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Chapter 1 How to Kill a Tiger?
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‘ Speculators tell the story of their attack against the baht, the opening act of the present
financial crisis. The description was brutally honest: “We are like wolves on the ridgeline
looking down on a herd of elk,” said one of the currency speculators who helped trigger the
cascading devaluations that eventually led to the stock-market tumbles that swept the globe last
week. Late last year, eight months before Thailand"ﬁnally succumbed and devalued the baht, the
wolves had been on the prowl. They saw the Thai economy not as one of Asia’s tiger, but more
like wounded prey. Unable to resist, each predator began to plan his attack. “By culling the weak
and infirm, we help maintain the health of the herd,” said the trader. And cull they did. The
following is the story of how the traders devoured the Thai currency and set in motion the
ongoing crisis that caused last week’s worldwide financial trauma.
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The wolves, an amorphous group that includes secretive hedge funds as well as groups
within banks with names as familiar as Citibank, began tracking the region in earnest in 1994,
Economist Paul Krugman piqued speculator interest when he published a prescient article in
Foreign Affairs titled “The Myth of Asia’s Miracle’, in which he argued that the Asian boom
owed more to hard work and a shift from farms to industry than it did to investments in
productivity. As a speculator put it, “We read this and thought, ‘well, well-Asian growth may

99

have a limit.

Attention quickly focused on Thailand, which was being buffeted by a series of external and
internal events. China devalued its currency 33% in 1994, allowing it to underprice neighboring
economies on low-cost goods. Thai exports further eroded as the Japanese yen weakened,
undercutting any Thai advantage in high-value products. With the baht tied to the strengthening
U.S. dollar, the kingdom had little room to maneuver. Moreover, despite its large population,
Thailand had a relatively small pool of educated, healthy workers, and wage inflation further
undermined Thailand’s competitiveness with surrounding countries.

Even as exports diminished, the flood of foreign investment continued. On the surface
Thailand still looked good, with its open markets and a fiscal surplus, but underneath, the
balance sheet was rotting. Foreign reserves remained steady at about $38 billion, but the amount
of money Thailand owed to foreigners skyrocketed to $106 billion. By 1996 cash outflow
exceeded inflow by 8% of the nation’s gross domestic product, and the net foreign assets owned
by the Thai government and commercial banks shriveled as the nation covered the outflow with
borrowing. While in earlier year most of these loans had gone to build industrial capacity, now
the money poured into real estate speculation, the stock market and finance companies,
supporting an unproductive boom as consumers bought Mercedes sedan and cellular telephones.
The Thai economy had become one big bulging bubble, and late last year the wolves took notice.

Currency speculators love a bubble economy because bubbles always pop. The
billion-dollar question is when? Currencies, like the cartoon character Wile E. Coyote, can defy
gravity long after they should be plunging to earth. By December 1996, speculators realized that
Thailand’s policymakers were trapped and bewildered. They had to keep interest rates high to
dampen wage inflation and attract the foreign money to which the kingdom had become addicted.
On the other hand, the high rates were badly hurting the debt-burdened economy.

One way out was to devalue the baht. This would hurt those who owned money in dollars. A
confidential analysis done by a group of speculators estimated that a pre-emptive devaluation
would cost the treasury about $10 billion of its $38 billion in reserves, which it would quickly
recoup because of the credibility it would earn in the international marketplace.

Sensing that their prey had been cornered by their own venality, the wolves began to circle
in early 1997. The amoral pursuit of profit was about to punish the sins of cronyism and

corruption. Drawing from multibillion-dollar war chests, hedge-fund operators such as George
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Soros and Julian Robertson intensified their attack on the baht. One way the speculators bet

against the currency was by entering into contracts with dealers who would give dollars in return
for an agreement to repay a specific amount of bahts some months in the future. If the baht rose
in value, the seller of the contract made money; but if it fell, the buyer profited because he could
repay the contract with cheaper bahts. Demand for such contracts started to drive up interest rates,
and the Bank of Thailand began issuing many of these so-called forward contracts itself.

This action turned out to be a fatal misstep that placed in the hands of speculators the
perfect weapon with which to attack the currency. “It’s as though an unarmed gunslinger walked
into town and the sheriff handed him a pistol,” remarked a beneficiary of the central bank’s
unintended largesse. Now speculators had access to an estimated $15 billion in forward contracts
issued in February and March that they would not have to cover for as much as a year. An
estimated 80% to 90% of these forward contracts ended up in the hands of speculators. By May
the central bank realized it was contributing to the baht’s undoing and abruptly stopped issuing
any more forward contracts.

Sensing blood, traders began moving in for the kill and in mid-May flooded the market with
orders to sell bahts. But the government began playing hardball. The central bank invoked a
mutual-assistance agreement with monetary authorities in Singapore, Hong Kong and Malaysia
and spent more than $10 billion in just a few days buying bahts and selling dollars.

The Bank of Thailand also squeezed the speculators by sharply raising interest rates, which
restricted access to bahts tﬁat traders needed to cover short-term contracts. Holders of long-term
forward contracts, however, knew the government could not pursﬁe this painful course for long,
and they emerged unscathed. “When government resort to these tactics you know the game is
over,” said a veteran of many currency battles. Indeed, the government tried ever more desperate
measures. Finance officials allegedly used threats and bribes to try to get banks to divulge who
owned which contracts, so they could exert strategic pressure. The Interior Minister threatened
prosecution of newspapers that spread information damaging to the economy, and the
special-branch police were authorized to track down callers to talk-radio shows who voiced the
wrong opinions.

These antidemocratic actions turned out to be very expensive. They only served to convince
foreign investor that the end was near. But what end would it be? Thai official were so enraged
by the attack that many speculators feared the government would default on its obligations,
bringing down the speculators along with the Thai economy. California banks began taking out
ads in Bangkok newspapers offering help for those who wanted to get money out of Thailand.
Importers settled accounts early in anticipation of the fall of the baht, while exporters boarded
dollars offshore. Both reactions greatly exacerbated the drain of dollars. The government also
tried to hide the extent of the damage, estimating that the loss of reserve in May was a moderate

32 billion. The speculators, relying on their own analysis and what they could glean form sources
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within the central bank, were estimating that the real number was $5 billion.

The question by then was not whether but when there would be a devaluation or default.
Many speculators bet that the government would hold out until July so that companies could
push losses into the second half of the year. “It’s the old Asian idea that if you don’t say it, it isn’t
true,” remarked a player, “as if the market couldn’t figure it out.” And on July 2, the baht was
devalued, setting off a chain reaction throughout the region’s currency markets and then, last
week, around the world’s stock exchanges. While no hard numbers available, the wolves that

started all this turmoil were very well fed, probably with profits in excess of $3 billion.

A guide to hedge funds
The villains of global finance deserve a better reputation

Mabhathir Mohamad, Prime Minister of Malaysia, called them the “highwaymen of the
global economy”. Others have described them as “buccaneers” and “gunslingers’. Modern
currency crises—the fracturing of Europe’s exchange-rate mechanism in 1992, the Mexican peso
crash in 1994, the collapse of east Asia’s currencies in 1997, and the recent attacks on the
Russian rouble—are often blamed on them. By placing aggressive bets on currencies, the
argument goes, hedge funds destabilizes financial markets and drive fragile economies to the
wall. Many politicians clamor for greater regulation. The more extreme suggest that the world
would be better off without them. :

It is easy to see why hedge funds are hated. By accepting money from limited numbers of
very rich individuals or institutional investors, and (in many cases) by basing themselves in
places where regulation is lax, hedge funds escape the standard reporting requirements faced by
mutual funds. This makes it hard to gauge hedge funds’ size or.understand their strategies. Their
most publicized activities, such as using derivatives to speculate heavily on interest-rate or
exchange-rate movements, are hardly the kind of activity that will endear them to politicians. But
much of the opprobrium hedge funds face is based on ignorance. As a new study by economists
at the International Monetary Fund shows, many of the charges laid against them are incorrect. In
general, the IMF reports, hedge funds make financial markets more stable, not less so.

The term ‘“hedge fund” dates from the early. 1950s. Initially, it described collective
investment vehicles, often organized as private partnerships, which specialized in combining two
investment techniques, short sales and leverage in a way that reduced risk. By shorting a basket
of stocks to protect against a general drop in equity prices, and then borrowing money to buy
particular shares they deemed undervalued, these funds “hedged” their positions so as to prosper
whichever way the market moved. Hence the name.

Modern hedge funds are a far more eclectic group. They share only one important
characteristic: compensation strategies. Typically, hedge fund mangers are paid a modest
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management fee, but receive a hefty 15%-20% or so of any profits the fund makes. Some critics,
including the most noted hedge-fund manager of all, George Soros argue that this structure

creates incentives to take inordinate risks, because managers share the upside if the risks pay off
but not the downside should the risky strategies fail. However, the fact that many hedge-fund
managers put their own capital into their funds may mitigate this risk.

Some hedge funds pick individual securities in a very traditional way. Those denounced by
politicians do something different. These “ macro hedge funds ™ like to take positions in
currencies, usually unhedged, base on an analysis of various countries’ macroeconomic
fundamentals if a country’s economic policies look inconsistent, and its ability to sustain its
exchange rate is questionable, the funds take a bet on devaluation, usually by selling the currency
short.

The IMF researchers find that these “macro funds” are not to blame for currency crises. For
a start, there are relatively few funds, and the amount of money they control is small. Precise
numbers are impossible to obtain as the funds are not subject to rigorous reporting requirements,
but according to one estimate there are about 1 200 hedge funds worldwide, of which only about
60 are macro funds. Altogether, hedge funds have about $118 billion under management, with
macro funds containing approximately $30 billion.

That may sound a lot, particularly if hedge funds leverage their capital. But consider that the
assets of rich-country institutional investors exceed $20 trillion. Hedge funds are bit players
compared with banks, mutual or pension funds, many of which engage in exactly the same types
of speculation.

Some critics have suggested that hedge funds are disproportionately important because
other investors follow their lead. The IMF’s study finds that this may have happened in the 1992
European crisis, when hedge funds were the first to sell certain currencies short. But it firids no
evidence that hedge funds are similarly far-sighted in Mexico in 1994 or in Asia last year. If
anything, hedge funds trailed the pack. Most hedge funds’ forward sales of the Thai currency, the
baht, occurred in May 1997, well after domestic firms and international banks had bet that the
baht would collapse.

Equally mistaken is the idea that hedge funds’ actions are always destabilizing. Hedge funds
have more freedom than other institutional investors, allowing them to take more contrariant
positions. Nor are there internal controls that might force them to sell into a tumbling market.
There is evidence that hedge-fund purchases helped support the Indonesian rupiah last autumn,
when other investors were dumping the currency.

Another recent study published by the National Bureau of Economic Research uses careful
statistical analysis to examine the role of hedge funds in the Asian crisis, particularly their impact
on the Malaysian ringgit. Hedge funds did take large positions in the ringgit and other Asian
currencies last year, and the actions of some of the largest funds do seem to have been correlated.



| I EEEEILE

But there was no evidence that the fund managers “moved” exchange rates. In fact, many hedge
funds seem to have been buying ringgit rather than-selling. Not only are hedge funds less
consequential than their reputation, but they are also less omniscient.
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