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The Asian Financial Crisis and its

Impaci on Barbados

BACKGROUND
The South-East Asian tigers which are made up of Thailand, South Korea, Malaysia, the
Philippines and Indonesia were once heralded as the most successful emerging market economies

and were seen as models of development to be emulated by the Caribbean.

These market economies were successful in terms of their rapid growth and the striking
gains in their populations living standards’. They had prudent fiscal policies and high rates of

private saving.

In less than a year Asiz was transformed from the world's fastest growing economy to its
slowest growing region. At the same time the region considered by many investors to offer the
most atiractive business opportunities was converted almost overnight into a net exporter of

capital.

The thought that these economies would become embroiled in one of the worst financial
crises of the century seemed the most unlikely event that could cccur. Yet this unforeseen evem

did oceur and as many questioned what went wrong?

THE CRISIS
The {inancial crisis started to unfold in Thailand in 1996 when the economy slowed down

and many questionable investments bacame unprofitable. The economic slowdown started when



the dollar appreciated against the yen in mid 1995 leading trade to an export slowdown, When

the baht floated freely on July 2, 1597, the belief that there was no foreign exchange risk quickly
disappeared. Investors lost confidence in the baht and quickly tried to convert their bahts to

dollars.

When tie local currency rapidly depreciated, the cost to Thai businesses of servicing their
dollar denominated debt increased. Then as domestic residents rushed to hedge (see note attached)

their external exposure, exchange rate pressures intensified and the currency was devalued.

Asia is a clear cut example of regionalization of trade and investment. So intense is this
regionzlization that the effects of the Thai devaluation spread more rapidiy throughout Asia than
officials had expected because the region faced the same problems as Thaijand : slowing export
prowth, Tising current account deficits and weak banking systems. Hence, the contagion spread

to the other countries in the region.

The five countries then underwent sharp declines in currency and equity values
{Indcnesia, Korea, Malaysia, the Philippines and Thailand). The greatest decline was the rupiah
of Indonesia which plunged 70% against the dollar since mid 1997 (see table lbelow). The
sharpest declines in equity values were in Korea and Malaysia where the stock market declined

almost 46% since 1997 (See table 2 below).
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Table 1

Depreciation in Asjan Exchange Rates

% Change From:

Jul 1, 1597 - Dec.31, 1997 - Tul. 1, 1997 -
Dec. 31 1997 May 1, 1998 May 1, 1998
Indonesia -55.8 312 -69.6
Korea -41.5 26.7 -33.3
Malaysia -35.2 5.7 -31.5
Philippines -34.5 .6 -34.9
Thailand -47.6 21.2 -36.5
Japan -11.9 -1.9 -13.6
China A 4 5
Hong Kong 0 0 0
Taiwan -15.2 -8 -15.8
Singapore -15.4 7.0 9.5




Table 2
Depreciation in Asian Stock Values
% Change from:

July 1, 1997 - Dec 31, 1997 - July 1, 1997 -
Dec 31, 1597 May 1, 1998 May 1.‘1998
Indonesia -45.4 14.5 -37.0
Korea -51.6 11.9 -45.8
Malaysia ~45.7 6.2 -42.3
Philippines -32.4 16.7 -21.1
Thailand -35.7 12.7 -27.5
Japan -24.4 ’ 2.5 22,6
China 1.5 13.7 12.0
Hong Kong -28.6 -3.5 -31.0
Taiwan -0.5 1.9 -1.9
Singapore -13.8 -8.9 -21.3

The rapid pace of financial liberalisation and the associated globalization of financial
markets means that monetary problems when they arise, can be highly contagious on the global

and particularly on a regional dimension.

In this case what financial globalization did was 1o pose a major challenge as it exposed

and punished the countries’ economic weaknesses,

The financial crisis was caused by the mismanagement of the structure of foreign debt
(currency composition and the length of maturity), the mismanagement of mecro-economic
policies and weaknesses in the financial banking sectors of these ecomomies. Of these, the
domestic component reacted by causing pressure on the balance of payments of these economies

whilst the foreign component led to the demise of these markets.
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DOMESTIC CAUSES

There were several factors which contributed to the crisis. Of these the domestic
component weye:

(1)  Deht

@) Capital inflows

(3)  High currency mismatch

(4) The vulnerability of the financial system zo interest rates and economic slowdowns

(5) IL.ax enforcement of regulations

(6)  Darz availability and lack of transparency

(7)  Political uncertainty

(8)  Inflated property and stock values

(9)  Moral hazards in domestic finance

(10  The fixed exchange rate

1. Debt

Carrying a large amount of debt involves high risk. To finance growth in their economies,
the Asian countries relied on a large amount of short term debt relative to equity and a similarly
large amount of maturing long term debt relative to foreign currency reserves. In Korea, external
debt amounted to US $155 billion, in Indonesia US $140 billion, in Thailand US $100 billion, in
the Philippines US $60 billion and in Malaysia US 340 billion.

This made the Asian currencies prone to attack. These economies became financially vulnerable
with a high likelihood that they would suffer a successful speculative attack against their

currencies.



2. Capital Inflowg

Capital infiows into the Asian Markets stood at US$ 63.1 billion in 1994,US $ 91.8
billion in 1995 and US$ 102.2 billion in 1996, This was mainly due to attractive basic economic
fundamentals {e.g. high cost of production in Japan and the use of low interest rates had caused
many Japanese firms to relocate). A large portion of these capital inflows were volatile portfolio
investments ( short-term borrowing), which were easily threatened by shifts in the international
economic environment or policy mistakes. In today's global financial market plaée, investors can
quickly move their capital out of an economy, This is what happened in these Asian countries.
In 1997 , this figure was reduced to 38.5 billion and to 1,5 biilion in 1998.

3. High Currency Mismatch

The great volume of unhedged foreign currency exposures by banks and corporations
reduced the ability of the authorities to revalue currencies in a timely fashion, without straining
the private sector capacity to pay back debt denominated in foreign currencies. Over time when
the perceived likelihood of a devaluation increased, firms and banks rushed to buy foreign
currency, thus increasing the demand for foreign currency. When the devaluations finally took
place those who had high foreign reserve obligations took a hard hit, thus contributing

significantly to the severity of the crisis.

4. The Vulnerabilitv of the Financial Svstem tg Interest Rates and Economic Slowdowns

Banks are vulmerable to both economic slowdowns and interest rate hikes, due
characteristically to high levels of debt accumulation and poor mix of loan portfolios. The excess
use of leverages by corporations and the poor quality of the banks’ lean portfolios were products

of prolonged credit booms accompanied by the inflated prices of asseis and stocks.

When the Central Banks tried to respond to their speculative attack on the currencies with
increases in interest rates they were restricted by the high level of indebtedness and the structural
weakness within banking system. When interest rates were finally increased, the economic

slowdown ensued, asset prices collapsed leading to bankrupicies becoming the order of the day.
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5. Law enforcement of Regulations

In the banking systems of these economies there was lax enforcement of prudential rules,
inadequate supervision and government directed lending practices. The combination of these led

to a sharp deterioration in the quality of the bapks loan portfolio.

With an abundance of short-term foreign capital flowing into these countries, investments
and transactions were not properly assessed in terms of risks, The weak banking system aliowed
loans to be diverted to questionable investment projects and real estate deals. When the financial
crisis hit, the questionable loans threatened to bankrupt a sizable number of firms and domestic

financial institutions.

6. Data Availabilitv and Lack of Transparency

Data availability and lack of transparency also hindered market participants from maintzining a
realistic view of economic fundamentals. For example, corparate governance is based on family
control conglomerates with weak minority shareholders rights and the lack of reliable information

about soundness of a bank loan portfotio.

7. Political Uncertainty

Problems of Governance and Political uncertainties led to the exacerbated loss of
confidence in the economic system, to the reluctance of foreign creditors to roll-over short-term
loans and placed downward pressure on currencies and the stock-markets. This problem was quite

significant in Indonesia,

8. Inflated Property and Stock Values
Asset price boom and currency exposures were fed by partial and ill- conceived financial

and capital account |iberalisation programs implemented in the late 1980's te 90's in the form of
easing restrictions on external borrowing by domestic banks and co-operations while at the same
time restricting foreign entry and ownership (foreign direct investmnent) in the local banking

Sector,



What the external hot money did was to increase the deposit base for domestic banks which

were then lured into fueling domestic asset price bubbles leading to:-

(a)  Asset price inflation which in turn led to domestic inflation which eroded external

competitiveness.

()] Excessive lending concentration in real estate which exposed the financial
institutions to large non-performing loans when an oversupply of property

emerged with no tenants 2nd therefore no rents to collect,
9. Moral Hazards in Domestic Finance

This arose from implicit and explicit deposit insurance schemes based on the general
perception that government stood behind banks. This perception led bankers and invesiors to
overinvest in real estate, stocks, and other financial assets without paying sufficient attention to

the risks involved.

In time credit to the private sector rose rapidly and asset prices also rose. Eventually
substantially poor returns on investment in real estate lead to asset price busts and insolvencies

in some financial intermediaries.

10. The Fixed Exchange Rate
The role of the fixed exchange rate policies in precipating the currency crisis has been

exaggerated. What the crisis brought to light was the appropriateness of the exchange rate and
other monetary arrangements. The critical failure in the erisis countries was in following

inconsistent policies, albeit in difficult circumstances that progressively lost credibility.
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A fixed exchange rate regime can function well if there is strict financial and fiscal
discipline and flexibility of domestic goods and service markets, to adjust for any structural

changes in the economy (prudent banking supervision).

A flexible exchange rate regime can also work, provided that the policy package is correct

and there is a well functioning foreign exchange and financial market.

Each of these Asian countries with a large deficit maintained a fix exchange rate. This
gave business a false sense of security as there was a perception that the risk of devaluation was
extremely low, leading them to hold a significant part of their short-term debt in dollars with
interest rates that were lower than domestic rates without covering themselves against exchange
rate risks. The volatile natre of the dollar denominated short-term debt made these Asian
economies financially vulnerable in the event of a sudden loss of confidence by investors or an

unexpected exchange rate depreciation.

FOREIGN CAUSES
The foreign componenis that contributed to the crisis were:
1. Competition from other markets
2 An exchange rate pegged to the US dollar
3 The zppreciation of the US dollar against the Yen
4. Hedging of currency exposures by intzrnational investors
5 Underestimation of risk

Huge fiscal deficits or high inflation were not being experienced in Asian countries. The
Asian crisis was preceded by buoyant financial markets for assets and therefore major inflows of
capital. However, investors abruptly changed their attitudes, leading to bouts of panic and
massive outflows of capital. Similarly, the sudden interruption of capital inflows unleashed a

profound crisis in domestic financial systems threatening the stability of the productive sectors.



1. Competition From Other Markets

On the international scene, although Asia was enjoying a boom the global competitive
environment was shifting. Adjustments in the U.S. econorﬁy throngh fiscal and monetary
pelicies, technological change and corporate restructuring led 1o lower budget deficits, low
unemployment and inflation. This meant that U.S. goods could now complete with Asian
produced goods. Competition also came.from the EU and Latin America,- especially Mexico
through improved access (NAFTA). This trade liberalisation was also responsible for a decline
in exports of the Asian markets.

2. An Exthange Rate Pegged To The US Dotlar
With the exchange rate pegged to the U.S. dollar, wide swings in the yen/dollar exchange

rate between 1994 and 1597 contributed to the build up of the crisis through shifts in international

competitiveness, placing the Balance of Payments under considerable stress.

3, The Appreciation Of The US Dollar Against The Yen

The Appreciation of the U.S. dollar against the yen led to an expost slow down
experienced by a number of countries. This squeezed exporters who had to compete with the
Japanese rivals and other emerging markets in the rest of the world, The weakness of the yen

revived Japanese exports placing it in direct competition with its Asian Trading partners.

4, Hedging Of Currency Exposures By International Investors

International investors seeking to hedge their foreign currency exposures contributed to
the crisis. These hedge funds would have allowed them to take and hold a position when they were
expecting the countries to devalue their currency but, the exchange rate pressures intensified and

the devaluations ensued.
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3. Underestimation of Risk

Large private capital flows being driven by an underestimation of risks by international
investors. Based on their history, the Asian markets were the most profitable to investors so much
so that they never anticipated that the market would so down or that a combinaticn of other

financial problems would cause them to abruptly withdraw their financing from these countries.

THE ROLE OF THE INTERNATIONAL MONETARY FUND (IMF)

The International Monetary Fund went to the assistance of these countries (see note

attached) to control the contagion that was already spreading in financial markets.

The IMF used measures 10 address the specific reguirements of individual countries.

These included:
(1 Loans to restore investor coafidence contingent on the implementation of reform.
2 Financial reforms: closing insolvent institutions, recapitalising weak but solvent
instirutions, strengthening financial regulation and supervision, increasing
transparency in government and corporate sectors and opening markets to
international trade.

(3) Stabilization of exchange rates by raising domestic interest rates.

There has already been some recoveries of exchange rates and stock markets, and as the

needed policies are carried out and external positions improve, confidence should recover.



IMPACT ON THE WORIL.D ECONOMY

The impact on world economies will vary depending on:-

{a)

®

(@

(@

O]

it

The importance of trade and financial links with the crisis economies.

The economy's starting position. The contractionary effects of adjustment in the
crisis economies will be most damaging in economies where activity and
confidence are already weak (Japan) but it will contribute to inflationary pressures

in countries operating close to full pressure utilization {U.S.A. and the U.K.),

"how it affects developments in foreign exchange and financial markets that have

accompanied the crisis.

Wezkening equity prices: contractions in domestic spending and a decline in

exports.

Demand centraction: the decline in imperts in the affected country can lead to a
decline in world prices if the market is large enough to affect world prices (if the

market imported or exported heavily).

Competitiveness or substirution effect. These can occur due to real depreciation
of the currencies of the suffering economies. This will be strongly felt in countries

that;

(1) Export goods 1o Asian countries with domestic competitors;
(2y  Countries that import goods from Asian producers that compete with

domestic industries,
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3 Countries that export goods that compete with Asian exports in third
country markets.

(90 Reduced access to international capital,

Despite the fore-mentioned, growth in North America and Western Europe has been weil

sustained and appears likely to remain so.

Domestic dernand conditions in the U.S. and Canada together with, the strengthening of
continental Western Europe (EU) will fzcilitate the adjustment of current account positions that
is needed in the Asian emerging markets because of the sharp decline in capital inflows. The

Chinese economy has remained literally unscathed by the financial crisis.

The only two sub-sectors in the U.S. economy which have been expected to be affected
by the crisis are Manufacturing and Agriculture. In Manufacturing, electronics and food
processing have been moderately affected. In Agriculture wheat, soybeans are being affecied as
export demand from Asian countries shrink. There is a decline in exports of agricultural and
electronic goods to the affected market. States most severely hit, include new Mexice, Wyoming,

Colorado, Nebraska, Kansas and Oklahoma,

It is expected that the crisis will intensify competition for Asian products within the U.S.
Asian goods will be more competitively priced in the U.S. due to currency devaluation. [n
addition, the U.S. dollar- makes these products cheaper in the U.S. further enhancing their
competitive advantage. The import price index in US fell 6.1% for the 12 month ending February
1998. This can also be attributed to faliing petroleum prices. There was also a .6% decline in

non petroleum import prices in Janvary 1996,

The Bureau of Labour statistics has also reported on selected categories of imports from
specific countries. This has shown a decline in import prices from countries affected in the crisis.

These items were electronic, equipmen: and machinery.



The impact on Agriculture is expected to be much more severe than manufacturing. Asia
is 2 big market for the U.S. abundant production of grain and meat. Asia's likely cut back could

push prices down and reduce income over the next few years.

DEVELOPING ECONOMIES
All developing countries have been affected in some way by the Asian financial crisis. In
India the rupee suffered a 10% devaluation against the dollar. In Mexico the crisis led t0 a

marked increase in the exchange rate and interest rate volatility.

The financial spillovers were stronger in countries with well defined stock-markets and
higher relative financial vulnerability, for example, Brazil. In other countries there was the loss
of competitiveness, high risk premia, lower commodity prices due to a reduction in demand for
exports by trading partners. But most of all the greatest impact on developing couniries has been
the reduction of access to credit on capital markets and the weakening of investor confidence as
investors prefer to invest their funds in the developed markets of North America and Western

Europe. In other words financial market confidence remains fragile.

THE IMPLICATIONS FOR BARBADOS

The implication are two fold for Barbados. Firstly, we can use the Asian financial crisis
as an example to seek out and mozitor our economy for over heating- pressures and where
necessary put measures in place to correct them and secondly, we can find out how the crisis been

affecting our economy.

We know that in Asia the financial crisis was precipitated by a currency attack on
overvalued exchange rates but fundamentally rooted in the massive mis-allocation of both
domestic savings and borrowed funds by domestic banking systems. However, the financial

crisis in Latin America a few years ago were caused by huge government debts and overspending.
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We know that the chances of a currency or banking crisis are increased when the economy
is overheated. That is, there is high inflation, the real exchaage rate has appreciated, the current
account deficit has widened, domestic credit has been growing and asset-prices have become

inflated,

Capital expenditure by government is on the decline. Government's credit dropped from
$ 643.3 million in 1996 1 3 640.3 million in1998. Credit to the private sector, which is the
source of our current problem has been increasing. This figure stoed at § 1, 585.7 million in
1996, $ 1, 923.0 millior in 1997 and $ 2, 216.3 million in 1998. The credit was used to build

hotels, construct homes and for personal credit. -

At the end of December 1998, the Central Bank’s bafance to Government was zero while
it had extended $ 32.5 million in credit to the private sector. This means that our current account
deficit is inereasing and that there has been a reduction in our international reserves. These
reserves declined by $ 14.2 miilion at the end of 1998, As a result, Government may need to
impose a credit squeeze in order to protect our foreign reserves. QOther factors that are

contributing to overheating in the economy are:

(€3] The price of land and rents becoming inflated.

(2)  As a result of the capital expenditure wages in the construction sector are now
inflationary.

(3)  Domestic credit is now on the increase (purchasing of cars, mortgages etc.). This

combination can act as an overheating agent in our economy.

Caribbean financial markets are not well connected, There are only a limited amount of
shares traded. Its size has constrained the effect of the Asian crisis. Had our markets been bigger
and linked with international financial markets, with higher relative vulnerability we would have
been mare affected. At present our financial systems do not have huge capital inflows as were

prevalent in the Asian econemy.



As aresult of the crisis, Barbados needs to ensure that it maintains financial prudence and
monetary policies needed to maintain a stable macro economic environment, with policies that
are aimed at preventing prolonged credit booms, sharp currency appreciations, high current

account deficits and large build up of short term debt.

Cantion coupled with fiscal prudent, Iegal and regulatory measures and Institutional rules
should be enforced to prevent financial shocks especially in areas of financial and banking
regulation and corporate governance. For the future we need to ensvre the legal and regulatory
frame work in share holders rights, bankruptcy law, accountancy kaws and infermation disclosure

are placed en our statute books.

Another lesson that Barbados can learn from this crisis is that there s a role 1o be played
by good governance, integrity and transparency and government having consuliations with the

private sector and trade unions to ensure that the tripartite is acting on best behalf of Barbados.

At present we cannol measure the impact of the Asian Financial Crisis on the levels of
direct and indirect investment in Barbados. However, investors who were in some way affected
by the crisis may prefer not to invest in Barbados through the purchase of real estate ar setting
up industries here. As already indicated, access to international credit is difficult now due to

international markets insmbility.

Tourist arrivals from the U.S. were 111,731 in 1996, 108,095 in 1997 and 80,000 January

10 September 1998. This decline in visitor arrivals would have to be further investigated before

itisattributed tothecrisis. ~ Domestic exports in electrical components were valued 54,211 (BDS

$000) in 1996 and 51,904 (BDS 3000) and for the period Janvary to July 1998, 27,282 (BDS
$000). These electrical components are used as inputs into the electronic industry in the U .S, A,

which was highlighted as the most likely industry to be affected by the crisis.

At present direct trade links between Asia and Barbados are quite limited. Japan is our

closest trading partner but it is not with that group of countries that makes up the Asian Tigers.

The IMF had forecast 2 slow down in economic growth world wide but the Barbados
economy has been growing since the 1990 - 92 recession. There was a 3% growth in 1997 and
4.4% in 1998. This growth did not come from sectors that generate foreign exchange but from
those that use up foreign reserves. However, for the first quarter of 1999, there has been a
growth rate of only 2.5% which suggests a slowing down of the economy. The foreign reserves
are still higher than the level required for safety. Barbados must also try to keep its deficit
between 1.5% - 2.5% of Gross Domestic Product (GDP).

Heather Cole
April, 1999
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| _GLOBAL ECONOMIG FROSPECTS AND POLICY CONSIDERATIONS

Dax 1. The Role of Hedge Fuds In Financial Markets

Bouts of wrbulence In internallanal finansial mockels
In recent yeacs have deawis micntion to the role played by
institutional investors, especially hedge funds. Fetlowlng
boif the 1992 crisis in the Eurapeun cxchange eate mechs
anism (ERM) and the turbulence in internatiaual bond
markets in [994, and again in the wake of the wreioil in
financind markets b east Asia in nid-1997, i1 was sug-
gested hat hedge funds precipitiied mujur mavgnenis in
assel prices either directly through their own transactions
or indireclly via the {endency of other macket padticipants
1o follew their fead, Recause fnformation on ledge funds®
octivities is limited, IMF staff undertook a study of their
rale in recent market developments,! This box sumnema-
rizes the miain findings.

What hre Tedge Funds?

et funsts are private invesiment posls, ofien doani-
eiled offshore ta capitalize on tax and regulatocy advan-
tages. T the United States, they typically offer theie
shares i private placeinents and have fewer than 100
high-nel-worih investars in grder 1o make use of exenpe
tions to repulaliuns under the Securitivs Actof 1933, the
Seeucities Exchange Act of 1934, and the Invesument
Comipany Act of 1940. They are mznoged on a [ec-for-
perforinance basis; lypically, managenent is rewasded
by a1 percent manngement fee and 20 pereent of prof-
ils, although management and investnent fees vary.
Most funds require shareholders ta provide advance no-
tificalion if ihey wish to withdraw funds: notice can vary
from 30 days for fueds with morc Higuicd Investments 1o
tlseze years for other funds,

Practices, however, vary cnonmuously, Market pustici-
fpants distinguish two main classes of findst inacro hedge
funds, whicly take large direcional (unhedged) positions
in nationa markels based on analyses of macroeconomic
arul Gisancial conditions; and relative value finds, which
make LeLs on the eelative prices of elosely related securi-
ties {teeaswry Lills and bonds, For examnple) and are less
exposed to maerocconomic fMuctuations. Relarive valee
Tornds lek 16 be mare bighty leveraged han naem funds
beeanse the aotaunt of eapilal necded 1ts estabilish u posi-
tion is relatively small on the insirunsents they lsald.

Onz groblem with defining amd describing hedge funds
is 1hat other investors engage in many of the tame prag-
tices, Individual investors and their instiitional investor
counteqarts (such as invesimenl bapks) buy siocks on

'Barry Eicliengreen, Danald Mailieson, and others, “1ledge
Funds and Financial Markes Dynanvies.” Occasienal Paper 166
{Washinglon: LMF, 1998).

margin. Commerclal banks use levorage in the sense thal
i a froclional-teserve banking syscem tlielr 1otal assets
and Fiabilities are several fimes theie eapital. The propri-
elary teading desks of commercial and invesiment banks
tuke positions, buy and setl decivalives, amT bliér theic
porifulios in the st nuner as hedge funds. A signiti-
enqe eber of e funds, pensimn s, insunce
compaiics, aml university endowments engage’in some
of ihcse smive practices and are minong he mos! imporint
investors in hedge funds,

Several commercial seevices do galler infonnation
specilically on liedge funds, Excluding “funds of (unds”
(heslye funds that invest ondy in ollier hedge funds}, such
data suggest that hedge (und capital wasg in the neighbors
Tk of $100 Lillian as of (ke 1hird quarter of 1997. OF
it some 325 Billion was I the hands of the madro
Tanls, which typically keverage their capitnl by burmuw-
i by four (o seven times. Allhougls llsese nunibees are
fusge, they pale in comparison wilh 1lie eapitaf of otfiérin-
stitutional investors such as pensian funds, mutval fnds,
insurance campanies, and investment and conuncreiul
banks, which, in the malure markels alone, exceeds $20
trillion. ‘Mhese oiler Instintional investors ace increas-
ingly nctive in intemativnal markels,

Wient dre the Chavaeteristics of Hedge Funils®
fnvestiment Stroteples?

Althongh global miacro hedge s pursue a diversity
of investnent siralegies, it is possible o point to several
common ghiaracierisiics.

First, global maceo Tunds seek 10 jdentify cuuntries
where macrueconomie varizbles ure far out of line with
sustninalde valugs, so 1lat changes in assel prices (ud
the sssociated profits) will be large when they finally
occur, Olher invesiors are aware thut global macro funds
assume considerable risk, in retom for wldeh they expect
consideruble returns,

Seeond, munagers are especially attracied 1o invesl.
wients where e disk of large capital losses is cffegtively
nil=-for camnple, 16 an exchange rie il may be doval-
ueed It wider no coneeivable circomnstanees in (e fore-
seeate Nuure will be revalusd,

Thicd, hedge funds ane most likely 16 1ake large posi-
tians when the east of funding is low. Clieap fuiding ul-
Iows e to teke and hold a position even when they are
uncertuin aboul the 1iming ef events. For example, they
may expetl u connlry 16 devatue wilh significant proba-
biility but Ie nocertain about ihe date.

Fourth, hedge fund managers are aliracted o liquid
mrkels, where (hey can o large trades at tow cose. In
emierging narkets, in particutar, limiled liquidily and the



Tha Aslan Gilsls

limited size of accepled deals can consteain hedpe funds
add aiher investors who allenpt to bisld vp positions,
Capital controls or restrictions on domestic banks doing
business with offshore ¢ounterparties make it dificuly for
hedge funds o put o posifiens relative to commereizl
and investment banks that operate both offshore and on-
shore, Managers are also wary of being identified as
being on the alher side of the govermnent's or cenleal

.~ bank's transactions, and anony:mily is particularly diffi-
cult 10 mainlain in smaller, less liguid markets,

Do Hedge Funds Lead Other Invesiors?

One papulur generalization is that hiedge funds are nim-
ble snd quick off the mark, Their managers have a reputas
Lion for astuteness. The rumor that hedge funds are taking
a posilion may (hus encourage ather investors to follow.

Systemalic evidence on these relationships is scanty.
An analysis of dala reporled to the U8, Commodily
Futures Trading Commission by broker-dealzes, comnier-
cial banks, foreign banks, ledge funds, insurance compa-
nies, mutual funds, pension funds, and savings and loans
who take large positions in fulures markets foundd that
hedge funds hierd among themselves in (e Stamdard and
Paor's 500 index contract ind the Ihirec-month Euredollar
contract, Sinalles funds were detected a5 herding with
larger oaes in the Japanese yen ¢ontract and the Standard
and Poor’s 500 Index contracl.?

An exiension ol the analysis to lest whethzr thece was
a significant tendency for hedge funds to Jead viher cate-
gories of investors obtained mixed results, There is a neg-
slive correlation between e positions of hedge funds
and the positions of other institutional traders in the same
reriad, and there Js litde corrzlntion between the posi-
tions of hedge funds in the immediate past period and Ihe
current positions of other traders.

Should Hedge Funds e Subject fo Greater Regulatory
and Diselosures Requirements?

Regulators in the United Siales and the United
Kingdom, where the most imporiant hedge funds oper-
ate, see litle need for a specialized policy response lo
regulate and timit the funds' activites in order 10 in-
creanse finaneial market stibility, In pariculur, in this
prevailing view, hedge funds that take shoil positions
inst forcign currencies do so in responss to evidence
of inconsisient policies likely 1o render cumrency pegs

Laura E. Kadres and Mathew Pritsker, “Directionzlly
g end Herding by Large Fetures Macket
Panicipants™ (enpublished; Washingron: IMF and Buard of
Governors of the Federal Resezve Sysiem, 1597).

unsustainable. However, insofar as hedge funds buy
sharply depreciated cumencies in the wake of a specula-
< crisis, lhey are sources of liquidity and siabilizing
speculation that dampen masket fluctuaticns.

Nevertheless, limited meascres to sirengihien supervi-
sion, regulation, and market transparency might be con-
sidered. For instance, it might be possible to sirengthien
and repliate the large-tratler and position-repocting
mechanisms in place in countries
a wny of rendering hedge fund aperations more transpar-
enl. Auy system of detailed portlolio and position repost-
ing, to convey useful infarmation, would have to cncam-
pass, wnong olhers, camercial banks, invesinent banks,
insurance companies, and pension funds as well. Report-
ing requirements would have to be applied by all coun-
tries; olherwise, imarket participants who regarded repon-
ing as onerous could book their transactions offshore.

Thie ability of hed ge funds 1o take positions in financial
markets could also be Jimied by requirements that banks
and brokers raise margin and collateral requircments.
Similarly, it would be possible to limit the ability of
hedge funds to take shon positions in cumrency markels
by eestricting the ability of {financial institntions 10 lend
dumestic assels to noncesidents, Apgain, however, for such
requicernenis to affect the operalion of the markets, they
would have to apply also 10 banks, pension funds, insur-
ance conpanies, and alier participants,

Strang limils on posilion-taking, howsver, cuuld pre-
vent hedge funds and other intematianal inveslars from
acling as contrarians. While hedge funds may be among
the {irst instiwional inveslors to short a currency when
there is evideuce of incansistent macrocconomic funda-
meantals and unsustainable currency pegs, they may also
be among the first buyers (0 go baek inte the market afcer
a crisis in wliicls a depreciuling cusrency overshioots. i is
nol clear, therzfore, Miat Jiscouraging position-laking by
hedge Nouls would reduce velatility in currency or other
asset miarkets,

The mesl important action palicyntakers can take to
proteci their economies against uncomfonable marke
movenents is to aveld offering one-way bets in the form
ol inconsistent policies and indelensible cumvency pegs.
They so strengilen the wbilily of clearance, seitle-
ment, and payinents systemns to withstand assel-price
volutility, And Ihey can provide betsr information sbout
govermnent policy and private seclar financial conditions
in order to weaken the wendency for inadzquately in.
formed investors to “follaw the herd” and 1hereby mag-
nify the repercussions of (e positions taken by large in-
stitutional investars, among which hedge lunds are only
aue calegory.
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Dox 3.

The IMF-supporied programs and policy advice 1o Lhe
Asian crisis countries have placed particular emphasis on
wide-ranging structural reforms of the financial and cor-
porate sectors, competilion and governance policies, and
trade regimes. In broad 1esms, the supgesied relomis may
be summarized as follows,

Financial and Corporate Sector Reforms

Closure of insolvent financial instilutions, with (heir
assers teansferred to a resolution or restructuring
agency (Korea, Indonesia, and Thailand); together with
recapitalization and mergers of others (all countries).
The reform programs in Malaysia and Thailand plage
particular importance on the finance company sector,
Announcement of limited use of public funds for bank
restructuring: actual funds used 1o be made explicit in
the budget {all countries).

Measures te sigaificantly strengthen prudential reg-
ulations, including loan classilication and provision-
ing requiremsents, and capital adequacy standards {all
counlries). '

Mensures to strengthen disclosure, accounting, and au-
diting standazds, as well as the legal and supervisory
frameworks (all countrics),

Liberalizalion of foreign investiment in demestic banks
(Korea, Indonesia, and Thailand),

The intcoduction of more stringent conditions for official
vidity suppont (Indonesia, Malaysia, and Thailand).
Strengthening of prwdlential regulations on foan expo-
sure {all connlries},

latroduction of funded deposil insurance schemes
(plannad in [ndonesia and ‘Fhailand;-under considsri-
tion in Malaysia; already in place in Kores and the
Philippines).

Restucturing of demestic and extemal corporare debt
(!ndanesia, Korea, Thailand) and clasure of nonviable
firms (Korea).

-
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Summary of Structural Reforms in Crisis Countries

Competition and Governance Policies

+

Liberalizalion of restrictive markeling arrangements
for a variety of key commodities {Indonesia},
Establistument of competitive procedures fur privaiiza-
lion of government assets and for procurement (Indo-
nesia; planned in Mutaysia and Thaitand),
Announcement of bans on or limits 1o the use of public
funds 1o bail owt private corporations {Indonesiz, Korea,
Malaysia, and Thailand).

Introduction or sirengiiening of bankruptcy luws nnd
cxit policies (Indonesia, Korea, and Thailand).
Agceleration of privatization or closure of nonviable
public enterprises (Indonesia),

Strengihening of corpnsate disclosure standards (Korea).
Liberalization of foreign investmen in ownership and
management in sectors ether than 1he finuncial szetor
{Korea, Indenesia, Malaysia, and Thailand).

Treuie Reforms

+ Redluciion of import 1a5iffs and export taxes {Indonesia),
+ Eusing af quantitalive import or export resicictions
{Iidonesia and Korea),

Social Palicies

Labor-imensive public works programs ({lndonesia,
Th W) and expansion of unemployment insurance
syslem (Koreu).

Proleclion of low-income groups fram increases in
prices of food and ower essentiuls (Indonesia, Malay-
sia, the Philippines, Thailmsd),

Provision of higher spending for healih and education
(indanesia) an reallocation of budgetary expendiiures
10 health programs for the poor {Thailand),

Expansion of scholarslip and loan programs 1o misi-
mize number of student dropouls (Thailand, Malaysia).
Provision el subsidized credit for small and medium-
sized enterprises (Indonesin, Mataysia).
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