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Answers

[bookmark: _GoBack]Week 7 and all weeks after the mid-term



Week 7 - Investment

No reading but instead we had a guest speaker from ADB who walked us through EIRR/CBA on several projects.  How to monetize (give monetary value to) benefits was a key theme and similar to the lecture.  See also the note on Moodle on how to monetize the benefits of travel time, related to Jo’s question during the guest lecture. 


Week 9 – Fiscal Policy

Why were Thailand and Indonesia in a good fiscal situation leading up to the global financial crisis?

They each had a low budget deficit and low debt. Indonesia’s budget deficit was 0.1 of GDP in 2008 and the debt-to-GDP ratio was less than 60%.  The deficit for Thailand was 0.3 and the debt to GDP ratio was 37%. 

Why were the two countries affected in different ways by the crisis? 

The GFC for Asia was mostly a demand slump caused by lower demand for exports to the US and other markets. Thailand had a much higher exports-to-GDP ratio (76%) than Indonesia (29%). That is, Thailand depended much more on exports for the output of its economy.  As well, the global slump for Indonesia was more about the prices of its exports (commodities), which fell; and it was less about the change in the quantity of exports.

What were the main fiscal (and other) policies that each country introduced?
How were the policies different in the two countries?

There are two basic types of fiscal policies: (i) tax rates, and (ii) government spending. Indonesia relied more on tax cuts and Thailand relied more on spending.  

What impact did the policies have on Thailand’s economy? Think in terms of GDP.

GDP was estimated to have been 1.26% higher in 2009 that it would have been without the stimulus.  This is quite a lot. GDP was negative that year but would have been even more negative without the stimulus.

Why are the authors concerned about the fiscal situation in the two countries after the GFC?

The authors express some concern that because the two countries increased spending and cut taxes, they might find it hard to return to the previous, pre-crisis situation by cutting spending and returning (in some cases) to previous tax rates.  It is often hard for governments to cut back on spending programs because public wants to keep them in place.  



Week 10 – Financial Development and Inflation

What does “pass-through” mean?

High prices in global markets get passed on or passed through to consumers in a domestic market. For example, high international prices for food causes a high domestic prices for food. 

How are fuel and food different in their effects on inflation?

Food has a direct effect because people consume food.  Oil is used directly by consumers (fuel for cars) but it also affects the costs of doing business (e.g. transporting goods, energy in production) that has an indirect effect on inflation.  Businesses pass on the oil price increase by charging higher prices for the goods and services they produce.
 
What type of inflation are the authors examining?

Cost-push inflation. That is, whether the higher costs of goods in the international market pushed inflation higher in specific Asian countries.

Why did global oil and food prices rise in the mid 2000s?

It was mostly due to higher demand for food and fuel from China and India.  Both countries were growing rapidly and need fuel.  As well, the middle class was growing and eating more and better (higher priced) food.

Why did inflation and food and fuel prices all fall after mid 2008?

Global financial crisis reduced demand overall, including these commodities.

Why was there not a large pass-through of prices from the global economy to the Asian economies examined?

It is mostly due to subsidies. Governments tend to subsidize the prices of fuel and food (or impose price controls) and so consumers don’t feel the bite and it does not have much of an effect on inflation.   

Was the pass-through higher in net exporters or net importers of oil and of food? 

Exporters.  Governments tend to subsidize less and allow their producers to pass on prices increases to their consumers. 

If oil and food were not the cause of higher inflation prior to the GFC, what were the causes? (p. 92)

Strong demand. Thus, it was demand-pull inflation. 

Generally then, what are the three possible sources of inflation?

Cost-push inflation. Demand-pull inflation. Excessive money creation. 



Week 11 – Foreign Debt and Financial Crises

What were the key factors that caused the crisis in Thailand
Thinks in terms of: (i) background or prior factors, (ii) beginning of the crisis (trigger), (iii) as the crisis developed (evolving factors, events)

(i) deregulation of capital inflows, financial sector liberalization with inadequate supervision, considerable short-term flows including borrowing, currency and maturity mismatch, lots of borrowing into the property market, flows into the stockmarket, fixed exchange rate, overvalued, decline in export performance
(ii)  Oversupply in the real estate market, falling stock prices, selling of baht, creditors stopped lending (no new lending no rollover), increasing in bad loans
(iii) BOT suspended operations of 16 finance companies, sending negative signals about the state of the financial sector, BOT tried to defend the currency but ran out of foreign exchange, floated the baht causing a large depreciation. 

What is the main difference between first generation and second generation financial crisis models?

1st generation: problems of fundamentals: overvalued RER, large current account deficit, large trade deficit, high monetary growth (inflation), rising domestic interest rates (all are warning signs).
2nd generation: expectations turn sour, resulted  a panic, investors thinking the are going to lose and decided to get out (withdraw funds), feeds on itself and get a panic (like a bank run) 

How can we best characterize the AFC for Thailand?
· First generation
· Second generation
· Elements of both: this one: fundamentals wrong in the beginning leading to panic thereafter
· Neither (other explanation): But also here: result of rapid policy liberalization without adequate supervision and monitoring, caused short-term borrowing to get out of hand and financial institutions not capable of handling it


What did the government do to fix the problem?

Floated the exchange rate (less chance to get overvalued). Closed down failed financial companies. Encouraged other mergers of weak with sound institutions in the banking sector. Asset Management Corporation set up to take over bad assets. Assets management companies set up by banks so they could put their bad assets there. Government guaranteed deposit and liabilities to protect confidence. Recapitalized banks (inject new cash) to shore up balance sheets.  

Why did the efforts to improve the banking situation constraint investment and growth?

More loan-loss provisioning and banks were hesitant to initiate new lending for fear to further increasing bad debts. 

What are strategic NPLs?

Borrower wants to conserve cash so decides to default on loans (even though it has the money to repay). 


Week 12 – Crisis and capital flows


What is ‘hot money’ and ‘cool money’? (p. 288)
Foreign direct investment:		Hot or cool?
Short-term borrowing:		Hot or cool? 

Hot: 	Can flow out quickly, unstable, volatile, 
Most portfolio and borrowing is hot, including short-term borrowing
Cool:	Less volatile, comes and stays
FDI is cool, long-term borrowing is somewhat cool

Describe the 5 types of capital inflows in Table 2 (p. 287).
FDI 
· Foreign direct investment
· Toyota builds a factory in Thailand
FPIE
· Foreign portfolio investment in equities
· Foreigner buys stock on stock market (not a controlling interest)
PFID 
· Foreign portfolio investment in debt
· Foreigner buys government or private sector bonds
LTL
· Long-term lending  
· Thai government or business borrows from bank abroad, > 1 year
STL 
· Short-term lending
· Thai government or business borrows from bank abroad, < 1 year
 

Was the RER (real exchange rate) rising or falling between 1990 and 2010? (See Table 1). When it falls, is that an appreciation or depreciation?

Falling to 1996, then rising until mid 2001, and then falling again to 2010.
When the RER (or ER) falls (when the number goes down), it is an appreciation. Fewer baht are needed to buy a dollar and therefore the baht has greater value. 

What were the periods (years) of the 3 capital inflow surges? (Table 2, p. 287)
What were the main types of capital creating the surge in each case?

1st	1993-96		Lots of short-term lending (STL)
2nd	2005-07		Lots of FDI but also portfolio equity and STL
3rd	2010			Lots of FDI but also bonds and STL

Why are the surges after the 1997-98 crisis less worrisome than the surge before the crisis? 

It is because there was more FDI and less hot money after the crisis and therefore less chance that there would a large, quick outflow, as did happen in 1997.

What is the main factor that attracts FDI? Why? Explain why an appreciating and a depreciating currency affects different types of capital flows differently? 

The main factors are the deprecation of the baht (and risk appetite in rest of the world). When the baht is depreciating, it makes exports more competitive and therefore can export more. FDI can come to Thailand and export competitively to other countries. 

When baht appreciates, anyone investing in Thailand will get more money out when they sell off their investment (bonds or equities in baht) and exchange the baht for dollars. 

What are the main factors that attract various types of capital flows? 


	Type of financial inflow
	Factors causing inflow


	FDI – Foreign Direct Investment
	Depreciation of baht
Risk appetite in ROW


	FPIE - Foreign Portfolio Investment in Equities
	Growth in Asian EM
Stock market returns
Appreciation of baht


	FPID - Foreign Portfolio Investment in Debt (Bonds)
	Growth in Asian EM
World liquidity
Low risk aversion in ROW


	LTL – Long-Term Lending
	Growth in Asian EM
High interest rates relative to ROW


	STL – Short-Term Lending
	Growth in Thailand
Trade openness (trade credit)
Appreciation of baht


	EM = emerging markets, ROW = rest of the world






Week 15 – Foreign Aid

What are relationships being tested in this paper?

Aid causes institutions to weaken (1st part)
Weaker institutions associated with lower growth (2nd part)

Reason 1: Government less responsive to citizens because less reliance on taxation for financing (can rely more on aid funds). 
Reason 2: Encourages rent seeking: businesspeople, others in society more focused on getting access to aid than in making money honestly.  Institutions get corrupted in the process (bribery, etc.). 

What types of political and economic institutions are being used as variables? 

Political rights (representation, engagement in politics)
Civil liberties (freedom of expression, association)
Size of government 
Legal structure and property rights
Sound money (hyperinflation)
Trade openness
Business and labor regulation 

Table 4 

What are the dependent variables?

First column, political rights civil liberties, etc.
 
What is the independent (or explanatory) variable? 

Just one: aid (ODA)

Sign

Top 2 DVs are positively correlated but note that for these (political rights and civil liberties) a lower number means better rights or liberties
Bottom 5 DVs: all negatively correlated. 
This means that in all cases: aid has a negative impact on institutions. 

Which variables are significant and what does it mean? 

Civil liberties, property rights and trade. (Aid has the affect of reducing civil liberties, weakening the legal system and property rights and results in a less open trade regime.)

Table 7
What is the dependent variable?

Real GDP per capita growth

Which institutional variables are significant?

Size of government, sound money, trade openness

Explain the ODA variable.
Aid’s impact on growth is negative but insignificant. This is because, according to the argument of the paper, ODA is affecting institutions and institutions are affecting growth. So the impact of aid is indirect or ‘through’ the weakening of institutions. 

End
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