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Swapping horses: Obama in Laos 
 

• ​America’s president will today visit Laos, the one 
place in Asia where the superpower has no 
influence.  

• The communist government is putting on several 
meetings, including the US-ASEAN Summit.  

• Expect silence on prickly issues and agreement on 
irrelevancies. The hosts will look for an apology 
from America for dropping millions of bombs on 
Laos during the Vietnam War.  
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From the Economist Expresso 
September 5, 2016 

• America will try to offset Laos’s close bonds with 
China by encouraging its relationship with 
Vietnam.  

• This marks a shift away from the usual route of 
building ties with Laos via Thailand. 

• The talk about how to slow the region’s drift 
towards China will be couched in discussions 
about co-operative development of the Mekong.  

• The camps will be similar to those in spats over 
the South China Sea: Laos and Cambodia in 
China’s orbit, Vietnam allied with America. 
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Back to Brexit: British politics 
 

• ​Have British politicians ever returned from their summer 
break, as they do today, to a more daunting in-tray? Within 
the ruling Conservative Party, disagreements are brewing over 
what “Brexit” should mean and how quickly it should be 
enacted. Within Labour and the UK Independence Party, 
meanwhile, ugly leadership contests, triggered by the EU 
referendum result in June, are reaching their culminations.  

 

• All parties face turbulent annual conferences in the coming 
weeks. Most challenging is the business of making Brexit 
happen. Turf wars have already broken out between the 
different ministers responsible. 
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Back to Brexit: British politics 
 

 

•  Britain’s European partners are impatient to begin 
negotiations. But Theresa May’s government wants to 
stall until it has decided what terms it should seek; 
last week she summoned ministers for a 
“brainstorming” session.  

• Mandarins predict that the task will dominate 
government for at least five years. The fallout of the 
Brexit vote will reshape Westminster—and the 
process has barely even begun. 
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Resolve to do something: G20 summit 
 

• ​A meeting of big economies’ leaders will conclude 
today with a pledge to boost global growth but little 
agreement about how to do so.  

• The Group of 20, gathering in the Chinese city of 
Hangzhou, agree on broad principles: countries 
should rely on fiscal measures, not just monetary 
easing, and should remove barriers to global trade. 
Yet consensus frays on specifics.  
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G20 summit 

 

• The International Monetary Fund has called on the G20 
to take “forceful” action, warning that 2016 will be the 
fifth consecutive year in which global growth is below its 
long-term average of 3.7%.  

 

• But America sees little urgency, Germany is wary of 
stimulus, China is slow to curb its industrial overcapacity 
and popular backlashes threaten trade talks. So expect 
more symbolism than substance out of the G20. China, 
most focused on using the pomp of the summit to 
showcase its strength, will be just fine with that. 
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Main themes 

• Premature capital account liberalization 

• Political economy of financial liberalization 

• Macroeconomic development after 1997 

• Monetary policy under the “new” exchange 
rate regime 
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Political economy of financial 
liberalization 
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Relax foreign exchange control: 
international reserves galore 

 

12 



13 

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

trillion  in 1997 
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Consensus among bankers and think-
thank economists 



15 

Don’t just blame the IMF 
The Thai elites had unrealistic dreams of 
becoming a financial center in the region 
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Intense competition by foreign banks to 
obtain BIBF licenses and hence high 

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



Premature liberalization 

• 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. 



Import-covered international reserves 
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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: BIBF 



Determinants of capital flows 
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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. 
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Output contraction, recovery, and the return to price stability 
Declining inflation, interest rates, and  slowdown in monetary growth  



Currency and financial crises in 1997-
1998  
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Economic crisis in 1997/98 

• 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. 

• The deficit became surplus by income and 
substation effects: expenditure switching and 
reducing  
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During recession ( low utilization of output capacity) 
 real wage rate was reduced; thereby mitigating the rise in 
unemployment  



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. 

• 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. 
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There is a tradeoff (negative relationship) between 
inflation and unemployment, except in 1998  with 
high inflation and high employment 

1998 
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Improving quality of bank loans when the 
economy was gradually recovering, although bank 
loan growth rate was  still negative 



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. 



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 



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. 
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Expansionary fiscal policy: Budget deficit was 
required to stimulate output growth  
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Interest rates and exchange rates 

• 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. 
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International reserves adequacy  
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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. 
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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. 
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The connection between budgets and 
current accounts 

• Cutting budget deficits is associated with 
reduced investment, greater saving and a shift 
in the current account from deficit toward 
surplus.  

• A fiscal consolidation of one percentage point 
of GDP led to an improvement in the ratio of 
the current-account balance to GDP of 0.6 
percentage points.  
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Surplus vs. deficit current accounts 

• The US  ran correspondingly large current-
account deficits, financed in part by flows of 
investment from surplus countries that 
flooded into the country’s overheating 
housing market.  

• A similar dynamic played out in miniature 
within the euro area, as core economies like 
Germany ran current-account surpluses and 
peripheral countries like Spain ran deficits. 
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German budget surpluses are bad for the global 
economy 

The Economist, Sep 3rd 2016  
 • Within the euro area, the struggling 

Mediterranean economies need faster rates of 
GDP growth to bring down unemployment and 
stabilize government debt.  

• Germany’s enormous surpluses mean that its 
households are buying less from other countries 
than they ought to.  

• That hurts the growth prospects of the periphery, 
and raises the risk of a politically induced break-
up. 
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