Discussion Class

Answers

After the mid-term


Week 9 – Fiscal Policy

No discussion class on Friday as the university was closed. 



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

Why does the author say that the crisis was a “private sector failure”? (p. 1575)

It is because of excessive (short-term) private sector borrowing, not public sector (government) borrowing.  In some Latin American countries, crises occurred because the public sector borrowed too much. This was not the case for the AFC. 

Why does the author not consider it a public sector failure or “state failure”? How does the author define “state failure”? 

As noted above, the government did not borrow too much. Also, cronyism (government favoring/supporting its allies in business) did not play a significant role. 

In fact, maybe the crisis could be considered a case of state or government failure. In what way might it be?

The government liberalized financial flows (allowed more money to enter the country) in the first half of the 1990s and failed to adequately regulate banks and other financial institutions to ensure that they did not get into trouble (engage in too much risky lending). As well, the government held on to a fixed exchange rate for a long time and instead could have devalued or moved to a more flexible regime earlier. 

The author suggests that the crisis resulted from events, actions and economic changes taking place in 1995 and 1996 and even earlier. What were these factors that led to the crisis in 1997?

The factors included: (i) liberalization of the capital account; (ii) adherence to a fixed exchange rate (when the currency was becoming overvalued), and (iii) not properly regulating the financial sector.  Also, because Thailand grew rapidly in the golden decade from the mid 1980s to the mid 1990s, investors and lenders were eager to lend and invest in Thailand.

What does the author mean when he says that there was a “misallocation of investments”? (bottom p 1576)

There was a lot of lending and investment in property, which became overpriced (bubble) and caused problems when the prices collapsed (dropped). People who had borrowed money to buy property or used the property as collateral could not pay back which caused financial institutions to fail.  

Explain the four “vulnerabilities” related to the use of overseas borrowing. (p. 1576)

1. Loans not hedged against currency fluctuations: It was assumed that the government would/could maintain the fixed exchange rate.
2. Currency mismatch: Foreign money (US$) borrowed by sectors that did not earn foreign exchange (US$). In effect, ‘few dollars earned to pay off dollars borrowed’.
3. Term mismatch: Short-term loans – continuously renewed or “rolled over” – were used to finance long-term projects with long-term returns. The problem occurred when loans were not rolled over.
4. Financing the purchases of equities (in stock market) without taking the foreign exchange risk into account (which was part of the currency mismatch problem).  



Week 12 – Open Macroeconomic Management 1

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 13 – Macroeconomic Management 2

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 14 – Student Presentations

Week 15 – Student Presentations


Week 16 – Foreign Aid

What evidence does Easterly cite to show that foreign aid is not effective?

He does not provide hard evidence (data).  He suggests that (i) aid has not boosted growth and that there have been (ii) high levels of debt. Regarding debt, countries received aid in terms of loans from World Bank, IMF, and some bilateral donors but did not grow sufficiently to be able to pay off the debt and in many cases the debt had to be written off. 

What do the aid community/experts say when confronted with the evidence that aid has not worked?

The experts argued that the aid (and policy conditionality) was good but not sufficient and that additional factors needed to be addressed. 

[bookmark: _GoBack]“Although each shift in the conventional wisdom was provoked by the failure of the previous conventional wisdom, the argument was usually that previous recommendations were ‘necessary but not sufficient’ ”….“This had the effect of placing all the blame on the recipient rather than the development experts, of making the list of sufficient conditions for development ever longer, and of making the conventional wisdom nonfalsifiable” (p. 328 bottom). 

In what way are current development experts admitting that they don’t know what causes economic development? What does this mean: “One size does not fit all.”

They are saying that each country is different and therefore the same policy is not suitable for all countries. This is what is meant by “one size does not fit all” (one policy is not good for all countries). But then they don’t give an answer/solution and this is like admitting that they don’t know the answer.  

Easterly argues that: “there is little or no feedback from the poor” and not much “incentive for the aid agency to find out what works.” Why might the lack of accountability and feedback result in aid not being effective?

The poor (the people that aid is supposed to help) have no way to indicate whether the aid programs work or not.  If they could, then donors could adjust and change their programs to ensure that they do work. For its part, the aid agency has no incentive to find out what works.  They will just continue to give aid. (It is not like the private sector/market where if the products or services are not good, the producer/seller will lose customers). 

Does Easterly conclude that foreign aid should be eliminated? What does he suggest aid should focus on?

He suggests that policy based aid (in which countries are asked to change broad policies or adhere to a specific development strategy) has not been useful.  Instead, aid should focus on specific problems (diseases), sectors (health, education, water and sanitation), or groups of people (the poor).  






