International Bachelor of Economics and Business Economics (IBEB)

Bachelor Thesis

An Analysis of the IMF Response to the 1997 Financial Crisis in Thailand
Robert-Jan Ruitinga

Student number: 287757

Email: rj_ruitinga@hotmail.com
Date: 4th July 2007

Abstract

The IMF blamed weak fundamentals for the onset of the Financial Crisis in Thailand and based its policy decisions on this view. The aid package sent to Thailand implicitly confined the Thai policy response to what the IMF had laid out. The IMF’s strategy to rapid recovery did not meet its aims, instead prolonging and deepening the recession in Thailand. The failure of the aid package can largely be attributed to misguided policies by the IMF, but the Royal Thai Government can be blamed for failing to pass adequate laws that were required to reform the economy. 
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General Introduction


Thailand had been growing at an average rate of eight percent per annum for three decades, with relatively low inflation, high saving rates and strong investment figures. As a result, the origins of the financial crisis that hit in July 1997 baffled many economists and are still subject to debate today. The crisis caused economic turmoil, with billions of dollars fleeing the country, bank lending grinding to a halt and firms going bankrupt as they were unable to repay the debts that they had accumulated in the years preceding the crisis. The International Monetary Fund (IMF), set up at Bretton Woods in 1944, stepped up to aid Thailand in its bid for a rapid recovery from the devastating impact of the events following the devaluation of the Thai Baht on July 2nd, 1997. 

The IMF believed that weak fundamentals lay at the heart of the problem and so their strategy aimed to reform these. Yet their efforts to restructure the financial sector and stabilise the volatile exchange rate were criticised as they seemed to make matters worse, rather than improve the situation. In the following five chapters, this paper makes an analysis of the success of the IMF response to the financial crisis that hit Thailand in 1997. 


Chapter 1 lays out various views on how the crisis originated. This helps the reader to understand why certain policies chosen by the IMF may have succeeded or failed. Chapter 2 describes the IMF aid package by summarising its aims and the strategy chosen to achieve these. A critical analysis of the impact of this strategy is provided in Chapter 3. This chapter takes a look at the consequences of the chosen policies. Chapter 4 summarises whether the aims of the package, laid out in Chapter 2, were met. Finally, Chapter 5 looks at whether the package’s failure was due to mistakes made by the IMF, the Royal Thai government (RTG), or both.


The paper concludes that the IMF implemented many misguided policies and to a large extent, the failure to meet the aims is down to such erroneous policy decisions. However, some blame must be attributed to the RTG, who failed to strengthen the necessary institutions which would have facilitated the implementation of the IMF’s aid package. 
Chapter 1 Causes of the Crisis

How can a country that has grown strongly for decades suddenly be faced with one of the greatest financial crises to date? There are three main headings under which the origins of the crisis will be described in this chapter. These are: 

1. Weak fundamentals

2. Reversal of capital flows and panic

3. Problems with the fixed exchange rate

Following the exposition of the problems, three different models will be presented and applied to the crisis in Thailand to derive which best suits the situation. These are the first, second and third generation models. 

Section 1.1 Weak Fundamentals

The International Monetary Fund believes that the root of the problem in Thailand was the presence of weak fundamentals, mainly an under regulated banking sector. These problems are not directly visible through macro-economic data. Capital market liberalisation outpaced the implementation of adequate monitoring and supervision in the sector, leaving a weakened banking system. In addition, government guarantees on all bank liabilities created a moral hazard problem. 

Macro-economic indicators painted a misleading picture of the situation. In the years leading up to the crisis, economic figures presented a bright future for the Thai economy, leading to predictions that it would continue on its high growth path. Table 1 (see appendix) shows the economic outlook in the years before the crisis and one year after. The table suggests that the Thai economy is healthy in the years leading up to the crisis. For example, an inflation rate of 5.9 percent is not high for a developing country. The government budget in 1996 is running a small surplus and foreign debt is negligible. At first sight, the economy does not seem to be heading towards crisis. 

Capital markets had liberalised too quickly, resulting in unrestricted lending and a misallocation of capital. The Bank of Thailand had launched its Financial System Development Plans between 1990 and 1995, which included lifting the ceiling set for interest rates
. Limits for borrowing funds to invest in real estate were also removed. These had been intended to protect the banks as the real estate market follows boom-bust cycles and may leave the banking sector exposed
. As a result of these two changes, lending became unrestricted. A third factor fuelling the lending boom was weak corporate governance. Many banks or firms were family owned, resulting in demands for expansion for the sake of prestige. The strong relationship between owners of the bigger firms and top bank officials also led to preferential treatment in the making of loans, another example of the misallocation of capital. Mishkin (1999) further explains how unrestricted lending led to a lending boom and excessive risk taking, observing that lending increased at such a rate that banks lacked the staff and expertise to assess all the risks attached. Many believed that in an economy that had been growing at 10 percent for over a decade, it was difficult to make a bad loan.
 Many loans were given out without checking the history of a customer. This led to a great potential for Non-Performing Loans, which would eventually play a role in impeding the effectiveness of the banking sector. Second, if risks are not appraised properly, bad investments will be made. But such excessive risk taking leads to a misallocation of capital. Radelet and Sachs (1999) explain that due to the inadequate supervision and regulation, which had been unable to keep pace with the rapid capital market liberalisation, banks were taking too much risk, endangering their own position and thereby the position of the entire economy. The unrestricted lending also led to a booming real estate market, where many manufacturers redirected the funds from bank loans away from the production sector to invest in real estate
. Investing in a non-productive sector weakens the potential for economic growth. A bubble soon formed in the real estate market which would have devastating effects when it collapsed. 


The presence of moral hazard problems stimulated overinvestment and further misallocation of capital. The Thai government made claims that it would back all the banks financially. Radelet and Sachs (1999) believe that there was little question that many banks and firms expected government support. Flatters (1999) even provides evidence that this was the case, describing how the Financial Institute Development Fund (FIDF) was used to bail out financial institutions. By August 1996, only 9 billion Thai Baht had been issued to support two institutions. By December 1996, the FIDF had been called into action seven times, with a total spending of 27.5 billion Baht and by February 1997, a further eight interventions had warranted an additional 26.3 billion Baht bail out. In his paper What Happened to Asia? Krugman explains how these government guarantees, which he labels “crony capitalism”, lead to over investment to the point where the marginal product of capital in the best state of the world falls to the world interest rate. As long as the taxpayers keep paying the bill, there is no limit to the situation. Krugman summarises the situation by presenting it as a game of “heads I win, tails taxpayer loses”
. The government guarantees led to investments in projects with very low or even negative expected returns, a great misallocation of capital. 

The banking sector had other characteristics making it weak. Thai banks held a very low capital adequacy ratio, much lower than the eight percent required by the Basle Capital Accords. As a result, there were little reserves to protect depositors. In 1996 and 1997, Non-Performing Loan rates were rising, leaving depositors inadequately covered. The weak reserves position was amplified by the bad asset classification system present, as many figures inflated or underreported. Very low levels of transparency in the sector were caused by unreliable, often delayed information on banking activities
. This was eventually perceived by the market and led to a decrease in confidence in the banking sector. 

Section 1.2 Reversal of Capital Flows and Panic

The view that capital outflows and a self-fulfilling creditor panic were at the heart of the crisis is most often associated with those put forward by Radelet and Sachs in The East Asian Financial Crisis: Diagnosis, Remedies, Prospects (1998). The authors argue that weak fundamentals are present, but these do not explain the abruptness and depth of the crisis. Therefore there must be something else at stake. The crisis occurs when the economy hits a ‘bad’ equilibrium in a multiple equilibrium model, as further explained in later in this chapter in the Second Generation Model. A self-fulfilling panic leads to enormous capital outflows, as seen in Thailand, and can be caused when a substantial portion of capital is structured with very short term maturities. With a huge reversal in capital outflows, the exchange rate is placed under pressure and should it collapse, confidence in the economy may collapse alongside it. This section will look at how capital inflows were made possible before the crisis and how this contributed to the large reversal in capital flows. Following this, the amount of short term debt in Thailand and how this led to a self-fulfilling panic will be discussed.

The Bangkok International Banking Facilities (BIBF) played a large role in facilitating capital inflows, which were made attractive in part by the interest rate differential between Thailand and most western countries. This led to banks borrowing abroad and lending domestically. The BIBF, established in 1993 to help make Bangkok the financial centre of South East Asia, facilitated such borrowing agreements. Potential problems were arising as all the lending by the Bank of Thailand was done in foreign currency, often unhedged due to the fixed exchange rate. Exchange rate risk was, perhaps foolishly, assumed to be zero. When the Baht depreciated following its flotation, all firms who had borrowed in foreign currency suddenly faced enormous debts. Most went bankrupt as a result. According to Medhi (1999), the BIBF must shoulder part of the blame for facilitating the capital inflows in a way which helped create ills in the Thai economy. Furman and Stiglitz (1998) suggest that much of the capital inflows, especially short term debt, were a result of the artificially lowered price of short term borrowing from abroad, in which the BIBF played a role. This view is supported by Alba, Bacchetta and Banerjee (1999) which highlights the surge in short term debt, which was made possible by the BIBF. The role of this short term debt would prove pivotal in the onset of the crisis and initiating a self-fulfilling panic.

If short term debt is invested into long term projects, a sudden recalling of loans could lead to major problems for the debtors. If investors and banks start to doubt whether or not loans are going to be repaid, they may recall these loans. When, indeed, these loans cannot be repaid, more doubts arise and more loans will be recalled. The phenomenon of ‘herding’ could then occur, leading to large capital outflows which have a crushing effect on the economy. Thailand was very vulnerable to such an event. Furman and Stiglitz (1999) explain how such vulnerability can be measured. They point to the importance of the Short-Term debt to Reserves ratio. This is not a good measure of solvency, but does measure liquidity. A high ratio may signal imprudent macro-economic policies, as short term debt is more risky to use and therefore may suggest that a government is in trouble. Mishkin (1999) explains that short term debt increases the risk taken by a country, as such debts in foreign currency (as was the case in Thailand) would increase the debt burden in case of devaluation, resulting in a decline of the net worth of assets, thereby reducing the collateral held by borrowing firms. To summarise, the Short-Term debt to Reserves ratio can be used as an indicator of the vulnerability of a country to a self-fulfilling flight of capital. What was this like for Thailand?

In 1995, $66.2 billion Baht, or 63 percent of all private debt, was short term. Tran van Hoa (2000) suggests that 16 percent of Thai GDP was in Short-Term borrowing. We can also calculate the Short-Term debt to Reserves ratios, using the IMF International Financial Statistics database. In table 2 (see appendix), we can see how between June 1994 and June 1997, this ratio increased significantly. By June 1997, the ratio had risen to 1.453 and the Thai government did not have enough reserves to cover all of the country’s short term debt, a very worrying signal for investors.

Section 1.3 Problems with the Fixed Exchange Rate


The Thai Baht had been fixed at 25 Baht to the US Dollar since 1985. Pegging a currency can create problems, some of which were present in Thailand before the crisis.


A fixed exchange rate can lead to overconfidence as some investors may ignore the exchange rate risks. In fact, many agents did not hedge against such risks in Thailand, believing that the peg would hold. If something were to happen, this would lead to huge losses in capital. Another problem with a fixed exchange rate is that it may squeeze exporters if the Baht is overvalued
. With a floating exchange rate, the currency would depreciate to accurately reflect the market price for Thai goods, but in the Thai scenario at the time, exporters were relatively uncompetitive. This was one of the dangers to the exchange rate at the time. 


The loss of competitiveness was a result of the fixed exchange rate no longer offering an accurate reflection of the Baht’s value to the US Dollar. During the 1990s, the US Dollar had been appreciating, leaving the Baht overvalued. On top of that, inflation in Thailand was higher than in the United States, another point weakening the fixed exchange rate as the Baht has a greater tendency to move away from parity
. Thai competitiveness was further eroded by China’s devaluation of the Yuan in 1994. 


The currency peg would come under huge pressure from any large movements of capital out of the country, as this would weaken the Baht. Any loss of confidence in the Thai economy could have devastating effects. As the next paragraphs show, this is exactly what happened.

Section 1.4 The Crisis

All the abovementioned ingredients provide a recipe for crisis. The IMF and Jeffrey Sachs agree that both weak fundamentals and creditor panic played a role. The difference between their views is in the emphasis on which factors played the crucial role in the onset of the crisis. The IMF advocate the role of weak fundamentals, whereas Jeffrey Sachs believes that creditor panic was the leading element. Both views shall be taken into account when explaining how the crisis unfolded, but the debate into which view is more credible shall not be presented in this paper. 


A loss of confidence could cause a collapse of the economy. In an open economy with a fixed exchange rate, huge capital outflows will leave the Central Bank with no other option but to deplete their reserves, assuming they opt to maintain a fixed exchange rate. When reserves run out, devaluation with its potentially dire consequences is the only remaining option. 


Confidence in the Thai economy was waning as the capital account deficit mounted. This had reached eight percent by 1997. On top of this, the short term debt to reserves ratio was rising, increasing the chance of a panic
. The significance of this ratio has been explained in the previous section. In the final quarter of 1996, Thai export figures were negative for the first time in recent decades. This presented a blow to confidence in the economy and capital outflows were getting on their way
. To make matters worse, the real estate bubble burst. As a result, many firms lost large amounts of their investments. Non-Performing Loan rates were rising, weakening the banking sector. When loans are being recalled, firms that cannot pay them are forced out of business, which undermines confidence in the economy. Coupled with negative figures for export growth in 1996 and a growing number of bankruptcies, confidence in the Thai economy was fading fast and capital outflows started. These outflows placed a huge burden on the fixed exchange rate 

Large capital outflows put pressure on the fixed exchange rate, as less Thai Baht are demanded by the market. As a result, speculators may believe that the fixed rate is not going to hold and they might attack the currency to bring its collapse forward. The initial attacks happened during January and February, 1997. A second attack on the Thai Baht was launched in May. To defend the fixed rate, the Bank of Thailand had used up $36 billion of its $38.65 billion of reserves
. With reserves running out, the Thai Baht could not withstand another attack. On top of this, if the Central Bank has no reserves, there is no more lender of last resort which increases the chance of a financial panic
. At this stage, the government knew it could not hold on for much longer, yet all rumours of devaluation were vehemently denied. Their credibility and investor confidence in the Thai institutions was fading, and belief in them dropped to another low when Finance Minister Amnuay resigned in June. 

Finally, on July 2nd 1997, the Thai government resigned to abandoning the fixed exchange rate and let the Baht float. The Thai Baht would fall from 25 Baht to the Dollar on July 1st to 56.5 Baht to the Dollar by January 1998. The devaluation had been the final act needed for investors to lose all confidence. The Asian Financial Crisis had been triggered. 

Section 1.5 Crisis Models


There are three generation models which model financial crises. This section will briefly describe each of the models and analyse how the model can be applied to the crisis in Thailand. 
Section 1.5.1 First Generation Model

The First Generation Model focuses on the inherent flaws in the economy, described as ‘bad fundamentals’. The model, developed by Paul Krugman in 1979, concentrates exclusively on the money market in a world with no uncertainty, meaning that agents carry no risk and have perfect foresight. Investors play a passive role
. The model explains how bad fundamentals can lead to a crisis and why a crisis can suddenly occur, even if a government sticks to the fixed exchange rate. The outcome of this model is not a question of whether a crisis will occur or not, but when the crisis will occur. The timing of the crisis can be theoretically calculated using domestic credit growth and the level of foreign exchange reserves. 


The model has some merit when applying it to the Thai crisis. The fundamentals in Thailand were far from sound and policy inconsistency was present. As stated, the healthy macro-economic indicators painted a misleading picture. Structural problems were present and warning signals did exist, such as the current account deficit, the implicit guarantees to banks by the government and poor corporate governance
. The IMF is a strong advocate of this model, being quick to blame fundamentals in Thailand for the crisis. Stanley Fischer explains that the “crisis, if not the exact timing was predicted”, which follows the theory of the model
. He believes that the speculative attacks on the Baht came at investors’ recognition of the weak fundamentals. 


There are weaknesses in the model as well. First of all, it doesn’t take the behaviour of investors into account. Expectations play a large role in the modern financial market and should be given a role. Secondly, the model is set in a world where all agents are completely rational, except for the government itself. Its actions, or failure to act, ultimately lead to devaluation which was not in the government’s plans
.

Section 1.5.2 Second Generation Model


The Second Generation Model is one of multiple equilibria. Expectations are crucial, meaning that investors are no longer passive. Currency devaluation is no longer inevitable, as it was in the previous model. There are three basic assumptions of the model
:

1. Policy makers have a reason to give up the fixed exchange rate

2. Policy makers also have a reason to stick to the fixed exchange rate. This enhances their credibility and may help to keep inflation under control. 

3. The costs to maintain the exchange rate rise if investors believe devaluation may occur. Investors may ask for higher interest rates to compensate for the higher risk. Higher interest rates depress economic activity. 

The problem is that investors determine the position of policy makers on points one and two. Therefore, this model presents a self-fulfilling equilibrium. Rational investors may have an incentive to pull their money out of a healthy economy if other investors are doing likewise
. Herding behaviour acts as a way that investors coordinate their actions and can cause large capital outflows
. A speculative attack on the currency would succeed simply because it was expected to succeed, without any reference to the fundamentals
.


This model can be used to describe the situation in Thailand, according to Radelet and Sachs (1999). Their paper argues that the essence of the crisis lies in the reversal of capital flows. On balance, they state, it is difficult to make a case that the whole crisis was due to bad fundamentals. These played a role, but cannot explain the abruptness of the crisis. In support of the Second Generation Model, the argument goes that herding behaviour led to a bad equilibrium. A panic occurred among investors. Radelet and Sachs (1999) use a number of points as evidence for their views. First, they state that the crisis was unanticipated and therefore fundamentals cannot explain it. Second, they believe that even with hindsight, the depth of the crisis cannot be explained through structural problems. The fact that the crisis hit countries with varying economic structures and that it eased up before the fundamental weaknesses were solved are the final two points used by Radelet and Sachs in favour of the Second Generation Model.


Surprisingly, investors never get it wrong in this model. This presents a weakness, as the assumption of efficient markets may be too strong. 

Section 1.5.3 Third Generation Model


The Asian Financial Crisis does not fully fit either the First of Second Generation Model. In fact, both models offer some correct insights into the crisis. As a result, the Third Generation Model was developed, a combination between the previous two models which explains the crisis in Asia. 


The arguments are summarised by Irwin and Vines (1999)
. They state that Krugman’s ‘crony capitalism’, by which investors are bailed out, does not necessarily provide a story for crisis as the taxpayer may infinitely pay for bail outs. The model also fails to provide a basis for panic and collapse. Michael Dooley (1999)
 provides the missing link in stating that the crisis occurs when the money for bail outs runs out. But an element of creditor panic and a self-fulfilling crisis must be present to explain the Thai crisis. The result is a model containing the following two elements:

1. There are implicit government guarantees, which fuel moral hazard and increase investments. This follows the Krugman route.

2. The government has a limited desire to honour the guarantees, meaning that it is not fully credible. At first, low levels of debt mean that the government can honour its commitments, but as debt levels rise, expectations shift. Now, investors may believe that the government will renege and these expectations lead to a collapse, due to the multiple equilibria feature of the model. 

This model incorporates the role of weak fundamentals and of investor expectations, namely in the creditor panic, and therefore presents a more accurate representation of the Asian Financial Crisis than the First or Second Generation Models by themselves. 
Chapter 2 IMF Package Description

This section will discuss the nature of IMF assistance to the Royal Thai Government following the onset of the crisis. First, the aims of the IMF aid package will be presented. The second part will state the three key parts to the strategy chosen by the IMF to help Thailand, before the final part expands on the chosen strategy by providing details of how the strategy was planned to be implemented and the rationale behind these decisions. This section merely aims to provide a description of the aid package. An analysis of the impact of the IMF will be made in Chapter 3. 

Section 2.1 Aims

The Managing Director of the IMF at the time, Michel Camdessus, stated that the aim of the package was to “strengthen [the] financial systems, improve governance and transparency, restore economic competitiveness and modernise the legal and regulatory environment”
. All of the aforementioned aspects would create a strong and sound economy if carried out properly, thereby re-establishing confidence among investors. But a highly volatile exchange rate, as Thailand’s was at the time, harms the economy due to high uncertainty for traders and investors. The aims can be simplified into the following two goals, as these encompass all that Michel Camdessus wanted to achieve:

1. Re-establish confidence on the financial markets

2. Stabilise the exchange rate

Section 2.2 Strategy

The IMF strategy for Thailand consisted of a “three-pronged response”
 as attacking one weak area would not allow for recovery due to the inherent weakness of other areas in the economy. The IMF believed it could best restructure the Thai economy by introducing the following strategy:

1. Structural reforms must take place to build confidence and to halt capital outflows

2. The macro-economic policy must be adjusted to ease the private sector burden of adjustment to capital outflows and to stabilise the exchange rate

3. A large financial package must be offered to help restore confidence and to help the Central Bank repay the debts falling due to international lenders

The three aspects of strategy are in order of importance, as first deputy director of the IMF Stanley Fischer explains that “macro-economic adjustments are not the main element in Thailand, rather financial restructuring and other structural reforms lie at the heart of the programme.”
 The reason for this was that the IMF believed that structural weaknesses (bad fundamentals) were the most important reason for the onset of the crisis. 

Section 2.3 Proposed Implementation of the Strategy

This section will discuss the implementation of the three strategy aspects given above. For each aspect there will be an explanation of the means used to implement the strategy and the rationale behind those choices. 

One important fact to note is that the implementation of the strategy can be divided into two phases. The first phase was initiated on the 20th of August 1997 on which day $17.2 billion dollars of aid were promised. The second phase started on the 24th of February 1998, when it was clear that the IMF strategy had to be altered as the aims were not being met.  The second phase of this programme and its implications for chosen strategy will be discussed in the latter part of this section.

Section 2.3.1 Structural Reforms

The structural reforms would be very comprehensive and were aimed at the root of the problems. The IMF believed that monetary and fiscal policy could not be successful without the necessary reforms to back them up. New, strong regulations would be necessary to prevent a repeat of the crisis. The structural reforms had to “provide a foundation for a return to sustainable growth.”

The structural reforms would focus on:

· Restructuring insolvent financial institutions

· Promoting competition domestically

· Addressing deficiencies in governance in finance, corporations and government

Restructuring insolvent financial institutions

The strategy for restructuring insolvent financial institutions was divided into two strands, both which were essential for the other to succeed. 

First, the likelihood of a recurrence of the crisis needed to be minimised. Since, in the view of the IMF, the immediate crisis had been due to weak balance sheets, the first course of action was to “clean up and close down”
 all insolvent institutions, whilst examining others. This involved the immediate suspension of 58 financial institutions, of which 56 would be closed down by December 1997. The initial plan also involved using public funds to intervene and recapitalise the banks. Broad based guarantees were given by the Thai government to calm depositors, although a time limit was imposed on these guarantees to decrease moral hazard. 


The second strand involved taking credible steps to address the underlying weakness of the financial system. The inadequate prudential regulation and supervision had to be reformed and government intervention had to be prevented. To tackle the real, underlying problems the IMF focussed on improving the banks’ loan classification system and a comprehensive revision of prudential regulation. Furthermore, making the banks meet a higher capital adequacy ratio was meant to ultimately bring Thai banks into line with the Basle Core Principles
. 

Promoting Competition Domestically

The emphasis on promoting domestic competition was on privatisation
. The IMF, with its strong belief in the functioning of markets, created a Privatisation Secretariat to help achieve this aim. The main focus was on the energy, communications and transport sector as well as the utilities. One exception made was that the subsidies for the public transport would remain in place for some time to come, to prevent dissent. The money that would be made in privatising the public companies was earmarked for the expensive financial restructuring, especially the high expense of bank recapitalisation. 

Addressing Deficiencies in Governance

The IMF believed that confidence in the Thai economy could not return until deficiencies in governance would be tackled. There needed to be a belief among investors that the Thai economy functioned the way it should, that there were little or no illegal practices behind the scenes. Therefore a wide range of reforms were prompted to improve governance, including
:

· The dismantling of state sponsored monopolies and cartels

· A reduction in private enterprises that served “crony capitalism”

· Strengthening the competition laws

· Increasing accountability to the shareholders

· Increasing the transparency of economic and financial data, meaning more regular reporting on figures such as the foreign exchange reserves

Section 2.3.2 Adjusting Macro-economic Policy

The new macro-economic framework would involve high nominal interest rates and restricted domestic credit and was based on running a balanced budget or even a surplus. All these policies were aimed at stabilising the exchange rate
. These policies point to a tight monetary and fiscal policies. According to the IMF, monetary policy would play a more important role than fiscal policy, for which only “modest tightening”
 would take place. 

A tight monetary policy was imposed to counter the downward pressures on the exchange rate, as the IMF was worried about the possibility of a depreciation-inflation spiral. Hubert Neiss, Director of the IMF’s Asia and Pacific Department presents the IMF view that high interest rates were needed to avoid overdepreciation and hyperinflation and to stop the drain on reserves. As a result, confidence could be restored
. Since the Thai Baht had been depreciating ever since the flotation of the Baht, higher interest rates were aimed to lure foreign investment into the country as investors could achieve high returns. The IMF was hoping for a large flow of ‘hot money’ to counter the sliding Baht. First deputy manager at the IMF Stanley Fischer emphasises this, stating that a major concern of the IMF was that the currency would become undervalued and as a result current account surpluses would become so large that it would hurt others in the region. This was the rationale behind the need for stable exchange rates
. The IMF was aware of the trade off, that the higher interest rates (which are meant to attract capital and halt depreciation) comes at the cost of increased bankruptcy, high Non-Performing Loan rates and a weakened banking sector
 yet chose this strategy as the best way forward. 

The tightening of fiscal policy occurred through decreased expenditure and an increase in taxes. For example, the VAT increased from seven to ten percent. The IMF wanted Thailand to run a one percent budget surplus, suggesting an adjustment of 2.6 percent
. Stanley Fischer comments that at the outset of the crisis, countries needed firm fiscal positions to make room in their budgets for financial restructuring (which could cost between 20-30 percent of GDP) and to decrease the current account deficit, which stood at eight percent of GDP for Thailand
.  

Section 2.3.3 Financial Aid

The IMF initially promised an aid package of $17.2 billion dollars. According to Radelet and Sachs (1998), this overstated the amount actually given. They note that this amount would become available to Thailand over a three year period.
 Much of the given aid was destined for the Central Bank and the government in order to repay debts that were due to international creditors and the help stabilise the exchange rate. For example, the government took over the FIDF debt and pledged foreign exchange reserves to service bank debts. The Central Bank also made some credit available to financial institutions to help support the necessary repayments.
 The rationale was that if Thailand would continuously repay its debts, it would signal a recovery, or at least a decreased risk of investing in Thailand. These measures were aimed at re-establishing confidence in the Thai economy. 

Section 2.3.4 Phase 2: Policy alterations

By January 1998 it was clear that the initial package was not having the desired effects and therefore some changes needed to be made. The Baht was still depreciating and confidence had not been restored, resulting in the implementation of the second phase of the IMF package as of the 24th of February 1998. 


The new principles were not formally articulated, but are summarised by Radelet and Sachs (1998) into the following aspects:

· A partial suspension of foreign debt payments based on collective agreement

· Government guarantees on all bank liabilities

· A decreased focus on bank closures in the short run. The focus would shift to long term restructuring and recapitalisation.

· Fiscal surplus targets would be abandoned

Frank Flatters adds to this that by July 1998, the IMF had allowed the interest rates to fall in an effort to assist the real sector and to stimulate domestic demand. 
Chapter 3: Impact of the Package
This section will detail the impact of the IMF policy in Thailand. There will be three sections, each expanding on the chosen policies and discussing the impact of one of the three strategy aspects. The first section will assess the key part of the IMF strategy, namely the financial restructuring. The second section will place the chosen monetary policy under close scrutiny whilst the final section uncovers the consequences of the tight fiscal policy. The third part mentioned in Section 2.2 will not be reviewed, as the financial aid was given to help achieve the other objectives. 
Section 3.1 The Impact of Restructuring the Financial Sector
The IMF believed that the best course for financial restructuring would be to “recapitalise or close insolvent banks, protect small depositors and increase supervision and regulation,” states the first deputy managing director, Stanley Fischer
. This is also precisely what happened. The closing of financial institutions, many of which were banks, was a central part of the IMF reform strategy. Such restructuring was necessary, argued the IMF, to tackle the fundamental weaknesses of the Thai economy so that it could be rebuilt on sound fundamentals. The reforms were meant to increase investor confidence as they sent a signal that a new, stronger economy was in the making. Both proponents and critics of the IMF recognised the need for restructuring in the banking sector. Yet critics such as Radelet and Sachs (1998) question the effectiveness of the IMF’s strategy as they believe the costs were greater than the potential benefits. So the discussion for this section boils down to the following: were the means employed by the IMF to overhaul the banking sector appropriate or not?


This section will start by looking at the results of attempted recapitalisation of financial institutions. Following this, the policy of closing weak banks will be discussed. 
Section 3.1.1 Recapitalising Banks
The recapitalisation of banks was plagued with problems. As 56 of the 58 suspended financial institutions had been closed in December 1997, there was a great need for the recapitalisation of the remaining ones so as not to cripple the entire economy. But there were problems, the main one being the absence of a strong legal and institutional framework for bankruptcy and foreclosure
. Under the existing laws, debtors had the power to delay and forestall proceedings making foreclosure an ineffective tool for creditors. This way, Non-Performing Loans could continue to grow, worsening the banking problem as the banks desperately needed the funds. By January 1999, the NPL rate was still increasing (see table 3 in the appendix) and despite the lowered interest rates, there was still little new lending. When the second phase of the IMF package was already well underway, the problems of the weak bankruptcy laws were finally recognised and in August 1998 a new plan was offered to help recapitalisation. For one, the government was given the power to remove senior bank officials. Secondly, a Corporate Debt Restructuring Advisory Committee had been set up to help with the problem of debt restructuring which was causing a lot of harm to the banks. Tax and legal incentives were provided to encourage major corporate debtors to come to an agreement with the creditors over the repayments of debts. After August 1998, steps were finally being taken to successfully restructure the Thai banking sector, steps that did not harm the economy as the previous attempts at recapitalisation had. But the Asian Development Outlook (1999) still cast doubts over the success of this programme, stating that even if the banking sector was revamped, there would still be a lack of trained personnel to enforce the new regulatory system, giving rise to the possibility that the efforts may be in vain. 

Apart from the aforementioned problems, sufficient funds were also lacking. Table 4 (see appendix) illustrates the IMF’s cost estimates of bank restructuring. Initially, the Thai government was expected to raise this money, but during Phase 2 of the aid package it was recognised that this was not feasible. Flatters (1999) believes that an additional $19-27 billion dollars would have been needed for the attempts to have been successful. The general consensus is that the new package to recapitalise the banks (August 1998) did not succeed either.

Section 3.1.2 Closing Weak Banks
The following paragraphs will look at the second part of the IMF strategy, namely the closure of weak banks. An interesting starting point to take in the discussion and analysis is Frederic Mishkin’s view in Lessons from the Asian Crisis that “when bank lending collapses, the economy does as well”
. To understand this, one need only look at a credit constrained economy in recession, as Thailand was at the time, to realise that without investment, it is difficult to get back on the growth track. In fact, by closing weak banks and by the Thai government’s inability to pass a strong bankruptcy law, lending was seriously impaired.  


The IMF insisted that banks either shut down or meet the capital adequacy ratio as set by the Basle Core Principles, wreaking havoc in the Thai economy. Joseph Stiglitz explains in Globalisation and its Discontents that there are two ways to achieve this ratio. One would be to raise capital, which is very difficult during a recession. This would lead to fewer loans being issued, restricting credit in the economy. The other way is to decrease the amount of loans outstanding, achieved by recalling loans, leading to further distress as many firms at the time did not have the funds to repay their debts immediately. As a result, more firms were forced to shut down and the economy was weakened even further. Without the possibility to get a loan, many firms find it difficult to obtain funds to invest in projects and to create value, which the Thai economy desperately needed to get out of the deep recession. Exporters were unable to profit from the depreciating Baht, which enhances their competitive position, as there were no funds available to support them. This is a clear example of how the IMF policy on closing banks had a negative impact on the Thai economy. The IMF move of closing down banks backfired, as instead of increasing confidence among investors, credit became restricted and the economy sank into an even deeper recession.

According to Radelet and Sachs (1998), the IMF was aware of the risks of their strategy. This is suggested by the following quote from an IMF source: “the authorities are mindful of the risk that bank closures could induce a run on other healthy institutions”
. The aim was to send a signal of serious reforms, to show that the Thai economy was undergoing restructuring and thereby induce increased investor confidence. But there were some problems, as Radelet and Sachs (1999) point out. Very abrupt closures without comprehensive financial restructuring plans breed uncertainty. Most people believed that their bank would be closed next and so withdrew their money.  Although the bank runs in Thailand were not as severe as in Indonesia, they did occur and as a result bank lending was further undermined. As evidence for the failing policies, the Thai banking system had nearly grinded to a halt by January 1998.

The problems didn’t end then, as lending in the economy was under further threat from the high Non-Performing Loan rates. This provided another reason for the banks’ poor performance and unwillingness to issue new loans. In the early part of the programme, NPL standards were tightened to deem loans as non-performing if interest had not been paid for three months, rather than after six months as had been the case.
  But by mid-1998, the average NPL rate was still 33 percent. This was due to the weak bankruptcy law which allowed for great delay in foreclosure. But the NPL rates continued to be high (see table 3 in the appendix) as even the new bankruptcy law, meant to combat the delay of closing down firms and raise money to repay loans, was diluted to a point of ineffectiveness by the Thai government in early 1998. Very high NPL rates give an indication as to why banks were unwilling to provide funds for new loans: they simply didn’t have the money available to them. 

Remarkably, despite the obvious failure, the IMF advocated further closures as late as October 1998, as Hubert Neiss, Director of the IMF’s Asia and Pacific Department believed that, “keeping ailing institutions alive through Central Bank liquidity injections would have aggravated the banking problem and led to more bank runs.”

The closure of banks, despite the good intentions, had a very negative impact on the economy. Radelet and Sachs (1999) criticise the programme as being too poorly thought out and that the closures were too abrupt. Radelet and Sachs (1998) state that there was no reason to believe that the closing of banks and financial companies, in addition to the tightening of supervision standards would restore market confidence in the middle of a panic. They state that the timing was simply wrong. In Corsetti, Pesenti and Roubini (1999), Sachs is quoted as stating that with the closures, the IMF was “sending a remarkably abrupt, unprepared and dangerous signal… that you had better take your money out of you might lose it.”
 Joseph Stiglitz concludes that “the move backfired”
. But it’s not just the views of those that are critical of the IMF that disagree with the chosen strategy for reform in the financial sector. 

The IMF itself revealed that some of the chosen policies were not adequate. In Occasional Paper 178: IMF Supported Programs in Indonesia, Korea and Thailand, the initial plan of using private schemes for the recapitalisation of banks is branded as “unrealistic”
. The IMF also concedes that in retrospect, a higher priority should have been given to changing the legal and institutional frameworks as these hindered the recapitalisation of the banks. 
Overall, the IMF did not successfully recapitalise banks for a fast recovery. Their policy of closing weak banks backfired and led to a restriction of credit which made it harder for the Thai economy to move out of the recession. 
Section 3.2 Impact of Tight Monetary Policy

This section will explore the impact of the second part of the IMF strategy, that macro-economic policy must be adjusted to ease the private sector burden of adjustment to capital outflows and to stabilise the exchange rate. Choosing high interest rates as a policy to stabilise the exchange rate is perhaps the most controversial of the IMF’s actions in Thailand. The costs, increased bankruptcies and a weakened banking sector, were far greater than the supposed benefits, the stabilisation of the exchange rate. It took over a year for the Baht to stabilise, suggesting that the policy of high interest rates did not work.

The high interest rates created many problems in the financial sector and NPL rates continued to rise. Many firms were highly leveraged and now unable to meet their debts, forcing them into bankruptcy
. As explained above, the banking sector was unwilling to provide loans due to rising NPL rates and the new capital adequacy ratios they had to meet. The costs of the high interest rates were enormous, argues Stiglitz (2002), and the high interest rates only made the recession worse. The lack of new lending harmed the exporters as they couldn’t take advantage of the depreciating Baht. Whilst enduring the pains of the high interest rate policy, there was little evidence of the policy achieving its aim of stabilising the exchange rate. It wasn’t until February 1998 that the Baht showed any signs of stabilising and not until October 1998 that one could truly say that the Baht had stabilised. Despite the high interest rates, the Thai Baht had slipped from a pegged value of 25 to the dollar to 40 by October 1997, depreciating to 56 by January 1998
, as shown by the graph 1 (appendix). But according to the IMF, the estimated effects of a tight monetary policy “could” account for less than a quarter of the expected negative swing in GDP growth of 1997-98
. 

The debate on whether or not the high interest rate policy was appropriate under the circumstances sees the IMF vehemently defending their actions. They never conceded defeat or admitted to any wrongdoing. The following paragraphs outline the debate, starting with the IMF’s defence of the policy. 

Section 3.2.1 Proponents of the high interest rate policy: The IMF

The IMF believes that raising interest rates was the right strategy in achieving a stable exchange rate, which was the second aim of the IMF package. One of the reasons that the process took so much time was that the Thai government was unwilling to raise interest rates to the high levels demanded by the IMF. 


With the aim of rapid exchange rate stabilisation, and under circumstances of quickly changing market conditions, a high interest rate policy is highly appropriate
. Stanley Fischer explains that a strong signal needed to be sent to the markets that serious action was being undertaken in response to the crisis
. Many firms had large debts in US dollars, and therefore a depreciating Baht was hurting them. The stable exchange rate would provide certainty and restore confidence in the market which was needed to get the Thai economy back on its feet. 


Despite what critics believe, there is no evidence that the high interest rates led to a sustained or crushing burden on economic activity
. There is also no evidence that the high interest rates caused a credit crunch. The IMF even doubts that there was a credit crunch in the first place
. 


The IMF believes that it was not the high interest rates that deepened or extended the recession, but the fact that initially governments were reluctant to increase the interest rates. In fact, monetary policy did not go far enough to achieve its aims quickly.  Interest rates were not raised to “astronomical” levels, as claimed by Stiglitz (2002). One need only look at interest rates in other crisis areas, such as the Czech Republic in May 1997
, to see that in comparison, Thai rates were not that high. 


Finally, the IMF state that the costs of their monetary policy were much smaller than expected and that any alternative would have imposed a much heavier burden on the Thai economy.

Section 3.2.2 Critics of the high interest rate policy

Most macroeconomists would support the view that increasing interest rates will help to achieve currency stabilisation. But this view becomes problematic in the context of a creditor panic, which is precisely what the Thai crisis was about
. Raising interest rates is not a one size fits all remedy, there are many factors determining whether or not this policy is appropriate. Critics believe that the policy caused greater harm than it did good to the economy.
Furman and Stiglitz (1998) believes that one must look at the relationship between interest rates and exchange rates to determine the usefulness of raising interest rates.
 According to their research, empirics show a weak link at best between interest rates and exchange rates in the early months of implementation. In assessing the claim that higher interest rates will strengthen the exchange rate permanently, Furman and Stiglitz (1998) look at six different channels through which interest rates affect the economy
. 

1. Net worth – high interest rates erode the net worth of debtors. It takes time to restore this worth, meaning that the gains of higher interest rates are not offset by the losses

2. Portfolio and Capital Flight – there will be a reallocation of capital due to decreased asset values and returns. The attraction of high interest rates will be partly offset by the increased default risk

3. Bankruptcy – there will be huge losses in asset values, with very few new firms replacing the bankrupt ones as the economy is in recession

4. Moral Hazard – high interest rates lead to firms gambling on very high returns in an effort to stay solvent. In Thailand, there was no regulation to prevent this

5. Credit Crunch – high interest rates will lead to more Non-Performing Loans and banks may be reluctant to issue new loans.

6. Information – very high interest rates can cause further imperfections in information on asset values, adding to uncertainty and resulting in higher risk premiums. 

These arguments provide motivation for the claim by Furman and Stiglitz (1998) that the probability of bankruptcy and an increase in uncertainty are increasing functions of the interest rate. In their paper, they develop a model based on the reasoning above which offers two possible outcomes:

1. A permanent strengthening of the exchange rate if there are favourable reforms during the period of high interest rates, giving off a positive signal to the market. In this state, a ‘good’ equilibrium is reached.

2. A permanent weakening if the high interest rates lead to an increased probability in bankruptcy.

The paper concludes that the second scenario is much more likely in Asia. This is due to the fact that many firms are highly leveraged, the banking sector is fragile, capital markets are not highly segmented and there is a lot of short term debt. If increased interest rates lead to an increased chance of bankruptcy, and thus a decrease in expected returns, there is no rationale for investment and therefore confidence in the economy will not be increased, which the IMF aimed to do. 

Since policymakers claim that the higher interest rates are only temporary, until the shock has gone, Furman and Stiglitz (1998) believe that it may be less costly to let exchange rate depreciate for a while, as the shock is only temporary anyways. 

Medhi (1999) believes that the high interest rates led to capital outflows, instead of inflows. The weak Baht was not being strengthened by higher interest rates, but the opposite was true. His reasoning is that high interest rates provided a signal to the market that the economy was weak and needed to revert to such desperate measures to attract funding. Instead of profiting from such high interest rates, investors were being warned off. His view is supported by Radelet and Sachs (1998), who quote Kindleberger as saying that “with elastic expectations of change – of falling prices, bankruptcies, or exchange depreciation – raising the discount rate may suggest to foreigners the need to take more funds out rather than bring new funds in.”

Another interesting model to discuss in provided by Aghion, Bacchetta and Banerjee (2000) as they show what the optimal interest rate policy is during a currency crisis. In a framework of multiple equilibria, the authors describe how the official IMF position of raising interest rates could have an overall negative effect on the economy
. They conclude that during a crisis, it may be best to decrease the interest rate. This model neither supports the proponents nor the critics of high interest rates, but does provide the insight that the IMF’s position is not undisputable. 


Although the IMF never admitted to this, the high interest rate policy brought costs with it that outweighed the potential benefits of a stable exchange rate. 
Section 3.3 Impact of Fiscal Policy

The IMF opted for fiscal tightening in their policy package to allow the Thai government to make room in its budget for the immense costs of the financial restructuring, estimated at 20-30 percent of GDP. Fiscal tightening would also reduce domestic demand, thereby decreasing demand for imported goods and help to improve Thailand’s current account position, which was running an eight percent deficit at the time. This section does not need to be subdivided into proponents and critics of the strategy, as the IMF admitted its mistakes and loosened fiscal policy significantly when the second phase of implementation was initiated on February 24th, 1998. Therefore, the following paragraphs will provide an analysis of why fiscal tightening was inappropriate given the circumstances.

The impact that fiscal tightening had on the Thai economy is obvious from the Letter of Intent sent by the Thai government to the IMF in November 1997. A Letter of Intent (LOI) presents the current economic situation of a country and states which policies it will use to reach the aims set by the IMF. Due to the conditionality of the aid sent by the IMF, a LOI is a very good indication of the policies that the IMF wants a government to implement. The LOI of November 1997 provides a table with data on how fiscal policy will affect different areas of the economy. Table 5 (see appendix) shows how expenditure on important areas such as social services and transport is being decreased, whilst VAT is raised from 7 to 10 percent. 

Fiscal tightening was not an appropriate strategy given the circumstances. During a recession, a logic approach would involve fiscal expansion. The economy needs to be stimulated and this can be achieved with higher government expenditure and lower tax rates. A fiscal imbalance should not be a major concern at the outset of a crisis, instead the focus should be on limiting the damage
. Corden (1998) emphasises that “fiscal tightening is obviously inappropriate”
 in the Thai situation. Furman and Stiglitz (1998) state that a downturn almost always occurs following a crisis
. Such a downturn would be exacerbated by fiscal contraction. Deepening the recession increases the probability of firms going bankrupt, increases uncertainty about the future and thus makes the country a less attractive place to invest in. Confidence in the economy is quickly eroded. The fiscal austerity did not reassure investors or increase confidence, but deepened the recession, argues Sachs (1999). This goes against the aims of the package set by the IMF. 


Other reasons against fiscal tightening include the expenditure cuts on important aspects of the economy. During a crisis, the first areas to receive less funding are infrastructure and schooling, according to Furman and Stiglitz (1998). This harms the long term potential for growth and may set the education system back years. The data from Table 1 shows expenditure cuts in community and social services as well as transport, highlighting how the unemployed will suffer even more as a result of the IMF requirements for a budget surplus. 


The IMF admitted that mistakes were made and that fiscal tightening was not the appropriate policy given the circumstances. In IMF Supported Programs in Indonesia, Korea and Thailand, the IMF admits to underestimating the recession
. Hubert Neiss also admits that fiscal expansion should have started at an earlier stage
. The change in policy is also evident from the Letters of Intent issued by the RTG to the IMF. These letters provided updates on targets set and how Thailand was coping, and reflect agreements made between the government and the IMF as to which policy to pursue. Table 7 (see appendix) indicates that fiscal targets were being eased over time.

Chapter 4: Were the aims of the package met?

This chapter looks at the whether or not the aims of the IMF aid package to Thailand were met. The aims were to: 

1. Re-establish confidence on the financial markets, and to 

2. Stabilise the exchange rate

To judge the IMF’s success in achieving their aims, we can observe figures such as growth targets and compare these to the actual growth rates. Another possibility is to find the date at which the Baht stabilised to see how long it took the IMF to achieve its second objective. The overall conclusion is that the IMF failed to achieve its aims, with both confidence restoration and the stabilisation of the Baht taking far too long.


By the end of the first quarter of 1999, capital was still flowing out of the economy, showing that confidence had not yet been restored
. During the first six months of 1999, total capital outflows amounted to $6 billion. This highlights the failure to restore confidence, even one and a half years after the package was initially implemented. The IMF admits that the “programs did not restore confidence rapidly enough”
. 


The targeted growth rates for 1998 were never achieved. From the Letters of Intent sent by the Thai government to the IMF, Table 1 can be computed, showing how the GDP growth projections were estimated downwards with each successive letter. 
Radelet and Sachs (1998) support this data, stating that since the launch of the programs, growth had been far worse than projected. Even after the second phase was initiated on February 24th, 1998 and after another re-evaluation of the program in mid-1998, growth figures did not improve. In fact, the World Bank’s World Development Indicators
 calculate a GDP growth rate of -11 percent for Thailand in 1998, worse than even the projections on December 1st, 1998 by the Thai government. An interesting point to note is that the IMF were aware of their shortcomings, stating that they had “misread the extent of the recession” and “erred on the side of optimism” 
. 


The exchange rate remained volatile until September/October 1998. Exchange rates did not stabilise until more than a year after the policy package was in place, showing that the aim of rapid exchange rate stabilisation was not met. Although there was some stabilisation in January 1998, the Baht did steady until around October
.  Graph 1 (see appendix) presents the volatility of the Baht and its stabilisation around September/October 1998.
In conclusion, the general consensus from the literature is that the IMF aid package to Thailand failed. Radelet and Sachs (1998) believe that it “failed dramatically”
 and are supported in this view by Joseph Stiglitz (2002). The IMF is aware that, for example, the “large revisions in projections were detrimental to credibility”
. The inability to stabilise the exchange rate and poor GDP growth figures made it even more difficult for the IMF to achieve its aims as support for the organisation and the programme was waning. 
Chapter 5 Why did the package fail? 

As was explained in the previous chapter, the IMF aid package to Thailand failed in many respects. Some progress was booked during the second package, as eventually exchange rates were stabilised and confidence was restored in the economy. However, the time period needed before success was achieved was, in the eyes of many, too long and brought huge costs with it. This chapter aims to establish who was to blame for this failure. Some point a finger at the IMF for implementing inappropriate policies, others blame the Thai government for not putting the IMF demands and policies into practice as intended. 

The chapter will be divided into three main parts. The first section will highlight where the IMF was to blame for the failure of the package. The IMF’s fiscal and monetary policies did more harm that good to the Thai economy. Furthermore, they had misread the situation and its structural reforms were not always appropriate. But the IMF cannot be fully blamed for the failure of the package. The second section will show how the Thai government played a role by not implementing the package properly. They were slow to adapt new laws and corruption and scandals slowed the reform process, so that the government was soon behind schedule. The third section will present the areas in which both the IMF and the Thai government deserve some blame for the failure of the package, namely in the lack of success in bank recapitalisation. 

Section 5.1 Where the IMF is to blame


The policies advocated by the IMF created a credit crunch that dramatically deepened the output decline and worsened the panic in Thailand. Tight monetary and fiscal policy and the abrupt closure of weak financial institutions were inappropriate policies improve the crisis situation. 


There are five main reasons as to why the IMF failed in achieving its aims of restoring market confidence and stabilising the exchange rate. First, the IMF is poorly placed to increase market confidence in the short run, as Radelet and Sachs (1998) state that the IMF gives all the confidence of “seeing an ambulance outside one’s door”
. Knowing that the IMF is needed suggests to many that there are serious problems in the economy which cannot be solved by the government without outside help. 

A second reason for the failure of the package is that the IMF declared at the onset of the crisis that there were deep fundamental weaknesses. This makes a potential short term recovery less likely as fundamental weaknesses imply long term restructuring. Especially in markets which had, at least on the surface, been running formidably for years, this came as a shock to investors and did little to increase confidence. 

Thirdly, the nature of the structural reform programmes led to the aims not being met. The IMF believed that through tough action on financial restructuring, the market would receive a signal that the economy was headed in the right direction. The chosen policy of closing weak financial institutions proved disastrous. As described in Chapter 3, the closing of weak financial institutions led to a bank run. The banking sector was further weakened by the requirements set by the IMF that the capital adequacy ratios as dictated by the Basle Core Principles must be met. As a result, loans were being recalled which forced many firms out of business and few new loans were being issued, halting any attempts to move the Thai economy out of recession. In addition to the high interest rates and rising amount of Non-Performing Loans, a credit crunch ensued in Thailand. The emphasis on transparency during the structural reforms slowed the process. Flatters (1999) observes that the insistence on transparency was costly and delayed the implementation of the programmes. However, this view is contradicted by the IMF, who claim that the programmes failed because of a lack of transparency, not due to their emphasis on it
. Furman and Stiglitz (1999) state that blaming the failure on a lack of transparency is too easy a way out and not fully credible, thereby countering the IMF claims. 

The fourth reason why confidence was not restored and exchange rates were not stabilised was the implementation of inappropriate monetary and fiscal policies. The high interest rates aimed at stabilising the exchange rate did more harm that good. Corbett and Vines (1999) believe that tight monetary policy “reduced the creditworthiness of indebted firms and exaggerated the financial collapse”
. Since many firms were highly leveraged, higher interest rates forced them out of business. As a result, NPL rates continued to rise and banks were faced with even more problems. Together with reforms in the banking sector, this resulted in borrowing and lending drying up causing a credit crunch in the economy. Without credit in an economy, it becomes difficult for surviving firms to achieve any growth. Due to this lack of funds, exporters were unable to profit from the depreciating Baht which improved their competitive position. According to Corbett and Vines (1999), the high interest rates were not addressing the core issue of the crisis, which was to remove the fear of sovereign insolvency. The models presented in Chapter 3 also indicate that high interest rates may not be the most appropriate policy during a crisis. The model by Furman and Stiglitz (1999) suggests a weak link between interest rates and the exchange rate at best, undermining the policy chosen by the IMF. A tight fiscal policy will not help move the economy out of recession. Instead, Radelet and Sachs (1998), Sachs (1999) and Stiglitz (2002) among others advocate a policy of expansionary fiscal policy to stimulate the economy. Eventually, the IMF realised its mistake and allowed some loosening. 

A fifth reason for the failure of the IMF programs is that there was too much reform at once without the necessary funds being available. Radelet and Sachs (1998) state that in Thailand, only $7.3 billion of the promised $17.2 billion had been disbursed. At the same time, reforms in the banking sector required enormous funding. Other reforms that were being implemented went beyond issues of the immediate financial crisis, including trade liberalisation, demonopolisation and privatisation. Although such reforms are desirable, they may demand too much attention at a time when there are more important issues to be dealt with. Furthermore, Radelet and Sachs (1998) state that “eliminating monopolies that effectively have open lines of credit with the commercial banks may be germane to strengthening the weak banking sector”
. 

The IMF claim that the difficulties in restoring market confidence came from factors beyond their control. In IMF Supported Programs in Indonesia, Korea and Thailand (1999), they identify political uncertainty, lack of public support and a difficulty in persuading the markets of the IMF logic as factors preventing a successful outcome of the policy package. The IMF admits to making mistakes in introducing tight fiscal policy. They also admit to having misread the situation and the depth of the recession and that confidence was not restored rapidly enough. Their policy was often based on figures that were too optimistic. But until today, the IMF vehemently denies policy mistakes in raising interest rates. They attribute the lowering of interest rates for the second phase of the package as being appropriate for market conditions at the time and in line with IMF policy. 

Section 5.2 Where the Thai Government is to blame


The Thai government did not always fully implement the policies as designed by the IMF. The delays in passing new laws, especially for bankruptcy and the 11 Economic Laws, hampered the progress of recovery and played a role in the failure of the IMF package. Corruption and scandals undermined reforms and Thailand’s lack of experience with debt restructuring meant that the government was soon behind schedule. 


The government had committed itself to bringing 11 new basic economic laws into effect. These laws would deal with facilitating privatisation, governance issues and most importantly, amendments to bankruptcy and foreclosure laws. The deadline for passing the laws was set on October 31st, 1998. This deadline was not met due mainly to opposition of wealthy debtors with a lot of influence in Thailand
. The time taken to pass these laws caused confusion and uncertainty for all involved in resolving the key financial sector problems. According to Flatters (1999), “it has delayed and imposed high costs on the debt restructuring process and on the resolution of the NPL and bank recapitalisation problems”
. Confidence in the Thai government and in recovery was dealt a blow. To start with, a new bankruptcy law was of great importance as under the old law, firms were able to delay bankruptcy and foreclosure resulting in banks’ not receiving any part of their loans and thus weakening the banking system. A new law was meant to increase the power of creditors relative to defaulting debtors
. However, when a new law was finally passed, it had been diluted to the point of ineffectiveness. As a result, the banking sector remained weak and very few new loans were issued, making it difficult for the Thai economy to move out of recession. 


The value of the assets of the 56 finance companies that had been closed in December 1997 were to be auctioned off, the proceeds being used for bank recapitalisation. Yet the value of these assets depended on the progress of the 11 economic laws and on the willingness of foreigners to participate in the auction. The Financial Restructuring Authority (FRA) had been set up to auction the assets. Yet due to the failure to pass the laws, confidence in the Thai government and economy was still low. The December 1998 auction saw less than 50 percent of the assets sold and the average sale return had only been 25 percent of the face value. These were very disappointing figures. On top of this, there were reports of collusion among bidders, further undermining the faith in the Thai government and the FRA. This was reflected in the March 1999 auction, at which the recovery rate was less than 20 percent of the assets’ face value
. 


The role of corruption and scandals in the failure of the package is evident from how it held the government back. Laws as the bankruptcy law were weakened due to the influence of wealthy, well connected debtors. The government did not want to act too strongly against failing banks as several major shareholders were influential in parliament. On top of this, a number of scandals at ministries led to declining support for the government and credibility was lost. Even Finance Minister Tarrin had been involved, damaging his reputation. This made it more difficult to implement the programs. 


Finally, Thailand had no experience with debt restructuring, leaving the government behind schedule soon after programme implementation started. By February 1999, Flatters (1999) explains that very little progress had been made. An institutional framework to deal with the matter was lacking, as was a legal framework. For the latter, little progress was being made as the 11 basic laws were being delayed, causing further delay in debt restructuring as well. 


The IMF make a claim that the Thai government was too slow in implementing the chosen monetary policy. This led to destabilisation, making the IMF’s job more difficult
. The IMF are the only source on this claim and therefore its validity cannot be taken for granted. 

Section 5.3 Where the IMF and the Thai Government are to blame

The lack of success in bank recapitalisation can be attributed both to the IMF and the Thai government. For starters, the new package offered by the IMF in August 1998 to help recapitalise the banks did not succeed. Flatters (1999) estimates that an additional $19-27 billion dollars would be needed to achieve the aim of recapitalisation. The IMF’s policies in the banking sector, such as raising the capital adequacy ratio, were further threats to successfully recapitalising the banks. But the Thai government halted progress in this area by delaying the 11 economic laws and by not offering enough support to various banks in trying to get back on their feet
. 

General Conclusion


This paper has discussed the origins of the financial crisis, the design and impact of the IMF’s aid package and where the blame lies in its failure. 


The origins of the crisis are presented in two different views, namely those blaming weak fundamentals and those blaming a creditor panic. Despite strong macro-economic figures, there is an argument for the presence of weak fundamentals due to the presence of government guarantees to banks and weak corporate governance. Authors advocating the creditor panic theory suggest that these factors cannot explain the abruptness of the crisis, for this the short term debt/reserves ratio must be taken into account. This ratio was incredibly high for Thailand at the onset of the crisis and contributed to the huge outflows of capital.


The aims of the IMF aid package were to re-establish confidence in the financial markets and to stabilise the exchange rate. This would be achieved through structural reforms of the financial sector and a tight monetary and fiscal policy. The structural reforms were poorly planned and the strategy of closing weak banks backfired. The IMF admitted to the mistakes made with tight fiscal policy. They defend their policy on high interest rates, which caused scores of bankruptcies for firms who could no longer service their debts. Overall, the data suggests that an economic recovery was hampered by the IMF strategy.


The aims were not met. Growth figures were revised downwards in numerous Letters of Intent. The package did not have the impact that it was designed to have. As it did not meet the aims, it can generally be viewed as a failure. To a large extent, the IMF must take blame for this as their policies of closing weak banks backfired and the tight monetary and fiscal policies weakened the economy rather than strengthening it. But the Thai government is not entirely innocent. Their failure to push for a strong bankruptcy law, which would have helped the financial restructuring, undermined the IMF’s policy. Furthermore, weak corporate governance, corruptions and scandals and a failure to meet the deadline on the 11 economic laws led to their diminishing credibility which weakened the reform process. The recapitalisation of banks failed due to a lack of funding from the IMF and the government’s inability to pass the required laws and strengthen the necessary institutions to facilitate the process. 
Appendix

Table 1



Macro-economic Indicators: Thailand

(Percentages)
	
	1975-94
	1995
	1996
	1997
	1998

	Real GDP growth
	7.9
	8.8
	5.5
	-0.4
	-8.0

	Inflation Rate
	5.9
	5.8
	5.9
	5.6
	8.1

	Saving
	25.3
	34.3
	33.1
	31.8
	n/a

	Investment
	29.2
	41.8
	40.8
	35.6
	26.7

	Government deficit/surplus
	-2.6
	3.2
	0.9
	-0.3
	-2.8

	Foreign Debt
	5.3
	2.9
	2.8
	5.5
	5.4

	Domestic credit growth
	18.8
	23.0
	14.0
	34.5
	-13.0

	Growth in net foreign assets
	119
	-10779
	101.7
	85.7
	919.8

	Current account balance
	-5.0
	-8.1
	-8.1
	-3.0
	11.3


Table 2



Short-Term Debt to Reserves Ratios: Thailand

(US $ millions)

	
	Short Term Debt
	Reserves
	STdebt/reserves ratio

	June 1994
	27,151
	27,375
	0.992

	June 1997
	45,567
	31,361
	1.453


Table 3
 


Non-Performing Loan rates 1998

(Percentages)

	
	June
	August
	October
	December

	8 private banks
	30.2
	33.9
	39.5
	42.2

	State banks
	47.2
	50.3
	58.3
	62.5

	Foreign Banks
	5.5
	6.6
	8.1
	10.0

	    Subtotal
	31.0
	34.4
	40.5
	43.9

	35 Finance Companies
	52.6
	58.0
	63.4
	70.0

	    Subtotal
	32.7
	36.2
	43.3
	45.9


Table 4



IMF Cost Estimate of Bank Restructuring
	
	Debt Issues
	Interest Payments

	Economy
	$ billions
	% of GDP
	$ billions
	% GDP

	Thailand
	43.0
	32.0
	4.0
	3.0


Table 5
 

Fiscal Measures as shown in Letter of Intent (November 1997)

	
	Impact on the 1997/98 Budget

	
	Billions of Baht
	Percent of GDP

	A. Measures from the original programme
	
	

	     Expenditure Cuts
	59
	1.1

	     Increase in VAT from 7 to 10 percent
	66
	1.2

	B. Measures taken on October 14
	
	

	    1. Expenditure Cuts
	100
	1.9

	        1. administration, defence, security
	22
	0.4

	        2. community and social services
	28
	0.5

	        3. transport and telecom
	36
	0.7

	        4. others
	15
	0.3

	    2. Revenue Measures
	17
	0.3

	        1. excise on beer, spirits and tobacco
	7
	0.1

	        2. import duty on cars and luxury goods
	10
	0.2

	C. Measures taken on November 4
	
	

	    1. expenditure cuts
	35
	0.7

	        1. expenditure cuts 
	23
	0.4

	        2. other expenditure savings
	12
	0.2

	    2. revenue measures
	15
	0.3

	        1. excise on automobiles
	7
	0.1

	        2. others
	9
	0.2


Table 6



GDP Growth Projections for 1998 from the Letters of Intent

	LOI #
	Date
	1998 growth projection (%)

	1
	August 14, 1997
	6.5

	2
	November 25, 1997
	0 to 1

	3
	February 24, 1998
	-3 to -3.5

	4
	May 26, 1998
	-4 to -4.5

	5
	August 25, 1998
	-7

	6
	December 1, 1998
	-7 to -8


Table 7



Fiscal Targets from Letters of Intent (LOI)
	
	Target (% of GDP)

	LOI 1
	+ 1

	LOI 4
	- 2.5

	LOI 5
	- 3.5

	LOI 6
	- 5


Graph 1


Thai Baht/US Dollar Exchange Rate
[image: image1.emf]Thai Baht/US Dollar Exchange Rate

0

10

20

30

40

50

60

2/7/1997 2/8/1997 2/9/1997 2/10/1997 2/11/1997 2/12/1997 2/1/1998 2/2/1998 2/3/1998 2/4/1998 2/5/1998 2/6/1998 2/7/1998 2/8/1998 2/9/1998

Time

$1:Thai Baht


Bibliography

Aghion, P., P. Bacchetta and A. Banerjee, (2000), “A Simple Model of Monetary Policy and Currency Crises”, viewed April 2007, http://200.32.4.58/~economia/emi/material/AB&B-00.pdf
Alba, P., A. Bhattacharya, S. Claessens, S. Ghosh and L. Hernandez, (1999), “The role of macroeconomic and financial sector linkages in East Asia’s financial crisis,” in: Agenor, P., Miller, M., Vines, D. and Weber, A. (ed.), The Asian Financial Crisis: Causes, Contagion and Consequences, University Press, Cambridge, U.K.

Asian Development Outlook (1999), “The Financial Crisis in Asia”, viewed April 2007, http://www.adb.org/Documents/Books/ADO/1999/adofin.PDF
Bhattacharya, A. and M. Miller, (1999) “Coping with the crisis: is there a ‘silver bullet’?” in: Agenor, P., Miller, M., Vines, D. and Weber, A. (ed.), The Asian Financial Crisis: Causes, Contagion and Consequences, University Press, Cambridge, U.K.

Brakman, S., H. Garretsen, C. Van Marrewijk and A. Van Witteloostuijn, (2006), “Nations and Firms in the Global Economy”, Cambridge University Press, Cambridge, U.K. 

Copeland, L. (2005), “Exchange Rates and International Finance,” Pearson Education Limited, Essex

Corbett, J. and Vines, D., (1999) “The Asian Crisis: lessons from the collapse of financial systems, exchange rates and macroeconomic policy,” in: Agenor, P., Miller, M., Vines, D. and Weber, A. (ed.), The Asian Financial Crisis: Causes, Contagion and Consequences, University Press, Cambridge, U.K.

Corden, M., (1998), “The Asian Financial Crisis: Is There a Way Out? Are the IMF Prescriptions Right?”, viewed April 2007, 

http://www.sais-jhu.edu/programs/econ/corden/PDF/crisis.pdf
Corsetti, G., P. Pesenti and N. Roubini, (1999) “The Asian Crisis: an overview of the empirical evidence and policy debate,” in: Agenor, P., Miller, M., Vines, D. and Weber, A. (ed.), The Asian Financial Crisis: Causes, Contagion and Consequences, University Press, Cambridge, U.K.

Dooley, M.P., (1999), “Are Recent Capital Inflows to Developing Countries a Vote for or Against Economic Policy Reforms?” Working Paper #295, University of California, Santa Cruz

Dowling, M. (2000), “The Asian Currency and Economic Crisis: Macroeconomic Performance and Policy,” in: T. Van Hoa and C. Harvie (ed.), The Causes and Impact of the Asian Financial Crisis, St. Martin’s Press, Inc., New York

Feldstein, M. (1998), “Refocusing the IMF”, Foreign Affairs, March-April 1998, p20-33

Fischer, S., (1998), “The IMF and the Asian Crisis,” viewed April 2007, http://www.gdsnet.org/classes/fischer.pdf
Flatters, F. (1999), “Thailand, the IMF and the Economic Crisis: First in, Fast out?,” viewed April 2007, http://www.econ.queensu.ca/pub/faculty/flatters/writings/ff_thailand_brookings.pdf
Furman, J and J. Stiglitz, (1998) “Economic Crisis: Evidence and Insights from East Asia”, Brookings Papers on Economic Activity, Vol. 1998 No. 2, The Brookings Institution

Irwin, G. and Vines D., “A Krugman-Dooley-Sachs Third Generation Model of the Asian Financial Crisis”, Global Economic Institutions Working Paper No. 46, London

Kindleberger, C.P. (1978), “Manias, Panics and Crashes: A History of Financial Crises”, 3d ed. John Wiley, Basic Books, Jackson, U.S.A.

Lane, T, A. Ghosh, J. Hamann, S. Phillips, M. Schulze-Ghattas and T. Tsikata, (1999) “IMF Supported Programs in Indonesia, Korea and Thailand: A Preliminary Assessment,” Occasional Paper, No. 178, International Monetary Fund, Washington DC

Krugman, P. (1998), “What Happened to Asia”, Unpublished Paper, viewed April 2007, http://webt.mit.edu/krugman/www
Medhi, K. (1999), “Capital Flows and Economic Crisis in Thailand,” The Developing Economies, Vol. 37-4, p395-416

Mishkin, F.S., (1999), “Lessons from the East Asian Crisis”, Working Paper, No. 7102, National Bureau of Economic Research

Neiss, H. (1998), “In Defense of the IMF’s Emergency Role in Easy Asia”, International Herald Tribune, October 9, 1998

Radelet, S. and J. Sachs (1998), “The East Asian Financial Crisis: Diagnosis, Remedies, Prospects,” Brookings Papers on Economic Activity, Vol. 1998, No. 1 (1998), The Brookings Institution

Radelet, S. and J. Sachs, (1999), “What have we learned, so far, from the Asian Financial Crisis,” mimeo, Harvard University, Cambridge, U.S.A.

Sachs, J.D., and Woo, W.T., (2000), “A Reform Agenda for a Resilient Asia,” in: Woo, W.T, Sachs, J.D., and Schwab, K. (ed.), “The Asian Financial Crisis: Lessons for a Resilient Asia,” The MIT Press, Cambridge, MA

Stiglitz, J. (2002), “Globalisation and its Discontents”, The Penguin Press, London

Sussangkarn, C. (1998), “Thailand’s Debt Crisis and Economic Outlook”, viewed April 2007, http://www.nectec.or.th/bureaux/tdri/mep_fore.htm
Van Hoa, T. (2000), “Causes of and Prescriptions for the Asian Financial Crisis,” in: T. Van Hoa and C. Harvie (ed.), The Causes and Impact of the Asian Financial Crisis, St. Martin’s Press, Inc., New York

� Medhi (1999) p396


� Stiglitz (2002) p101


� Flatters (1999) p3


� Medhi (1999) p405


� Krugman (1998) p4


� Flatters (1999) p18-20


� Radelet and Sachs (1999) p4


� Sussangkarn (1998)


� Radelet and Sachs (1999) p4


� Flatters (1999) p5


� Medhi (1999) p408


� Sachs and Woo (2000) p19


� Brakman, Garretsen and van Marrewijk (2006) p229


� Asian Development Outlook (1999) p24


� Fischer (1998) p7


� Copeland (2005) p453


� Brakman, Garretsen and van Marrewijk (2006) p229-230


� Radelet and Sachs (1999) p6


� Brakman, Garretsen and van Marrewijk (2006) p235


� Copeland (2005) p458


� Irwin and Vines (1999) 


� Dooley (1999)


� Corsetti, Pesenti and Roubini (1999) p142


� IMF Occasional Paper, No. 178 (1999) p18


� Fischer (1998) p9


� IMF Occasional Paper 178 (1999) p67


� IMF Occasional Paper 178 (1999) p69


� IMF Occasional Paper 178 (1999) p69


� IMF Occasional Paper 178 (1999) p73


� Radelet and Sachs (1998) p60


� Radelet and Sachs (1998) p49


� IMF Occasional Paper 178 (1999) p18


� Neiss (1998) p1


� Fischer (1999) p4


� Radelet and Sachs (1999) p9


� Flatters (1999) p9


� Fischer (1999) p9


� Radelet and Sachs (1998) p49


� Radelet and Sachs (1998) p52


� Fischer (1999) p9


� Flatters (1999) p17


� Flatters (1999) p22


� Mishkin (1999) p7


� Stiglitz (2002) p116


� Radelet and Sachs (1998) p63


� Radelet and Sachs (1998) p63-64


� Flatters (1999) p16


� Neiss (1998) p1


� Corsetti, Pesenti and Roubini (1999)


� Stiglitz (2002) p116


� IMF Occasional Paper, No. 178 (1999) p69


� Asian Development Outlook (1999) p31


� http://www.oanda.com/convert/fxhistory


� IMF Occasional Paper, No. 178 (1999)  p49


� IMF Occasional Paper, No. 178 (1999) p37


� Fischer (1999) p9


� IMF Occasional Paper, No. 178 (1999) pg 46


� IMF Occasional Paper, No. 178 (1999) p35


� IMF Occasional Paper, No. 178 (1999) p48


� IMF Occasional Paper, No. 178 (1999) p50


� Radelet and Sachs (1998)  


� Radelet and Sachs (1998) p72


� Radelet and Sachs (1998) p83-86


� Kindleberger (1996) p8 quoted in Radelet and Sachs (1998) p65


� Aghion, Bachetta and Banerjee (2000) p736


� Asian Development Outlook (1999) p31


� Corden (1998)


� Furman and Stiglitz (1999) p78


� IMF Occasional Paper, No. 178 (1999) p56


� Neiss (1998) p3


� Medhi (1999) p409


� IMF Occasional Paper, No. 178 (1999) p77


� World Development Indicators


� IMF Occasional Paper, No. 178 (1999) p27


� Medhi (1999) p409


� Radelet and Sachs (1999) p53


� IMF Occasional Paper, No. 178 (1999) p27


� Radelet and Sachs (1998) p61


� Furman and Stiglitz (1998) p56


� Corbett and Vines (1999) p85


� Radelet and Sachs (1998) p67


� Flatters (1999)p19-24


� Flatters (1999) p23


� Flatters (1999) p19


� Flatters (1999) p24


� IMF Occasional Paper, No. 178 (1999) p78


� Flatters (1999) p21


� Copeland (2005) p464


� IMF International Financial Statistics, DataStream


� Flatters (1999) p18


� Asian Development Outlook (1999) p32


� Letter of Intent, November 1997, IMF database, http://www.imf.org/external/country/tha/index.htm


� Letters of Intent, IMF Database, http://www.imf.org/external/country/tha/index.htm


� Various Letters of Intent, IMF database, http://www.imf.org/external/country/tha/index.htm


� Data was taken twice for every month between July 1997 and October 1998. This data was available via www.oanda.com





