis, and explore the conse-
quences of exchange rate policy on the crisis in Thailand and other East
Asia countries. On the other hand, once data becomes available one may
empirically test further the linkages between the liberalisation measures
and the expected outcome. Lastly, attempts could be made to compare the
role of financial liberalisation to the Thai crisis with those of the other
countries, for instance, Thailand and Mexico, South Korea, Chile, Indonesia
and so on.

9.4 Final Comments

We have conducted an empirical analysis of the contribution of financial
liberalisation to the Thai financial crisis and an appropriate time series
analysis was assembled to explore the consequences of liberalisation to the
Thai economy. Additionally, we also used contemporary theories on finan-
cial crises; namely, the sequence of financial liberalisation, capital controls,
exchange rate policy and asymmetric information, to explain the crisis. By
doing this, we aim to provide an insight on the extent of the changes and
the contribution of financial liberalisation process to the Thai economy.
We found that lack of proper sequencing and the fast pace of financial lib-
eralisation process led to the onset of the crisis in Thailand. The Thai ex-
perience reiterates the fact that financial liberalisation comes with a cost
together with the benefits. Moreover, the Thai crisis did not emerge from a
single factor but is derived from a combination of problems and aspects of
liberalisation. The problems in Thailand were largely due to an inappropriate
sequencing of financial liberalisation, hasty capital account liberalisation,
inappropriately exchange rate and failures to tackle structural and institu-
tional problems like that of moral hazard. The results and implications
drawn from this book can help in developing strategies and policies to deal
with future financial liberalisation thus preventing crisis. It is hoped that
the analysis developed in this book will generate a better understanding of
the role of financial liberalisation in any developing economy by providing
an insight on an appropriate management of the financial reform process
such as the extent and sequence of liberlisation, institution building for de-
veloping a robust financial system.
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Appendix A

Regulatory Agency (Fig. A.1)

Bank of Thailand
4 Branches
- 2inNorthern
region
- 1lin
Northeastern
region
- 1lin Southern
region

Securities and
Exchange
Commission of

Commer cial Banking System
- 35Commercia Banks
0 15domestic
o 20foreign
- 48 International Banking
Fecilities (BIBF)
0 12 domestic
o 36foreign
- 40 Foreign Bank
Representative Offices

12 Credit Companies
14 Finance Companies

22 Finance and Securities
Companies

24 Securities Companies

12 Mutual Fund Management

Ministry of Finance

Specialised Financial
I nstitution
- Government Saving
Bank
- Government Housing
Bank
- Bank for Agriculture and
Agricultural
Cooperatives
- Industrial Finance

Ministry of
Agricultureand

Savings Cooper atives
- 1240 saving cooperative
- 3530 agricultural

Minister of Finance

I nsurance Companies
- 25 Life Insurance companies

Fig. A.1. Structure of the Tha financia institutions

Source: Bank of Thailand 2002.




Appendix B
Articles of Agreement of the IMF

ArticleVIII: General Obligations of Members

Section 1: Introduction

In addition to the obligations assumed under other articles of this
Agreement, each member undertakes the obligations set out in this Article.

Section 2: Avoidance of Restrictions on Current Payments

(a) Subject to the provisions of Article VI, Section 3(b) and Article X1V,
Section 2, no member shall, without the approval of the Fund, impose
restrictions on the making of payments and transfers for current
international transactions.

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

Section 3; Avoidance of Discriminatory Currency Practices

No member shall engage in, or permit any of its fiscal agencies referred to
in Article V, Section 1 to engage in, any discriminatory currency
arrangements or multiple currency practices, whether within or outside
margins under Article IV or prescribed by or under Schedule C, except as
authorized under this Agreement or approved by the Fund. If such
arrangements and practices are engaged in at the date when this Agreement
enters into force, the member concerned shall consult with the Fund as to
their progressive removal unless they are maintained or imposed under
Article X1V, Section 2, in which case the provisions of Section 3 of that
Article shall apply.
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Section 4: Convertibility of Foreign-Held Balances

(a) Each member shall buy balances of its currency held by another
member if the latter, in requesting the purchase, represents:

() that the balances to be bought have been recently acquired as a
result of current transactions; or

(i) that their conversion is needed for making payments for
current transactions.

The buying member shall have the option to pay either in special drawing
rights, subject to Article XIX, Section 4, or in the currency of the member
making the request.

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

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

(i) the balances have accumulated as a result of transactions
effected before the removal by a member of restrictions
maintained or imposed under Article X1V, Section 2;

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

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

(V) the member requested to make the purchase is for any reason
not entitled to buy currencies of other members from the Fund
for its own currency.

Section 5: Furnishing of Information

(a) The Fund may require membersto furnish it with such information as it
deems necessary for its activities, including, as the minimum necessary for
the effective discharge of the Fund's duties, national data on the following
matters:

() official holdings at home and abroad of (1) gold, (2) foreign
exchange;

(i) holdings at home and abroad by banking and financial
agencies, other than official agencies, of (1) gold, (2) foreign
exchange;

(iif)  production of gold;
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(iv) gold exports and imports according to countries of destination
and origin;

(V) total exports and imports of merchandise, in terms of local
currency vaues, according to countries of destination and
origin;

(vi) international balance of payments, including (1) trade in goods
and services, (2) gold transactions, (3) known capita
transactions, and (4) other items;

(vii)  international investment position, i.e., investments within the
territories of the member owned abroad and investments
abroad owned by persons in its territories so far as it is
possible to furnish this information;

(viii)  national income;

(ix) price indices, i.e., indices of commodity prices in wholesale
and retail markets and of export and import prices,

x) buying and selling rates for foreign currencies,

(xi) exchange controls, i.e, a comprehensive statement of
exchange controls in effect at the time of assuming
membership in the Fund and details of subsequent changes as
they occur; and

(xii)  where officia clearing arrangements exist, details of amounts
awaiting clearance in respect of commercial and financia
transactions, and of the length of time during which such
arrears have been outstanding.

(b) In requesting information the Fund shall take into consideration the
varying ability of members to furnish the data requested. Members
shall be under no obligation to furnish information in such detail that
the affairs of individuals or corporations are disclosed. Members
undertake, however, to furnish the desired information in as detailed
and accurate amanner asis practicable and, so far as possible, to avoid
mere estimates.

(c) The Fund may arrange to obtain further information by agreement
with members. It shall act as a centre for the collection and exchange
of information on monetary and financial problems, thus facilitating
the preparation of studies designed to assist members in developing
policies, which further the purposes of the Fund.
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Section 6: Consultation between Members Regarding Existing
International Agreements

Where under this Agreement a member is authorized in the special or
temporary circumstances specified in the Agreement to maintain or
establish restrictions on exchange transactions, and there are other
engagements between members entered into prior to this Agreement which
conflict with the application of such restrictions, the parties to such
engagements shall consult with one another with a view to making such
mutually acceptable adjustments as may be necessary. The provisions of
this Article shall be without prejudice to the operation of Article VII,
Section 5.

Section 7: Obligation to Collaborate Regarding Policies on Reserve
Assets

Each member undertakes to collaborate with the Fund and with other
members in order to ensure that the policies of the member with respect to
reserve assets shall be consistent with the objectives of promoting better
international surveillance of international liquidity and making the special
drawing right the principal reserve asset in the international monetary
system.
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Chronology of Financial Reforms in Thailand

Trade Transformation and Interest Rate Deregulation

June 1989

Interest rate ceiling on commercial banks' long-term deposits
isabolished

March 1990

Interest rate ceiling on short-term depositsis lifted

June 1992

Interest ceilings on non-bank financial institutions’ deposit
and lending are removed

Ceilings on commercia banks' lending are also removed

October 1993

The BOT requires commercials banks to declare the MLR
and MRR

Exchange Rate and Capital Control Reform

July 1989

First Round: The government allows the public to lend in
foreign funds as well as making outflows as dividend, interest
or principle repayments.

May 1990

BOT alows commercia banks to process on purchases of
foreign currency without prior approval and limit on capital
outflows for loan repayment were increased.

April 1991

Second Round: BOT allows public purchasing and selling of
foreign exchange without further approval

May 1992

The government allows the public to received payment and
investment in foreign currencies and also permitted to
transfer these funds abroad. The BOT allows the commercial
banks to withdraw and use their funds more freely.

January 1994

Third Round: BOT increases the limit of Thai baht to be
taken out of Thailand from 250,000 baht to 500,000 baht.
The amount permitted to transfers for overseas investments
also increased from US$5 million to US$10 million

Establishment of New Financia Institutions

March 1993

The BIBF is established with an objective to reduce the cost
of finance and enhance capital inflows into the financial
system.

February 1994

The EXIM bank is established to provide financial support
for the export sector.

January 1995

The offshore banking was expanded when the government
granting atotal of 59 licenses for financial institutions to
operate out side Bangkok.

December 1996

Granting 7 new foreign banks to operate as offshore banking.




Index

Adverse selection 13, 21, 36, 37, 39,
44

Asiancrisis2, 3, 8, 9, 183

Asymmetric information 3, 10, 11,
12,13, 15, 16, 21, 22, 35, 36, 37,
38, 39,41, 42, 43, 44

Basket of currencies 15, 114, 117,
120, 121, 122, 123, 131, 132,
137, 142, 143, 157, 158, 159,
168, 188, 192

Boom-bust cycle 8, 15

Capital account reform 25, 26, 69

Capital controls 1, 3, 4, 11, 13, 14,
15, 21, 22, 23, 26, 27, 28, 29, 44,
47, 60, 77, 81, 82, 85, 87, 88, 89,
90, 91, 92, 94, 95, 101, 103, 105,
107, 109, 112, 152, 155, 156,
162, 184, 186, 187, 191

Capital inflows 2, 29, 30, 44, 57, 65,
70, 81, 90, 93, 94, 99, 101, 102,
106, 110, 115, 155, 157, 162,
185, 188, 191

Capital outflows 6, 13, 15, 17, 21,
27, 44, 78, 80, 81, 82, 90, 103,
107, 110, 113, 115, 191

Curative controls 27, 28, 29, 44

Currency controls 26

Currency crises 4, 148

Deregulation 9, 14, 15, 26, 57, 58,
64, 65, 72, 77, 81, 85, 87, 89, 94,
95, 96, 101, 103, 106, 107, 109,
110, 112, 132, 137, 150, 155,
156, 157, 159, 162, 167, 173,
184, 188, 189, 190

Derivative instruments 30

Devaluation crisis 28

Domestic financial reform 16, 25,
44, 69, 85, 150, 152, 153, 154
Economic disruption 50, 69, 74, 77,
81, 82, 86, 87, 116,143, 152

Economic recession 5, 49, 50, 73,
74, 126

Economic reform 23, 69

Economic theory and policy 13

Efficiency 10, 11, 12, 22, 53, 174,
180

Emerging financial markets 20

Empirical analysis 11, 17, 193

Exchange control 4, 26, 58, 60, 77,
78,79, 219

Exchange rate determination 4, 117,
118, 119, 183

Export credit insurance 63

Financial collapse 8

Financial crises 2, 3, 4, 7, 10, 13, 35,
36, 41, 43, 44, 89, 115, 147, 167,
181, 193

Financial intermediaries 8, 37, 40

Financial liberalisation 1, 2, 3, 4, 9,
10, 11, 13, 14, 15, 16, 17, 18, 19,
22,23, 25, 26, 41, 42, 43, 44, 45,
47,53, 54, 57, 58, 59, 63, 64, 65,
69, 70, 73,74, 75, 76, 77, 81, 82,
85, 86, 87, 88, 89, 90, 94, 95, 99,
112, 114, 115, 117, 134, 136,
137, 138, 147, 150, 151, 152,
154, 155, 156, 161, 162, 163,
164, 165, 167, 173, 174, 175,
176, 180, 183, 184, 185, 186,
189, 190, 191, 192, 193

Fiscal deficit 6, 14, 25, 26, 44, 50,
73, 86, 150



226  Index

Fiscal policy 32

Fixed exchangerate 5, 6, 8, 16, 32,
33, 34, 70, 118, 119, 148

Flexible exchange rate 31, 32, 34,
35, 44, 192

Foreign debt 3, 6, 9, 48, 49, 50, 51,
160, 185

Foreign direct investment 15, 63, 80,
102, 103, 126, 184

Foreign exchange policy 1, 47, 165

Foreign exchange reform 25, 184

Foreign reserves 3, 6, 14, 27, 70, 73,
75, 76, 77, 86, 87, 122, 151, 153

Foreign trade 14, 25, 26, 33, 69, 70,
71, 72, 86, 150, 151, 186

GDP3, 8,9, 17, 29, 32, 42, 43, 48,
49, 51, 52, 56, 70, 71, 72, 74, 86,
87, 103, 1009, 151, 159, 169, 173,
177, 178, 182, 184, 186, 190

Globalisation 9, 10, 12, 16, 27, 35,
57, 60, 149, 150, 165, 166, 167,
168, 171, 173

IMF 6, 42, 43, 53, 54, 55, 57, 64,
133, 174, 184, 185

Inflation 2, 5, 6, 7, 8, 29, 31, 32, 33,
34, 44, 48, 49, 50, 149, 175, 185

Insolvency 4, 5, 42, 82

Interest rate deregulation 14, 58, 64,
72,132, 137, 159, 189

Interim monitoring 40

International investment funds 21

International speculation 29

Lemons problem 37, 38

Macroeconomic disequilibrium 28

Monetary policy 8, 17, 27, 29, 31,
32,33,34,44

Moral hazard 3, 9, 13, 16, 17, 21,
35, 36, 37, 39, 40, 41, 44, 147,
161, 163, 164, 183, 186, 189,
190, 191, 192, 193

National Development Plan 14, 48,
49, 50, 51, 70, 150

Non-resident account 17, 83, 92, 94,
101, 102, 103, 112, 113, 114,
153, 156

Optimal sequencing 23

Pegged exchangerate 6, 7, 15, 17,
72, 86,114, 117, 122, 131, 134,
137, 138, 142, 144, 149, 151,
159, 161, 188, 191

Portfolio investment 15, 57, 80, 90,
94, 101, 102, 103, 109, 110, 112,
115, 156, 162

Preventive controls 27, 28, 44

Rationality 12

Second generation models 147

Sequencing of financia liberalistion
3,10, 11, 13, 15, 16, 26, 69, 77,
81, 86, 87, 154, 186, 193

Social welfare 10, 11, 12, 15, 16, 17,
147, 165, 166, 167, 168, 169,
170, 171, 172, 173, 177, 178,
180, 181, 184, 192

Stabilisation policies 23

Stock market crashes 5

Tobin 30, 155, 178

Trade reforms 24, 47, 58

Transfer of capital 2

Transition 4, 54, 121, 183

Unemployment 7, 8, 29, 32, 40, 185

Welfare economics 11, 12, 13, 166,
167, 168, 169, 173, 182, 183



