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THE EAST ASIAN CURRENCY CRISIS: CAUSES AND LESSONS

MASAHIRO KAWAI*

Financial deregulation and capital-account liberalization preceded speculative
currency attacks in Thailand. A combination of de facto fixed exchange rates and
high rates of interest generated excessive capital inflows, which led to too much
liquidity chasing bad investments. The under-supervised and over-guaranteed finan-
cial sector extended loans excessively, particularly for non-productive, speculative
purposes. Non-transparent practices, in the form of weak disclosure of institutions’
true balance sheets and insider relations, masked these poor investments. The
buildup of short-term, unhedged debt left Fast Asian economies vulnerable to a
sudden collapse of confidence. Currency attacks ran down official foreign exchange
reserves. Rapid capital outflows and the consequent depreciation of currencies ex-
acerbated the strains on private sector balance sheets. The policy lessons are to (i)
use macroeconomic policy to avoid excessive capital inflows and currency overvalu-
ation, (ii) strengthen the financial system, with proper disclosure and accounting
requirements, stringent loan classification and provisioning rules, and capital ade-
quacy requirements, prior to capital-account liberalization, (iii) stabilize exchange
rates based on currency baskets that reflect trade and investment linkages, and (iv)
develop regional financial cooperation with regional surveillance and peer pressure
to maintain policy discipline. (JEL F31, F32, F33, F24, G15, G28)

I. CURRENCY ATTACKS IN EAST ASIA:

COLLAPSE OF THE MIRACLE? Thailand, Indonesia and Korea requested

IMF assistance and, in exchange, accepted

Almost all currencies in East Asia were se-  conditions of tight macroeconomic policy, fi-

verely affected by speculative attacks in the
foreign exchange markets. Following the de

facto devaluation of the Thai baht on July 2,

1997, other ASEAN countries underwent a se-
ries of speculative attacks. In response to the
attacks. the Philippines, Indonesia and Malay-
sia allowed currency depreciation in mid-July
either by widening their exchange rate bands
or by not intervening heavily in the currency
market. In mid-August, Indonesia decided to
abolish exchange rate bands and moved to in-
dependent floating to allow further deprecia-
tion of the rupiah. There was a delayed spec-
ulative attack on the Korean won in late Oc-
tober, which began to depreciate drastically
over the next two months. Korea also moved
to independent floating in mid-December after
widening exchange rate bands a month earlier.

*This is a more detailed version of a presentation in
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kok, January 16, 1998.

Kawai: Professor, Institute of Social Science, University
of Tokyo, Phone 81-3-3812-2111 x4905
Fax 81-3-3816-6864, E-mail kawai@iss.u-tokyo.ac.jp

Contemporary Economic Policy
(ISSN 1074-3529)
Vol. XVI, April 1998, 157-172

Reproduced with permission of the copyright owner.

Further reproduction prohibited without permissiony\na

nancial system restructuring. and real-sector
structural reforms. Despite IMF assistance and
policy shifts, these countries continued to face
simultaneous downward spirals of exchange
rates and stock prices (Figure 1 and Figure 2).
These and many other East Asian economies
also experienced severe credit crunch and eco-
nomic contraction because domestic financial
institutions were cautious in extending loans
under the pressure of financial sector restruc-
turing and the substantially curtailed access to
foreign credit.
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FIGURE 1
The ASEAN Countries’ Exchange Rates and Stock Prices
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FIGURE 2
The Asian NIEs’ Exchange Rates and Stock Prices
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160 CONTEMPORARY ECONOMIC POLICY

Until the currency crisis broke out, East
Asia was the most dynamically growing part
of the world and often was called the “growth
center” in the world economy (Table 1). Its
economic miracle was made possible by rapid
capital accumulation, increased supply of
labor, and productivity growth. This remark-
able economic development in the last 20
years was aided by stable macroeconomic en-
vironments and outward-oriented policy re-
gimes. Since the mid-1980s, outward orienta-
tion had been accompanied by the introduction
of export-oriented foreign direct investment
(FDI). We observed virtuous circles of the ex-
pansion in FDI inflows and exports and im-
ports, which stimulated economic growth, in
turn attracting FDI inflows and stimulating
trade.

When there was a currency crisis in Mexico
in late 1994, economists and policymakers in
East Asia said the region would not face a sim-
ilar crisis because its economic fundamentals
were substantially better. It enjoyed high sav-
ings rates, relatively low inflation, and sound
fiscal positions. Even when current account
deficits persisted, the deficits were financed by
long-term capital inflows, such as FDI inflows
and short-term banking inflows with long-term
roll-over commitments. They believed that a
severe currency crisis was a remote possibility
in East Asia.

Now, to our surprise, most of the East Asian
economies are under currency attacks and are
undergoing severe financial crises. The expe-
riences since July 1997 have revealed the fact
that no economy, even the supposedly most
dynamic East Asian economy, is immune to
massive currency attacks once things go
wrong.

Il. PROCESSES OF CURRENCY CRISES

Let us first examine how the speculative
attack developed in Thailand, the source coun-
try of currency crises in East Asia. For this
purpose, we must discuss the weaknesses of
the Thai financial system just before the attack
on the baht.

A. Fragility of The Thai Financial System

Thailand started to deregulate the financial
market in the 1990s by drafting two three-year
financial development plans and the most re-
cent master plan. Based on these plans, Thai-

land liberalized interest rates and the scope of
financial institutions’ businesses, introduced
new financial instruments and services,
adopted the BIS capital adequacy ratio, and
attempted to transform Bangkok into a finan-
cial center.

In addition to domestic financial market de-
regulation, Thailand also began to liberalize
financial capital flows and foreign exchange
transactions in the 1990s, following the suc-
cessful liberalization of FDI and foreigners’ in-
vestment in the stock market in the 1980s.
After accepting Article 8 of the IMF in 1990,
the country began relaxing foreign exchange
restrictions on capital-account related transac-
tions. One important strategy for capital ac-
count liberalization included the establishment
of the Bangkok International Banking Facility
(BIBF), an offshore banking center, in 1993.!
In addition to the high domestic interest rates
relative to those abroad, the establishment of
the BIBF was an important factor that helped
expand the volume of foreign bank loans into
Thailand.?

Domestic commercial banks and BIBF-
based banks borrowed large amounts of for-

1. The BIBF was established for several purposes: to
encourage foreign-currency denominated bank loans into
Thailand (out-in loans) to meet funding needs of Thai firms
and to finance domestic infrastructure development; to at-
tract foreign banks with international reputation, technology
and know-how to Bangkok so as to introduce more compe-
tition into the banking system and to improve efficiency of
Thai commercial banks; to encourage foreign banks to ex-
tend loans, via Bangkok, to the greater Indochina area (out-
out loans). The That authorities attempted to use the BIBF
as a carrot to induce “good” behavior from foreign banks
by giving them opportunities to be upgraded to full-branch
banks. That is, it was generally understood that the author-
ities would evaluate the performance of each BIBF-based
foreign bank in terms of its contribution to the Thai econ-
omy and judge whether the bank merited granting of full-
branch bank license. Full-branch banking was considered
more lucrative because it involved taking deposits and ex-
tending loans in baht where the spread was large. In fact,
in their bids for full-branch bank status, BIBF-based foreign
banks, particularly Japanese banks, poured in large amounts
of foreign-currency denominated bank loans. They did so
in order to impress the Thai authorities and eventually to
obtain full-branch bank licenses.

2. In November 1996, full-branch bank licenses were
granted to seven BIBF-based foreign banks, of which three
were Japanese. The BIS statistics reveal that BlS-reporting
banks had outstanding bank loans of US$ 70 billion in Thai-
land at the end of 1996, US$ 37 billion of which were held
by Japanese banks (see also Table 2 for figures at the end
of June 1997). This suggests that Japanese banks competed
aggressively to expand their loans to Thailand; it is no won-
der, three of the five Japanese banks that filed for full-
branch banking obtained licenses.
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162 CONTEMPORARY ECONOMIC POLICY

eign currency and used them to extend loans
to finance companies, manufacturing firms,
and various other business firms. Not a small
proportion of loans was extended to productive
investment projects, but an increasingly large
proportion was directed to non-productive in-
vestments such as real estate, construction,
stock purchases, and consumer loans. As long
as the economy grew at a rapid rate, there was
little problem in recovering such loans. Even
firms with unsound projects could continue to
borrow to pay interest and keep loans current.
In 1996, economic growth started to slow
down, the stock market started to collapse, and
the land boom by many accounts already had
been over for one or even two years. Because
of the asset market collapse, several commer-
cial banks and a large number of finance com-
panies found themselves in difficulties. Many
financial institutions began to see their out-
standing loans turn into bad loans. Foreign
banks stopped lending and even started to
withdraw their loans, which aggravated the fi-
nancial positions of many financial institutions
and threatened financial market stability. To
keep the financial system from collapsing, the
Thai authorities extended liquidity to these ail-
ing financial institutions.®

Bangkok Bank of Commerce was the first
major commercial bank to experience manage-
ment difficulties and was placed under the full
control of the Bank of Thailand in May 1996.
In February 1997, one of the largest finance
companies, Finance One, was suddenly found
in management difficulties. The Bank of Thai-
land made public the names of nine finance
companies and one credit finance company
that were in management difficulties. In June,
the Bank of Thailand ordered 16 finance com-
panies, including these nine, to suspend busi-
ness and to make efforts to restructure man-
agement. This aggravated financial system in-
stability and undermined confidence in the
baht.

To summarize, when financial deregulation
and cross border capital flow liberalization

3. The Financial Institutions Development Fund (FIDF)
played an instrumental role in this rescue. In existence
within the Bank of Thailand since 1985, the FIDF was a
vehicle for providing liquidity to commercial banks and to
finance companies in severe management difficulties. How-
ever, the FIDF was too soft in providing liquidity without
carefully examining the financial positions of financial in-
stitutions in distress. The FIDF eventually lost its entire
fund.

were pursued, the Thai financial system was
not sufficiently resilient to adverse macroeco-
nomic fluctuations and asset price gyrations.
Commercial banks and finance companies
lacked capabilities to efficiently manage their
portfolio risks, and the authorities did not have
an adequate framework of supervision. An im-
plicit commitment by the authorities to rescue
financial institutions in distress clearly created
moral-hazard problems on the part of financial
institutions.

B. The Thai Baht Crisis

The Thai baht had been under a few spec-
ulative attacks since the aftermath of the Mex-
ican peso crisis. In February 1997 a large-scale
attack on the baht took place. The Bank of
Thailand defended the baht by raising the in-
terest rate and by intervening heavily in the
currency market. When another massive attack
occurred in May, the Thai authorities intro-
duced capital control prohibiting commercial
bank lending of bahts to non-residents and seg-
mented the onshore and offshore foreign ex-
change markets. Although not widely known
until August, the Bank of Thailand engaged
heavily in swap interventions (contracts to pur-
chase U.S. dollars spot and to deliver U.S. dol-
lars at future dates) on a number of different
occasions, expending US$ 29.4 billion by the
end of June. This meant that the amount of
foreign exchange reserves effectively held by
the Thai authorities at the end of June was a
meager USS$ 2 billion.* In the face of sustained
downward pressure on the baht and the rapidly
depleting foreign exchange reserves, the Thai
authorities found it difficult to continue to de-
fend the value of the baht. On July 2, the au-
thorities finally decided not to support the baht
rate any longer and to move from a basket peg
system to a managed float system. This change
allowed de facto devaluation of the baht. Over
the course of the following six months, the
baht depreciated by almost 100% against the
U.S. dollar.

Under market pressure, the Thai govern-
ment requested IMF assistance in late July and
made public its adjustment policy package. At
the August meeting in Tokyo, a financing
package of at least US$ 16 billion was pledged

4. This is the most conservative estimate and represents
the difference between the reported amount of foreign ex-
change reserves (US$ 31.4) and swap obligations (USS
29.4).

Reproduced with permission of the copyrightowner. Further reproduction prohibited without permissionyy,



KAWAL: EAST ASIAN CURRENCY CRISIS 163

by the IMF, the World Bank, the ADB, Japan,
Australia, and other East Asian economies.
This was later joined by China and Brunei,
totaling USS 17.2 billion.

In mid-August, the Thai authorities and the
IMF announced mutually agreed upon eco-
nomic adjustment programs, which included
tight monetary and fiscal policies and financial
sector restructuring (i.e., suspension of an ad-
ditional 42 finance companies, totaling 58). On
October 14, as part of IMF conditions, the Thai
authorities announced plans to rehabilitate the
Thai financial system and established the Fi-
nancial Restructuring Agency (FRA) and the
Asset Management Corporation (AMC). The
major task of the FRA was to decide which of
the 58 suspended finance companies should be
reopened or closed. In December, the FRA an-
nounced that 56 out of the 58 suspended fi-
nance companies would be permanently closed
and that it would dispose of assets of liqui-
dated finance companies. The AMC would dis-
pose of non-performing assets. To rehabilitate
the financial sector, the authorities emphasized
protecting the remainder of the financial insti-
tutions (15 commercial banks and 35 finance
companies) and decided to require strong re-
capitalization from the reopened finance com-
panies and tighter loan classification and pro-
visioning rules. These measures, though nec-
essary for financial sector rehabilitation, have
caused severe credit crunch by making finan-
cial institutions cautious in extending loans. In
addition, difficulties of rolling-over of interna-
tional bank loans have made domestic activity
of Thai commercial banks even more timid.
Though confidence in the baht was somewhat
restored in the beginning of 1998, the domestic
economy continued to contract.

C. Contagion Syndromes

The de facto devaluation of the Thai baht
in July 1997 was soon followed by a series of
speculative attacks on other ASEAN curren-
cies. In response to the attacks, the Philippines
and Indonesia widened their exchange rate
bands in mid-July to allow currency deprecia-
tion. The Philippines immediately requested
IMF assistance, which was quickly approved
because the country already had been under
the IMF program. Indonesia switched to an in-
dependent float system to allow further depre-
ciation of the rupiah and to prevent a continued

run on the rupiah in mid-August without suc-
cess. In October. the country was forced to re-
quest IMF assistance to strengthen its foreign
exchange reserve positions with the conditions
of tight macroeconomic policy, financial sec-
tor restructuring (closure of 16 commercial
banks), and domestic economic reforms. Ma-
laysia also saw its currency come under spec-
ulative attack and allowed the ringgit to depre-
ciate.

Although there was no immediate conta-
gion effect for other East Asian currencies, the
Hong Kong dollar was the major target of at-
tack in late October. As the Hong Kong Mon-
etary Authority was determined to defend its
currency value and consequently let the inter-
est rate rise and the Hang Seng index decline,
the speculative contagion spread quickly to
Korea. The Korean won began to depreciate
drastically in November and December be-
cause of perceived difficulties of roll-over of
foreign currency loans extended to Korean
commercial banks. Korea then rushed to the
IMF for its assistance in late December and
accepted the conditions of tight macroeco-
nomic policy, financial sector restructuring,
further capital-account liberalization, and do-
mestic economic reforms involving conglom-
erates (chaebols).

Despite commitments of massive financial
assistance from the IMF. the World Bank and
other countries, and accompanied policy re-
forms, the values of the Korean won and the
Indonesian rupiah continued to plunge at the
turn of the year because of the loss of confi-
dence in these currencies. International bank
lenders started to pull out of Korea and Indo-
nesia for fear of possible defaults of borrowers
(commercial banks in Korea and business
firms in Indonesia) whose external debts were
inflated by steep currency depreciation. At the
same time, domestic investors in these coun-
tries sold their currencies to avoid further ex-
change losses. All these exerted significant
downward pressure on the exchange rates. Not
only Thailand but also Indonesia, Korea, and
many other East Asian economies experienced
severe credit crunch and economic contraction
because domestic commercial banks and non-
bank financial intermediaries (NBFIs) have
been cautious in extending loans under the
pressure of financial sector restructuring and
have substantially reduced access to foreign
credit.
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164 CONTEMPORARY ECONOMIC POLICY

Indonesia and Korea had much better fun-
damentals than did Thailand, but both coun-
tries came under massive currency attacks and
are now under IMF supervision. The financial
positions of these two countries were severely
affected by steep depreciation of the curren-
cies, which in turn led to further currency de-
preciation. There is no question that we can
find some important domestic factors that led
to currency crises in Indonesia and Korea, but
it seems safe to say that speculative contagions
played much more significant roles.

Ill. CAUSES OF CURRENCY CRISES

There are essentially five causes for the
East Asian currency crisis: unfavorable mac-
roeconomic conditions, excessive inflows and
rapid outflows of short-term capital, inappro-
priate exchange rate arrangements, financial
system fragility, and regional contagions.

A. Worsening of Macroeconomic Conditions

The worsening of macroeconomic perfor-
mance was the immediate cause of crisis in
Thailand, although macroeconomic conditions
in other ASEAN countries and Korea were not
as bad. In Thailand, because of the high inter-
est rate policy to contain overheating of the
economy and inflation, along with the collapse
of land and stock prices, the rate of economic
growth slowed down in 1996 from close to 9%
in the previous two years to about 6%. In ad-
dition, after strong performance averaging
about 20% growth in exports during 1991-—
1995, exports stagnated substantially in 1996
due to weak demand abroad, the real effective
appreciation of the baht, and increased compe-
tition from China and Vietnam. The real effec-
tive exchange rates appreciated in not only
Thailand but also other ASEAN countries and
Korea because of sustained high domestic in-
flation, the devaluation of China’s renminbi in
1994, and yen depreciation since mid-1995.
The current account deficit in Thailand
reached 8% of GDP for two consecutive years,
a level comparable to that of Mexico at the
time of the peso crisis in late 1994. The deficits
in other countries also persisted, though their
sizes were not as large as in Thailand, and their
external debt reached high levels relative to
GDP. Current account deficits were the results
of high domestic investment, much of which
was_excessive and inefficient.

B. Excessive Inflows and Rapid Outflows of
Short-term Capital

All countries suffering currency attacks had
not only sizable current account deficits but
also large capital inflows, often exceeding the
size of current account deficits (Figure 3). Ex-
cessive capital inflows were the result of high
domestic interest rates and expectations of
continued stable exchange rates. The problem
was that capital inflows to East Asia increas-
ingly took the form of short-term capital in-
flows; these inflows were mainly through com-
mercial banks and NBFIs in Thailand and
Korea, while in Indonesia they were mainly
through domestic corporate firms (Table 2).
This made current account financing vulnera-
ble to sudden shifts in market sentiments be-
cause short-term capital flows could easily be
reversed once confidence in the currency was
lost. In fact, when confidence in the value of
the currency came into doubt, capital inflows
began to decline and even net outflows of cap-
ital began to be observed. In addition borrow-
ers started to unwind their unhedged foreign-
currency positions by selling short the domes-
tic currency through forward and swap trans-
actions. All of these put large downward pres-
sure on the currency.

C. Inappropriate Exchange Rate Regimes

Many East Asian economies adopted ex-
change rate regimes that did not reflect funda-
mental patterns of their international transac-
tions by tying their exchange rates to the U.S.
dollar. Thailand had been on a basket peg sys-
tem since 1984, which required the Bank of
Thailand to stabilize the baht with respect to
a basket of foreign currencies where the
weight of the U.S. dollar was believed to be
large. Other East Asian economies, including
the other ASEAN countries and Korea, also
adopted either a U.S. dollar-peg system or a
currency basket system with a large weight on
the U.S. dollar. Although the weights of the
U.S. dollar and other major currencies in the
currency basket system were never disclosed,
regression results summarized in Table 3 sug-
gest that in the 1990s, the East Asian central
banks assigned a dominant weight of 80%—
90% to the U.S. dollar and only small weights
to the Japanese yen and European currencies.

However, with high domestic inflation and
the U.S. dollar’s appreciation since mid-1995
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vis-a-vis the major industrialized currencies,
particularly the Japanese yen, the large weight
on the U.S. dollar in the exchange rate policy
of East Asian economies resulted in overvalu-
ation of their currencies on a real, effective
basis. Sustained overvaluation of their curren-
cies was an important factor behind a slow-
down in exports, leading to unsustainable lev-
els in the current account.

D. Financial System Fragility

The root cause of the current East Asian
currency crisis lies in financial system fragil-
ity. The ASEAN countries and Korea
embarked on financial market deregulation
and capital flow liberalization in the second
half of the 1980s, and the process of liberal-
ization was accelerated in the 1990s. However,
their financial systems were not resilient
enough to adjust themselves to an increasingly
global environment. Commercial banks and
NBFIs had not acquired sufficient know-how,
technologies, expertise, or human capital to
perform prudent asset-liability management
and risk controls. The authorities continued to
provide an explicit or implicit guarantee to
protect liabilities of financial institutions or to
not let important financial institutions go bank-
rupt, thereby creating serious moral hazard
problems in the financial sector. In addition,
the supervision system and disclosure stan-
dards were generally weak, and regulations
over NBFIs were extremely lax.

Under these general circumstances, Thai
commercial banks and finance companies bor-
rowed large amounts of short-term capital
from abroad and aggressively extended loans
for domestic investment, not only in tradable
industries but also nontradable sectors such as
real estate, construction, and consumer loans.
Korean commercial banks and merchant banks
also borrowed short-term capital abroad to fi-
nance domestic manufacturing investment by
chaebols. In Indonesia, a large number of new
commercial banks were created in the late
1980s as a result of financial market deregu-
lation, but most of the existing 240 or so banks
were small and weak with large non-perform-
ing loans. Though Indonesian banks’ borrow-
ings from abroad were not significant, corpo-
rate business firms borrowed heavily from
abroad. In Thailand and Korea, the loan/de-
posit ratios went up during the boom period in
the mid-1990s.

Reproduced with permission of the copyright owner.

The collapse of the bubble economy in
Thailand and the investment boom in Korea
resulted in the consequent weakening of their
domestic financial institutions. This was par-
ticularly noteworthy in Thailand; with land
prices sliding and the stock market virtually
collapsing, commercial banks and finance
companies faced enormous management diffi-
culties. In the face of the deteriorating quality
of financial institutions’ assets, net inflows of
foreign capital were curtailed and forward
sales of the baht mounted, which in turn ag-
gravated the financial positions of weak banks
and finance companies. Commercial banks and
merchant banks in Korea also faced financial
distress once massive sales of the won began,
which induced further selling of the won. Es-
sentially, large inflows of short-term capital
had been directed to unproductive sectors of
the economy, and the subsequent collapse of
the boom resulted in financial crisis. The fi-
nancial crisis meant a loss of confidence in the
economy and currency.

E. Wide-spread Regional Contagion

Soon after Thailand allowed baht deprecia-
tion in July 1997, currency attacks spread all
over the region. The Philippine peso, the In-
donesian rupiah, and the Malaysian ringgit all
came under severe attack in July and August.
When the unsuccessful speculative attack on
the Hong Kong dollar in October was spread
to Korea, the won started to depreciate dramat-
ically over the following two months. The se-
verity of the currency attacks in each of these
countries other than Thailand was puzzling be-
cause the economic fundamentals of these
countries were much better than those in Thai-
land.

This regional contagion was remarkable in
its speed and scope. The reason such a large-
scale contagion occurred is that the East Asian
economies, particularly the ASEAN countries,
were perceived to be closely linked with each
other in real economic activity and similar in
their financial and economic structures, so that
the Thai baht depreciation was believed to be
accompanied by the neighboring countries’
currencies. The depreciation of these curren-
cies then worsened the financial positions of
borrowers of foreign currency (commercial
banks, NBFIs, and corporate firms), which in-
duced further depreciation of the respective
currencies.
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170 CONTEMPORARY ECONOMIC POLICY

IV. LESSONS

The East Asian currency crisis shows that
even the supposedly most dynamic East Asian
economies can come under serious currency
attack once confidence in the currency is lost.
There are five lessons one can learn from this
episode.

A. Sound Management of the
Macroeconomy and the External Account

Any emerging economy must maintain
sound macroeconomic policies, a viable ex-
change rate regime, and a resilient financial
system in order to prevent a currency crisis
from occurring in the first place. Sound mac-
roeconomic policies include stable fiscal pol-
icy over the business cycle and non-inflation-
ary monetary policy. They must be used in
conjunction to achieve both internal balance
(full employment and low inflation) and exter-
nal balance (sustainable current account) si-
multaneously. In particular, macroeconomic
policies must be used to avoid overvaluation
of the currency, unsustainable current account
deficits, and excessive capital inflows.

B. Proper “Sequencing” of Capital

Account Liberalization

A proper “sequencing” of capital-account
liberalization is highly recommended to main-
tain stable currency. The traditional literature
on “sequencing” has emphasized that capital
account liberalization must be preceded by the
creation of stable macroeconomic conditions,
current account liberalization, and domestic fi-
nancial market deregulation. The experience
of the East Asian currency crisis has shown
that in addition to these traditional sequencing
steps, the country must establish a resilient and
strong domestic financial system. That is, to
cope with financial and capital account liber-
alization, domestic financial institutions must
have the capabilities and expertise to manage
assets, liabilities, and inherent risks, efficiently
and the authorities should maintain a solid
framework of adequate supervision and strong
disclosure and accounting standards without
providing guarantees to the financial institu-
tions. Once a resilient financial system is in
place, excessive capital inflows through finan-
cial institutions and rapid capital outflows will
be less likely to have an adverse impact on the

Reproduced with permission of the copyright owner.

domestic financial system and economic activ-
ity in general.

Once large-scale capital inflows and out-
flows occur and create speculative pressure on
the exchange rate, appropriate policy re-
sponses are needed. They include intervention
in the foreign exchange market, changes in
monetary policy, and the use of exchange rate
flexibility as an option. Temporary introduc-
tion of capital controls in the form of imposing
liquidity or higher reserve requirements on
short-term capital inflows to financial institu-
tions may also be effective in avoiding unde-
sirable and rapid exchange rate fluctuations,
though they should not be used as a permanent
instrument.

C. A Viable Exchange Rate Regime
Reflecting Diverse Economic Linkages

The East Asian currency crisis is expected
to reduce the role of the U.S. dollar in the
region’s exchange rate regime. The reason is
that the East Asian economies have diverse
linkages with the rest of the world in trade and
FDI. Table 4 indicates that for any East Asian
economy, the United States is not the single
most dominant trade partner or FDI source.
Rather, Japan and the European Union are
equally important, and other East Asian econ-
omies often are more important. It is therefore
more appropriate for the East Asian economies
to stabilize their exchange rates with respect
to a basket of currencies consisting of not only
the U.S. dollar but also the Japanese yen, the
euro (after January 1, 1999), and some re-
gional currencies. This suggests that these
economies should reduce the role of the U.S.
dollar and increase the role of the yen and the
euro as nominal anchor currencies in East
Asia.

Given the rising degree of intra-regional
trade and investment interdependence, how-
ever, each economy in East Asia is expected
to attempt to avoid large fluctuations in intra-
regional exchange rates. This is particularly
the case for ASEAN countries which are ex-
pected to complete the ASEAN Free Trade
Agreement (AFTA) by the year 2003 by low-
ering tariffs on manufactured products below
5%. Large swings in exchange rates among the
ASEAN countries would be counterproductive
because they would alter international price
competitiveness suddenly and make the pro-
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spective free trade agreement unsustainable. If
ASEAN countries are to stabilize their mutual
exchange rates, they should adopt similar cur-
rency baskets, reflecting the degree of eco-
nomic linkages with the United States, Japan,
and the European Union. Each economy might
find a currency basket that will yield relatively
stable exchange rates vis-a-vis other ASEAN
countries. Other East Asian economies might
follow similar exchange rate policies.

D. A Resilient Financial System

To manage a currency crisis, a preventive
policy must be in place to ensure a stable fi-
nancial system by maintaining prudent finan-
cial institutions and effective supervisory
mechanisms. Such a system is imperative if
countries wish to enjoy the fruits of financial
and capital-account liberalization. A sound and
stable financial system must be regarded as a
prerequisite to wholesale liberalization of the
capital account. One way to ensure prudent fi-
nancial institutions in an emerging economy is
to strengthen the regulatory framework over
commercial banks and NBFIs and to introduce
measures to strengthen the financial positions
banks and NBFIs. For this purpose, it is desir-
able to impose capital adequacy requirements
more demanding than those of the BIS and to
require tighter loan classification and provi-
sioning rules. A strong financial position is
likely to make banks and NBFIs more resilient
in weathering adverse macroeconomic fluctu-
ations and asset price gyrations.

E Cooperative Frameworks for Regional
Financial Management

East Asia’s deepening financial interde-
pendence with the rest of the world implies
that the region’s economies increasingly are
facing greater risks of sudden capital inflows
and outflows, increased pressure on their ex-
change rates, and undesirable effects on their
local financial institutions. In a world of in-
creased financial linkages, a currency crisis in
one country spreads easily to other neighbor-
ing countries. Because contagion is geograph-
ically concentrated, a regional arrangement for
financial coordination is logical. An efficient
cooperative framework for regional financial
management is highly recommended to cope
with serious currency crises and contagions.

Reproduced with permission of the copyright owner.

The East Asian economies have developed
a network of bilateral repurchase agreements
and several fora, in the form of EMEAP
(Executive’s Meeting of East Asia and Pacific
Central Banks), the Six Markets Meeting, and
the APEC Finance Ministers Meeting, for fi-
nancial cooperation by finance ministers and
central bankers. One of their objectives is to
establish a cooperative framework to cope
with possible currency and financial crises
through frequent exchanges of information and
bilateral repurchase agreements involving U.S.
dollar-denominated foreign exchange reserves.
In addition to these existing regional arrange-
ments, a framework of regional financial co-
operation has emerged spontaneously in the
wake of the currency crisis. In response to the
baht and rupiah crises, multilateral financial
institution’s financing (IMF, the World Bank,
and the ADB) was supplemented by the financ-
ing from the regional economies including
those in developing East Asia.

With these various arrangements and frame-
works supplemented by an effective regional
surveillance mechanism, each economy in the
region is expected to be under peer pressure to
pursue disciplined macroeconomic policies
that are conducive to stable currencies.

V. CONCLUSION

At the time of writing, the Hong Kong dol-
lar and the Chinese renminbi remain firm de-
spite massive speculative attacks on the Hong
Kong dollar. An important question is whether
China can maintain the current exchange rate
once speculators decide to attack its currency.
Though China has a large warchest of foreign
exchange reserves and favorable external ac-
counts, its international price competitiveness
has been reduced due to the depreciation of
East Asian currencies, and its domestic banks
are known to have accumulated large non-per-
forming loans against state-owned enterprises.
There is no doubt that a successful speculative
contagion and the consequent devaluation of
the renminbi would exacerbate East Asia’s fi-
nancial and economic difficulties and could
trigger another round of speculative attacks.
This time, contagion may not be limited to just
the East Asian region. It might spread to other
emerging economies all over the world.
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