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• We analyze premature liberalization of the capital 
account and explain the underlying political 
economy of liberalization. 

• Macroeconomic development after 1997 is 
discussed in light of the monetary policy under 
the “new” exchange rate regime, where foreign 
exchange market intervention is still the order of 
the day.

• “Thailand’s macroeconomic policy after July 
1997” Asian   Economic Papers,   Vol.2, no.1, 
2003.   



Main themes

• Premature capital account liberalization

• Political economy of financial liberalization

• Macroeconomic development after 1997

• Monetary policy under the “new” exchange 
rate regime



Political economy of financial 
liberalization



Relax foreign exchange control: 
international reserves galore



Loans extended by BIBF grew from B200 
billion in 1993 to B1.2 trillion in B1.8 

trillion  in 1997



Consensus among bankers and think-
tank economists



Don’t just blame the IMF
The Thai elites had an unrealistic dream: Bangkok 

as a financial center in the region

We have a dream: Regional  Financial Center

Irrational Exuberance



Intense competition by foreign banks to 
obtain BIBF licenses and hence high 

economic rent seeking



Capital inflows, asset price bubbles, 
and over-lending to nontraded sector



Premature liberalization: We were not 
ready

• Capital control relaxation 
undertaken when bank supervision 
and financial regulations were  not 
sufficiently stringent led to over-
borrowing and inefficient lending.

• A gradual approach to capital 
account liberalization could have 
been adopted.



Capital inflows prior to 1997 crisis

• A surge in capital inflows into Thailand began in the late 
1980s and continued unabated until 1996.

• The flows brought high economic growth and a surplus 
in the balance of payments and current account deficit.

• We can measure the adequacy of international reserves 
by using the import-covered reserves in number of 
months 

• But this measure is not appropriate when financial 
account dominates current account, with huge and 
volatile capital inflows



Import-covered international reserves
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International reserves adequacy: 
A correct measurement 
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Causes of rapid capital inflows

• A declining in world interest rates widened the interest 
rate differentials, inducing excessive foreign 
borrowings.

• Domestic financial liberalization increased the 
sensitivity of capital flows to interest rate differential.

• The measures undertaken to establish Thailand as a 
regional financial sector induced short-term capital 
flows though offshore borrowings by the nonbank 
private sector.

• The culprit: Bangkok Inter Banking Facilities (BIBF)



Determinants of capital flows
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Expected baht depreciation causes 
capital flight

Expected appreciation heightens capital inflows and baht 
speculation



The Asian Financial Crisis

• The Asian crisis first emerged in Thailand in 
1997 as the baht came under a series of 
increasingly serious speculative attacks and 
markets lost confidence in the economy.

• The rapid spread of the Asian crisis in late 
1997 brought a larger-than-expected 
depreciation of the baht, a sharp economic 
downturn, and adverse regional economic 
developments



Consequences of rising debts

• The large currency depreciation aggravated the 
foreign debt burden, causing credit crunch, high 
interest rates, bankruptcy, and financial 
disintermediation.

• The loss of consumer and business confidence 
stemming from expected recession exacerbated 
the contraction in investment and consumption.

• Adverse consequences of high household debts in 
2018?



Currency and financial crises in 1997-1998 
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Lessons from the currency crisis

• Since capital flows are many times larger than 
international trade flows, when a country relies too 
heavily on short-term foreign debt to finance a current 
account deficit, it is impossible for the central bank to 
defend a fixed exchange rate for very long—let alone to 
inflict wounds on currency speculators.

• Thailand also learned that accountability and 
transparency should be well established so that the 
central bank is not tempted to engage in behavior that is 
akin to gambling in order to get out of a crisis. 

• Moral hazard behavior



Output contraction, recovery, and the return to price stability
Declining inflation, interest rates, and  slowdown in monetary growth 



On that fateful day: July 2, 1997

• With the baht succumbing to speculative 
attacks, the BOT decided to float it on July 2, 
1997.

• Without a nominal anchor and given the lack 
of political credibility, the value of the baht fell 
by 56% through to January 1998.



$14.1 billion bailout

• On August 20, 1997, the IMF's Executive Board 
approved financial support for Thailand of up to 
SDR 2.9 billion, or about US$4 billion, over a 34-
month period. 

• The total package of bilateral and multilateral 
assistance to Thailand came to US$17.2 billion.

• Thailand drew US$14.1 billion of that amount 
before announcing in September 1999 that it did 
not plan to draw on the remaining balances, in 
light of the improved economic situation.



Southeast Asian Experience in 1998 (%)
Exchange

Rate
GDP

INVESMENT
credit Inflation

Indonesia 244.2 -13.1 -39.4 28.7 58.5

Malaysia 39.5 -7.36 -43.0 0.41 5.3

Philippines 38.7 -0.58 -16.3 -2.73 9.7

Singapore 12.7 -0.09 -13.3 18.2 -0.3

Thailand 31.9 -10.5 -50.9 -1.2 8.1



The Role of the IMF

• Fiscal policy shifted in the face of the economic slowdown.

• While the first letter of intent called for a government 
budget surplus equal to 1 percent of GDP in 1997/98, 
beginning in February 1998 the program began targeting a 
fiscal deficit. 

• The targeted deficit (excluding interest costs of financial 
sector reform) grew from 2 percent to 6 percent by April 
1999, although the actual deficit for 1998/99 is estimated 
to have been under 5 percent (inclusive of interest costs of 
financial sector reform, amounting to almost 2 percent of 
GDP, the deficit was about 6.5 percent).



Joseph Stiglitz: Surplus budget was a 
mistake

• As former World Bank Chief Economist 
Joseph Stiglitz explains in a New Republic 
article, "I thought this was a mistake. 

• For one thing, unlike the Latin American 
nations, the East Asian countries were 
already running budget surpluses. 



Joseph Stiglitz: Imprudent private 
sector—not government

• In Thailand, the government was running such large 
surpluses that it was actually starving the economy of 
much-needed investments in education and 
infrastructure, both essential to economic growth.

• And the East Asian nations already had tight 
monetary policies, as well: inflation was low and 
falling. 

• In South Korea, for example, inflation stood at a very 
respectable four percent.

• The problem was not imprudent government, as in 
Latin America; the problem was an imprudent private 
sector--all those bankers and borrowers, for instance, 
who'd gambled on the real estate bubble.”



Ghana and the IMF: 2017
Indebted: Ghana and the IMF 

The International Monetary Fund meets today to review the west African country’s 

progress, two and a half years after a currency collapse, prompted by low commodity 

prices, led to a $918m bail-out. The economy is improving, with 6% growth forecast this 

year after three years at 3-4%, and double-digit inflation is falling. However, the 

government will struggle to keep the ambitious promises that brought it to power—such 

as the “one district, one factory” industrialisation push and “one village, one dam” food-

security plan. In part, blame the $1.6bn in previously hidden spending discovered when 

the government took power in January; low cocoa and oil prices won’t help either. 

President Nana Akufo-Addo said last month that Ghana would complete its IMF 

programme on time next April. For its part, the IMF says the country will need an 

extension, to trim debt to sustainable levels. Those populist pledges will have to wait a 

bit longer. 
 



Expansionary fiscal policy: Budget deficit was 
required to stimulate output growth 
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Fiscal stimulus

• Much of the increased spending focused on 
boosting social safety net programs to ensure 
the protection of Thais affected by crisis.

• While fiscal stimulus remains important for 
the time being, over the medium term, fiscal 
consolidation was needed to reverse the rise 
in public debt.



After the storm in 1997,

• After the tight fiscal and monetary policy 
was relaxed, the short-term interest rate 
declined from 25% in 1997 to 8% by 
September 1998.

• Real interest rates declined, enough to 
ease debt burden.

• When the exchange rate  regained 
stability, consumer confidence had been 
restored.



The massive depreciation restored 
the current account disequilibrium, 
stimulating exports and curtailing 
imports. 

The deficit became surplus, thanks 
to income and substation effects: 
expenditure reducing and 
expenditure switching policy



During recession ( low utilization of output capacity)
real wage rate was reduced; thereby mitigating the rise in

unemployment 

Does the relationship still hold after 2000? 



Inflation  vs. unemployment

• Thailand’s labor market is flexible enough that wage 
cuts occur during recession, a feature that reduces 
unemployment.

• The price level does not adjust as quickly as wage 
rates. 

• Real wage rates fall as nominal wage rate declines, 
prices are sticky in the short run. If prices fall while 
wage rate falls, there will be no cut in real wage 
rate. 

• Because of inflation inertia, there is a trade-off in the 
short run between inflation and unemployment.

• Expansion monetary policy can reduce 
unemployment with minimal inflation.



There is a tradeoff (negative relationship) between 
inflation and unemployment, except in 1998  when 
high inflation and high employment occurred 
simultaneously 

y = -0.7868x + 6.6219
R² = 0.4835
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Fiscal Policy after July 1997
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Two Key Policy Rates
Widening interest rate gap triggered 

capital inflows

Federal Funds Rate

BOT policy rate

Monetary Policy after July 1997



Exchange rate policy after July 1997

• The BOT once again tried to use the high 
interest rate policy to protect the baht, 
which has gained strength while the yen has 
depreciated against the dollar.

• The high cost of defending the currency by 
using high interest rates should be obvious 
from the painful experience of  Thailand 
during the currency crisis.



Concluding remarks

• With a realistic exchange rate and steady 
growth in the monetary base, even in the face 
of virulent external circumstances, the Thai 
economy can still make the best use of 
globalization by maintaining a moderate 
expansion along a sustainable growth path 
through employing a sensible economic policy.



Concluding remarks

• The Bank of Thailand could have eased its monetary 
policy to prevent a slowdown in 2001 and in 2014. 

• An expansionary monetary policy or budget deficit 
financed by money creation can spur growth during 
recession, provided the  Bank of Thailand  does not 
intervene in the foreign-exchange market.  

• The bah-dollar exchange rate cannot disengaged from 
the yet-dollar rate by central bank intervention in the 
long term. 

• Monetary policy seems to be more effective than other 
policy alternatives during the debt deflation episode in 
Thailand.



Epilogue

• Thailand's Supreme Court on Sep 6, 2016  upheld a 
20-year prison sentence for fraud for a media tycoon, 
Sondhi Limthongkul, whose successful crusade to 
oust prime minister Thamsin Shinnawatra triggered a 
decade of political violence and instability.

• Sondhi violated Securities and Exchange Commission 
regulations in 1996-97 by presenting fraudulent 
financial data to obtain a large bank loan for one of 
his businesses.

• He was also accused of not informing the Stock 
Exchange of Thailand and the board and 
shareholders of the company guaranteeing the loan, 
which fell into default.



The devastating impact of the AFC 

• Sondhi, 68, also was the founder of the People's Alliance for 
Democracy (PAD), which sought to force then-Prime Minister Thaksin 
Shinnawatra to step down in 2006 for alleged corruption and 
disrespect toward the king.

• Sondhi was one of a generation of Thai business entrepreneurs who 
built their empires during the boom years of the late 1980s and early 
1990s, taking advantage of a loose regulatory climate. 

• He expanded a mostly print-based media empire focusing on 
business coverage and diversified into other fields, including satellite 
communications and tourism. His circle of up and coming 
businessmen friends included Thaksin, who was a pioneer in the 
mobile phone sector as well as cable television.

• Sondhi, whose holdings were overextended and highly leveraged, was 
struck hard by Asia's 1997 financial crisis, which devastated even 
established Thai banks and businesses.


