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Irrational behaviour leads to "rational panic

Har dev Kaur
HARVARD: Various reasons have been cited for the currency crisis in South-
East Asi a.

In alnost all instances, the blane is placed at the doors of devel oping
countries, their |eaders and donmestic policies.

Anong the reasons frequently repeated are: the fixed exchange rates,
political cronyism rigid government control, |ack of transparency and
poor banki ng supervi si on.

But are the devel oping countries and their donestic policies solely
responsi bl e for the probl enf?

Most analysts tend to fall into the trap of naking generalisations and
lunping all countries in the region into one | arge area.

The strengths or weaknesses and the econom ¢ fundanental s of individua
countries are not | ooked at or even consi dered anynore.

The currency crisis began with Thailand's deval uation of the baht in
July, spread to one of the Tigers in East Asia - South Korea - and is now
casting its long shadow on countries in the west.

In an increasingly globalised world with open markets and technol ogi ca
advancenent, it is alnbst inpossible to isolate problens into
conmpartnments, countries and regions.

Probl ems are bound to have far-reching consequences beyond their
geogr aphical and political boundaries, as the western world i s begi nning
to realise.

G ven the rapid gl obalisation and internationalisation of the world
econony, can the problens in East and Sout h- East Asia be blaned solely
upon the donestic situations and policies of these countries?

The lack of liquidity is nowsaid to be a najor problem The
i nternational banks, brokers and financiers who were pouring funds into
markets in the region and creating this excess liquidity are not totally
bl arel ess.

One estinmate indicates that international bank | ending to Asia rose by
about US$70 billion (US$1 = RVB.48) in the 18 nonths to June this year.

Sone international finance institutions were bendi ng over backwards to
provide | oans as they certainly did not wish to m ss out on the
opportunities in the fastest-growi ng region in the world.

These finance conpani es are anong those who have pulled out, creating
some of the problens. As Jeffry Sachs, Director of the Harvard Institute
of International Devel opnent (H ID), pointed out, "rational panic" took
hol d.

These financiers and investors felt that it was "rational"” on their part
to withdraw their funds as others were also pulling out.

It did not matter that the econonic fundanentals that had attracted them
tothe region in the first place remained intact.

They noved into Asia in a torrent when they thought the going was good.
At the slightest sign of a problemthey decided to pull out just as
swiftly without, even stopping to consider the fundanentals.

These financi al deci sions can now be executed in a matter of seconds,

t hanks to nodern technol ogy and comuni cati ons.

The sovereign countries and the political |eadership have little contro
over the massive novenent of funds. They, their countries, their econom es
and the livelihood of their people are left to the mercy of the narket and
maj or financiers and foreign pressures.



Take South Korea, for exanple. Over-regulation is being blaned for
Seoul ' s probl ens.

But in the 1970s and 1980s when the Governnent controlled the financi al
institutions, its growmh was rapid. The problenms followed faithfully in
the footsteps of deregulation in the 1990s.

According to Alice H Ansden of the Massachusetts Institute of
Technol ogy (M T) and Yoon-Dae Yuh of the Korea University, it is the
"CGovernment's decision to all ow banks and other financial institutions to
borrow and |l end without interference that created the current crisis".

Witing in the New York Tinmes, they pointed out that in the 1990s the
CGovernnment all owed the banks to have nore of a say on interest rates and
to establish foreign operations.

The Covernment al so went too far in 1995 when, in exchange for
menbership in the Organi sati on for Econom ¢ Cooperation and Devel opnent
(CECD), it agreed to US demands to | oosen alnpbst all controls on financia
institutions, both international and donestic.

The banks borrowed from abroad, bought and sold | arge amobunts of foreign
currency and rel axed conditions i nposed upon nanufacturi ng conpani es.

These rel axed conditions proved detrinmental as conpani es over-i ndul ged
and borrowed in excess. The resultant bad | oans created a crisis for the
banki ng system

Now the call is for South Korea to overhaul its manufacturing and
financi al sector.

Wil e this may be necessary, Ansden and Yoon concl ude that the current
crisis shows that the "the US, acting out of self interest, was wong to
push t he South Korean government into opening up its financial systemso
qui ckly".

They argue that the "Governnment and its financial institutions did not
have tinme to devel op adequate ways to control and nonitor this brave new
world."

This is a nmistake well worth remenbering in the face of the current
crisis affecting the whole region, not just South Korea.

Currency transactions today account for a nuch |arger proportion of
i nternational trade than actual goods and services. The world has nade
trenendous efforts to nanage trade and set rules for its conduct. Now
these rul es are being extended to cover the services and financi al
sectors. But what about the currency trade?

In 1978 M Janes Tobin proposed a tax on foreign transactions to limt
volatility. Hs views were sumarily dism ssed. Perhaps he was a man ahead
of his time since it certainly makes sense to study his proposals in the
light of the current crisis.

In fact, Prime Mnister Datuk Seri Dr Mhathir Mhanmad' s proposal for
regul ati ng and coordinating currency traders is not so far-fetched in
reality.

It can be seen as a refinenent of Tobin's idea and is certainly not as
"difficult as setting a worldwide retail price for eggs" as sone argue

Just as the international comunity is also responsible for the currency
crisis in East Asia, it nust also play its part in helping to resolve it.

This is not to say that the individual countries in the region should
sit back and do nothing about it. They have a sovereign obligation to take
care of their econonies.

It is inmportant to restore confidence rather than call "for deep
energency surgery, which the M- is doing too much of ".

Sachs suggests that the Asian countries should allow their exchange
rates to float and keep the interest rates | ow instead of pushing themup

In addition, he suggested that they should not follow the contractionary
effect of the withdrawal of credit with contractions of their own, as



"their budget policies are already in pretty good shape".

Genui ne and sincere efforts by foreign powers are needed. They shoul d
not exploit the situation to extend their influence and to score points.

Wiile the | M- has provided standby credit to Thail and and | ndonesi a and
i s now consi dering assistance to South Korea, Sachs said the Asian-I|ed
efforts which the Japanese had proposed about a nmonth ago woul d have
provi ded the nuch needed liquidity "at a nmuch | ower cost and with nuch
| ess adverse synbolisni. But it was not to be.

He bl ames the US for "beating that initiative back". This he felt "was a
m st ake” and he argues that the US "wanted it done through Washi ngton, but
you know we don't want to put nmoney into this, we just want to have
control ".

Contrary to what the US Secretary of State Madeline Al bright says about
the "Asian Mracle" now turning out to be an "Asian Meltdown", the
econom ¢ fundanental s of the region remain intact.

The growth rates this year and the next may sl ow down but this does not
nmean that the countries are down and out.

I f the western devel oped world does not want to see a deflation, it is
time they allowed the Asian economies and their | eaders to resolve the
probl ens i nstead of hanpering them and demandi ng energency surgery which
some of them may not need and which could in fact kill them
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