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The Asian Financial Crisis and its 

Impact 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 Jess than a year Asia was uansformed 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 attractive 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 occur. Yet this unforeseen event 

did occur and as many questioned what went wrong? 

TIlE CRlSIS 

The financial crisis started to unfold in Thailand in 1996 when the economy slowed down 

and many questionable investments became 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, 1997, 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 the 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 

regionalization that the effects of the Thai devaluation spread more rapidly throughout Asia than 

officials had expected because the region faced the same problems as Thailand: slowing export 

growth, rising curr'ent 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 

(Indonesia, 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 Ibelow). The 

sharpest declines in equity values were in Korea and Malaysia where the stock market declined 

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

202 

Indonesia 

Korea 

Malaysia 

Philippines 

Thailand 

Japan 

China 

Hong Kong 

Taiwan 

Singapore 

Table 1 

Depreciation in Asian Exchange Rates 

% Change From: 

JuII. 1997- Dec.3I. 1997-

Dec.311997 May I. 1998 

-55.8 -31.2 

-47.5 26.7 

-35.2 5.7 

-34.5 .6 

-47.6 21.2 

-11.9 -1.9 

.1 .4 

0 0 

-15.2 -.8 

-15.4 7.0 

Jul. I. 1997-

May 1. 1998 

-69.6 

-33.5 

-31.5 

-34.9 

-36.5 

-13.6 

.5 

0 

-15.8 

-9.5 



Indonesia 

Korea 

Malaysia 

Philippines 

Tbailand 

Japan 

China 

Hong Kong 

Taiwan 

Singapore 

Table 2 

Depreciation in Asian Stock Values 

% Change from: 

July 1, 1997- Dec 31, 1997-

Dec 31, 1997 May 1, 1998 

-45.4 14.5 

-51.6 11.9 

-45.7 6.2 

-32.4 16.7 

-35.7 12.7 

-24.4 2.5 

1.5 13.7 

-28.6 -3.5 

-9.5 1.9 

-13.8 -8.9 

July 1, 1997-

May 1, 1998 

-37.0 

-45.8 

-42.3 

-21.1 

-27.5 

-22.6 

12.0 

-31.0 

-7.7 

-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 to 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 m2cro-economic 

policies and weaknesses in the financial banking sectors of these economies. 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. 

I 
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DOMESTIC CAUSES 

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

component were: 

(I) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

(9) 

(10) 

I. Debt 

Debt 

Capital inflows 

High currency mismatch 

The vulnerability of the financial system to interest rates and economic slowdowns 

Lax enforcement of regulations 

Data availability and lack of transparency 

Political uncertainty 

Inflated property and stock values 

Moral hazards in domestic finance 

The fixed exchange rate 

Carrying a large amount of debt involves high risk. To fmance growth in their economies, 

the Asian countries relied on a large amount of short term debt relative to equity and a similarly 

large amount ofmaruring 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 S100 billion, in 

the Philippines US $60 billion and in Malaysia US $40 billion. 

This made the Asian currencies prone to attack. These economies became financial!y vulnerable 

with a high likelihood that they would suffer a successful speculative attack against their 

currencies. 



2. Capital Inflows 

Capital inflows 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 cast ofproductiori in Japan and the use of low interest rates had caused 

many Japanese finns 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 taday's global financial market place, 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 billion 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 wben 

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 SYstem to Interest Rates and Economic Slowdowns 

Banks are vulnerable to both economic slowdowns and interest rate hikes, due 

characteristically to bigh levels of debt accumulation and poor mix of loan portfolios. The excess 

use of leverages by corporations and the poor quality of the banks' loan portfolios were products 

of prolonged credit booms accompanied by the inflated prices of assets 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 bankruptcies 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 banks 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 allowed 

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 Transparencv 

Data availability and lack of transparency also hindered market participants from maintaining a 

realistic view of economic fundamentals. For example, corporate governance is based on family 

control conglomerates with weak minority shareholders rights and the lack of reliable information 

about soundness of a bank loan portfolio. 

7. Political Uncertaintv 

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 Propertv and Stock Values 

Asset price boom and currency exposures were fed by partial and ill- conceived financial 

and capital account liberalisation programs implemented in the late 1980's to 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 investm~nt) 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:-

9. 

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

competitiveness. 

(b) 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 and therefore no rents to collect. 

Moral Hazards in Domestic Finance 

This arose from implicit and explicit deposit insurance schemes based on the general 

perception that government s[Qod behind banks. This perception led bankers and investors to 

overinvest in real estate, stocks, and other fmancial 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 Fb:ed 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 crisis 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 fmancial 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 fmancial 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 nature 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 components that contributed to the crisis were: 

1. 

2. 

3. 

Competition from other markets 

An exchange rate pegged to the US dollar 

The appreciation of the US dollar against the Yen 

4. Hedging of currency exposures by international 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 fmancial 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. economy through fiscal and monetary 

policies, technological cbange and corporate restructuring led to lower budget deficits, low 

unemployment and inflation. This meant that U.S. goods CQuid DOW 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 Dollar 

With the exchange rate pegged to the U.S. dollar, wide swings in the yen/dollar exchange 

rate between 1994 and 1997 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 export 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 panners. 

4. Hedging Of Currencv Exposures Bv 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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5. 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 combination 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 to address the specific requirements of individual countries. 

These included: 

(1) 

(2) 

(3) 

Loans to restore investor confidence contingent on the implementation of reform. 

Financial reforms: closing insolvent institutions, recapitalising weak but solvent 

institutions, strengthening financial regulation and supervision, increasing 

transparency in government and corporate sectors and opening markets to 

international trade. 

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 WORLD ECONOMY 

The impact on world economies will vary depending on:-

(a) The importance of trade and fmanciallinks with the crisis economies. 

(b) 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 inflation~y pressures 

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

(c) . how it affects developments in foreign exchange and fmancial markets that have 

accompanied the crisis. 

(d) 

(e) 

(I) 

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

exports. 

Demand contraction: the decline in imports 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 substitution 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 to Asian countries with domestic competitors; 

(2) Countries that import goods from Asian producers that compete with 

domestic industries. 
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(3) 

(4) 

Countries that export goods that compete with Asian exports in tbird 

country markets. 

Reduced access to international capital. 

Despite the fore-mentioned, growth in North America and Western Europe bas been well 

sustained and appears likely to remain so. 

Domestic demand conditions in the U.S. and Canada together with, the strengthening of 

continental Western Europe (EU) will facilitate tbe adjustment of current account positions tbat 

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 affected as 

export demand from Asian countries sbrink. There is a decline in exports of agricultural and 

electronic goods to the affected market. States most severely hit, include new Mexico, 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. In 

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 falling petroleum prices. There was also a .6% decline in 

non petroleum import prices in January 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, equipment and machinery. 



The impact on Agriculture is expected to be much more severe than manufacturing. Asia 

is a 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 to a 

marked increase in the exchange rate and interest rate vOlatility. 

The financial spillovers were stronger in countries with well defmed stock~markets and 

higher relative [mancial 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 countries 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 [mancial market confidence remains fragile. 

THE IMPLICATIONS FOR BARBADOS 

The implication are two fold for Barbados. Firstly, we can use che Asian financial crisis 

as an example to seek out and monitor 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~alIocation 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 goverrunent 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 exchange 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 to $ 640.3 million in1998. Credit to the private sector, which is the 

source of our current problem has been increasing. This figure stood at $ 1, 585.7 million in 

1996, $ 1,923.0 million in 1997 and S 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 balance to Goverrunent was zero while 

it had extended $ 32.5 million in credit to the private sector. This means that our current account 

deficit is increasing and that there has been a reduction in our international reserves. These 

reserves declined by $ 14.2 million at the end of 1998. As a result, Government may need to 

impose a credit squeeze in order to protect our foreign reserves. Other factors that are 

contributing to overheating in the economy are: 

(1) 

(2) 

(3) 

The price of land and rents becoming inflated. 

As a result of the capital expenditure wages in the construction sector are now 

inflationary. 

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

combination can act as an overheating agent in our economy. 

Caribbean [mancial 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 more affected. At present our financial systems do not have huge capital inflows as were 

prevalent in the Asian economy. 



As a result of the crisis, Barbados needs to ensure that it maintains fmancial 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, 

Caution coupled with fiscal prudent, legal 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 ensure the legal and regulatory 

frame work in share holders rights, bankruptcy law, accountancy laws and infonnation disclosure 

are placed on our statute books. 

Another lesson that Barbados can learn from this crisis is that there is a role to be played 

by good governance, integrity and transparency and government baving consultations with the 

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

At present we cannot 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 eSlate or setting 

up industries here. As already indicated, access to international credit is difficult now due to 

international markets instability. 

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

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

it is attributed to the crisis. Domestic exports in electrical components were valued 54,211 (BDS 

SOOO) in 1996 and 51,904 (BDS $000) and for the period January to July 1998,27,282 (BDS 

SOOO). 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. 
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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 a 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 (GOP). 

Heather Cole 

April, 1999 
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I GLOBAL ECONOMIC PROSPECTS AND POLICY CONSIDERATIONS 

11m, 1. The Rule or Hedge FlIlIds III FJmlllciul Mnrl(cls 

DOUls of turbulence In intcrnDlioJ\1I1 finl\nci~1 Inllrkc\s 
In rceclil ),eMS have tlrawn lIucolion to the to],: pJ3)'ed lIy 
institutionlll investors, especially hC1Igc runtls. Following 
bOlh Ihe 1992 crisis In the EUfope~n cxchange f:lie mech­
anism (I:RM) antl the turht,lence in il1letJLnlin,,~1 hontl 
mark~IS in 19!:l4, nnd lignin in Ihe w~ke of the lurmoilln 
fin~ncinl markets In eaSI Asill in IIIhl-1997, il wn~ ~lIg' 
geSlcd Ihat hetlgc funl..ls precipitated mnjur m<Wemenl~ in 
usCI priccs either tllreclly Ihrough their own transaclions 
or inJireelly via Ihe lendency of olher nUlrket panicip~nts 
to follow their lend, necallse in(ormatlun all hedge fUlld~' 
ncliville5 Is llmitcd, IMF staff unucrtook a stutly of their 
role in recent market developments} l1Lb box summa­
rizes the main findings. 

n'/tIIlllrt lIcdgt Flllul.r? 

lIedge flilltl~ nre !ldvlltc iUYCSIILlCIIII'Uuls, UrlCIi dum;­
ci1etl offshore 10 copitolize on la~ ouu n~glll"tory advlLu­
Inges. In the United Siotes, Ihey typic~lIy alTer their 
shmes ill privlLle plncements and hoye fewer than 100 
high-net-warth investors ilL oruer to make lise of exelllll­
liuns to rcgulalions ulltler the Securilies ACI of 19)), Ihe 
Securilics Exchange Act of 1934. ami the Invesllnent 
Compnoy ACI of 1940. l1,cy ate managetl on ~ f~c-for­
perfllrlmlnce b~¥i$: typically, lIL~n~gemelLl is rew~fdel..l 
lty ;c I percenl m~nagelL\elLl fe~ nntl "2U pere~fli of prof­
ilS, nlthol'gh m~naGement and investment fees v~ry. 

Mosl fnnus (ef]UI're shnreholtlers \0 provide atlv~ncc no­
tificalion if Ihey wish 10 withdraw funds: notice can vnry 
from 30 tloys for fonds with marc IiLlllitl inYestments 10 
three ye~rs for other· funds, 

Praclices, however, vruy cnonnolLsly. Maskct I,arlici­
panls tlislingllish two main classes of fnnds: macrO hellge 
funtls, which take large directional (unhcdgeuJ positions 
in n~liou~1 markels bosed on analyses of lIl:tcroecouomic 
oml fiunnciul conditiuns; and relulive vullie [uuJs, wltidl 
make Ilets on Ihe relatjYe prices of closely relaled sccuri­
ties (tre~sllry bills ond Ilomls, for ex~mple) oud arc less 
c~Jlnscd to m~CrOccouomic nllcILl~linll~. l~el'lIivc y.lllle 
[uutls lend In be 11I11rt: highly levcrngctllhnn LlL:I~ru fumls 
bccnusc the LllL1<mnt of c'Ljlilnl IIcc,lcd Itl eSlablish'L ]llIsi. 
lioll is rclatively small on Ihe insl(ulllenis Ihey hold: 

One problem wilh I..Icfining and l..Iescrillillg hedge fnnds 
Is that olher inveslors engage in many of the same prnc­
lices, Indivi<iuallnvestors and Iheir insiliulional inveslor 
counlerparts (such as illvestmcnl banks) buy slOcks au 

'D~IT)' Elchengreen, ConoId MOI"i •• DII, and o,hers, HI ledge 
run~1 and fin.nd.1 M.,koL Dyoan,jc.,,· Occ .... ;"""1 P'p"f 166 
(Washlnglon: IMr, (998). 

m~rgln. Cu,.nmerel ... 1 bank.s use levcr~ge in Ihe sens~ Ihal 
In a frnclional-rcserve banking syslem Ihclr 10lnl asselS 
lind linltililics arc sevcral limes their capital. 11,c propri­
etary tral..ling tlelks of conllllerd~1 and invesllILent b~"ks 
luke positiuns, buy 'lILtI sell <luivallve~. an,r ~I(o!:r their 
l'o,lfuUuJ In Ihe s,m,.: 1LI"""cr ns hedgc fmuls. A siguili· 
""III ",""lIer ur 111",,,,,1 flln"~, I'~,,~i"n r,,"d$, illsllm,,~e 
cnlLll'allies, an,luniversily cmlnwlLLeL1is ~nll"ge·in some 
of these SllLiLe prllclices ~nd ... re among Ihe 1IIOSI ilLll'0rl~l1t 
inveslors in hc.!ge funds, 

SeYeral couunereial services tlo gllilter il1fonnalion 
specmc~lIy on heLlgt: fllnus. Excluding "runtls of fun.!s" 
(lledge fllntls Ih~t invest only in Olher hedge funds) •. such 
data sU&Best that hctlge fund capitnl was i1l the neighbor­
ItI)ud uf ~IOO hillinn as of the third quarter of 1997, Of 
11t:'I, sunlc $25 hHllun wn~,11I Iht: Imnd~ elf tlte 101ICru 
fnuils, which lYl'lclllly Icvcrngc Ihcit capitlLIlly Ilurruw­
illg hy fOLlr ILl seyen tiIlLc~. Ahhough tJl~se nUlLllters arc 
lurge, they Il~lc in comparison wilh Ihe·capital of oilier in­
sliuuinm,l iUYeSIOrS such as pension funds, mulual funds, 
insLLra1lce "olLLp ... nies, and inveSllncl1l and cOlLlmercial 
b~nks, whid,: in tile LlLalLlle markels alone, e~cecds $20 
IrilliuLI. 'n,e~" nlher inslilulional investors arc incre~s­
ingl)' nClive in inlematiunal markels. 

11'/1111 ,Ir~ I"~ C/Hln'C",ridiu 1I/1I~rlg~ P"",/s' 
Jllresl",~"r Srfllrtgl~s? 

Although global lILacro hetlg~ fUl1ds pursue a ui~ersily 
of investment Slralegies, it is possible to poinl to several 
COmmon c:h'L(~cleriSlics. 

First, gl()h~d nmcrn fnL1<l$ seck 10 ,uelLlify ~nllnlries 
wherc mnc(uccnmlllLie v"riabks arc f~r Oil! of lin" wilh 
susminah!e valucs, so Ihat 'changes In assel priccs (.IIId 
Ihe associated ILlOfils) wnl b~ I~rge when thcy finally 
occur. Ollter iILVC$IO(~ arc nw~re thai glolt~lllLacro flu\I[s 
aSSllllLe cLllLsitlentble risk, ill rCUlm for which tltcy expect 

cousiderJlllc rCUlrns. 
Seeuutl. LlHlIlngers arc cspeci~lly aUracletl to in~cst· 

menls wherc Lht.: risk of huge callit~lloss~s is effeclively 
uil-fur c~lulIl'le, IUlm CXc!I:Ulge rule tlmlmay he devl,l­
IIcd IlLIt LImier 1111 cUl1cciv .. ltle circulIL~111IICC~ in II".: furc· 
seeahlc fuLL,rt.: will hc r~valll~u. 

11,i,<I, hedge funtls arc mOSI likely 10 lake I~'ge posi· 
lions when Ih~ eOSI uf funl..ling is low. Cheap funding u\_ 
lows Ihem 10 lake and hold ~ posi'ion even wh~n 'hey ~re 
u'lccrwin "holll Ihe liming or evenlS. For c~mnl'lc, Ihey 
lII"y expcci a cOIILLlry 10 ,kval,,~ wilh signific'Lnl prob· 
ltilily but he Llncertl,in aboul Ihe u~le. 

Fourll,. hetlge fUlLd manallcrs nrc allr~clcd 10 lif]uid 
n'"rkcl~. where Ihey C31L LID large Irudes 31 I{)w COSI. In 
eULerging nmrkels,ln particular. 1i00ileulif]uitlil), anl..llhe 



IV --

--; ~ 

~ ~§ ~~~~g .. ~~~~~.!.~~~ ~ 
~ ~: 
~ 

':-';:;~2. -'5..4 ~~ 3Q:e.2 

itt r[ ~i H 1 

0-
" u 
l .... 

'" 3 
= 
" .~ 

~ 

~ 
Ii c 
2- g> 

" j • 
~ if ~ ~ ,. 0 

&. 
Q .-•. 
:;;. g> 
(") ~ 
0 1;' = • 
~ ~ 

~ 
~. 

J 
0 

it 

" " • ~ 




