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FOREWORD

For the past few decades, the nature of links between financial conditions
and the real macro economy (the macro-financial link) has changed. The links
have expanded and deepened significantly due mainly to the following two
reasons. Firstly, financial liberalisation has expanded the availability of financial
products and services, increasing the connection between financial markets, which
in turn, has enhanced the channels through which financial conditions affect the
real macro economy. Secondly, financial globalisation has amplified the adverse
effect of financial contagion from one country to another, and subsequently, a
financial crisis or turmoil in one country tends to easily affect the financial markets
and the real macro economy of other countries through the above mentioned
macro-financial links. The current US sub-prime mortgage crisis is a case in
point of how the US financial crisis adversely affected, not only its domestic
financial system and economy, but also the global financial system and economy.
However, the current understanding of how the financial conditions affect the
real macro economy seems to be insufficient. In particular, it is becoming more
important to comprehend how monetary policy influences financial conditions.
In light of these issues, this study explores the implication and nature of macro-
financial links of SEACEN central bank policies and reviews the experiences
of participating countries.

The study highlights that the function of allocation of resources in some
SEACEN members has expanded and broadened beyond that of the monetary
and financial system as a whole. This suggests that monetary policy management
needs to be better coordinated and fine-tuned. The paper thus proposes that the
country-specific formulation and implementation of monetary policy should be
coordinated with financial policy. We hope that the findings and suggestions of
this study may be valuable references to central bankers and other policy makers
in the design of their respective monetary policies.

This collaborative research was led by Dr. Nephil Matangi Maskay, Director,
Research Department of Nepal Rastra Bank and concurrently Visiting Research
Economist of The SEACEN Centre, and participated by 10 country researchers
from 8 member central banks and monetary authorities. The SEACEN Centre
wishes to express its sincere gratitude to the participating member central banks
and their country researchers for actively participating in this project and preparing
the country chapters for their respective countries. They are namely, Mr. Ung
Visoth from National Bank of Cambodia; Ms. Deasy Ariyanti from Bank
Indonesia; Mr. Surendran Chelliah R. Karunairajah from Bank Negara Malaysia;
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Mr. Tin Maung Htike from Central Bank of Myanmar; Mr. Rajendra Pandit
from Nepal Rastra Bank; Dr. Veronica Batallones Bayangos from Bangko Sentral
ng Pilipinas; Mr. Chun-Nan Liao from Central Bank of the Republic of China
(Taiwan); Dr. Kajorn Thanapase, Dr. Pornpinun Chantapacdepong, and Mr. Thiti
Kedphitthaya from Bank of Thailand. We also thank Dr. Tony Cavoli, Senior
Lecturer, Centre for Asian Business, University of South Australia for reviewing
the study. The assistance of staff members of the Research and Learning
Contents Department of The SEACEN Centre is gratefully acknowledged as
well.

The views expressed in this study, however, are those of the authors and
do not necessarily reflect those of The SEACEN Centre or the SEACEN member
central banks/monetary authorities.

Dr. A. G. Karunasena July 2010
Executive Director
The SEACEN Centre
Kuala Lumpur
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EXECUTIVE SUMMARY

The macroeconomy is linked with the financial market by the latter
performing the important function of allocating resources and risks, which
facilitates overall economic growth. Importantly, the macro-financial link is closely
intertwined with monetary policy management since it contributes to fine-tuning
and making it more effective. However, fundamental changes related to both
increasing globalisation and financial development  suggest that the nature of
this link has changed significantly.

Assessing the macro-financial linkages of the eight participating SEACEN
member countries through three inter-linked perspectives, show diverse results
but generally suggest that (i) the macro-financial link in SEACEN countries
between the policy interest rate and output gap has been weak - this is despite
controlling for direct financing, globalisation, financial sector development, among
others; (ii) results point to the existence of the channel of interest rates for
monetary transmission; (iii) monetary authorities responded to the global crisis
both in terms of their domestic credit situations and also coordinated efforts
with the major participants in the financial system.

The evidence from the above three perspectives of the study, suggests that
the nature of the macro-financial links has changed. The function of allocation
of resources in the majority of the participating SEACEN members has evolved
beyond that of banking and non-bank financial intermediaries, i.e., the monetary
system. Given this finding, the paper proposes that the country-specific
formulation and implementation of monetary policy should be coordinated with
financial policy. This study also proposes that the participating SEACEN members
give greater emphasis to financial stability, as perhaps an ultimate target. More
specific recommendations are:

• Enhance coordination and cooperation with domestic players; such as with
the supervisory authority of the capital markets, etc. In this regard, it is first
essential that the present financial structure and potential future development
be assessed. Once this is done, appropriate levels of coordination and
cooperation can be tailored to countries to match their unique characteristics.
The specific modalities of this will have to be worked out but it is felt that
such will effectively pre-empt financial crisis from occurring and to mitigate
the impact of the financial crisis once it occurs.
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• Lay the foundation for coordination with international bodies, such as the
IMF etc. Again, it is essential that the present level of globalisation and
potential future levels of globalisation be assessed. Once this is accomplished,
necessary coordination can be tailored to match the countries’ unique
characteristics. This may start with information sharing, already being initiated
in the SEACEN Expert Group on Capital Flows (SEG). This can eventually
lead in the future to coordination in monetary and financial policy matters.

• Revise the monetary policy framework in this regard, paying close attention
to the country’s financial structure. This would necessitate the development
of appropriate instruments and operating targets, conditional to the above
recommendations. This may entail involvement in the process of monetary
policy formulation and implementation, namely revising the monetary policy
framework such as instruments and operating targets.
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PART I: INTEGRA TIVE REPORT

CHAPTER 1

MACRO-FINANCIAL  LINKS AND MONET ARY POLICY
MANAGEMENT

By

Nephil Matangi Maskay, PhD*

1. Introduction

An appropriate monetary policy contributes to sustainable economic growth.
Awareness of the nature of macro-financial links, which connects the financial
sector with the macroeconomy, is essential to for the optimal fine tuning of
monetary policy. However, over the last decades, the channels between financial
conditions with the real macro economy have expanded and deepened
significantly. This is due mainly to the following two reasons. Firstly, financial
globalisation, which is reflected in the world becoming more interconnected through
trade and finance, has amplified the adverse effects of financial contagion from
one country to another. Secondly, financial liberalisation has expanded the
availability of financial products and services, increasing the connection among
financial markets which in turn, has enhanced the channels through which
financial conditions affect the real macro economy.1 In this context, it is imperative
for monetary authorities to be aware of the nature of the macro-financial links
in the present changing context.

___________

*. Director, Nepal Rastra Bank, Baluwatar, Nepal and Visiting Research Economist, The
SEACEN Centre, Malaysia

Contact Details: Tel: + 977 1 4441048 (Fax) + 977 9803059409 (Mobile); E-mail:
nmmaskay@nrb.org.np , nephil_m_maskay@hotmail.com. I am indebted to Tony Cavoli
and Reza Siregar for providing valuable comments.  The views do not reflect those of the
Nepal Rastra Bank, The SEACEN Centre or SEACEN member central banks.

1. This is characterised as the spread of new financial intermediation, the wider use of financial
innovation and the expansion into nontraditional banking activities, have made the channel
more complex (IMF, 2006). In course of time this channel has been enriched to include
other asset prices namely equity prices (such as from Tobin’s q theory and wealth effects)
and housing and land price. These enhance the existing interest rate channel, and thus are
suggested to have an amplifying and propagating effect.
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While the fundamental links between the macroeconomy and financial
environment have remained the same, the episodes of financial crisis suggest
that the current understanding of how the financial conditions affect the real
macro economy is insufficient. In particular, it is becoming more important to
comprehend the channels by which monetary policy influences financial conditions.
Currently in many countries, price stability is a key objective of monetary policy
management but it is apparent from the recent US sub-prime mortgage crisis
that financial stability is also a vital part of monetary policy management.
However, the current global crisis, which is an example of how the US financial
crisis adversely affected not only its domestic financial system and economy but
also the global financial system and economy, occurred in a period of low and
stable inflation, suggesting that the focus simply on price stability may be
insufficient. Therefore, in these changing financial landscapes, the success of
monetary policy is dependent on the ability of policy makers to design monetary
policies that explicitly take into account macro-financial channels, particularly
during the emergence of financial turmoil/crisis.

This research endeavours to focus analysis on SEACEN member countries
and assess the macro-financial linkages. Of the sixteen members (for more
information, refer to the SEACEN web page at http://www.seacen.org), eight
participated in the research project (namely Cambodia, Indonesia, Malaysia,
Myanmar, Nepal, Philippines, Taiwan and Thailand) while five other member
countries (namely Fiji, Korea, Mongolia, Sri Lanka and Vietnam) responded to
the project questionnaires. A snapshot of the participating countries – specifically
the economy, population, area, geographical type - is provided in the stylised
facts of Table 1.1. The statistics in Table 1.1 show the diversity of the eight
countries’ external and financial developments, financing structure (via presence
of the stock market) and selection of targeting frameworks in 2009.

Despite this wide diversity, the monetary authorities have a common goal
(explicit or implicit) of facilitating domestic economic growth. This calls for having
optimal monetary management to provide an enabling environment in this regard.

However, over time, there is an apparent change in the macro-financial
linkages as shown by the stylised openness and financial indicators of participating
SEACEN members. Openness refers to the contribution from international trade,
which is generally of goods and services but also involves capital (portfolio)
flows or financial openness in some countries. These stylised openness indicators
are shown in Figure 1.2 which plots the mentioned indicators across time:
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Note: “-” refers to information being not available from the SEACEN country papers. 1. Economy
(in US $ dollars) in 2008; 2. Population (in millions) from country reports; 3. Area (square
kilometers) from country reports; 4. GT is Geographical type A. Island, B. Landlocked C.
Neither A or B; 5. External Integration (EI) indicator is (X of goods and services + M of goods
and services)/GDP; in 2008; 6. Financial Development (FD) indicator is the ratio of total credit
of commercial banks and other deposit-taking banks to the private sector by nominal GDP in
2008; 7. Presence of stock exchange and year of establishment; 8. Monetary Framework in 2009
from country reports. Source: Country Reports (SEACEN 2010 a – h)

Table 1.1: Stylised Country Statistics of
Participating SEACEN Member Countries

Figure 1.1: Stylised Openness Statistics of
Participating SEACEN Members
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Two-pieces of information stands out: firstly, over time there are different
magnitudes of trade integration with the global economy; secondly, that only
some have participated in financial trade, reflected in financial openness. With
regard to financial liberalisation, which is reflected in financial development, the
perspective of financial deepening, proxied by the broad money (M2) to GDP
and private sector credit (CRE) to GDP, along with that of financial broadening,
proxied by the contribution of indirect financing that is equity and bonds to GDP,
is taken. These stylised financial statistics are shown in Figure 1.2 which plots
the trends of the afore-mentioned financial indicators:

Source: Country Reports (SEACEN 2010 a – h)

Figure 1.2: Stylised Financial Statistics of
Participating SEACEN Members
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Source: Country Reports (SEACEN 2010 a – h)

The trends highlight that structural changes are occurring in the financial
system. Six of the participating members have some level of financial sector
deepening (except for Cambodia, where no stock exchange exists, and the
Philippines, where there is little contribution from indirect financing). The
contribution to the remaining countries in terms of indirect financing are similar
(Taiwan) if not greater (Malaysia and Thailand) than the measure of CRE to
GDP.  In  the case of Nepal, there is growing contribution of indirect financing
shown by the increase in the measure of indirect financing over the period from
2004 to 2008, by 5.79 times, and rapidly moving towards the level of CRE to
GDP. These stylised financial indicators suggest that there are significant changes
taking place in the financial markets.

What changes have there been in terms of the macro-financial linkages and
what implications does this have for monetary policy in the SEACEN countries?
The motivation for this research study is to understand the nature of the macro-
financial linkages in the region, to ensure that the most appropriate monetary
policies will be implemented. In this regard, three interlocking perspectives were
taken and these were developed into three main questions namely: (1) what is
the assessment of these linkages in participating SEACEN countries? (2) what
is the assessment of the monetary transmission of interest rates in participating
SEACEN countries?; and (3) what are the responses of SEACEN monetary
authorities to the present global crisis? Based on the above three enunciated
questions, the project proceeds in a qualitative and quantitative manner whereby
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country chapters are contributed by country economists2 from the eight
participating SEACEN member countries. This chapter integrates all eight country
papers.

The structure of the report encompasses four parts excluding this introductory
section. Section 2 discusses on the macro-financial linkages and monetary
management. The third section discusses the three perspectives for assessing
the macro-financial links in the SEACEN countries. The fourth section provides
some policy recommendations and ends with concluding remarks.

2. Macro-financial Link and Monetary Policy Management

2.1 Macro-financial Link

The macroeconomy and the financial environment are closely linked. At a
fundamental and basic level, the financial markets efficiently allocate resources
and risks to facilitate wealth accumulation, which leads to overall development
and growth. This relationship was, perhaps, first articulated by Schumpeter in
1911.

Another strand of literature emphasises the role played by financial
development in reducing the cost of external financing by firms. Informational
asymmetry or transaction costs make internal financing cheaper than external
funds (as cited by Aziz, 2008 in Myers and Majluf, 1984). Financial development,
thus, reduces these informational asymmetries and transactions costs. The most
well known formalisation of this relationship is the McKinnon-Shaw hypothesis
that government restriction by repressing financial development, adversely affects
both the level of investment and productivity and thus overall growth. This
argument has been reformalised in various ways (as cited by Aziz, 2008 in
Bencivenga and Smith, 1991; Greenwood and Jovanovic, 1990; and Pagano,
1993), but the overall theme is the same.

One way the link can be characterised is via the textbook IS-LM analysis
of the real and monetary sector, where changes in the interest rate, i.e. the cost
of funds, leads to an opposite change in national income via allocation of

___________

2. They are: Mr. Ung Visoth from National Bank of Cambodia; Ms. Deasy Ariyanti from
Bank Indonesia; Mr. Surendran Chelliah R. Karunairajah from Bank Negara Malaysia; Mr.
Tin Maung Htike from Central Bank of Myanmar; Mr. Rajendra Pandit from Nepal Rastra
Bank; Dr. Veronica Batallones Bayangos from Bangko Sentral ng Pilipinas; Mr. Chun-Nan
Liao from Central Bank of the Republic of China (Taiwan); Dr. Kajorn Thanapase, Dr.
Pornpinun Chantapacdepong, and Mr. Thiti Kedphitthaya from Bank of Thailand.
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investment since an interest rate rise means a rise in the cost of funds and thus
a reduction in national income. Thus, the link connecting the real sector with the
financial markets can be characterised via the efficient allocation of scarce
resources and risks.

2.2 Monetary Management

Monetary policy is formulated to take advantage of the macro-financial
link. As most of the sources of financing in the past had come from the banking
and non-bank financial intermediaries sector, i.e. the monetary system, the focus
of monetary policy was accordingly on this area. This narrow focus on the
monetary system, allows the respective monetary authorities to simplify and
highlight the various channels of monetary policy, as shown in Table 2.1.

Table 2.1: General Monetary Framework

The above description of the major channels (namely narrow credit channel;
broad credit channel; wealth channel; interest rate channel; and exchange rate
channel) of monetary policy, allows the respective monetary authorities to fine-
tune their monetary policy management. The configuration used by monetary
policy makers is reflected in the well known monetary framework provided in
the Figure 2.1 below:

___________

3. Sterilisation refers to a Central Bank altering domestic credit in an equal and opposite
direction relative to any variation in foreign exchange reserves so as to prevent the monetary
base from changing.
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This framework moves from instruments in the “arsenal” of the monetary
authorities, such as the policy rate (e.g., the bank rate in the control of the
monetary authority), to the goals and ultimate target, such as economic growth,
price stability, etc. As mentioned above, the formulation and choice of the
monetary framework, is based on the nature of the macro-financial link. The
targeting framework, e.g. monetary aggregate, interest, exchange rate or inflation
targeting helps guide monetary policy management in the attainment of the ultimate
goals.

While doing this exercise with regard to determining the optimal monetary
framework, it is important to keep in mind that the strength and appropriateness
of this transmission mechanism will vary from country to country, depending on
the different levels of financial development and/or levels of external integration.
An example of how results vary by country is provided by Patat (2007, p.1)
who stated “the wealth effect is less important in the Euro-area than in the US
as the equities market is less developed and the role of institutional and non-
resident investors more decisive”. This observation suggests that while the flow
of funds is important, the factor which influences varies. Thus in the US, where
it is suggested that wealth rather than the income effect predominates, the interest
channel is less effective due to financial innovations, especially  securitization.

Figure 2.1: Transmission of Monetary Policy

Source: Kutnner and Mosser (2002)
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2.3 Empirical Literature

Rudenbush and Svenson (1999; now RS, 1999)4 looked at the macro-financial
link and the relationship between the real interest rate and the macroeconomy
- e.g. the marginal (contractionary) influence of the real interest rate on the
output gap of the macroeconomy, as demonstrated by the following equation:

       ; (2.1)

Where:

α (wt) = α r

and

β3 (wt) = β3<1,

With:

q yt = the percentage gap between actual real GDP and potential
GDP

q = interest rate (quarterly average federal funds rate at an annual
rate)

q = inflation rate (four quarter inflation in the GDP chain-weighted
price index)

As stated by RS (1999, p. 207) “the third term (e.g. β3) is a simple
representation of the monetary transmission mechanism, which, in the view of
many central banks, likely involves nominal interest rates (e.g., mortgage rates),
ex ante real short and long rates, exchange rates, and possibly direct credit
quantities as well”. They conclude that this equation appears to be a workable
approximation of the various intermediate transmission mechanisms, which suggest
that it can represent the macro-financial link. The authors use US data from
1961:1 - 1996:2 and run a dynamic regression (e.g. an OLS-AR2) on the above-

___________

4. Which is an extension of Johansen and Juselius (1994)
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mentioned representation. The authors determine that β3 is (0.10), which is
statistically significant at the 5% level of confidence. The results suggest that
there is the presence of a macro-financial link in the US and that monetary
management has been effective in influencing the output gap.

However, the aforementioned changes in the macroeconomic and financial
environment, namely globalisation and financial sector development, suggest that
the channels connecting the macroeconomy with the financial markets, i.e. the
nature of the macro-financial link, has changed. In this regard, Estrella (2002)
extend RS (1999) to look at the degree of securitization and how this has affected
the transmission mechanism of monetary policy. The author does this by
conditioning the intercept term and β

3 in (2.1) by S
t
 , securitized home mortgages

to the value of all, home mortgages (in percent); this results in:

α
 
(w

t
) = α

1 
+

 
α

2
S

t
 and β3,1 (wt) = β3,1 + β3,2St

(2.2)

The changing nature of the macro-financial like has been further highlighted
with the global crisis which originated in the US housing market. Mangal
Goswami, Andreas Jobst, and Xin Long (2009; now as GJL, 2009) extended the
above equation further by including a number of control variables (as explained
further down) and found that securitization has, indeed, contributed to weaken
monetary policy in the US.

This result is not really surprising. Gray, Merton, Bodie (2007, p.4) stated
that the existing monetary frameworks are “ill-suited” for analysis since focus
is limited to the monetary system. To address this deficiency, they have proposed
the contingency claims analysis (CCA) framework. Such criticism of the monetary
framework has spurred activities in the monetary authorities of developed countries
and they have attempted to broaden analysis through measures such as using
macroprudential indicators  and focus on financial stability -  a salient example
in this regard is the International Monetary Fund’s “Global Stability Report”.

In this regard, Houben, Kakes and Schinasi (2004) have gone one step
further and proposed a framework for ensuring financial stability. While there
are a number of definitions for financial stability, Schinasi (2004, p.8) proposed
a definition of financial system stability as follows – “A financial system is in
a range of stability whenever it is capable of facilitating (rather than impeding)
the performance of an economy, and of dissipating financial imbalances that
arise endogenously or as a result of significant adverse and unanticipated events”.
This broader definition moves beyond that of the monetary system, which simply
focuses on   “individual banks of the banking segment of the financial system,
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but the system in its entirety and the linkages from the financial system to the
real economy” (Woolford, 2001, p.30). However, the question remains if such
analysis is appropriate for SEACEN member countries?

3. Assessment of Macro-financial Link in SEACEN  Countries – Three
Perspectives

The assessment of the macro-financial link in SEACEN countries is based
on three inter-linked perspectives: (i) from the perspective of the overall
relationship of the link of monetary policy and the macroeconomy; (ii) from the
perspective of the monetary transmission channel of interest rate; and finally
(iii) from the perspective of and the response of monetary authorities and key
actors to episodes of global crisis. In this regard, this Section is divided into
three parts along the lines of the above mentioned perspectives, with each
comprising of brief literature review followed by a working model, empirical
exercise ending with a discussion on the empirical findings. This Section then
closes with a synthesis section of the results from the three inter-linked
perspectives.

3.1 Assessment of the Macro-financial Link in SEACEN Countries –
An Overall Perspective

3.1.1 Literature Review

As previously mentioned in the previous section, GJL (2009) extended the
model of RS (1999) to address the growing level of financial development in the
US. The assumption is that access to direct financing, has reduced the strength
of financial intermediation (which is commonly characterized by indirect
financing). In this regard, GJL (2009) examined whether securitization, a direct
source of financing, has impacted the strength of the macro-financial link. GJL
(2009) conditions include both the intercept term and β

3  
in (2.1), on the ratio of

securtization S
t
, defined as the home mortgage rate to the value of all home

mortgages (in percent). Conditioning the intercept term and β
3 
in (2.1), as shown

in 2.2 and repeated below, results in:

α
 
(w

t
) = α

1 
+

 
α

2
S

t
 and β3 (wt) = β3,1 + β3,2St

(3.1.1)

The authors also introduced additional control variables (CV) which is an
attempt to control for variability and allow for interest elasticity and its interaction
effects. The alternative models introduced S

t
 and adjusted the base model by

introducing CVs which affect both the intercept and slope of the regression.
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The two CVs used by GJL (2009) are the financing ratio F
t
5 and credit growth,

which is defined as      where κ is private sector credit. GJL (2009)

then tested for the stochastic properties of the time series, such as whether the
series have long term memory etc, which are then addressed.6

The authors ran (2.1) modified by (3.1.1) and found that securitization
activities dampen the interest rate elasticity of output in the US. The authors
use US data covering the span of 1970:3 - 2006:4 and show that the coefficient
of the interaction between securitization and the real interest rate has a
consistently positive and significant contribution. This implies that controlling for
the relative share of securitized mortgages reduces the traditionally negative
relation between output gap and real interest rates; this result is robust when
controlling for other variability as mentioned above. The same methodology is
also applied by the authors to the emerging market of South Africa. While GJL
(2009) used the same base regression, the authors modified their alternative
model by replacing the securitization ratio S

t,
 with a dummy variable S

t
’, which

registers the existence of securitized issuance at time t, so that:

α
 
(w

t
) = α

1 
+

 
α

2
S

t
 and β3 (wt) = β3,1 + β3,2St

(3.1.2)

The authors also found that the growing use of mortgage securitization in
South Africa had, to some extent, eroded the general sensitivity of real output
to monetary policy.

3.1.2 Working Model

Given the above discussion, where the presence of securitization dampens
the elasticity of real interest rate, this study utilises the methodology of GJL
(2009) on participating SEACEN members to assess the macro-financial link.

___________

5. This reflects the changing level of direct financing (i.e., equity, bonds, commercial paper
or other capital-market based sources of external funding, with securitized issuance excluded)
relative to indirect (or intermediated) financing (i.e., bank loans to the non-financial private
sector, with household loans excluded)

6. All the time series are found to be stationary. However S
t
 is found to be integrated of order

one. To address this, GJL (2009, p. 15) introduced a time trend t to control the “continuously
increasing securitization on the relation between changes in output gap and monetary policy.”

‘ ‘
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As shown in Table 1.2, the diversity in SEACEN members’ FDs stands out.
Furthermore, participating SEACEN members, baring Taiwan, do not have a
significant experience with securitization.

Given this situation where the majority of members have no experience
with securitization, the study looks at the presence and effect of direct financing
through the capital market, which provides an alternative source of financing.
In this regard, the variable EB is constructed as the ratio of the sum of both
the market capitalization of equity markets (equity[marketcap]) and that of bonds
to nominal GDP; so that:

(Equity[marketcap] + bonds)
EB = (3.1.3)

GDP

Along the lines of GJL (2009), two versions for each country are estimated:
the first is the base case (labeled below as Model 1); with the second being
alternative cases (Model 2 and 2a as GJL (2009) but modified using EB). The
choice of which alternate model is used (either Model 2 or 2a), is determined
by the country researchers based upon their specific country situations. Analysis
is done in both cases to determine if there is a significant effect of EB on the
strength of monetary policy (i.e. the elasticity of the real interest rate).

Model 1: the base case as expressed in (2.1) where α
 
(w

t
) = α

1 
and

β3 (wt) = β3,1. Thus α
 
(w

t
) = α

1 
is simply the intercept and β3 (wt) = β3,1 is

simply the coefficient of the interest rate.

Model 2: Elasticity varying with EB ratio where (2.1) is enhanced such

that  ;  the

first term represents the intercept and the EB variable (3.1.3) while β3   is
the coefficient of the interest rate, conditioned by the term EB and the
CVs. The CVs represent growth of private sector credit κ to GDP (as per
GJL (2009) above) which controls for the relative importance of the credit
channel to growth of aggregate demand (also as a proxy for financial sector
development), variables such as (1) openness in trade sectors, defined as

 which controls for globalisation and greater trade integration;

and (2) other variables as necessary such as dummy for country specific
shocks etc.



18

Model 2a: Elasticity varying with EB dummy where (2.1) is  enhanced

such that

or   ; the variables are same as those described above but

EB’ is now a dummy variable.

3.1.3 Data and Empirical Testing

Based on the discussion of the above empirical methodology, each country
has five series. There are namely (i) output gap (the difference of real GDP
and potential GDP7); (ii) real interest rate (the difference of the policy interest
rate and inflation); (iii) EB (Equity [marketcap] + Bonds)/Nominal GDP; (iv)
EB (Year of establishment of stock exchange); (v) openness (the ratio of external
trade to GDP); and (vi) credit growth. Each country paper uses only five time
series since a choice is made regarding either time series (iii) or (iv). The span
and frequency of the data used in the regression are provided in Table 3.1
below:

Source: Country Reports (SEACEN 2010 a – h)

Table 3.1: Data Span and Frequency

___________

7. Calculated by HP filter.

Six of the eight countries participated except for Cambodia and Philippines.
Additional to determining the span of the individual country trends, country
researchers have also examined their stochastic properties using standard tests
such as the augmented Dickey-Fuller (1981) test etc. A summary of this is
provided in Table 3.2.
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Table 3.2: Order of Integration of Time Series

Source: Country Reports (SEACEN 2010 a – h)

The series are identified as being both stationary as well as non-stationary.
Nonetheless, the individual country researchers have addressed those, generally
by taking first differences, to ensure that the time series are behave appropriately.

The study proceeds to run empirical exercises using OLS as an AR
representation (the number of lags chosen is determined by the country
researchers). After necessary diagnostics and corrective itineration by the country
researchers, regressions are run based on Model 1 and either Model 2 or 2a.
While the regressions are run step-wise, whereby the results of each variable
are shown, Table 3.3 provides a focused summary of the empirical results of
Model 1 and either Model 2 or 2a of macro-financial linkages in participating
SEACEN countries. For the prior, the result is simply the elasticity of the real
policy rate while for the latter, the result is provided by the elasticity of the real
policy rate and its interaction with the EB variable (for detailed results, refer
to the country chapters).
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Table 3.3: Empirical Results of Macro-financial
Linkages in Participating SEACEN Countries

Note: Two countries, namely Cambodia and Philippines did not participate in the exercise and
their relevant boxes are filled with a “-”. For the second model, the participating countries either
used model 2a or 2b. The leftover choice is filled with a “-”.Note: The results are based on
the submitted and approved reports from participating SEACEN members. The results from
Model 2 and 2a provide the results of the full model such that interest and elasticity varying
with EB and, if available, OPEN and K, and joint test effect of EB, OPEN and K. Significance
refers to the standard 5% level of significance. For detailed results please refer to the SEACEN
country papers. Source: Country Reports (SEACEN 2010 a – h)

3.1.4 Discussion on Findings

In general, the results of the participating SEACEN members point to
consistency with the theoretical and the empirical sign for the relation between
real policy interest rate and output gap. In Model 1, the coefficient for all
participating SEACEN members has a negative sign. This suggests that the real
policy interest rate has an inverse relationship with the macroeconomy. However,
this coefficient, in most cases turned out to be either statistically and economically
insignificant or statistically significant but economically insignificant. This is the
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case for Nepal and Taiwan. However, (with the exception of Malaysia) in
Indonesia, Myanmar and Thailand, it was found that the elasticity is significant
but not economically so, being about 10, 20 and 20 times smaller respectively
than the elasticity coefficient found in RS (1999) for the US. The minor effect
of the real policy interest rate on the macroeconomy suggests that monetary
policy in its traditional mode, has not been significantly effective.

Enhancing the regression equation with inclusion of EB and CVs for
globalisation and financial sector development, does not substantially affect the
above-mentioned result. This is the case for Indonesia, Malaysia and Taiwan
where the interaction of the real policy rate and measure of indirect financing
is found to be insignificant. Surprisingly for Nepal, the coefficient for interest
rate is significant albeit with a positive sign while being economically insignificant
– it is more than 38 times smaller than the elasticity coefficient in RS (1999)
for the US. For Nepal, the interaction of the interest rate with EB also proves
to be statistically insignificant. For Myanmar, which does not have a stock
exchange, the interaction of the real policy rate and financial development indicator
is examined. However, the coefficient of the interaction term is insignificant.
This suggests that  financial sector development in Myanmar has not had an
effect on the effectiveness of the real policy interest rate.

While openness in itself has an effect on the output gap (e.g. financial
openness in Malaysia and trade openness in Indonesia), this is not the case for
the interaction term of the variables representing globalisation with the real policy
interest rate. This suggests that the channel by which the external economy
affects the macroeconomy is not through the policy interest rate.

The results consistently show that over the period, the formulation of
monetary policy has either not been able to influence the performance of real
output or was statistically significant but had an economically insignificant effect.
This suggests that the macro-financial link was not so effectively captured in
the process of monetary policy formulation.

However, it is noted that during times of crisis, there is generally a statistically
significant contribution to the elasticity of the real policy rates. This is the case
for Malaysia and Taiwan where crisis dummy variables are included for the
prior tech bubble and the present global crisis while for the latter, in addition to
the two mentioned, a dummy for the SARS episode is included. This contrast
with Indonesia, where a crisis dummy is introduced for both 1998 and 2005, but
was found statistically insignificant. This may reflect a significant change in the



22

policy rate in response to a shock to the economy, thus having a magnified
effect.

While the above observations are derived from the empirical results, the
regression also looks at the coefficient between the output gap and the real
policy interest rate. The stylised financial indicators in Figure 1.1 suggest that
financial development has expanded the sources of financing from the traditionally
indirect sources, i.e. deposit taking financial institutions, to include direct sources
such as the stock and bond market. However, manipulating these does not
significantly affect the results, highlighting the possibility of the existence of a
so-called “residual”, the unexplained component of the financial system greatly
influencing the results. It is possible that there are other forms of alternative
financing or sources of credit, which are beyond the regulated markets, namely
indirect and direct financing sources.

Nevertheless, one criticism of the estimation formulation may be that the
focus is on the monetary sector only. This is evident as the relationship of the
policy interest rate is taken with the economy as a whole. To further explore
the above results and the connectivity of the policy interest rate in the monetary
system, the following Section analyses the monetary transmission channel of the
effectiveness of the policy rate on affecting market rates, i.e. the interest rate
pass-through exercise.

3.2 Assessment of the Macro-financial Link in SEACEN Countries –
Perspective of Monetary Transmission Channel of Interest Rates

This Section explores one of the main pathways of monetary policy as
described earlier in Table 2.1 - the interest rate channel. This channel is important
since commercial rates influence the real economy via cost of capital and
investment. All participating SEACEN members, except for Cambodia,
acknowledge the importance of this channel in addition to others such as credit,
exchange rate, asset and expectations; and use the policy rate as either an
instrument or as an operational target. Similarly, a major source of financing of
these economies is via the banking and non-bank financial intermediaries sector.
In this regard, this Section evaluates the influence of the policy interest rate on
market interest rates, i.e., the interest rate pass-through in the participating
SEACEN member countries.
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3.2.1 Literature Review

There is vast literature measuring the interest rate pass-through. However,
the methodology for estimating this relationship has evolved. Previous papers
have used the methodology of the dynamic multiplier method, which involves
estimating a simple dynamic model where the relevant growth of the market
rate is regressed on lagged values of itself and the growth of a policy rate.
However, one drawback of such a specification is the loss of long-run information
about the level of the variables. This deficiency is addressed by incorporating
both short-term and long-term information in an error-correction framework.
The relation between the market and policy rates can be described by:

(3.2.1)

where im is the market rate, ip is the policy rate, α is a mark up, and β reflects
the demand elasticity of market rates with respect to policy rates. With perfect
competition in the loan market, an elasticity of β greater than 1 suggests that
there is competition in the loan markets. Relatively elastic demand would signal
that bank credit is not rationed. In such a setting, banks would want to lend
money to both low- and high-risk borrowers, equalising returns on both types of
lending by charging risk-adjusted rates to the high-risk borrowers. Hence, the
risk adjustment in the rate may on average, cause market rates to react more
than one-to-one to changes in the policy rate. On the other hand, relatively
inelastic demand (an elasticity β lower than 1) is likely to be found when banks
have substantial market power, either because no close substitutes for bank
loans exists, i.e., when capital markets are underdeveloped, or because of the
structure of the market for bank loans (De Bondt, 2002 as cited in Tieman,
2004).8 Relationship (3.2.1) is a standard representation used by many authors
to examine the relationship between the market and policy rates.9

___________

8. A wide range of factors influence the structure of the market, such as the degree of state
ownership of the banking sector, and the degree and form of regulation, including market
entry restrictions and menu costs.

9. For example, this relationship was examined by Tieman (2004) who used monthly data
over the span January 1995 to February 2004 to examine the pass-through effect in Romania,
Czech Republic, Hungary, Poland, the Slovak Republic, and Slovenia; Antão (2009)
usedmonthly data from 1990 to 2002 in Portugal while Charoenseang and Manakit (2007)
used monthly date from June 2000 to July 2006 for Thailand.
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Relationship (3.2.1.), however, does not touch on the issue of timing. Market
interest rates will not react instantly to changes in the policy rate. Even though
banks will quickly adapt their short-term lending rates, medium- and long-term
rates will react more slowly, or not at all, as they are primarily guided by
expectations of future short-term rates. Moreover, average lending rates will
adapt only gradually, as new loans replace old ones. These considerations point
to a gradual adjustment of market rates to the new policy rates. Therefore,
equation (3.2.1) should be interpreted as valid only in the long–run.

The long-run nature of equation (3.2.1) suggests a model in which equation
(3.2.1) can be seen as a long-run equilibrium relationship, around which short-
term dynamics abound. Such an approach is well-established in the literature.
Engle and Granger (EG, 1987) suggest a two-step approach in which the long-
run relationship is first fitted in levels, while the second step involves regressing
the first differences of the dependent variables on their lagged values and lagged
deviations from the long-run equilibrium relationship. This approach is labeled as
error correction, and is warranted as long as the dependent and explanatory
(independent) variables are cointegrated, i.e., both are non-stationary but there
exists a linear combination of these series which is stationary. In general, interest
rate series would not be expected to be non-stationary, as they normally do not
exhibit a long-term trend. In developing economies, however, one might expect
interest rate series to exhibit a declining trend as the process of development
takes hold and the problem of inflation is reined in. This would imply that these
series are integrated of order 1 (i.e. I(1)). To establish this hypothesis, the paper
performs unit root tests on the series by applying the augmented Dickey-Fuller
(1981) test on the individual series. In case both the policy rate and the market
rate are I(1), the series may be cointegrated, which is subsequently tested using
both standard EG as well as the Johansen (1988, 1991) statistical tests. When
a cointegrating relationship is found, the suggested interpretation of equation
(3.2.1) as a long-run equilibrium relationship, around which short-term dynamics
abound, is justified from a statistical point of view. Thus, an error-correction
model (ECM) specification is appropriate.

However, the ECM specification for interest rate pass-through has been
specified differently by different authors. For example, Tieman (2004) specifies
his ECM as:

(3.2.2)
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On the other hand, Charoenseang and Manakit (2007) specify their ECM
as:

(3.2.3)

Likewise Antão (2009) specifies her ECM as:

(3.2.4)

In her terminology, r
i
 is the retail rate and r

s
 is the market rate. As before,

where u
i,t-1

 is the lagged residuals from individual cointegrating regressions, this

would be   . The residuals ε
i,t 

are assumed to be iid(0, σ2 ). The

term γ
i
u

i,t-1
 captures the adjustment towards equilibrium and a significant negative

γ
i
  is consistent with the series being cointegrated. The error correction parameter

γ
i 
is the speed of adjustment and shows how much of the gap created by a

change in the money market interest rate is closed in one month. It should be
noted that in contrast to the above ECM formulations with a single lag, Antão
(2009) determines the optimal lag length by utilising the standard Schwarz
Information Criterion (SIC).

Despite the differences in the specification of the ECM, the coefficient γ
3

(or γ
i
) has a similar interpretation and indicates the speed of adjustment of the

short-run dynamics to the long-run equilibrium relationship. For all cases, this
coefficient can be interpreted as a signal of the effectiveness of the interest
rate instrument of monetary policy: a higher value of the coefficient signals a
faster market response (i.e. adaptation) and hence a more effective first step
in the interest rate channel of monetary transmission.

Here, ∆ is the difference operator, and the equation states that the first difference
of market interest rates,     , depends on its own one-period lag,     , the
deviation from the long-run relationship in the last period,                   , and
a constant, γ

1
. In such an ECM, the coefficient γ

3
 indicates the speed of

adjustment of the short-run dynamics to the long-run equilibrium relationship.

where ∆ is the difference operator, and the equation states that the first difference
of market interest rates,    , depends on contemporaneous      , the deviation
from the long-run relationship in the last period,                 , and a cons-
tant, γ

1
.



26

In some cases, a long run relationship between the policy and the market
interest rates, will not be found. In these cases, a simple dynamic multiplier will
be employed and  the equation is as follows.

(3.2.5)

where  is
 
market interest rates; is the policy rate; and γ is the coefficient

of pass through. One example of this is Disyatat & Vongsinsirikul (2002) who
looked at the case of Thailand.

3.2.2 Working Model

There are two models for this exercise based on the determination whether
the policy rate and market rate share a long-term relationship. If a long-term
relation exists, (3.2.2) is utilised while  in  the absence of a long-term relation;
(3.2.5) is utilised.

3.2.3 Empirical Exercise

A quick scan of the participating SEACEN countries suggests that there is
a wide range of experiences for interest rate determination. On the one extreme
is Myanmar where interest rates are controlled and on the other extreme are
Philippines, Taiwan and Thailand where market forces play a large role. In
Cambodia, a dollarised economy, interest rates are also determined by market
forces.

Five of the eight countries participated in the exercise with the exception
of  Cambodia, Myanmar and Philippines. For the exercise, two types of data
are used: the policy rate and the different market rates. The á priori  is generally
the same instrument for the eight countries – the policy rate. The latter on the
other hand are a wide spectrum of rates as described in Table 3.4.
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Table 3.4: Statistics of Interest Rates

Note: 1. “Policy Rate” is the column heading for country specific policy rates; 2. “Market Rate”
is the various commercial rates; 3. “Data Span & Frequency” refers to the span of the data
and their frequency.
Source: Country Reports (SEACEN 2010 a – h)

Based on the above Table for both policy and market rates, the times series
test underwent  the determining order of integration. Subsequently, they were
tested pair wise for a long- term relationship (i.e. cointegration). A snapshot of
the empirical results is provided in Table 3.5:

Table 3.5: Integration Test

Integration tested by standard ADB while cointegration tested generally by Johansen.
Source: Country Reports (SEACEN 2010 a -h)
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Based on the results in Table 3.5, all countries used (3.2.2b), except for
Malaysia and Taiwan which did not find a long-term relationship between the
policy and market rate. In this case (3.2.5) was utilised. The results of the
interest pass-through exercise on participating SEACEN members is provided
in Table 3.6.

Table 3.6: Results of Pass-through Exercise

Note: “*”, “**”, “***” are significance level respectively at 10%, 5% and 1% .
Source: Country Reports (SEACEN 2010 a – h)

3.2.4 Discussion on Findings

In general, the empirical exercise suggests that the monetary transmission
channel of the interest rate is effective in a significant manner i.e., the policy
rate influences the market rates. In Malaysia and Taiwan, the elasticity of growth
of the policy and the market rates is statistically significant, while in Indonesia,
Nepal and Thailand, the elasticity coefficients of the levels of the policy and
market rates are statistically significant. In Nepal, the elasticity of the market
rates with respect to the policy rate is about 3 times that of Thailand. For Thailand,
an interest rate differential exists, based on the usage of the uncovered interest
rate parity. This result suggests that there is a small response of the bilateral
exchange rate with USD (SEACEN (2010 h)).
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Despite the measure of statistical significance, the magnitude of
the coefficient suggests a slow speed of adjustment of the commercial rate
to the policy rate. To put the results in perspective, the ECM value of
Romania (Tieman, 2004) differs from Nepal by a magnitude of 15 times
while for Thailand by a magnitude of 3 times. This means that the short-
term responsiveness of the commercial rates to the policy rate is sluggish
which may suggest the efficiency of the financial system. However, the
magnitude of the coefficient for Romania is similar to that of Indonesia. The
magnitude of the coefficient may reflect the frequency of data used - Tieman
(2004) used monthly data while the SEACEN countries, except for Indonesia
and Thailand, used quarterly data. However, the lower frequency of data in the
Nepal case would suggest that the adjustment coefficient is larger rather than
smaller!

To a certain extent, this observation further suggests that monetary authorities
effectively utilised the interest rate channel to affect market rates, initial impact
of which is seen in the monetary system. The next Section looks at response
of monetary authorities to crisis to obtain an indication of the channels of macro-
financial linkages.

3.3 Assessment of the Macro-financial Link in SEACEN Countries –
Perspective of Response of Monetary Authorities to Impact of Global
Financial Crisis

This Section looks at the response of the respective monetary
authorities to the impact of the ongoing global crisis. As the effect of the current
global crisis is heterogenous, relatively more detailed examination will be
undertaken for a sub-sample of crisis hit countries with a synthesis for the final
part.

3.3.1 Literature Review

While there are different channels by which a financial crisis affects the
real economy, a current view is that the credit channel is an important one. As
highlighted by Mishkin (1996), a financial crisis reduces credit flow since it
“sharply and severely increases asymmetric information problems...so that
financial markets are no longer able to efficiently channel funds to those who
have the most productive investment opportunities” (p. 15). Thus, during the
period of financial crisis, the information problems lead the financial markets to
reduce their allocation of credit. Bayoumi and Melander (2008) used this macro-
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financial channel as an explanation for the ongoing crisis which started in US.
They looked at “the banks’ capital/asset ratio on lending standard, the link with
consumer credit, mortgages, and corporate loans, and the corresponding
components of private spending (consumption, residential investments and business
investments)”. They also highlighted the feedback loop through balance sheets
of banks, firms and households. In their discussion, the authors’ expressed the
following conceptual model:

Figure 3.1: Conceptual Framework of Crisis

 

(Source: Bayoumi and Melander, 2008)

Using the above model, the authors estimated the effects of a negative
shock on banks’ capital/asset ratio on lending standards, which in turn affect
consumer credit, mortgages, and corporate loans, and the corresponding
components of private spending (consumption, residential investment and business
investment). They also allowed for feedback from spending and income to bank
capital adequacy and credit and hence, the full credit cycle is examined. Looking
at the framework, the authors found that an exogenous fall in the bank capital/
asset ratio by one percentage point reduces real GDP by some 1½ percent
through its effects on credit availability, while an exogenous fall in demand of
1 percent of GDP is gradually magnified to around 2 percent through financial
feedback effects. Thus this framework suggests that domestic lending standards
via the flow of bank credit, is a way by which GDP is affected.

Similarly, two of the SEACEN country papers utilised the credit channel to
model and simulate how bank lending standards has an impact on GDP. The
Philippines country paper uses a macroeconometric model approach. This adds
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and re-specifies an existing dynamic, structural, and quarterly economy-wide
macroeconometric model of the Philippines to examine the bank credit channel.
The empirical results indicate that the bank credit channel matters in the monetary
transmission mechanism of the Philippines. Specifically, bank capital, loan
provisioning and lending standards are found to have significant effects on the
lending activity by banks.10 As concluded by the paper “These findings suggest
that the effects of monetary policy in the Philippines can be propagated by the
banking sector depending on its liquidity position” (SEACEN, 2010). Likewise,
the Thailand country paper uses a Vector Error Correction model using four
variables of credit, investment, income and BIS ratio to show that a relationship
exist between bank credit and income, with feedback effect via the BIS ratio,
back to bank credit. As stated in the paper “A one standard error shock to bank
lending would decrease investment by about 0.25 % in 10 months and the shocks
persist. The impact on income is more drastic, an exogenous and negative credit
shocks are associated with a fall in investment of around 0.6 %” (SEACEN,
2010).

However, the ongoing global crisis is an example of how crisis spreads to
other countries. As a contributor to the global crisis, Cetorelli and Goldberg (2008)
looked at the bank lending channel in the US. They found evidence that the
lending channel is weakened in globally-oriented banks since they rely on “internal
capital market with their foreign affiliates to smoothen domestic liquidity shocks”.
This also contributes to the propagation of liquidity shocks by affiliated banks
abroad. This channel, taken in the extreme, also leads to cross-country spread
of crisis, e.g. contagion, via the balance of payments - this is seen in most of
the regional/global crisis of the recent past. The Thailand country paper
(SEACEN, 2010) looks at the spillover of international financial risk to Thailand
employing a Dynamic Conditional Correlation multivariate GARCH model. The
results of the paper generally indicate the presence of large volatility spill-over
of broad credit (more than simply bank credit).

Three main areas were focused on for the country reports: (i) the inflation
situation of the country; (ii) the response of the monetary authority; (iii) the
coordination measures among the various players in the financial system, if any.

___________

10. The total demand impact of an increase in bank lending is the sum of various effects in
the money supply, Treasury bill rates, personal consumption and investment, all of which
have significant impact on aggregate demand. In addition, the empirical results indicate a
feedback loop from aggregate demand to bank credit through the financial accelerator
mechanism.
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3.3.2 Response to Global Crisis

Having discussed the bank credit channel and how both globalisation and
financial sector development have contributed to comprehending the crisis, focus
is now turned on the participating SEACEN members ( Table 3.7).

Table 3.7:  Some Recent Indicators of
Participating SEACEN Member Countries

The statistics suggest that the nature of the impact has been heterogeneous
as reflected in the different overall growth rates of the participating SEACEN
economies. The individual country reports take this observation one step further
and give a deeper analysis of impact. The eight countries can be divided into
two groups -  those with non-significant or mixed impact from the global crisis
and those with a significant impact from the global crisis. There are four countries
in the first group namely, Indonesia, Myanmar, Nepal, and Philippines and four
in the second group namely Cambodia, Malaysia, Taiwan and Thailand. As the
study looks at the response of crisis, the focus is on the second group of countries.

Note: “-” refers to information not found in either the country reports or questionnaires.
Note: 1. “Inflation” 2. “GDP Growth” at constant prices; 3. “Impact” assessment of global
crisis from country reports; 4. EI is (X+M)/Y in 2008, Source: Country Reports (SEACEN,
2010)
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Cambodia: (1) The inflation rate in Cambodia during 2007 and 2008 was
14% and 12.5% respectively. (2) The response of the National Bank of Cambodia
(NBC) was more towards the “demand side rather than supply side pressure”
with the introduction of a package of monetary and financial measures. These
included (a) increasing the reserve requirement ratio from 8% to 16%, for foreign
currency deposits (the ratio has recently been reduced to 12% amid the
downward risk to economic growth); (b) introducing a 15% ceiling on commercial
bank credit to the real estate sector; (c) introducing internal and external auditing
for banks; (d) enhancing the capital base through the increase in minimum capital
requirement; (e) improving the classification of banks assets and provisioning;
(f) improving the valuation of collateral used for bank lending; (6) strengthening
credit information sharing system; (g) strengthening the system for implementing
reserve requirements; (h) strengthening bank liquidity management; (i)
strengthening corporate governance of banks and financial institutions; and (j)
continued strengthening of the banking system through rigorous implementation
of on-site and off-site inspections and supervision. The measures are aimed at
addressing the rising inflation and strengthening the soundness of the banking
sector.  (3) In addition to these actions by NBC, there was coordination with
the fiscal policy of the Royal Government of Cambodia to maintain financial
stability and enhance confidence. The country report (SEACEN, 2010 a) did not
indicate coordination with other domestic or international players.

Malaysia: (1) Malaysia during this time experienced low inflation – in 2007
inflation was 2%, which slightly increased in 2008 to 5.4%, in part to monetary
loosening, leveling off  in 2009:Q1 to 3.7%. (2) The response of Bank Negara
Malaysia (BNM) was to implement a loose monetary stance  with various efforts
directed towards ensuring access to credit by all sectors of the economy. These
efforts included: (a) intensifying efforts to strengthen the capacity of financial
service providers to better support the needs of businesses; (b) establishing two
new financing schemes to assist businesses in enhancing their efficiency and
productivity as well as to manage their cash flow difficulty; (c) establishing the
Integrated Contact Centre to have in place avenues for borrowers encountering
financing difficulties to seek assistance; (d) setting up of Danajamin11 to support
___________

11. Danajamin Nasional Berhad is Malaysia’s first Financial Guarantee Insurer and is AAA-
rated. Danajamin was established in May 2009, as part of the RM60 billion stimulus
package announced by the Government of Malaysia on 10 March 2009. Danajamin has an
issued and paid-up capital of RM1 billion with a capacity to underwrite policies of up
to RM15 billion.  They provide financial guarantee insurance to issues of private debt and
Islamic securities. Their mission is to facilitate capital-raising by Malaysian companies
from the capital markets by providing financial guarantee insurance to protect the holders
of private debt securities against any missed payments or defaults. They are licensed under
the Insurance Act 1996 and are regulated and supervised by Bank Negara Malaysia.
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corporations in raising funds in the bond market by providing credit enhancements
to viable businesses. (3) In addition to these actions by BNM and the Ministry
of Finance, they together with their counterparts in Singapore and Hong Kong
announced on 16 October 2008 that all deposits will be fully guaranteed by the
Government through the Malaysia Deposit Insurance Corporation until December
2010. Going forth, the Monetary and Financial Stability Committee (MFSC) of
the Executives Meeting of East Asia-Pacific (EMEAP) Central Banks12 had
put in place an integrated regional surveillance and crisis management framework
to assist EMEAP economies in addressing concerns arising from the crisis that
affects regional countries. This cooperative framework provides a key platform
for the region to share information and assess the impact of the evolving global
financial crisis on regional economies and the implications for central banks in
the region. These suggest that BNM’s measures was coordinated with the
Ministry of Finance along with both domestic and international players.

Taiwan: (1) Taiwan during this time experienced a period of low and stable
inflation – in 2007 inflation was 1.8%, which slightly increased in 2008 to 3.53%,
in part to monetary loosening, but decreased in 2009:Q1 to 0%.  (2) The response
of the Central Bank of the Republic of China (Taiwan) (CBC), Taiwan’s central
bank, was to pay close attention to the liquidity conditions of financial institutions
to maintain financial stability. The measures being taken are: (a) lowering the
policy rate and required reserve ratios: the CBC cut policy rates seven times
by a total of 237.5 basis points, since September 2008. In addition, in response
to deteriorating economic and financial developments at home and abroad, on
18 September, the CBC reduced required reserve ratios on NT dollar deposits,
with an estimated effect of injecting liquidity worth NT$200 billion; (b) expanding
repo facility operations: from 26 September 2008 onwards, the CBC expanded
Repo facility operations to ensure sufficient sources of liquidity for financial
institutions; (c) relaxing requiring funds of banks: the  CBC announced that it
allowed banks to use certificates of deposits issued by the CBC or redeposits
with the CBC to borrow collateral loans or request early withdrawals whenever
needs arise; (d) providing preferential housing loan programme: on 22 September
2008, the CBC joined other government agencies to provide Preferential Housing
Loan Programme worth NT$200 billion to help homebuyers and support the
sluggish housing market. (3) In addition to these measures by CBC, other domestic
stakeholders, namely the Government and the Financial Supervision Commission,
were also involved in coordination activities to maintain financial stability and
enhance confidence. There was no coordination with international players.

___________

12. A dedicated committee compromising of 11 central bank deputies in the East and Asia and
Pacific region.
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Thailand: (1) Thailand during this time also experienced a period of low
and stable inflation (headline) – in 2007 inflation was 2.2%, which slightly
increased in 2008 to 5.5%,  due in part to monetary loosening, decreased in
2009:Q1 to -0.29%.  (2) The response of Bank of Thailand (BoT) to the crisis
to ensure the smooth functioning of the Thai financial system included (a)
providing a blanket deposit guarantee, which was supposed to end in August
2008  but has been extended for another period of 3 years up to August 2011.
This helped bolster depositors’ confidence and maintain a level-playing with banks
in other countries; (b) ensuring that there was ample liquidity in the money market.
For example, during the period that USD liquidity tightened following the drying
up of USD liquidity overseas, the BoT conducted additional sell-buy swap
transactions to provide more USD liquidity in the market, which proved
instrumental in stabilising the money market; (c) monetary policy has been
substantially eased. In December 2008, with the risk of growth surging
significantly whilst risks of inflation subsiding, the MPC decided to lower the
policy interest rate by 100 basis points from 3.75% to 2.75%. The extensive
monetary easing continued until mid 2009. In the first three meetings of the
year, the policy rate was cut in a series by 75, 50 and 25 basis points. It was
in May when the MPC assessed that monetary policy had been substantially
eased and the policy rate of 1.25% was sufficiently low to be maintained at that
level. Subsequently, the policy interest rate of 1.25% was maintained throughout
2009. (3) The BoT had also coordinated with domestic commercial banks as
well as with international actors (regional central banks as well as IMF) to
maintain financial stability and enhance confidence. In addition to these, the
Government of Thailand undertook measures to cushion the impact on the real
economy13 .

3.3.3 Discussion on Findings

Despite the four SEACEN members facing a similar slowdown in the growth
rate of output, there was a diversity in monetary responses. For example,
Cambodia tightened monetary policy while Malaysia, Taiwan and Thailand
loosened monetary policy. Each of the four countries responded with a
prioritization of its own internal situation.

___________

13. The measure taken by the Government of Thailand was a Fiscal Stimulus Package which
introduced two fiscal stimulus programmes to soften the adverse effects of the global
economic downturn and to revive the domestic economy. The first stimulus package or SP1,
was composed of tax measures and supplementary budget to restore short-term confidence
by boosting domestic consumption. The second stimulus package or SP2 focused on enhancing
the country’s competitiveness in the medium-term (FY2009-2012) by investing in various
projects ranging from small to mega-projects.



36

The actions of the monetary authorities suggest that there is general
agreement that the problem was due to liquidity and that the solution was to
address it through monetary policy credit measures. For Cambodia, this resulted
in a tightening of credit conditions in the banking sector, while for Malaysia,
Taiwan and Thailand, there was a loosening of credit conditions. Except for
Thailand, where monetary measures were focused on the banking sector, the
response of Malaysia and Taiwan were for a broader credit focus.14

In all the countries, measures were undertaken by both their respective
monetary authorities and governments. However, in the case of Malaysia, Taiwan
and Thailand, there were additional levels of coordination. In Malaysia and
Thailand, there was implicit involvement of the capital markets but explicit
coordination with external actors. In Taiwan, there was also explicit coordination
with domestic actors, but none for external actors.15 This result is surprising
given that Taiwan has the highest level of EI in 2008.

It is also observed that some countries with a high economic impact also
had low and stable inflation levels - e.g. Taiwan which suffered the largest
decline in output of -8.61% in 2009:1Q, had the lowest inflation level in 2007
and 2008 at 1.8% and 3.53% respectively. It was closely followed by Malaysia
and Thailand as well as Korea (from the questionnaire response). At first glance,
this suggests a contradiction, since those countries that had a low and stable
inflation environment were considered to have positive performance. However,
this relationship warrants more in-depth analysis since it may reflect a  relationship
with the openness indicator. Malaysia, Taiwan and Thailand have the highest
External Indicator in 2008 of all the participating countries at 169.4, 122.8 and
150.5 respectively – this is suggestive evidence that the countries are more
exposed to contagion effects. Thus given the above impact, it is not so surprising
that Taiwan also has the highest external indicator in 2008.

3.4 Synthesis of Findings

The three inter-linked perspectives give information on the existing macro-
financial links in the SEACEN countries.

___________

14. Fiji, Mongolia and Vietnam, the members in the questionnaire, also focused on bank credit.
However,  Korea focused on broad credit.

15. This was also the case for Korea where there was coordination with both internal and
external actors.
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There is either a statistically and economically insignificant link or a
statistically significant but generally an economically insignificant link between
the real policy rate and the output gap. The findings suggest, in general, that
monetary policy via the real policy rate over the period is not so economically
effective in affecting the macroeconomy by means of reducing the output gap.16

This finding is plausible given the extent of globalisation and financial sector
development. However, this result does not significantly change even with direct
financing as well as inclusion of other control variables as mentioned above.
The result points to the nature of the financial system having changed substantially
where the present monetary instruments are unable to fully affect the sources
of financing in the macroeconomy. An implication of these results is that monetary
policy via the traditional monetary channel namely that of interest rate,
has not been effective in affecting the whole macroeconomy of the
participating SEACEN member countries.

Interestingly during the period of crisis, the results suggest that monetary
policy is not effective – this is seen in the significant coefficients of dummy
variables for both Malaysia and Taiwan. While this came out in the regression
as the policy rate, the measures taken by the SEACEN monetary authorities
with regard to credit conditions, suggest that the credit channel may be more
important during times of crisis. In this regard, Mishkin states that proponents
of this channel describe it as “amplifying and propagating conventional interest
rate effects” (Mishkin, 1996, 18) where both are closely intertwined. It is no
surprise that during the period of crisis, this channel seems to predominate.

Looking at the monetary channel of the interest rate, however, suggests
that there is significant pass-through, with the policy rate being able to affect
the market rates. This suggests that the respective central banks are effective
in this regard. However, the limitation that focuses simply on the bank and non-
bank financial intermediaries is noted, e.g. the monetary system. Thus by
eliminating the monetary system, both perspectives taken together suggest
that the financial system has expanded and broadened beyond the present
monetary system but this has not been internalised in the monetary policy
management process.

___________

16. There is an alternative interpretation for this empirical result: that monetary management
has been very effective at stabilising the output gap; the findings of the results are all
consistent with this explanation. Unfortunately, the data quality and quantity preclude the
use of sophisticated methodology for participating SEACEN members to test this
observation. However, there are consistent results in member countries.
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The responses of the monetary authorities to the global crisis partially
acknowledge that there are different players in the financial system beyond
those in the banking and non-bank financial intermediaries sector. The respective
monetary authorities addressed both credit conditions and coordinated with
respective stakeholders (domestic but at times also international). This is in line
with the prior results of the significant contribution of monetary policy during
crisis. The country studies suggest that the authorities  responded more to the
domestic situation rather than the external situation. This may be attributed to
the genesis of the crisis where it originated externally.

4. Policy Recommendations

The evidences from the above three perspectives of the study suggest that
the nature of macro-financial linkages has changed. This study suggests that the
function of allocation of resources in the majority of the participating SEACEN
members has expanded beyond that of the banking and non-bank financial
intermediaries sector, e.g. the monetary system, in the majority of participating
SEACEN member countries.

The paper thus proposes that the participating SEACEN members give greater
emphasis to financial stability, as perhaps an ultimate target, which necessarily
implies that the formulation and implementation of monetary be coordinated with
financial policy. More specific recommendations include the following:

• Enhance coordination and cooperation with domestic players, such as with
the capital markets supervisory authority etc. In this regard, it is essential
that the present financial structure and potential future development be
assessed. Once this is done, appropriate levels of coordination and
cooperation can be tailored to the country to match its unique characteristics.
The specific modalities of this will have to be worked out but it is felt that
this will effectively pre-empt financial crisis from occurring and to mitigate
the impact of the financial crisis once it occurs.

• Lay the foundation for coordination with international stakeholders such as
the IMF etc. Again, it is essential that the present level of globalisation and
potential future levels of globalisation be assessed. Once this is done, the
coordination if necessary, can be tailored to countries to match their unique
characteristics. This may start with information sharing, as already initiated
with the SEACEN Expert Group (SEG) on Capital Flows. This can
eventually lead in the future, to coordination in monetary and financial policy
matters.
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• Revising the monetary framework, paying close attention to the country’s
financial structure. This would necessitate that there be development of
appropriate instruments and operating targets. These developments are
conditional on the above recommendations. This may entail involvement in
the process of monetary policy formulation and implementation, namely
revising the monetary framework such as instruments and operating targets.

5. Concluding Remarks

The study attempts to provide a better understanding of the changing nature
of the macro-financial linkages. Given the diverse levels of openness and financial
development, it is difficult to make generalities. Nonetheless, the study tentatively
concludes with the observation that a broader definition of the financial sector
is necessary, which takes into consideration the unique characteristics of the
SEACEN members.

There are a number of limitations and caveats: (i) the integrative nature of
the report, with SEACEN members having a wide range of data quality and
quantity as mentioned above, may not have fully captured all country insights;
(ii) there are some caveats on the economic indicators, for example, for the
measure of potential output in the output gap and there are alternative measures
beyond the standard measure used in this study; (iii) while the study does not
focus on interaction of asset prices (such as inflation performance) and monetary
policy tasks, this is an important issue which can be a subject for further
exploration - this important point was made in Cavoli (2010) who has also suggested
that the exchange rate regime be controlled; (iv) there are also some technical
limitations due to the varying levels of financial development which have a direct
impact on the use of techniques for addressing problems such as simultaneity.
It would also be ideal to be able to test the robustness of these results as a
regular practice. These caveats point to areas of further research in this important
area of monetary policy management.
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CHAPTER 2
MACRO-FINANCIAL LINKS

AND MONETARY POLICY MANAGEMENT IN CAMBODIA

By

Ung Visoth1

1. Introduction

It was remarkable that Cambodia experienced high economic growth and
strong political stability during the last decade. The new Royal Government of
Cambodia (RGC) resumed its duties with a firm commitment and determination
to further accelerate development and the implementation of comprehensive
reform.

The global financial crisis made the Cambodia’s economic outlook uncertain.
The recent financial turmoil has severely affected the US, EU, Japan, Korea,
including many other medium and smaller countries. The shocks from the global
financial crisis reverberated across many developed and developing countries.
Cambodia, being a small country with an open economy, is very exposed to
external influence.

Its economic growth, which was estimated at 6.7% in 2008, is expected to
decline in 2009. The economic slowdown is mainly due to: (i) reduction in external
demand (the US slowdown, in particular, will have a significant impact on the
textile sector, which, in turn, is likely to result in a considerable drop in the
national exports); (ii) uplifting of safeguard measures by the US on China’s
garment exports; (iii) decline in tourism activities caused by lower income and
less spending on holidays and traveling; and (iv) weakening of the performance
of the construction sector, affected by a weakened global economy leading to
the reduction in foreign direct investment (FDI).  Cambodia’s agriculture sector,
however, is expected to maintain its good performance but this sector is not
strong enough to be an engine of growth.

___________

1. Deputy Division Chief, Balance of Payments Statistics Division, Economic Research and
Statistics Department,vNational Bank of Cambodia. The views expressed in this paper are
those of author and they do not necessary represent the official position of the National
Bank of Cambodia.
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Following the introduction in Section 1, Section 2 describes the background
of the National Bank of Cambodia (NBC). Section 3 highlights its general policy
for monetary management. Section 4 reviews the trends in the macroeconomic
data. Section 5 focuses on monetary policy management and the macroeconomy.
Section 6 identifies the impact of the global crisis on the real economy. The
conclusion, including the major issues and policy recommendations, are presented
in Section 6.

2. Background of the National Bank of Cambodia

During the Khmer Rouge regime, Cambodia’s banking system was
completely destroyed. The NBC building was bombed to the ground and the riel
banknotes were abandoned. Following Cambodia’s liberation from the Khmer
Rouge on 7 January 1979, the NBC was re-established on 10 October 1979.

As Cambodia’s monetary authority, the NBC re-issued new riel banknotes
on 20 March 1980, with the support of the allied countries. The riel banknote
issuance was strongly supported by the public. The riel banknotes served payment
settlement and gave rise to banking activities and the state budget system.

The NBC gradually reformed the banking system since 1989. The provincial
and municipal banks were simultaneously transformed into specialised provincial
and municipal banks. The function of the state budget cashier was transferred
to the Ministry of Economy and Finance in late-1991. Foreign investment made
its appearance in the banking sector in Cambodia in mid-1991.

The NBC also contributed effectively in restoring the standard of living and
in alleviating massive starvation after Cambodia’s liberation through its credit
policy focusing on solidarity groups and state-owned enterprises. The NBC’s
credit policy contributed in promoting economic activities, including agriculture,
fishing, handicraft, industry and trade.

From the nation-wide general elections in 1993, Cambodia’s banking system
was restored, with the establishment of 32 commercial banks under its domestic
laws. The banking system was transformed from a mono-banking system to a
two-tier banking system by separating the functions of the central bank from
commercial banking activities. This required the NBC to strengthen its role and
to improve its management capacity in supervising and regulating the commercial
banks.
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3. General Policy for Monetary Management

The NBC, the central bank, does not use direct monetary instruments. The
interest rate is completely liberalised, and there are no quantitative restrictions
on bank lending. The indirect tools of monetary policy, such as reserve
requirements and refinancing facilities, have been introduced to avoid distortion-
inducing credit controls. Given the lack of instruments, the monetary authority
has successfully used foreign exchange interventions to regulate riel liquidity
and to smooth fluctuations in the exchange rate. Restrictions were imposed on
monetary financing of the budget deficit to control the creation of base money.

3.1 Foreign Exchange Rates

Cambodia has a very liberal foreign exchange control regime designed to
encourage international trade and support the confidence of foreign investors.
The NBC has adopted a managed floating exchange rate regime. At present,
the NBC sets a daily official exchange rate as well as the rate set by the
parallel free market. The official rate is maintained within about 1% of the free
market rate and is used only for official transactions. The US dollar auction is
made in order to realign the fluctuation of the exchange rate caused mainly by
psychological factor. The NBC has no intention to intervene to resist the
downward pressure on the exchange rate, except in circumstances of disorderly
market movements.

3.2 Interest Rates

The scope of NBC’s monetary policy is very limited. No interest rate is set
as benchmark because of the dollarised economy. The inflation target has not
been announced, but the monetary target has been set with assistance from the
International Monetary Fund (IMF). It is noted that the NBC determined a
refinancing base interest rate of 0.5% per month or 6% per year for the riel
refinancing for commercial banks in order to allow the banks more flexibility to
set their interest rates since January 2002.

4. Trends in Macroeconomic Data

4.1 Real GDP Growth

In 2008, the performance of Cambodia’s economy was generally satisfactory,
with the GDP growth of around 6.7% despite the pressure of high oil price and
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soaring food prices since the end of 2007. Normally, looking at the quarterly
data, the economic activities would usually contract slightly in the second quarter
due to their seasonality and pick up during the third and fourth quarters. However,
the economy declined notably in the second quarter of 2008 with the negative
growth as high as -8.2% of GDP (affected by high energy and food prices,
compounded by the uncertainties of the pre-election period), then it recovered
up to 7.3% of GDP in the third quarter partly owing to: (i) policies introduced
to mitigate the adverse effect of soaring food and petroleum product prices in
order to curb inflation, (ii) political stability following the general election at the
end of July 2008, and (iii) surge in the agriculture activities during the harvest
season. However, the impact of the financial crisis that had erupted in the US
and spread outwards to the advanced economies during the second semester
started to influence Cambodia’s economy in the fourth quarter, resulting in
negative growth of -3.6% of GDP, in contrast historically to the economic
performance of the fourth quarter which is typically strong.

Figure 1
Quarterly Real Growth Rate

Source: National Institute of Statistics

In 2008, the economic performance was characterised by two key features:
(1) the agriculture sector played a substantial role in maintaining GDP growth
as other sectors contracted negatively, affected by external factors; and (2)
fiscal tightening, combined with ongoing reforms in public finance, have provided
fiscal space for the authorities to address the immediate issue of soaring inflation
driven by oil and food price shock.

During the last five years (2003-2007), the average growth rate was 10.6%,
reaching its peak at 13.3% in 2005. The growth rate was 10.8% in 2006, 10.2%
in 2007 and 6.7% in 2008. The growth rate is predicted to decline further in
2009. The significantly slower growth in the coming years appears to be part
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of the business cycle, which at the same time is compounded by the impact of
the global financial crisis.

Figure 2
Economic Growth Rate 1994-2008

Source: National Institute of Statistics

4.2 Exchange Rates

Despite the global financial crisis, the local currency has remained broadly
stable. The exchange rate of the riel against the US dollar moved largely within
the range of 4,000 riel and 4,143 riel per US dollar. The riel depreciated around
1.1% in May 2009, as compared to the same period of last year, and it
depreciated around 0.8% between end-May 2009 and end-December 2008.

Source: National Bank of Cambodia

Figure 3
Exchange Rate Movement
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4.3 Inflation

Year-on-year (YoY) change in the overall consumer price index reached its
peak of 35.6% in May 2008, and continued to fall declining to 12.5% at the end
of 2008 and to 6.2% in February 2009. The decrease in year-on-year inflation
was largely a result of the slowdown in global fuel and commodity prices. Inflation,
excluding food price, declined to 6.7% in December 2008 and 4.1% in February
2009, from a year peak of 22.3% recorded in August 2008.

4.4 Monetary Aggregates

In 2008, broad money (M2) increased by 548.2 billion riel (4.8%) from a
stock position of 11,310.7 billion riel as of end-December 2007 to 11,858.9 billion
riel as of end- December 2008. The rise in broad money (M2) was mainly due
to the expansion in currency outside banks of 305 billion riel (15.3%) coupled
with the growth in foreign currency deposits of 136.8 billion riel (1.5%), whereas
time and saving deposits and demand deposits increased by only 63.8 billion riel
(52.7%) and 42.5 billion riel (68.3%), respectively. The increases in foreign
currency deposits were reflected in increases in term deposits of 1,145.2 billion
riel (41.4%) and demand deposits of 149.9 billion riel (6.5%), while savings
deposits decreased by 1,049.1 billion riel (23.2%).

Figure 4
Consumer Price Index

Source: National Bank of Cambodia
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The monetary development was characterised by further improvement in
local business and foreign investor confidence in the Cambodian economy and
the banking sector. It also mirrored the increasing use of banking services and
the deepening of financial intermediation within the economy with the rising
number of financial service providers, the continuous modernisation of payment
services in several large commercial banks, and government encouragement
under the public finance management reform programme for people to use
banking services.

4.5 Interest Rates

Since 2000, Cambodia’s banking sector continuously experienced relatively
large excess reserves, while the growth in banks’ lending also recorded sharp
acceleration in June 2008. Such rapid expansion was viewed as a source of the
surge in domestic demand in the recent period. To deal with the increasing
inflationary pressure, the NBC increased the minimum reserve requirement ratio
for foreign currency deposits from 8% to 16%, effective from July 2008.
Meanwhile, the credit risks in the international markets continued to rise and the
global credit crunch seemed to affect capital inflows into Cambodia, which in
turn put pressure on liquidity in the local banking sector. As a result, the deposit
rates generally increased while the lending rates declined.

The weighted average interest rates on 12-month deposits showed a gradual
increase from December 2006, and posted a noticeable increase in August 2008.

Source: National Bank of Cambodia

Figure 5
Structure of Money Supply
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The rates on riel and US dollar deposits, which accounted respectively for 6.4%
and 4.8% as of end-2006, increased to 7.1% and 4.9% in December 2007, and
continued to increase to 7.7% and 6.3% in December 2008.

Figure 6
Interest Rate Movements

Source: National Bank of Cambodia

During the same period, the weighted average lending rates on 12-month
lending went down steadily. The lending rates of riel and US dollar decreased
from 23.1% and 16.7% in December 2006 and down to 22.4% and 15.8%,
respectively, in December 2008.

4.6 International Reserves

The international reserve position has been favorable and doubled during
the last three years, from US$1.1 billion in December 2006 to US$2.15 billion
in December 2008, which was sufficient to finance about 3 months of imports.
It took 12 years for Cambodia’s gross foreign reserves to increase from US$100
million in 1994 to US$1 billion in 2006.
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4.7 Balance of Payments

Cambodia’s balance of payments for 2008 is estimated at an overall balance
in surplus of US$345.1 million, a decrease of US$67.7 million (or 16.4%), as
compared to the overall surplus balance estimated for 2007. The decreased
surplus was mainly due to an increase of US$486.0 million (or 69.7%) in the
balance on capital and financial account, while the current account balance deficit
(excluding official transfers) increased by US$542.1 million (or 74.0%). The
ratio of the current account balance deficit (excluding official transfers) to gross
domestic products (GDP) was 12.3% in 2008, as compared to 8.5% in 2007.

 Figure 7
Gross International Reserves 1999-2008

Source: National Bank of Cambodia

Figure 8
Trade Balance 1999-2008

Source: National Bank of Cambodia
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The current account balance exhibited a deficit of US$1,275.0 million in
2008, an increase of 74.0%, compared to the previous year’s deficit. This
increased deficit was mainly due to increases of 32.1% and 17.6% in the deficits
of the balance on goods and net income, respectively. During the year, net service
surplus decreased 4.4% while net private transfers decreased 2.7%.

In 2008, the domestic exports amounted to US$4,423.7 million, an increase
of US$549.8 million (or 14.2%) compared to the previous year’s exports. The
main contributing factors to this increase were the increases of US$64.2 million
and US$485.6 million in garments and other domestic exports, respectively.
Garment and textile exports rose 2.2% as compared to an estimate of 7.9% for
2007. The main reason for this lower growth of garment exports was the global
financial crisis which resulted in reduction of foreign demand, especially garment
imports into the US. Furthermore, the US and the EU are planning to remove
the restricted access of China’s imports of garments in early 2009. This will
lead to a great challenge for Cambodia’s garment industry. During the year,
other domestic exports increased US$485.6 million (or 52.1%). The main
contributors of the increase were the increases in price of paddy rice, furniture,
fish, rubber and other agriculture products.

During the same period, the estimate of retained imports was valued at
US$6,296.5 million, up US$1,007.3 million (or 19.0%) on the estimate for 2007.
The key contributor to this growth was an increase of US$576.7 million (or
42.8%) in petroleum imports, which accounted for 30.6% of retained imports.
The other retained imports such as imports of garment materials and other
products rose 2.0% and 15.7%, respectively.

Net service surplus was US$587.2 million in 2008, down US$27.1 million
(or 4.4%) on the previous year’s surplus, resulting from an increase of US$100.2
million in service receipts while service payments to non-residents increased
US$127.4 million. The increases in receipts of travel and transportation services
were the main contributors. Because of the ongoing implementation of open-sky
policy of the Royal Government of Cambodia, which allows for direct international
flights to Siem Reap, the number of foreign visitor arrivals increased to 2,159,771
visitors, as compared to 2,015,128 visitors in 2007. South Korea remained the
leading country, which accounted for 14% of the total foreign visitor arrivals in
Cambodia, followed by Vietnam (10%), Japan (8%), US (7%) and China (6%).
During the year, the net income account deficit was US$408.7 million, an increase
of US$61.1 million (or 17.6%). This increased deficit resulted from an increase
in investment income remitted to non-residents.
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In 2008, the balance on current account and capital account recorded a
deficit of US$789.2 million, as compared to the previous year’s deficit of US$243.6
million. The net official transfers recorded an inflow of US$485.8 million, down
US$3.5 million (or 0.7%) on a net inflow of US$489.3 million for 2007, reflecting
official development assistance that the Royal Government of Cambodia obtained
from its development cooperation partners, multilateral and bilateral. Foreign direct
investment registered a net inflow of US$794.7 million, down 8.3% on a net
inflow of US$866.2 million for the previous year. Of this net inflow, direct
investment in banks and non-banks sector amounted to US$344.1 million and
US$450.6 million, respectively.

5. Monetary Policy Management and the Cambodian Macroeconomy

5.1 Monetary Framework

Monetary policy is one of the tools among the instruments, regulations and
measures established by the NBC to manage cash flow, cash circulation and
maintenance of purchasing power of cash issued by the NBC. The NBC’s main
responsibility is to conduct monetary policy in the Kingdom of Cambodia.
According to Article 3 of the Law on the Organisation and Conduct of the
National Bank of Cambodia, “the principle mission of the Central Bank is to
determine and direct monetary policy aiming at maintaining price stability in order
to facilitate economic development within the framework of the Kingdom’s
economic and financial policy.”

5.2 Banking Sector

Cambodia’s financial sector remains competitive. The rapid increase in
deposits in the commercial banks testifies to the growing public confidence due
to the transparency of financial sector policies and investment levels in the sector.
In response to the global financial crisis, measures have been taken to recapitalise
banks and financial institutions, improve audit, strengthen supervision and ensure
liquidity of the banking system.

As of July 2009, the banking sector of Cambodia consisted of 27 commercial
banks, of which 5 are foreign bank branches and 22 are locally incorporated;
6 specialised banks, of which one is a state-owned bank and 5 are privately
owned; 20 licensed microfinance institutions (MFIs); and 2 representative offices
from the Standard Chartered Bank and the Vietnam Bank for Agriculture and
Rural Development. In June 2004, there were only 14 commercial banks, 3
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specialised banks, and 9 licensed microfinance institutions. During the last five
years, the increased number of banking institutions and the modernisation of
banking products and services have contributed to an improvement of
intermediation in the banking sector. Below are some of the key indicators of
the banking system in Cambodia.

5.2.1 Liquidity and Solvency

The banking system has remained healthy and sound since its restructuring
in 2000. According to Figure 9, the balance sheet structure of the banking sector
registered a slight shift, as total equity to total assets increased to 22% in 2008
from 17% in 2007. This increase was due to the additional capital contribution
from six new banks in 2008, including five commercial banks and one specialised
bank. The liquidity ratio decreased to 81%, but remained above the regulatory
limitation of 50%. It appears that rapid credit expansion and slow deposit growth
has put pressure on liquidity in the banking system.

Since Cambodia is a cash-based economy, rapid credit disbursement resulted
in less liquid assets as deposits grew at a slower pace. The solvency ratio went
up to 28% in 2008 from 24% in 2007. The improvement in equity and net worth
of the banks was due to additional capital of new banks and existing banks,
pushing up the solvency ratio. The newly established banks are likely to have
a higher solvency ratio than the existing banks.

Figure 9
Liquidity and Solvency Ratios

Source: National Bank of Cambodia
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5.2.2 Non-performing Loans

In 2008, the ratio of non-performing loan was at 3.7% (see Figure 10),
which is considerably low in light of the rapid credit growth in the banking system.
One of priorities of the NBC is capacity building that includes on-the-job training
in domestic and overseas. In the meantime, many initiatives have been made to
streamline prudential regulations consistently with the international practice. A
new classification on credit classification and provisioning has been adopted for
implementation and will provide a better tool for portfolio assessment. The
technique for credit review is also being transferred from the most experienced
bank examiners from developing countries to the NBC’s young but capable
supervisors.

Figure 10
Non-performing Loan and Loan to Related Parties

Source: National Bank of Cambodia

According to Figure 10, loans to related parties remained relatively stable
at less than 2% of net worth, below the prudential limitation of 10%, resulting
from strict enforcement of prudential regulations.

5.2.3 ROA and ROE

The return on assets (ROA) was stable at 2.9% as compared to the last
two years. The prominent earning assets of banks are mostly loans, which
represent about 58% of total assets. The following earning assets are deposits
with the NBC which accounted for 23% of total assets. As the financial market
is underdeveloped, particularly with regard to the adequacy of interbank market,
banks invest their funds as deposits with the NBC to earn interest. Hence, the
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efficient use of assets to make earnings is significant from lending activities. On
the other hand, the return on equity (ROE) for the banking system declined to
13.1% in 2008 from 16.6% in the previous year. The establishment of six new
banks operating in 2008 was a main factor for this decline, as these banks made
losses during their initial operations. However, the ROE ratio remains at a
satisfactory level.

Figure 11
ROA and ROE

Source: National Bank of Cambodia

5.2.4 Credit to Private Sector

The NBC took swift action to support local economic development by
facilitating credit flow in the economy. The cap on credit to the real estate
sector was abolished and the reserve requirement was reduced to 12% in early
2009. In the meantime, only customer deposits were subject to the reserve
requirement, while bank’s placement and borrowing of funds were excluded
from the reserve requirement. The technique for reporting and monitoring reserves
was also amended to provide more flexibility for banks in managing their liquidity.
The issuance of these new classification requirements notwithstanding, the NBC
took initiatives to ease banks’ liquidity pressure to provide more room for them
in extending credit to customers as well in injecting more funds to stimulate
economic growth.

The lifting of the 15% ceiling imposed on the real estate sector does not
imply that the supervisory authority is subjecting banks to more exposure in real
estate risk. The banking community at large had already recognised the risk
inherent in real estate investment and largely agreed with the requirement to
adopt adequate procedures to mitigate the risks. A few banks closely dealing
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with real estate investment and residential mortgage financing have been closely
monitored. By the end of 2008, credit exposure to the real estate sector in the
banking system accounted for 7.5% of the total portfolio, while credit to the
construction sector was recorded at 7.9%.

Figure 12
Credit Classified by Industry in 2008

Source: National Bank of Cambodia

Over the medium to long term, the government is committed to implement
the measures identified in the Financial Sector Development Strategy 2006-2015.
This document updates and revises the Vision and Financial Sector Development
Plan for 2001-2010, which was formulated by the Royal Government of Cambodia
working closely in conjunction with the ADB technical team in December 2001,
to address the priorities and sequencing over the period of 2006-2015. The
priorities include improvement of prudential regulations, payment system and
supervision, strengthening of on-site and off-site inspection, and capacity building
for professional staff.

5.3 Government Sector

In 2008, the fiscal position remained strong as the result of public financial
reform initiated since 2004. The budget revenue increased to the highest level
of 12.4% of GDP, compared to the previous years. Prudential fiscal policy, by
rationalising spending priority and creating fiscal space for specific government
intervention, mitigated the impact of the economic and financial crisis. As a
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result, the expenditure was maintained at the level of 14.8% of GDP, the current
budget surplus amounted to 3.9% of GDP and the overall budget deficit (excluding
grants) reduced to 2.2% of GDP. In the context of the current global financial
crisis, and given our long-term development objectives, the budget envelope for
2009, stated in the law for financial management 2009, was prepared to support
and stimulate growth.

Domestic revenue increased by 31.6% to 5,290 billion riel in 2008 from
4,021 billion riel in 2007. The increase was mainly due to: (i) the growth in tax
revenue, which rose by 30.4% to 4,430 billion riel from 3,397 billion riel during
the same period; and (ii) an improvement in collection of non-tax revenue, which
increased by 27% to 781 billion riel in 2008 from 615 billion riel in 2007.

Figure 13
Government Budget as Percentage of GDP

Source: Ministry of Economy and Finance

The improvement in revenue performance is opening up fiscal space for
higher expenditures in agriculture, irrigation, roads, and energy, as well as for
growth in social sector spending. The government has indicated its intention to
significantly increase spending on rural infrastructure, by allocating a large share
of the IMF’s Medium-Term Debt Relief Initiative (MDRI) funds (US$33 million)
to fund small rural irrigation projects in the eastern provinces during 2006-2008.
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According to Figure 14, total expenditure increased by 24.4% to 6,212 billion
riel in 2008 (14.8% of GDP) from 4,993 billion riel in 2007. The current
expenditure rose to 3,594 billion riel in 2008 from 2,874 billion riel in 2007. Payroll
accounted for 36% of the total current expenditure, representing about 3.1% of
GDP. The budget performance improved substantially in 2008, owing to the
implementation of the Public Financial Management (PFM) reform, reflecting in
the improvement in fund disbursement and tighter budget preparation. Capital
expenditure comprises locally financed expenditure by domestic revenue and
externally financed capital expenditure by bilateral and multilateral development
partners in the form of grants and concessional loans. Capital expenditure funded
by the government is mainly concentrated in three ministries: the Ministry of
Public Works and Transport, the Ministry of Water Resources and Meteorology,
and the Ministry of Rural Development.

Figure 14
Government Budget 2002-2008

Source: Ministry of Economy and Finance

Figure 15
Government Budget as Percent of GDP

Source: Ministry of Economy and Finance
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Figure 15 shows that the current budget surplus increased to 3.9% in 2008
from 3.1% of GDP in 2007 and the overall budget deficit declined to 2.2% in
2008 from 2.9% in 2007. The overall budget deficit in 2008 was financed by
concessionary loans and grants provided by Cambodia’s development partners.
The fiscal strategy of Cambodia does not allow domestic financing of the fiscal
deficit.

The RGC gives priority to increasing public investment in physical
infrastructure, including transportation and irrigation to increase agriculture output
and reduce manufacturing costs, and in implementing social safety nets. The
RGC is very careful in monitoring the implementation of the budget on both
expenditure and revenue sides. Moreover, the budget operations and deliberations
are carefully considered and weighted to balance the need to stimulate growth
and sustain macroeconomic stability.

5.4 Dollarisation in Cambodia

Dollarisation took place in Cambodia as a result of a series of shocks and
events that reduced public confidence in the value of the national currency, the
riel. In 1991-1993, the United Nations Transitional Authority in Cambodia
(UNTAC) was one of the largest and most expensive operations in UN history,
at a cost of US$1.7 billion (Tal, Michel, & Nguon, 2007). US dollars flowed into
the nation, creating a new shock against the national currency, and the US dollar
started to be used as medium of exchange and unit of account, and eventually
also as a store value, alongside the local currency. However, the riel remains
the currency used normally in domestic transactions. Since 1993, the US dollar
has been widely used. In Cambodia, the US dollar serves all the functions of
money as: (i) a valuation instrument, (ii) a settlement instrument, and (iii) a
saving instrument for the people.

The use of foreign currencies has gradually increased since the opening of
the country to the outside world. In particular, the US dollar and Thai baht
flooded into the Cambodian market when the RGC promoted foreign investment
in 1989 in compliance with its free market-oriented policy. The foreign currencies
are used by both residents and non-residents of Cambodia, such as foreign firms,
aid agencies, embassies, and non-governmental organisations. These organisations
incur their expenditure in US dollar, including their stuff salary payments. The
riel, on the other hand, is used by the government and the central bank for
salary payment to their employees. The riel is the preferred currency for small
transactions in both urban and rural areas.
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5.4.1 Advantages of Dollarisation

First advantage is switching from using gold to banknotes denominated
in US dollar. During the early 1990s, the US dollar was widely used for
transactions and wealth storage, replacing the use of gold which was common
practice in Cambodia. As a result, the monetisation of the economy has
encouraged savings.

Second advantage is preventing capital flight and promoting financial
deepening. The dollarisation provides the opportunity for the domestic financial
system to encourage domestic intermediation. Domestic savings denominated in
foreign currency deposits have increased substantially since the opening up of
the Cambodian economy in 1993.

Third advantage is lowering the risk of currency devaluation.  As the
demand for the riel remained low and the market very small, there was little
incentive for speculators to gain from short-term change in the price of the riel.
Dollarisation has protected Cambodia against contagion in the face of the Asian
crisis beginning in 1997. Hence, investors have confidence in doing business in
Cambodia.

Fourth advantage is facilitating the integration process of Cambodia’s
trade in the international economy. A stable currency promotes macroeconomic
stability and provides for a predictable business environment. Moreover, the use
of the dollar helps to reduce   currency conversions and lower transaction cost.

5.4.2 Disadvantages of Dollarisation

First disadvantage is undermining the effective conduct of monetary
policy. Since the commercial banks’ loan and customers’ deposits are largely
denominated in foreign currencies, mostly the US dollar, and the demand for
domestic currency is low, the NBC is unable to develop monetary policy
instruments and play its role as lender of last resort for banks facing liquidity
problems.

Second disadvantage is damaging the nation’s sovereignty. Using the US
dollar undermines national pride as the national currency is a symbol of the
country’s sovereignty.

Third disadvantage is minimising the income from seigniorage. The
difference between the cost of producing and distributing money and the eventual
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income withdrawn form lending this money is so called “Seigniorage”. The US
government gains seignorage benefits from Cambodia. The net annual income
foregone is estimated in the range of US$20 million to US$90 million per year.

6. Impact of Crisis on Real Economy in Cambodia

The global financial crisis impacted Cambodia’s financial and economic
systems, particularly causing a decline in sources of financing, private investment
capital outflow, and a fall in demand in the key Cambodian markets. As a result,
the most vulnerable sectors affected by the crisis are the garment, tourism,
agriculture, construction and real estate sectors.

6.1 Impact of Crisis on Sectors

6.1.1 Garment Sector

The garment sector has been affected by the crisis as 90% of the investment
capital comes from overseas, and producers rely on exports to the unstable
foreign markets, such as the US and Europe. The garment export increased
slightly by 2% in 2008 due to a plunge in purchasing orders, and it is predicted
to contract by 5% in 2009.

The RGC sees a need to improve the institutional framework to reduce
barriers and difficulties in doing business in Cambodia which can help lower
production and transportation costs. Also the government seeks sources of
financing for business activities, diversifying markets and improvement of industrial
relations between employers and workers. In addition, the government seeks
appropriate funds to provide scholarships for special skill training, including the
provision of short-term training to young and laid-off workers.

6.1.2 Tourism Sector

With a tighter budget, it is likely that Cambodia sees very little progress in
2008 as the country received only 2.1 million tourists in that year equivalent to
6% increase, as compared to the previous year, and 2.3% below the government’s
target. It is estimated that the hotel and guesthouse industry in the popular
provincial destinations dropped by 30-40% as compared to the previous year.

The RGC now pays greater attention in strengthening the tourism sector
over the short, medium and long terms, by ensuring peace, security, political
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stability, social order and tourist safety; building more infrastructures; improving
legal framework and institutional capacity; developing human resources; and
diversifying the tourist market.

6.1.3 Agriculture Sector

This sector, contributing about 30% of the GDP, is still growing due to the
increase in domestic investment. However, the global financial crisis has reduced
the demand for raw materials in agriculture which, in turn, impacted on the
production and price of agricultural products in Cambodia.

In order to support the agriculture sector, the RGC continues to enforce a
zero- tariff policy on imports of agricultural materials such as seeds, fertilizers,
pesticide, and agricultural equipments, etc. The government is drafting legal
procedures for investment projects especially in agricultural product processing,
such as investment projects in rice stockpiling and processing.

6.1.4 Construction Sector

Construction constitutes 7% of the GDP. New investment in this sector
declined since the global financial crisis, and more than 30% of the construction
jobs have been lost as projects were cancelled or scaled back. A number of
construction projects have been down-sized and some other projects have been
suspended. Two factors that hindered lending to the housing sector are declining
personal income and investment in the real estate sector.

6.1.5 Real Estate Sector

The real estate sector which contributes around 8% of the GDP is expected
to suffer from the crisis. The decline in this sector poses risk to either domestic
or foreign investment, with property prices declining continuously since the end
of 2008 until early 2009. Although the market share of foreign buyers is not
high, their strong purchasing power greatly influences the price level, thus affecting
the profit and future of the sector. In the past, the property buyers were typically
speculators, who inflated property prices in anticipation of increase in demand
from foreigners and local people for property to increase. These speculators
generally borrowed money to finance their activities, and they now face difficulty
in meeting the loan repayments against the trend of declining property prices.
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6.2  Policies Supporting Sectors

6.2.1 Garment Sector

The RGC has been proactively supporting this sector through various fiscal
and other facilitation measures, such as tax incentives, special skill and training,
trade financing/credit, promotion of supporting industries (product clusters), as
well as improvement in labor standard, dispute resolution, and better industrial
relations between employers and employees with collaboration from trade unions.

6.2.2 Tourism Sector

The RGC continues to pay greater attention in strengthening its strategy
and policies over the short, medium and long terms, by ensuring peace, security,
political stability, social order and tourist safety; building more infrastructures;
improving legal framework and institutional capacity; developing human resources;
and diversifying tourist market/destinations.

6.2.3 Agriculture Sector

The RGC has given serious thought to agricultural production in terms of
costs,  output as well as capacity in purchasing, stockpiling and processing
Cambodian rice, by providing: (1) short-term credits for collecting paddy/rice
from farmers at appropriate price to maintain price stability and ensure food
security; (2) Medium-term credit to rice millers to increase capacity in stockpiling
drying and processing; and (3) Zero tariff on importing agriculture materials
such as seeds, fertilizers, pesticide and agricultural equipments, etc. The RGC
is also working on streamlining the legal procedures for agricultural investment
projects and supporting businesses and enterprises in this sector through incentives
provided under the investment law.

6.3 Monetary Policy Management Reactions

6.3.1 Monetary Policy and Financial Stability

In general, the monetary policy of the NBC seeks to respond to demand-
side rather than supply-side inflationary pressures. In this context, in addition to
the government’s efforts to address supply-side issues, the monetary policy of
2008 was focused on mopping up the excess liquidity from the economy, which
emanated mainly from the continuous foreign exchange inflows over the past
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years, so as to achieve the appropriate liquidity levels and dampen the inflationary
pressures in the economy.

The rapid increase in the inflationary rate since 2007, which continued into
mid-2008, was fundamentally triggered by external factors, reflecting in the rising
oil prices in the world market and increasing global food prices. Meanwhile,
core inflation also rose, accompanied by high monetary and credit growth and
a booming real estate sector, indicating that demand and other domestic factors
may in addition exert some influence on the recent inflation.

Moreover, from the lessons learned elsewhere in the world on asset bubble
boom and bust in the real estate sector, the NBC has also taken steps to avoid
the over-involvement of banks in the real estate sector that could have adverse
consequences for them. While monetary policy influences monetary aggregates,
regulatory policies have been used to supplement the monetary measures.

On the whole, in response to rising inflation and the need to strengthen the
soundness of the banking sector, the NBC introduced a package of monetary
policy and financial stability measures which consisted of the following:

• Increase in the reserve requirement ratio from 8% to 16% for foreign
currency deposits (the ratio has recently been reduced to 12% amidst the
downward risk to economic growth);

• Introduction of a 15% ceiling on commercial bank credit to the real estate
sector (the requirement has been recently phased out, and replaced by some
structural measures);

• Introduction of bank internal and external auditing;

• Enhancement of bank capital base through increase in the minimum capital
requirement;

• Improvement in the classification of bank assets and provisioning;

• Improvement in the valuation of collateral used for bank lending;

• Strengthening of the credit information sharing system;

• Strengthening of the system for implementing reserve requirements;

• Strengthening of bank liquidity management;

• Strengthening of corporate governance of banks and financial institutions;
and

• Continuous strengthening of the banking system through rigorous
implementation of on-site and off-site inspection and supervision.
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6.3.2 Fiscal Policy

The RGC implemented an accommodative fiscal policy in response to the
hike in inflation in early 2008 as a result of high oil prices and the food crisis.
The government tightened fiscal policy by rationalising budget expenditure and
increasing government bank deposits, while providing social safety nets and
subsidies to dampen inflation. As inflation subsided in late-2008 or early 2009,
the government implemented a fiscal stimulus policy in order to sustain economic
growth. The measures are indicated as follows:

• Provision of subsidies on petroleum imports (to prevent 100% pass-through
of the increase in oil price in the international market into the Cambodia
economy);

• Provision of temporary and short-term subsidies to the Electricité du
Cambodge (EDC) to maintain electricity tariffs at the same level (subsidies
to power generation amounted around US$30 million);

• Assignment of priority by the RGC, in its expenditure policies of 2008 and
2009, to increasing public investment in physical infrastructure, including
transportation, irrigation, agricultural production expansion, manufacturing
cost reduction and implementation of social safety nets, such as the 20%
salary raise for civil servants and armed forces, as well as food emergency
programme implemented in conjunction with the ADB;

• Continued mobilisation of all kinds of revenues, either fiscal or non-fiscal,
by the Ministry of Economy and Finance and all the relevant ministries/
agencies, effectively in order to meet the objectives set in the 2009 Financial
Act; and

• Consistent monitoring of the national budget (both revenue and expenditure
sides) by the Ministry of Economy and Finance and proposal of the necessary
accommodative measures to the Head of the Royal Government of Cambodia
for consideration and adoption.

7. Conclusion

7.1 Major Issues

Presently, Cambodia faces related risks that require a targeted policy
response:

• First, a sudden stop or reversal of capital inflows which would have a
magnified impact on a dollarised economy, which already is subject to
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inflationary pressures. This could trigger difficulties in financing the current
account deficit.

• Second, a major slowdown in growth with an accelerator effect on the
investment sector  already weak and dependent on foreign inflows,  as well
as on the banking sector, which could be caused by external (e.g. a deeper
global recession) or domestic (e.g. an inability to respond to higher prices
of rice) factors.

• Third, the domestic financial sector is vulnerable and can be affected by
loss of public confidence, or can falter from a rapid deterioration of asset
quality either because the current risks were underestimated or misreported,
or because of a slowdown of the economy or fall in property prices.

• Fourth, the risk of inflation remains even though this threat has somewhat
receded.

7.2 Policy Recommendations

In order to respond to and mitigate these critical risks, the government should
focus on the following:

• Mitigation of financial sector risks: tighten banking supervision of existing
banks;  applying tighter fit and proper tests for licensing; and undertake
preparatory work for a domestic banking crisis;

• Mitigation of inflation risks: adjust policy mix, depending on risk of slower
growth, mainly through fiscal policy—to accelerate revenue growth while
containing spending—with support from monetary policy by further stabilising
the exchange rate;

• Mitigation of the risk of capital outflows and difficulties in financing
the current account deficit:  include improvement of the investment
climate—to mitigate the risk of a drastic slowdown in trade and FDI;
depreciation of the local currency—to be balanced with inflation concerns;
encouragement of domestic savings; continuation of high mobilisation of
external assistance; and

• Mitigation of the risk of a rapid slowdown in growth: cautious policy
mix, fix investment climate (e.g. trade facilitation, simplification of regulatory
requirements, and so forth).
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CHAPTER 3
MACRO-FINANCIAL  LINKS AND MONETARY POLICY

MANAGEMENT IN INDONESIA

By

Deasy Ariyanti1

1. Introduction

Monetary policy is implemented with the aim of achieving a selected few
objectives in the long run. In many countries, central banks have a single long-
run objective defined in terms of inflation target. Mishkin (2007) states that
targeting inflation offer several advantages, like enabling the central bank to
focus on domestic considerations and respond to shocks to the domestic economy.
Also, in contrast to targeting the monetary aggregates, the strategy does not
depend on a stable relationship between money and inflation.

However, the critics of inflation targeting have noted that it might potentially
increase output instability (Mishkin, 2007). Furthermore, the trade-off between
the variability of output and inflation (as proposed by Taylor, 1996) is also critical
to be considered for a country adopting inflation targeting regime for determining
the appropriate range of inflation target. Increasing importance of the central
bank policy rate demands careful inspection on how the policy rate is transmitted
throughout the transmission mechanism channels to affect the monetary policy
goal. This has raised the importance of clarifying the role of interest rate in
explaining output movements.

Another interesting question is how trade openness and financial depth could
affect the performance of the central bank policy rate to influence output. Recent
state of economic openness becomes an unavoidable issue to be taken into
account when evaluating the performance of monetary policy. Krebs and
Maloney (2004) suggest that trade openness serves as cushioning against country
specific shocks due to the notion that the world economy is less sensitive to
shocks than individual countries.

___________

1. Writer is a Researcher in the Centre for Central Banking Studies, Bank Indonesia. This
working paper should not be reported as representing the views of Bank Indonesia.
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In addition, a well-functioned financial institution is expected to augment
capital accumulation and technological innovation as sources of growth. Financial
sector development can be viewed from the the development of available
instruments, market infrastructure, and to what degree financial sector could
minimise information distortion and reduce transaction cost. Krause and Rojan
(2006) suggest that a more developed financial market significantly contribute
to explaining a more efficient monetary policy implementation. Another study by
Dynan et al. (2006) states that financial depth allows the private economic agents
to smooth out their expenditure, thus minimising fluctuations in economic activity.

In the light of this backround, this paper offers an observation on real interest
pass-through and the impact of real interest rate and alternative financing and
trade openness on the output gap in Indonesia. Section 2 of this paper will present
the stylised fact of the general economic conditions in Indonesia. Section 3 will
focus on a review of monetary management Indonesia, this will be followed by
a brief look on monetary policy transmission in Indonesia in Section 4. The
model and data will be laid out in Section 5. The empirical results and the
discussion will be presented in Section 6, followed by the conclusion in Section
7.

2.  Stylised Fact

The resiliency of the Indonesian economy towards global economic recession
has put Indonesia under constant attention. It is relevant to ask whether the
attractiveness of its macroeconomic and market figures have been based on
sound and healthy economic fundamentals or merely derived from temporary
sources of economic upturn.

Indonesia is blessed with abundant resources and fertile soil. As the fourth
most populous country in the world (after China, India, and USA), its 230 million
of people—dispersed in 1,919,440 km2 of area—has pronounced its domestic
consumption as the country’s growth booster. The contribution of private and
government consumption in Indonesia’s GDP has amounted no less than 60 %
since the year of 1960s thus far. It is also worth noting that private consumption
is the dominant aspect behind the large number, covering 40.63 % of food
expenditure and 46.92% of nonfood expenditure (Q1:2009). In this context,
Indonesia’s massive population has created a natural advantage for the economy.

However, the solid volumes of consumption and export have not been
matched by the development of the investment volume. As for all economies,
investment is a critical success factor driving sustainable development through
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several channels, like inducing employment opportunities, technological spillover
and progress, and innovation creation. The lack of investment improvement may
eventually degrade private consumption and undermine investment as the major
growth source. Figure 1 depicts the sluggish condition of investment in terms of
its role in economic growth.

As evaluated by the IFC Doing Business 2009 survey, Indonesia is ranked
as the 129th out of 181 countries surveyed in terms of Ease of Doing Business,
losing two notches from 127th from 2008 position. The survey ranked Indonesia
far behind its regional peers such as Vietnam (92nd), Malaysia (20th), Thailand
(13th), or Singapore which achieved top spot as the most attractive place to do
business in terms of Ease of Doing Business.

Poor physical infrastructure conditions and weak governance have been
indicated as the major obstruction behind the deterioration of the investment
climate. It is still perceived as a fragile economy due to its past history of 32
years of weak governance of the New Order. As underlined in The World Bank
governance indicators, real investment condition in Indonesia—in terms of
governance condition—are among the weakest in the region. However, through
several waves of social and political reforms, the indicator has became less
negative in 2008, encouraging optimism about the prospect of political stability
in Indonesia.

Figure 1
Composition of GDP
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Another plague to the investment climate in Indonesia is its infrastructure
conditions, particularly in the rural areas.  Despite macroeconomic stability that
has been well-maintained since the recovery of the Asian crisis, physical
infrastructure development, particularly with regard to electricity,
telecommunication, road access, and transportation remain unresolved issues in
the improvement of the investment climate. It is indeed a huge challenge for
policy makers to prioritise those issues.

Severe infrastructure conditions have somewhat created another problem
to banks’ willingness to lend. Banks perceived higher risk in real sector investment
due to the poor conditions of the physical infrastructure. Given the situation, the
development of alternative financing should be the main concern in order to
enhance the scope and access of funding in the hope of promoting the investment
climate in Indonesia through infrastructure support.

2.1 The Impact of Global Crisis to Indonesia

When explaining the impact of the recent global financial crisis on Indonesia’s
economic performance, we must not fail to notice the striking contrasts between
its past and present macroeconomic and institutional landscape when dealing
with the 1997-1998 Asian crisis and the recent global financial crisis. The resultant
macroeconomic improvement from the economic and political reforms following
the 1997-1998 Asian crisis is an important contributing factor of Indonesian
resiliency towards the global crisis, as can be seen in Figure 2.

Figure 2
Indonesia’s Macroeconomic Underlying of Two Crises
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Moving further, when the 2007 subprime crisis brought about an array of
problems in the developed economies, the Indonesian domestic financial sector
was hardly affected due to its minimal exposure to subprime products. However,
there was significant loss of confidence in the emerging market assets that led
to liquidity tightness in the domestic banking industry. This loss of confidence
eroded economic growth, which until Q3:2008 had expanded by an average of
6% (y-o-y), slowing suddenly to 4% (y-o-y) in Q2:2009 (see Figure 3). This
downturn was for the most part due to its declining export performance as a
result of a slump in global economic growth.

Nevertheless, the modest growth of Indonesian export contribution to GDP
has somewhat prevented its balance of payment position to fall further. The
trade slowdown experienced in 2007 affected the GDP growth but the downturn
was compensated by a stable consumption rate, as a main source of growth in
Indonesia. In spite of the pressures from the global economy, the Indonesian
economy has managed higher growth as compared to the other countries in the
region. The country’s economic performance is supported by considerably high
levels of domestic demand. Thus, consumption has helped prevent a further loss
of economic growth during the recent global crisis.

Figure 3
GDP Growth (%- y-o-y)
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3. Review on Monetary Management in Indonesia

The monetary policy framework of Bank Indonesia (BI) has undergone
significant changes during the last 30 years. The severe Asian financial crisis
can be seen as an important milestone. The framework of monetary policy in
Indonesia is evolving along with the evolution of the exchange rate, reserve
system and institutional changes of the central bank of the country.

The evolution of the position and tasks of the BI are summarised in Figure
4 below:

Figure 4
Evolution of Bank Indonesia’s Objective, Tasks, and Position

Source: Bank Indonesia
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Under Act No. 23 of 1999 concerning Bank Indonesia, as amended by Act
No. 3 of 2004, the ultimate goal of the BI is to achieve and to maintain the
stability of the rupiah (Article 7). The stability of the value of the rupiah comprises
two aspects, namely, the stability of the rupiah value against goods and services
and the stability of the exchange rate of the rupiah against other currencies.
The first aspect is indicated by the rate of inflation, and the latter is reflected
by the position of the rupiah against other currencies. This mandate clearly defines
the role of the central bank in the economy. Therefore, the BI can focus more
closely on the achievement of its single objective.

The prescribed single objective is intended to establish a clear target which
is to be achieved by the BI within its limits and responsibilities. In this way, the
achievement of the objective of the BI will be easily measurable.

Following the Asian crisis, monetary management operation was hampered
by serious problem for several years due to structural changes in the aftermath
of the crisis.  A study of the BI concluded that the structural changes have
elevated interest rates as taking a more important role in influencing inflation.
In this regard, the monetary policy framework has moved away from the more
pragmatic, eclectic approach to a new framework which is more in line with
sound monetary policy principles associated with what is known as Inflation
Targeting Framework (ITF).

The ITF is a monetary policy framework marked by announcements of the
inflation target to be achieved over the next several periods.  The operational
target in monetary operation is the BI rate, replacing the base money used in
the previous monetary policy framework. The BI rate serves as a reference
rate and is expected to be more easily comprehended. It also provides greater
certainty for the market players and for the public.

The ITF framework is characterised by four principles of sound monetary
policy:

1. The inflation target, as its overriding objective, is the key contribution of
monetary policy in the improvement of the welfare and living standard of
the population.

2. A forward-looking strategy in the formulation of the monetary policy stance
by considering the forecasts of inflation, economic growth, and by taking
into account of other macroeconomic policies.
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3. Determining the monetary policy stance with constrained discretion.

4. Compliance with the principles of good governance.

The BI inflation target is based on the consumer price index (CPI). CPI-
based inflation in Indonesia is highly related to extreme price movements for
certain goods and services, especially the foodstuffs category. The choice
between headline and core inflation as the inflation target has always been a
debatable issue. Considering that price movements in Indonesia are greatly
correlated to supply shocks, the BI uses core inflation as a reference in determining
its monetary policy stance.

4. Brief Look at Monetar y Policy Transmission in Indonesia

Before narrowing the discussion to the interest rate pass-through and interest
rate elasticity of output, we take a brief review about how channels of monetary
policy work in Indonesia. In theory, there are six channels of monetary policy
transmission, namely: (1) exchange rate channel; (2) asset price channel; (3)
interest rate channel; (4) balance sheet channel; (5) credit channel; and (6)
expectation channel.

Against the backdrop of macroeconomic dynamics in Indonesia, the monetary
policy transmission channels had changed significantly. Among the various
channels through which monetary policy can affect demand, we could see from
Figure 5, that before the 1997/1998 crisis, the exchange rate channel and interest
rate channel had taken the role of transmitting the monetary policy at the period.
During the period of the Asian financial crisis, the asset price channel, the balance
sheet channel, and the credit channel started to grow stronger in affecting demand.
With the implementation of the significant reforms in the financial infrastructure
and policy frameworks in response to the Asian financial crisis, the majority of
available transmission channels started to affect the demand side of the economy.
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The changing structure and changing framework of monetary policy in
Indonesia has affected the interaction pattern among the economic variables. In
the construction of the current monetary policy framework, the role of interest
rate is becoming more important.

5. Model and Data

5.1.Inter est Rate Adjustment in Indonesia

Indonesia’s financial sector is highly dominated by its banking industry.
Therefore, the interest rate pass-through condition from the central bank policy
rate to the commercial bank rates should be carefully inspected. Previous research
by De Bondt (2002), using the Euro area data and using the single-equation
error-correction model and VAR, has shown that there is a significant long-run
relationship between the policy interest rate and retail interest rates. The pass-
through effect is incomplete but faster in the long run. Similar findings are also
revealed in the study by Tieman (2004) using the Central European countries’

Figure 5
Summary of Monetary Policy Transmission in Indonesia

Source: Goeltom, 2008.



82

data. Another study by Chionis and Leon (2005) suggests that after Greece
joins the European Monetary Union, the transmission and convergence of its
interest rates to its long-run equilibrium have became faster.

This study employed the error-correction model to investigate the relationship
between the monthly policy interest rate with the monthly commercial rates in
Indonesia.  This is done based on assumption that the changes in monetary
policy rate will be reflected in the changes in the commercial bank rates. In this
regard, the operational variables for the commercial rate used are the commercial
bank average deposit rate, average commercial bank working capital rate, and
average commercial bank investment rate. The interest rate adjustment model
is as follow:

∆br
t
 = α

0
 + α

1
∆pr

t
 + α

2
y

t-1
 + ε

t
……………………………….. (1)

Where:

br = commercial banking rate (average working capital rate, average
investment rate, average deposit rate)

pr = policy rate
u = error-correction term

An important consideration when dealing with time series data is whether
the data is stationary or nonstationary. Tests of stationarity is carried out using
the Phillip-Perron unit root tests and all the variables are found to be integrated
of order 1 [I(1)].

If the group of variables are individually integrated and has at least one
linear combination of these variables that is stationary, then the variables are
said to be cointegrated. Observing cointegrating relationship enables us to examine
the long-run relationship among the variables. The error-correction model and
vector error-correction model will be adopted in this study. Tests of cointegration
among variables are performed using both the Engle-Granger method and the
Johansen approach.

5.2.Interest Rate Elasticity of Output

In its effort to influence inflation using the nominal interest rate, the central
bank sets the real interest rate via the nominal interest rate. The IS equation
captures how the real interest rate is related to the output gap. The increase
in the real interest rate leads to lower investment, lower output and, hence, a
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lower output gap. The output gap and inflation are related according to the logic
that a positive output gap will put upward pressure on labor cost that eventually
will lead to inflation, and vice versa. The key hypothesis is, the higher the output
gap, the higher the inflation will be. The OLS-AR model is based on the original
dynamic IS curve by Rudebusch and Svensson (1999) as well as by Johansen
and Juselius (1994) and Goswami et al. (2009).

The empirical model aims to determine the marginal effect of the real interest
rate on the output gap in Indonesia and also the impact of trade openness and
the increase of alternative financing to the output gap in Indonesia.

The first model used is the IS model as specified:

...............………………………….. (2)

Where:

y
t

= output gap defined by the logarithm difference between actual
real output and potential output

= year on year CPI inflation rate

= real interest rate

The second model will relate the IS equation dynamic to the instrument
variable with the aim of observing the impact of alternative financing and trade
openness on the output gap, and thus determine the efficacy of monetary policy.
The representation is as follow:

………………….. (3)

Where:

y
t

= output gap defined by the logarithm difference between actual
real output and potential output

= year on year CPI inflation rate

= real interest rate

EB = Ratio of market capitalisation + bonds to GDP
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Open = Trade openness, defined by ratio of Export to GDP

CRD = Ratio of total bank credit to GDP

Lags of the variables will be determined using the Akaike Information Criteria
as well as the Schwarz Criteria.

5.3.The Data

The main problem in conducting empirical studies on developing countries
is the availability and the reliability of the data. For the study of real interest rate
pass-through, the BI rate is used as proxy of the policy interest rate while the
deposit rate, working capital rate, and investment rate are employed to represent
the commercial bank rates. The sample covers the monthly data for the period
of M1:1998 to M9:2008.

For the study of the interest rate elasticity of output, this study covers 69
quarterly observations from Q4:1991 to Q4:2008. The data consists of the working
capital loan rate, inflation rate (y-o-y), gross domestic product (GDP), ratio of
export to GDP, ratio of market capitalisation of equity and bonds to GDP, and
ratio of total credit to GDP. Ideally, the real interest rate data should be obtained
by subtracting ex ante inflation expectations from the nominal interest rate. Due
to the data availability, we should make the calculation by a more straight forward
approach by the subtracting the interest rate from the nominal interest rate
(working capital rate) to obtain the real interest rate data. The potential output
figure is obtained using the Hoddrick-Prescott filter.

It should be considered also that there had been changes in the base year
for the calculation of the GDP in 1993 and 2000, change in the monetary policy
regime, and change in the compilation method of the BoP, according to the BoP
manual applied. The structural break due to the financial crisis should be
considered when performing the estimation and interpreting the results.

A widely observed fact is that the real interest rate tends to be high during
the period of disinflation and Indonesia is no exception to the statement.  Figure
6 shows that the real interest rate in Indonesia fell drastically during the Asian
financial crisis in 1997-1999 due to the soaring inflation level at that point of
time. The recent periods are characterised by fluctuations in the real interest
rate.
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6. Empirical Results

6.1. Interest Rate Pass-Through

The observation is divided into three groups. The first group is the full sample
of the study, covering the period between January 1998 to September 2008.
Unit root tests are performed using the Phillip-Perron criteria. The commercial

Figure 6
Real Interest Rate

Figure 7
Actual and Potential GDP
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rates are found to be integrated of order 1[I(1)] and cointegration tests are
performed on pairs of the series of policy rate and commercial rates. The
cointegration relationship among the rates confirms the long-run relationship
between the policy rate and the commercial bank rates. The results of the ECM
estimation are as follow:

Figure 7
Interest Rate Pass-Through

For all types of commercial rate, the policy rate is highly significant in
explaining the long-run and short-run movements of the commercial rate. The
main parameter of interest in the ECM equation is the significance and sign of
the error-correction variable which indicates the speed of the pass-through
towards long-run equilibrium. The sign of the error-correction variable is expected
to be negative. From the estimation results, the deposit rate is moving more

Sample time period is divided into 3 sets. Full sample period covers monthly data from M1:1998
to M9:2008. The result of the estimation are based on Equation (1). Coefficients with * and
** indicate the 10% and 5% level of statistical significance. t-statistics are reported in parentheses.
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expeditiously than the working capital rate and investment rate in response to
changes in the policy rate at 5% uncertainty level.

The full sample of monthly data of 1998-2008 is then divided into two groups
of samples after the Chow Break Point test confirms the occurrence of structural
break in June 2003. All the series are cointegrated showing that the estimation
through the ECM is acceptable. The error- correction coefficient estimates for
the deposit rate, working capital loan rate, and investment rate is 0.25; 0.15; and
0.16, respectively. There is a consistent pattern between the estimation results
of the full sample set and the sample set before the structural break that the
deposit rate is moving more aggressively in response of changes in the policy
rate.

The third group of sample is the period after the structural break, covering
the period of July 2003 to September 2008. Estimation on this third set of sample
shows an increasing speed of adjustment in the deposit rate but a decreasing
speed in the working capital loan rate and investment rate towards its long-run
equilibrium after the structural break. This may be due to several factors like
increasing credit risk, or to the fact that the deposit rate contains no volatile risk
premium.

In conclusion, the estimation results for the data series of deposit rate,
working capital rate, and investment rate suggest that the interest rate pass-
through from the policy rate to the commercial rate has effect. In the long term,
the deposit rate moves more aggressively than  the working capital rate and
investment rate in response to a shift in the policy rate Hence, the BI rate has
becomes more significant in affecting the deposit rate, while the working capital
and investment rate are less affected.

6.2 Interest Rate Elasticity of Output

From the basic IS equation, the interest rate elasticity of output is found to
be statistically insignificant. After the addition of economic openness, financial
deepening, ratio of total credit to GDP, and dummy variable for the Asian crisis,
the sensitivity of output to monetary policy remains insignificant. The only
significant variable in explaining the output is openness, which indicates that
trade openness of the Indonesian economy has altered its output variation.

Among the indicators monitored by central banks is the output gap. It is an
indicator of inflationary pressures. A positive output gap is perceived as excess
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demand that may need to be balanced with an increase in the interest rate to
prevent overheating of the economy. The real interest rate is expected to affect
the output gap by influencing investment.

Figure 8
Estimation Result

Note: Sample time period of  Q4:1991 to Q4:2008 (69 quarters). The results of the estimation
are based on Equation (2) and Equation (3). * and **indicate the 10% and 5% level of statistical
significance. Standard error is reported in parentheses. Dummy crisis is introduced for 1998 and
2005 crisis to control breaks in estimation.

The insignificance of the real interest rate coefficient on the output gap in
Indonesia can be attributed to several factors. In an economy with relatively
high inflation, the real  interest rate tends to remained at high levels. Eventually,
this has a bearing on the investment decisions of the economic agents, weakening
the relationship between the interest rate and investment decision. In this respect,
the aforementioned weakened interest rate pass-through in Indonesia after the
1997-1998 economic crisis is emerging as a relevant explanation.

Furthermore, the impact of economic openness on output has also modified
the relationship among the variables traditionally involved in monetary policy
transmission. It enters the equation with a negative sign. Theoretically, the
relationship between trade openness and output is not settled. The earlier research
carried out has shown that trade openness has positive robust effects on growth
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and income level (Irwin and Tervio, 2002; Alcala and Ciccone, 2004). Calderon
and Schmidt-Hebbel (2008) argue that the impact of economic openness on
growth volatility may vary depending on country characteristics. Tornell et al.
(2003) show that the increase in trade liberalisation is typically followed by financial
liberalisation, and thus financial fragility in case of the developing countries.

However, the statistical insignificance of the interest rate elasticity of output
should not be seen as an indication that the monetary policy transmission is
hampered. Rogoff (2003) emphasises that, in a more open country, the monetary
policy has smaller effects on real activity. Economic openness also has permanent
effects on the inflation rate by reducing the gap between the central bank’s
target level of output and the natural rate of output. A study by Isik and Acar
(2006) supports the theoretical expectations that a larger economic openness
will result in a smaller effect of a change in monetary policy. As stated by
Karas (1999), wage demands will increase more in a highly open economy in
response to a depreciation following an increase in the money supply. Changes
in the value of domestic money will influence economic agents and will result
in a steeper aggregate supply curve. Consequently, monetary expansion will have
more affect on prices and less on output.

A healthy financial system is expected to facilitate higher growth. Thus, the
factors that negatively affect the intermediation process will bring negative shock
to the real economy. Checetti and Krause (2001) suggest that improvements in
the financial depth and intermediation process have contributed to the lowering
of inflation and output variability. Yet, the statistical insignificance of the financial
depth variable in affecting the output is probably due to the modest state of
financial deepening in Indonesia.

7. Conclusion

In this paper, we have portrayed the interest rate pass-through and the
interest rate elasticity of output in Indonesia. Using quarterly data of the period
of Q4:1991 – Q4:2008 of the actual GDP, real interest rate, ratio of market
capitalisation and bonds to GDP, and ratio of export to GDP, we estimate the
impact of the real interest rate on the output gap, and the dynamic equation of
the output gap using the control variable of alternative financing and openness.
Additionally, the empirical exercise for the interest rate pass-through  is done
using the monthly data of the policy interest rate and commercial bank rate,
covering the period from M1:1998 to M9:2008.
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This study shows evidence that even though the interest rate pass-through
from the policy rate to the commercial bank rate is in place, the interest rate
is not a significant explanatory variable in explaining output variation. The
weakened relationship between the real interest rate and the output gap cannot
be augmented even after inclusion of the control variable (trade openness and
financial depth). However, trade openness in Indonesia has altered the relationship
among the variables involved in monetary policy transmission by significantly
affecting the output gap.

The findings of this paper are taken from a very simple model. Further
possible extension for this study is to focus on the impact of economic openness
on monetary policy efficacy. One major shortcoming of this paper is the use of
the HP filter in estimating the value of the output gap. Over the span of this
study, Indonesia has gone through several structural changes, like the adoption
of different monetary and exchange rate regimes and financial and fiscal
restructuring, and such dynamics could not be appropriately addressed by the
HP filter in computing the output gap. Accordingly, the conclusions drawn on
the basis of these estimations ought to be treated with caution.
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CHAPTER 4
MACRO-FINANCIAL  LINKAGES AND

MONETARY POLICY  MANAGEMENT  IN MALA YSIA

By

Surendran Chelliah R. Karunairajah1

Introduction

Malaysia is an emerging market economy that is increasingly becoming
integrated with global economies and financial markets. Its economic structure
has grown significantly from a domestic agriculture based economy to a
competitive small open economy with an innovative manufacturing sector to an
expanding service sector.

The most notable period in Malaysia’s economic history was the 1997/98
financial and economic crisis that had dented the steady track record of continuous
GDP growth experienced in the early 1990’s.  It was this important event that
triggered the restructuring of a financial sector that has become more resilient,
efficient, competitive and responsive to changing economic requirements. The
recent global financial crisis has demonstrated how the financial sector through
greater financial globalizations can have severe implications to the real economy.
For a central bank, it has become increasingly important to better understand
the linkages between the financial sector and the macro-economy when
formulating and implementing monetary policies as it affects the effectiveness
of policies.

This paper aims to assess the efficacy of monetary policy on output given
greater macro-financial linkages since the Asian Financial Crisis and to analyze
the impact of the present crisis on the real macro-economy. The paper is divided

___________

1. The author is a staff of the Monetary Assessment and Strategy Department of Bank Negara
Malaysia. The views expressed are that of the author and should not be interpreted as
reflecting those of Bank Negara Malaysia. The author would like to express his sincere
gratitude to Dr Norhana Endut, Dr Hasni Sha’ari, Mohd Helmi Ramlee, Lee Ai Peng and
Retnawati Mohd Yusof, for their valuable comments, suggestions and assistance. All errors
remain my own. This paper was prepared as part of the 2009 SEACEN Research Project
on Macro-Financial Linkages and Monetary Policy Management in the SEACEN Countries.
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into five parts. The first and second part of the paper provides some background
information on monetary policy management and macro-financial linkages since
the Asian financial crisis. The third part presents the empirical model for testing
the impact of monetary policy on output. This is followed by the fourth part
which discusses how the better understanding of macro-financial linkages has
allowed for more effective monetary policy management during the present global
financial crisis. The conclusion is presented in the fifth part.

1. Monetary Policy Management in Malaysia

The responsibility for formulating and implementing monetary policy in
Malaysia is entrusted to Bank Negara Malaysia, the Central Bank of Malaysia.
Given that the economic and financial landscape is now significantly different
since the Asian financial crisis in 1997/98, the monetary policy management in
Malaysia has also undergone significant changes. The two major milestones in
the conduct of monetary policy in Malaysia have been the introduction of the
New Interest Rate Framework in April 2004 and the implementation of the new
Central Bank Act of Malaysia 2009 in November 2009.

The New Interest Rate Framework was introduced on 26 April 2004 to
signal the monetary policy stance more effectively and to enhance the efficiency
of the monetary policy transmission mechanism. This involved the introduction
of the new policy rate, the Overnight Policy Rate (OPR) and improvements to
the conduct of monetary operations. Changes made were designed to enhance
the effectiveness of monetary policy by facilitating the transmission of the policy
rate to market rates and ultimately to key macroeconomic variables.

The framework adopted the overnight tenure due to its minimal expectations
content and high degree of controllability. The OPR replaced the 3-month
intervention rate as the indicator of monetary policy stance and is effectively
the target for the average overnight interbank rate (AOIR). The AOIR is the
interest rate at which banking institutions borrow and lend funds among themselves
for duration of one day. The AOIR in turn serves as the operating target for
the daily liquidity operations. To reflect the unchanged monetary policy stance
at the time of implementation of the new framework, the OPR was set at the
prevailing AOIR of 2.70%.

Changes to the OPR will affect banking institutions’ fund costs and this will
only indirectly affect other short term and long term interest rate tenures in
wholesale and retail markets. However, the degree of change in the other tenures
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depends on competition within financial institutions and current liquidity situation.
With the new framework, banking institutions are now allowed to set their BLRs
based on their respective cost structures and business strategies as a shift to
more market-based pricing of bank assets and promotion of greater competition.
The flexibility in the pricing of the spreads has allowed wider access to financing
for borrowers who previously faced difficulty in accessing funds. This is part
of the initiative under the Financial Sector Master Plan (FSMP) to ensure greater
efficiency in the allocation and distribution of the resources in the financial system.

Figure 1: Bank Negara Malaysia Selected Historical Rates

Source: Bank Negara Malaysia

The other major milestone in monetary policy management at Bank Negara
Malaysia has been implementation the Central Bank Act of Malaysia 2009. The
purpose of the new Central Banking Act was to ensure that the Bank remains
effective in performing its functions given significant changes in the economic
and financial landscape, both domestic and internationally2. This was also to
provide greater clarity to the Bank’s mandate, governance and accountability.
With regard to monetary policy, the new Act is set to institutionalize good practices
by setting clear guidelines on the objective, processes, governance and

___________

2. Speech by Governor Tan Sri Zeti Akhtar Aziz at the Ceremony for the 50th Anniversary
for Bank Negara Malaysia
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accountability in the conduct of monetary policy. The Act stipulates that monetary
policy shall be autonomously formulated and implemented by Bank Negara
Malaysia while also formally and legally recognizing the Monetary Policy
Committee (MPC) as the body responsible for formulating monetary policy.

1.1 Monetary Policy in Malaysia

Bank Negara Malaysia formulates monetary policy based on the objective
“to pursue a monetary policy which serves the interests of the country with the
primary objective of maintaining price stability giving due regard to the
developments in the economy”. Monetary policy is implemented through the
consistent targeting of the OPR level so as to ensure sufficient liquidity in the
ringgit interbank money market.

The Monetary Policy Committee consists of the Governor, Deputy Governors
and other appointed members.  The Committee convenes six3 times a year to
decide on the appropriate level of the OPR. The committee adopts a collegial
approach to the decision making process. As Chairman, the Governor has a
crucial role in leading the discussion and deliberation process, as well as in building
a consensus decision amongst members.

Prior to deliberating and reaching the decision on the appropriate stance of
monetary policy, an assessment of the developments of the domestic and external
economy and general price level are carried out. This is done on a formal platform
to allow for a comprehensive discussion. There are five main categories of
indicators that BNM monitors closely for the purpose of monetary policy. They
are,

• Prices and output
• International developments
• Financial prices
• Monetary and credit conditions
• Banking and financial system risks

The fact that BNM plays the role of the monetary authority, as well as a
regulator and supervisor of the financial sector, provides it with valuable
information and policy flexibility to more effectively deal with emerging risks.

___________

3. Prior to the gazetting of the Central Bank of Malaysia Act 2009, the Monetary Policy
Committee convened eight times a year. The Central Bank Act also allows for further
meetings if and when the committee feels necessary.
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The monetary policy decision is announced after every meeting through the
issuance of a monetary policy statement (MPS).  The MPS provides the public
with the Bank’s assessment of the present state of the economy, outlook and
the current monetary policy stance. The ability of monetary policy communications
to reinforce policy credibility and anchor expectations has provided strong support
to the effectiveness of monetary policy transmissions to the real economy. The
Bank also releases the Monthly Statistical Bulletin (MSB), which contains the
latest available statistics of various banking, economic and financial market data,
on a monthly basis to the public.

1.2 Monetary Policy Transmission

The figure below provides a schematic depiction of the current view of the
transmission mechanism process in Malaysia. A change in the policy rate is
transmitted primarily through the financial markets.  This follows through to the
goods and labour market and ultimately affects aggregate output and prices.
Changes in the current and projected output and inflation then feed back into
monetary policy decision-making. The four main monetary policy transmission
channels in Malaysia are the interest rate channel, exchange rate channel, bank
lending channel and balance sheet channels.

• Interest rate channel - Changes to the policy rate directly influences other
short term rate interest rates and therefore affects the cost of borrowing
and the availability funds in bank deposits. This is turn affects economic
activity and inflation pressures.

• Exchange rate channel - Changes in the policy rate influences the exchange
rate through capital flows. Changes to the exchange rate level then affects
the demand and supply for exported and imported goods and thus on
economic activity and inflation pressures.

• Credit channel – Changes in monetary policy affects the cash flows and
balance sheets of financial institutions. This in turn affects credit growth
that in turn affects investment and thus economic activity and inflation
pressures.

• Balance sheet channel – Changes in the policy rate will affect the balance
sheet of both households and businesses through changes in cash flows
depending on debt levels. Given that the value of shares and properties may
vary with interest rate movements, the credit worthiness of households and
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firms may also change accordingly. This would affect the credit standards
of financial institution and thus affect credit growth.

There have been a number of studies on the monetary transmission
mechanism in Malaysia and the strengths of the various channels. Some studies
have also included the asset price channel in their analysis. Alwani (2006) shows
that between the interest rate channel, the asset price channel, the exchange
rate channel and the credit channel, the credit and exchange rate channels were
the more important channels in Malaysia between 1982 and 2003. The exchange
rate channel was found to be important during the period when the exchange
rate was under a managed float prior to the 1997/98 financial crisis and remained
important in the period when the exchange rate was fixed to the US dollar. It
was also noted that that different channels work at varying strengths at different
stages of economic development. Thus knowledge of which channel is effective
at any one time also tells us something about the progress of development of
the financial sector.

Tang (2006) found that the interest rate channel is the most important channel
in the short run while the credit channel becomes more important after. He also
found that the asset price channel followed by the exchange rate channel are
also found to be influential in transmitting monetary policy shocks to output in
the short horizon.

Figure 2: Monetary Transmission Mechanism

Source: Bank Negara Malaysia, Internal document
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1.3 Monetary Policy Operations

The core objectives of monetary policy operation are to achieve the OPR
target set by the MPC and to ensure sufficient liquidity in the ringgit interbank
money market. The Bank influences the amount of funds available in the interbank
money market through its daily liquidity operations to steer the AOIR towards
OPR. There is also an interest corridor of +/- 25 basis points around the OPR
to prevent excessive volatility in the AOIR. The corridor is made effective by
the provision of Standing Facilities where BNM stands ready to borrow or lend
funds to interbank participants at the lending or borrowing rates.

The Bank has a range of market based instruments to manage liquidity in
the inter bank money market. Instruments are used according to characteristics
of each instrument and its effectiveness in managing a particular liquidity situation.
The present instruments are,

• Uncollaterised direct borrowing
• Repos (repurchase agreements)
• Bank Negara monetary notes (BNMS)
• Outright sales and purchases of Government securities

Uncollaterised direct borrowing remains the principal monetary instrument
as it is highly flexible whereby new borrowings can be conducted in the inter-
bank market through the Full Automated System for Tendering and Issuance
(FAST) System. The maturities of these borrowings range from overnight to 3
months depending market conditions and the maturities or outstanding borrowings.

Repo transactions are also carried out to absorb surplus liquidity in the banking
system as they cost less for the Bank in sterilizing excess liquidity compared to
direct borrowing. BNM introduced the Institutional Securities Custodian
Programme (ISCAP) in 2005 and the issuances if Bank Negara Monetary Notes
(BNMNs) beginning 2006 to facilitate repo operations. These measures have
continued to deepen the secondary market liquidity of the domestic bond market
and short term bills market.

Bank Negara Malaysia also uses an array of Shariah compliant instruments
to influence the Islamic inter-bank market liquidity with the main instrument
being Wadiah Acceptance (guarantee custody). The primary objective of the
Bank’s monetary policy operations in the Islamic money market is to ensure
sufficient liquidity for the efficient functioning of the Islamic interbank market.
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The Bank also uses the Commodity Murabaha Programme (CMP) to facilitate
liquidity management. For longer term liquidity management, the Bank issues
Bank Negara Monetary Notes-I (BNMN-i) and Sukuk Bank Negara Malaysia
Ijarah (SBNM-I).

Greater advancement of financial markets over the years has allowed for
the rapid innovation of new financial instruments. In response to this, monetary
policy operation at the Bank continues to evolve through the creation of new
instruments and adjustments to the operating procedures as financial market
advance.

2. Macro-Financial Linkages in Malaysia and its Implications on
Monetary Policy

The Asian financial crisis of 1997/98 was an important event that changed
the financial landscape of Malaysia. The lessons learnt and the initiatives4 taken
have laid the strong foundations for the rapid growth of the financial sector,
which has seen its contribution to GDP grow from 9.2% in 2000 to 11% in 2008.
Over time, the domestic financial system has become increasingly linked to the
global financial system and is consequently being influenced by it. This section
aims to highlight the various financial market developments that have taken place
and its implications on the conduct of monetary policy in Malaysia.

2.1 Development of the Capital Market Since the 1997/98 Financial Crisis

The evolution of the financial system has seen its transformation to a highly
diversified, market orientated, and more consolidated and financial system. As
noted by Ooi (2006), there have been five key developments in Malaysia’s
financial system since the 1997/98 Asian Financial Crisis. They are mainly,

• Development of a banking sector that is more resilient, efficient, competitive
and responsive to the changing economic requirements after going through
a wave of consolidation and mergers.

• A diversified financial system providing access to a wide range of financing
and investment facilities. This includes developing the capital market in order
to diversify the sources of financing away from the banking system.

___________

4. Among the initiatives were the Financial Sector Master Plan (FSMP) and the Capital
Market Master Plan (CMP) which were implemented to develop the financial sector as
an enabler of growth
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• A dual financial system where the non-interest rate based Islamic financial
system operates alongside the interest rate based conventional banking
system.

• A wider array of facilities and sources for small and medium size enterprises
(SMEs) to access financing for the business.

• A higher degree of financial openness through gradual liberalisation and
establishing Malaysia as an International Islamic Financial Centre.

A key development in the last decade has been the rapid growth of the
capital market and a shift away from the bank based financial system. With this
development, household and firms have been provided with alternative avenues
to invest their savings and obtain their funding through the emergence of a broader
range of investment and borrowing instruments. The size of the capital market5

has grown 132.3% between 2001 and 2009 compared to bank loans outstanding,
which has grown 88.2% over the same period.

Figure 3: Loans Outstanding Against Size of Capital Market

Source: Bank Negara Malaysia

___________

5. Size of capital market is taken as the sum of market capitalisation of the equity market
and total bonds outstanding.
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Financial sector development and liberalization has expanded the availability
of financial products and services to a wider range of market players, which in
turn has enhanced the channels through which financial conditions affect the
real macro-economy. Over the last decade, more funds from households have
entered the capital market through investments in unit trust funds. These funds
would have otherwise been saved in bank deposits and be loaned out by banks.
The capital market also plays an increasingly significant role for firms to finance
capital expenditures. This has supported the growth in private debt securities
(PDS), which has grown 164.4% since 2001. The growing size of the capital
market together with greater financial openness6 has not only deepened the link
between the macro economy and the financial sector, but has also broadened
the ties to external financial markets.

Figure 4: Size of the Malaysian Capital Market

___________

6. Growing size of portfolio flows.

Source: Bank Negara Malaysia and Bursa Malaysia
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2.2 Monetary Policy Implications Given Greater Presence of the Capital
Market

The effectiveness of monetary policy is to a large extent affected by the
existence and degree of development of capital markets7. Depending on the
type of financial market development, the efficacy of monetary policy may vary
whereby certain transmission channels may be enhanced while others may be
weakened. Singh et al (2007) have tested the interest rate pass-through and the
monetary transmission mechanism of the policy rate on the Malaysian economy
given various types of financial market developments. Countries with more
developed capital markets in terms of breadth and depth of bond and equity
markets will tend to have stronger interest rate pass-through compared to a
bank based financial system. The impact on the monetary policy transmission
mechanism would depends largely on the holdings of interest-sensitive assets of
non-financial agents in their balance sheets and the proportion of small and medium
size enterprises (SMEs) that depend on bank loans for financing. It was also
noted that capital market development tends to strengthen the interest rate channel
and weaken the credit/bank lending channel.

Figure 5: Financial Openness in Malaysia

Source: Bank Negara Malaysia

___________

7. Singh et al (2007)
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Tang (2006) stated that a deep and broad capital market can act as an
additional shock absorber and diversifier of risks away from the over-resilience
on the banking sector. Further to this, the capital market also provides information
on the state of the monetary conditions and the outlook of the economy and
inflation. The relative strength of the asset price channel in influencing output
at the shorter horizon provide the justification for the central bank to be more
vigilant on developments in the stock market as the stock market may convey
useful information on monetary conditions. It was suggested that the development
in the government and private debt securities market should be further intensified
in order for monetary policy to be transmitted to the wider economy as this
would have further reaching influence beyond the banking sector.

With the ongoing recovery process of the financial and economic crisis, it
is important to understand how the development of the capital market and greater
financial liberalization may have affected the efficacy of monetary policy on
output. In the next section, we analyse the effectiveness of monetary policy on
output given the growing role of the capital market and increasing financial
liberalization.

3. Assessing Macro-Financial Linkages and the Role of Monetary
Policy in Malaysia

In this section, two hypotheses will be tested to gauge the overall efficacy
of monetary policy given greater macro-financial linkages8.

a) To test the overall efficacy of the real interest rate on the output gap in the
presence of alternate financial aggregate. This impact of changes to the
policy rate on output can be generally shown by the IS-LM analysis, where
the real interest rate is inversely related to the change in national income
via investment and a shift in output.

b) To test the efficacy of the pass-through of the policy rate to the commercial
rates in the presence of alternate financial aggregate.

___________

8. As in accordance with the project guideline, this paper only aims to analyse the overall
effectiveness of monetary policy on output and does not seek to attempt to identify or
evaluate the effectiveness of the monetary transmission channels in the present case.
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3.1 Empirical Model and Methodology

3.1.1 Modeling the Transmission of Real Interest Rates to Output Gap
   in the Presence of  Alternate Financial Aggregate

Following Goswami et al (2009), the Ordinary Least Squares (OLS) model
is based on the dynamic IS equation constructed by Rudebusch and Svensson
(1999) as well as Johansen and Juselius (1994) which specify the marginal
influence of the real interest rate on the output gap. The model is adapted to
tests the efficacy of a change in the real interest rate on the output gap.

The model is as follows,

Where,

Also,

α = α
1
 and β

4
 = β

4
 < 0

Based on Goswami et al (2009), β
4
 < 0 in theory as a decline in interest rates

should cause real GDP to increase as an increase in real interest rate will cause
investments and consumption to increase and vice versa. The focus of the analysis
is on the changes in the β

4 
coefficient to estimate the impact of the real interest

rates on the output gap9.

___________

9. The coefficient of the real interest rate is a simple representation of the monetary transmission
mechanism. Rudebusch and Svensson (1999) conclude that this equation appears to be a
workable approximation of the various intermediate transmission mechanisms.
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In order to estimate the impact of the real interest rate on the output gap
with the presence of a growing capital market and greater financial openness,
the dynamic IS equation constructed by Rudebusch and Svensson (1999) is
estimated in two variations as in Estrela (2002)10. The coefficients of the real
interest rate of the base model and variation to it are then compared to observe
the impact of the real interest rate on the output gap.

The base model is estimated as an OLS in two variations as below.

Model 1- Elasticity varying with size of financial aggregates (IS dynamic
equation of output gap)

Model 1(a) will use the size of the capital market (CM) to model an alternative
source of financing. In order to assess the effect of the size of the CM on the
efficacy of the real interest rates, the dynamic IS equation is expanded (Estrella
(2002)) to include CM. To test the effects of CM on the reaction to monetary
policy moves, we allow the coefficient of the real interest rate and the intercept
term to vary with CM. The rationale is that there is an alternative source of
financing besides the banking system. This will reduce the role of banks as the
main source of raising funds. The base model is then modified where,

α
1
 = α

1,0
 + α

1,1
CM

t

and

β
4
 = β

4,0
 + β

4,1
CM

t

Thus,

The dependent variable is the output gap while the independent variables
include a constant term, size of the capital market, three lags of output gap and
the real interest rate.

Model 1(b) will use the degree of financial openness (FO) to model greater
financial liberalisation. In order to assess the effect of the size of the FO on

___________

10. Estrella (2002) tests the effects of mortgage securitization on the reaction to monetary
policy moves by allowing the coefficient of the real interest rate and the intercept to vary
with the extent of securitization.
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the efficacy of the real interest rates, again the dynamic IS equation is expanded
to include FO. To test the effects of FO on the reaction to monetary policy
moves, we allow the coefficient of the real interest rate and the intercept term
to vary with FO. The base model is then modified where,

α
1
 = α

1,0
 + α

1,1
FO

t

and

β
4
 = β

4,0
 + β

4,1
FO

t

Thus,

The dependent variable is the output gap while the independent variables
include a constant term, size of the capital market, three lags of output gap and
the real interest rate.

Model 2 – Elasticity varying with size of capital market (CM) and financial
openness (FO) together (IS dynamic equation of output gap with instrument
variable controls for alternative financing).

Model 2 will adjust the base model to test for the effects of CM and FO
on the impact of real interest rates on the output gap, by allowing the coefficient
of the real interest rate and the intercept term to vary with the size of the
capital market and financial openness. This gives us a way to analyse the influence
of financial globalization on the development and growth of the capital market.

Where,
α

1
 = α

1,0
 + α

1,1
CM

t 
+ α

1,3
FO

t
 + α

1,3
CM

t
FO

t

and
β

4
 = β

4,0
 + β

4,1
CM

t 
+ β

4,2
FO

t
  + β

4,3
CM

t
FO

t

This simply conditions β
4 
 the coefficient of the interest rate as well as the

intercept, by the term CM and the control variable, FO.

The dependent variable is y
t
, while the independent variables are the constant

terms (which includes the constant, CM and FO along with interaction variables),
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lagged y
t
, the elasticity of  the real interest rate       and various elas-

ticity terms conditioned by the real interest rate.

3.1.2 Modeling the Interest Rate Pass Through in the Presence of an
       Alternate Financial Aggregates

A modified form of OLS is applied just to test the hypothesis whether the
size of the capital market and financial openness affects the policy rate (OPR)
pass-through to the level of the base lending rate (BLR). This is done to enhance
the analysis of the overall efficiency of the real interest rate on the output gap.
The model is as follows,

IR
t
 = α + β

1
IR

t-1
 + β

2
PR

t-1
 + β

3
CM

t
 + β

4
FO

t
 + β

5
CM

t
FO

t
PR

t-1

Where,

IR
t

- is the bank lending rate (in Malaysia’s case, the base lending rate
(BLR) is used)

PR
t-1

- is the policy rate (in Malaysia’s case, the overnight policy rate (OPR)
is used)

CM - id the size of the capital market
FO - is the degree of financial openness

As with the previous comparative analysis between the base model, Model
1(a) and Model 2(a), the same shall be applied to the policy rate pass-through.
In this instance the coefficient of the policy rate shall be observed.

3.2 Data

The models were estimated using quarterly data from 1Q 2001 to 3Q 2009
to take into account the various efforts to develop the capital market and financial
liberalization after the crisis. This is also the period in which both the Financial
Sector Master Plan (FSMP) and the Capital Market Master Plan (CMMP)11

came into effect. A description of the data is provided in Appendix 1. The data
was obtained for mainly from Bank Negara Malaysia and IMF’s International
Financial Statistics (IFS).

___________

11. See Appendix VI.
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Using the Philips-Perron and the Augmented Dickey–Fuller unit root test,
it was discovered that all variables were found to be integrated of order one
(I(1)) with the exception of output gap and financial openness. Hence, the first
difference for the I(1) variables were taken.

The series were corrected for three important events that occurred during
the period being tested and a dummy was generated for each. They are,

• two periods of namely the bursting of the tech bubble in the US in 2001
and the 2008/2009 global financial crisis which caused a contraction in both
global and domestic economic growth. One dummy variable was created
to take into account these two events.

• the period of the imposition of a currency peg to the US Dollar from
September 1998 to July 2005.

• the implementation of the New Interest Rate Framework that came into
effect in April 2004.

3.3 Empirical Results and Findings

The table in Appendix IV and Appendix V provides the estimation results
for the empirical models as outlined previously. It is acknowledged that there
may be some shortcomings to the empirical results given the short time series
used and the estimation of some variables.

3.3.1 Empirical Results

The results of the model based on the adaptation of Goswami et al (2009),
1st column of the table in Appendix IV presents estimates for the base model
and the negative sign for the interest elasticity is confirmed. All coefficients are
significant at the 10% significant level. The model indicates that the output gap
decreases 0.007% for every 1% increase in the real interest rate. The columns
2-5 contains estimates of Model 1 and Model 2 in which only the intercept term,
only the interest elasticity, or both terms are allowed to vary with the size of
the capital market (CM) and the degree of financial openness (FO). It can be
seen that only when the intercept and elasticity of interest rate is allowed to
vary with CM only are the results statistically significant.

The result of the policy rate pass-through to the BLR in Appendix V presents
the estimates of the base model and its interaction with CM and FO. All
coefficients of the policy rate in all five regressions are significant at the 1%
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significant level. The results indicate that the size of the capital market with
greater financial openness enhances the pass-through of the policy rate to the
BLR. The impact is the greatest in case of the joint effect of the size of capital
market and financial openness interacting with the policy rate whereby the size
of the coefficient increases from 0.6932 to 0.8914. The results also highlight the
fact that larger degree of financial openness has a larger pass-through compared
to the size of the capital market.

3.3.2 Findings

Based on the adaptation of Goswami et al (2009), the results above suggest
that the size of the capital market does not significantly impact the elasticity of
the real interest rate on output. The coefficients or the real interest rate between
the base model and Model 1(a) show that the size of the capital market reduces
the elasticity of real interest rates on output. The coefficient of the elasticity on
interest rate decreases from 0.000741 to 0.000703, the magnitude is almost
negligible and may not have a significant impact.

A possible reason for the neutral impact could be that a larger more developed
capital market (that provides an alternative for financing away from the banking
system) may weaken the credit channel but strengthen the interest rate channel.
Hence, the real interest rate would have an overall neutral impact on the output
gap. A study by Singh et al (2007) concludes that in most aspects, an increase
in financial sector development tends to strengthen the interest rate channel
while weakening the credit/ bank lending channel. The interest rate channel is
most likely to strengthen unless in the advancement of payment technology which
enables consumption smoothing. On the other hand the credit channel is likely
to weaken unless the economy consists of a large proportion of SMEs that
continue heavily on bank loans for financing. This explanation for the results
above however requires further empirical testing on the transmission channels
to test its validity in Malaysia’s case in present time.

The strong pass-through of the policy rate to the BLR given a larger size
of the capital market and higher degree of financial openness is consistent with
empirical studies done on Malaysia12. Ooi (2006) shows that greater development

___________

12. Singh et al (2007)
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of the financial sector since the Asian Financial Crisis may have increased the
efficiency of the policy rate pass-through. The main factors contributing to this
are,

- The emergence of stronger financial institutions through various rationalization
and consolidation exercises together with the establishment of new industry
oversight bodies. The resulting stronger balance sheets from the financial
restructuring have allowed the various financial institutions to focus on their
operational efficiency. As a result, the interest rate pass-through both from
the policy rate to the interbank rates and the retail rates has risen significantly.

- A more diversified financial system and financial sector have provided
households and business with access to a broader range of financing and
investment facilities. Development of the capital market has provided
businesses with an alternative source of financing away from the banking
system. The higher level of maturity of the capital market has allowed market
participants to price risk and return more efficiently and in the process has
possibly enhanced the transmission of monetary policy.

- A developed and sophisticated financial infrastructure has enhanced the
quality of services, improved the price discovery process and increased
liquidity in the financial markets. This has enabled more efficient monetary
operations through the use of various market based instruments.

- Increased financial inclusion of households and businesses has enhanced
the effectiveness of the financial intermediation function. The significant
improvement in the access to financial services for segments that were
traditionally underserved by the financial system has contributed to greater
financial inclusion.

4. Impact of Financial Crisis on the Real Economy and Monetary Policy
Management

Financial globalization had amplified the adverse effects of financial contagion
among various financial markets and asset classes. This, combined with the
strengthening financial-macro linkages over the last decade, intensified the impact
of the financial crisis on economic activity. The widespread fallout from the US
sub-prime crisis and the collapse of Lehman Brothers in September 2008 led to
the sharp deterioration in global monetary and financial conditions and
consequently to declining economic activity in advanced economies in 2009.



114

4.1 Impact of the Global Financial Crisis on Malaysia’s Economy Given
Greater Macro-financial Linkages

Malaysia was relatively unperturbed by the first wave of the global financial
crisis given the limited exposure of the domestic financial sector to the unfolding
of the US sub-prime turmoil. Despite this, greater financial integration with
international financial markets caused the domestic financial market performance
to deteriorate and volatility to increase. Malaysia was adversely affected by the
sharp decline in domestic financial asset prices as the worldwide de-leveraging
by investors caused large outflows of portfolio funds.

Initial claims that regional emerging economies have decoupled from
advanced economies was short lived as the financial crisis began to contract
external demand. The second wave of the financial crisis had begun to hit the
real-economy. Being a small open economy, Malaysia’s was negatively impacted
by the rapid deterioration in global economic conditions. Real GDP growth
declined from 6.3% in 2007 to 4.6% in 2008. The average real GDP for the first
three quarters of 2009 contracted by 3.8%, amidst a significant deterioration in
external demand, following the deepening recession in advanced economies. The
large decline in external demand led to a steep contraction in exports and industrial
production and a slowing in the pace of private investment activity, which also
affected labour market conditions.With the decline in exports, production and
investment activities, business’s access to financing became constrained.

However, the resilience of the banking sector and role of the capital market
as an alternative source of financing ensured that the financial intermediation
process functioned effectively and smoothly. Since the Asian financial crisis, the
financial sector has evolved to become more diversified, efficient and resilient,
thus enabling it to perform the intermediation function and augment its contribution
to growth. This has strengthened the fundamentals of the financial sector and
provided sufficient buffer to mitigate the impact of external shocks.  The existence
of a financial sector continues to support the intermediation and reinforced the
expansionary fiscal and monetary influences on domestic demand. Domestic
conditions improved markedly towards the end of the year with firm indications
of a sustainable recovery.

4.2 Response to the Crisis by Bank Negara Malaysia

At the outbreak of the crisis, Bank Negara Malaysia and the Ministry of
Finance together with their counterparts in Singapore and Hong Kong announced



115

on 16th October 2008 that all deposits will be fully guaranteed by the respective
governments until December 2010. The Monetary and Financial Stability
Committee (MFSC) of the Executives meeting of East Asia-Pacific (EMEAP)
Central Banks13 had put in place an integrated regional surveillance and crisis
management framework to assist EMEAP economies in addressing concerns
arising from the crisis that affects regional countries. This cooperative framework
provided a key platform for the region to share information and assess the impact
of the evolving global financial crisis on regional economies and the implications
for central banks in the region.

Foreseeing worsening domestic economic conditions, Bank Negara Malaysia
took pre-emptive and appropriate policy responses to avoid a severe economic
downturn through a combination of measures including loosening monetary policy.
The policy rate and the statutory reserve requirement (SRR) were reduced by
varying amounts at three consecutive MPC meetings provide a more
accommodative monetary environment and to reduce the cost of intermediation.
Domestic economic conditions were expected to remain challenging in the coming
quarters with the continued deterioration in the global economy.

Figure 10: Bank Negara Malaysia
Monetary Policy Decisions Since 2008

In addition to the loosening of the monetary policy stance Bank Negara
Malaysia took various efforts directed towards ensuring access to credit to all
sectors of the economy. Measures undertaken by BNM can be divided into
three broad categories.

a) Liquidity measures were used to ensure the adequacy of funds in the
banking system, allowing the financial intermediation process to functions
efficiently and without interruptions.

___________

13. A dedicated committee compromising of 11 central bank deputies in the East and Asia and
Pacific region.
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– shortened the maturity of its monetary operations, allowing banks more
flexibility liquidity responses in dealing with capital outflows

– instituted a full guarantee on deposits placed with banks to preserve
confidence in the financial system

– widened access to its liquidity facility beyond banks to include insurance
and takaful operators

b) Interest rates measures to reduce the cost of financing and provide
support to domestic demand.

– To ensure greater transmission from the policy rate to retail lending rates
BNM also encouraged banks to reduce monthly loan repayments on floating
rate loans

– The Bank also issued Bon Simpanan Merdeka amounting to RM2 billion to
provide higher returns to the segment of savers that depend on interest
income for their livelihood, mainly Malaysian citizens aged 56 and above.
With a nominal return of 5% per annum, the real return on the bond is
expected to average above 2.5% in 2009.

c) Measures to improve households and businesses access to financing.

– Conducting dialogues with the banking institutions and the business community
to bridge the concerns faced by both parties

– Special funds to help SMEs with viable businesses obtain financing
(i) SME Assistance Facility - Aug’08
(ii) SME Modernisation Facility - Aug’08
(iii) Micro Enterprise Fund - Nov’08
(iv) SME Assistance Guarantee Scheme - Jan’09
(v) Working Capital Guarantee Scheme - Apr’09
(vi) Industry Restructuring Loan Guarantee Scheme - Apr’09

– More intensive outreach efforts to assist borrowers under distress, including
providing avenues for debt resolution and restructuring

§ For individuals, the Credit Counselling and Debt Management Agency
(AKPK) provide assistance to develop a personalised debt repayment
plan for individual borrowers, in consultation with their banks.
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§ For SMEs, the Small Debt Restructuring Committee was established
to undertake independent assessment on the viability of the businesses
and propose a loan restructuring and financing requirement of the
affected businesses.

§ For the corporate sector, the Enhanced Corporate Debt Restructuring
Committee helps corporations to restructure their debt, including bank
loans and private debt securities.

§ One year loan moratorium for retrenched workers for repayment on
their housing loans

– The establishment of Danajamin (Financial Guarantee Institution); Danajamin
will provide credit enhancements to corporations with viable businesses and
investment grade ratings to enhance their access to the Malaysian bond
market.

– In addressing general enquiries relating to banking services and credit issued
from individuals and businesses, BNM established the Integrated Contact
Centre comprising BNM Link, BNM Telelink and Complaints Management
and Advisory section within the Bank. In addition, ABMConnect Toll Free
Channel was set up in December 2008 by the Association of Banks in
Malaysia (ABM) in collaboration with banking institutions.

– The Bank also ensured sufficient dollar liquidity to support international trade
through its foreign reserves. This is to avoid a shortage of dollar liquidity
from hampering Malaysia’s international trade activities.

5. Conclusion

The study of macro-financial linkages and monetary policy management in
Malaysia has raised various issues concerning the interactions between financial
market development and monetary policy management during times of crisis. It
was with the lessons learnt during the Asian financial crisis and understanding
of the financial sector development that the Bank was able to respond with
effective measures. As in the recent financial and economic crisis, by
implementing specific measures to improve the access to financing, the economy
was allowed to recover at a faster pace than most countries.

Given the dynamic nature of the financial sector in the face of greater
financial globalization, it is vital that policy makers continue to monitor the macro-
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financial linkages and to assess the impact of monetary policy. Though this paper
attempts to address a specific linkage, there are linkages such as securitization
that may need to analysed. Research into the black box of the monetary
transmission mechanism would provide more useful information on the various
channels and changes to these channels given greater financial market
development. Being able to do so is important in understanding what policies to
adopt, how to implement them, and what impact polices have on the economy.

As with previous empirical studies, it is important to continue to reassess
monetary policy management as the financial markets develop and integrates
with the global financial markets. With Malaysia’s vast experience of reforms
and capacity building measures, which included further improvement to the
supervisory framework, Malaysia’s financial system is expected to remain resilient
and continue to affectively perform its intermediation function. The current crisis
as the previous one, has taught Bank Negara Malaysia through insightful
experiences, valuable lessons in the conduct of monetary policy. This together
with the Central Bank Act 2009 has improved the management of monetary
policy through,

o A more thorough and wider policy formulation process that looks at various
aspects of the economy, price stability and financial stability.

o Improved surveillance of the economy especially financial markets to better
understand financial-macro linkages.

o Expansion and provision of alternative/ back up for monetary policy operation
tools that have the ability to reinforce the monetary policy pass through.

o Coordinated efforts through greater dialogue and information sharing with
regional and international counterparts.

o Having a better understanding of macro-prudential measures and its
interaction with monetary policy management.
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Appendix I

Key Macroeconomic Indicators

Source: Bank Negara Malaysia
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Appendix II

Definition of Data Used for the Estimation
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Appendix III

Diagnostic Tests
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Appendix IV

Estimation Results for Impact of Real Interest Rate on Output Gap
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Appendix V

Estimation Results for Interest Rate Pass Through Model
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Appendix VI

1) Financial Sector Master Plan (FSMP)

The Financial Sector Master Plan was launched in 2001 with the objective
‘to develop a more resilient, competitive and dynamic financial system with
best practices, that supports and contributes positively to the growth of the
economy throughout the economic cycle, and has a core of strong and
forward looking domestic financial institutions that are more technology
driven and ready to face the challenges of liberalisation and
globalisation’14.

The Plan is to implement the 115 broad recommendations within a period
of 8-10 years in three phases, subject to achieving specified milestones and
safeguards. The first phase is on building the domestic capacity, the second
phase in which domestic competition increases and the third phase in which the
pace for the integration with the international market is increased.

With the implementation of the Plan, the Malaysian financial sector has
undergone significant transformation and progress. This is particularly most evident
in the banking sector which has undergone restructuring, consolidation, and
rationalisation. Gradual deregulation and liberalization has also altered the financial
landscape bringing with it improved performance and enhanced resilience.

2) Capital Market Master Plan (CMP)

The Capital Market Master Plan (CMP) was launched in February 2000.
It set the clear strategic position and future direction of capital market
development for Malaysia. The CMP is premised upon six key objectives,
expressed in 152 recommendations and seeks to chart the strategic positioning
and future direction of the Malaysian capital market for the next 10 years. It
is intended to provide market participants with strategic clarity as to the vision
and objectives for the capital market amid the changing market place.

Figure 5: Phases of the Financial Sector Master Plan

___________

14. Financial Sector Master Plan (2001)
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Figure 6: Phases of the Capital Market Master Plan

Source: Securities Commission
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CHAPTER 5
MACRO-FINANCIAL LINKS AND MONETARY POLICY

MANAGEMENT IN MYANMAR

By

Tin Maung Htike1

1. Geography and Trade Patterns

Myanmar is bordered on the north and northeast by China, on the east and
southeast by Laos and Thailand, on the south by the Andaman Sea and the Bay
of Bengal, and on the west by Bangladesh and India. Myanmar covers an area
of 677,000 square kilometers, or 261,228 square miles. As forest covers about
52.3% of the total land area and only about 14.8% is under cultivation, it still
has a vast potential of land resources for cultivation and expansion of cultivable
land. Myanmar’s economy is heavily dependent on the agriculture sector, which
constitutes about half of the economy (49%), the industrial sector accounts for
roughly (35%), with services and the trade taking up the rest.  The present
population is about 56 million. Myanmar Standard Time is six hours and thirty
minutes ahead of the Greenwich Means Time. Since late-1988, Myanmar replaced
economic central planning with a more liberalised economic policy based on a
market- oriented economy. Myanmar’s foreign trade is mainly with the Asian
countries, followed by the European countries and other countries. Myanmar is
situated in a very significant geographic location and has good possibilities of
benefiting from the rapidly expanding economies of its neighbors, particularly,
the People’s Republic of China, India and Thailand.

2. General Policy for Monetary Management

2.1 Current Banking System in Myanmar

The financial system in Myanmar has been restructured since 1989-90 at
the inception of the market-oriented economic system. In order to establish a
sound and efficient financial system to facilitate the operation of its market-
driven economy, the relevant amendments were made to the existing laws and
the following new laws were promulgated for the banking sector.

___________

1. Research Officer, Research and Training Department, Central Bank of Myanmar.
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(a) The Central Bank of Myanmar Law (1990)
(b) The Financial Institutions of Myanmar Law (1990)
(c) The Agriculture and Rural Development Bank Law (1990)
(d) The New Saving Bank Law (1990)

The current banking system in Myanmar comprises the Central Bank of
Myanmar (CBM), the four state-owned banks, with well over 500 branches,
and 15 private-owned domestic banks which are permitted to operate since May
1992. The state-owned banks include the Myanma Economic Bank (MEB), the
Myanma Foreign Trade Bank (MFTB), the Myanma Investment and Commercial
Bank (MICB), and the Myanma Agriculture and Rural Development Bank
(MARDB).

As the monetary authority, the CBM formulates and implements monetary
policy, with the following aims: (1) Preserve the value of the Myanmar currency;
(2) Promote efficient payment mechanisms; (3) Provide for the liquidity, solvency
and proper functioning of a sound financial system; and (4) foster the monetary,
credit and financial conditions essential for orderly, balanced and sustained
economic development.

2.2 Monetary Policy Instrument

At present, the CBM mainly uses interest rate policy as the main monetary
policy instrument while reserve requirements and open market operation have
also been used to a certain extent.

2.2.1. Interest Rates

In Myanmar, the interest rate and credit channels are regarded as more
effective than other channels. The CBM uses interest rate as the main monetary
instrument. The CBM has made adjustments to its policy in response to changes
in the economic requirements of the country. The CBM has raised its rate from
11% to 12.5% in January 1995, and then to 15% in April 1996. The Central
Bank rate was reduced to 12% from 15% on April 1999, and then to 10% in
April 2000. The CBM has raised its rate from 10% to 12% on April 1, 2006.
Consequently, the CBM prescribed the maximum interest rates for deposits and
lending of commercial bank at 12% and 17%, respectively. The lending rate for
special projects is 15%. Moreover, the CBM also increased the interest rate on
3-year Treasury bond and 5-year Treasury bond from 8.5% and 9.0% to 10.5%
and 11%, respectively, with effect from April 1, 2006.
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2.2.2. Open Market Operation

At present, Myanmar does not have a properly developed capital market.
The CBM, on behalf of the government, has issued 3- and 5-year Government
Treasury Bonds starting from 1 December 1993, as an initial step to facilitate
the emergence of a capital market as well as to partly finance the budget deficit.
The domestic private-owned banks are the main buyers of the Treasury bonds
as they have easy access to the discount window facility against Treasury bonds
which are classified as a reserve requirement and liquid asset. With a view to
establishing a stock exchange, the first securities firm, Myanmar Securities
Exchange Co. Ltd., was established in June 1996 as a joint venture between the
Myanmar Economic Bank and the Daiwa Institute of Research Co. Ltd., of
Japan.

2.2.3. Prudential Requirements

The CBM presently administers a prudential policy so as to maintain
macroeconomic stability and promote domestic savings. Prudential policy is
necessary for any country seeking to achieve and maintain growth with
macroeconomic stability. The CBM regulates the operations of banks by enforcing
the following prudential requirements.

2.2.3.1. Minimum Reserve Requirements

(a)  10% of total deposits, regardless of the type of deposits whether demand
or time deposit, are required to be maintained by each bank as the minimum
reserve requirement;

(b)  75% of the required reserves are to be deposited with the Central Bank
and 25% of the reserves may be maintained in the form of cash; and

(c)  Required reserves for a bank to be maintained with the Central Bank must
not exceed 35% of the total liabilities of the bank. However, in the event
of serious inflationary pressure, the Central Bank may increase the 35%
ceiling required reserves. (Article 58 of the CBM Law, Regulations 3 & 4
of the Regulations of Financial Institution Instruction No. 1/2007).
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2.2.3.2. Liquidity Control

Banks are required to maintain the level of their liquid assets against their
eligible liabilities at not less than 20% (Articles 58 and, 59 of the CBM Law,
Central Bank’s Instruction No.4).

2.2.3.3. Capital Adequacy Ratio

The risk-weighted assets of a bank shall not exceed ten times the combined
total of its capital and reserves (Article 31 of the FIM Law).

2.2.3.4. Legal Lending Limit

Banks shall not lend more than 20% of their capital plus reserves to a single
individual, an enterprise, or an economic group (Article 32 of the FIM Law).

2.2.3.5 Methods of Calculation of Prudential Requirement

The methods for the calculation of the Reserve Ratio, Capital Adequacy
Ratio and Liquidity Ratio are as follows:

Deposit with CBM + Cash in Vaults
(a) Reserve Ratio =

Total Deposit

Paid-up Capital + Reserves + Profit & Loss A/C

(b) Capital Adequacy Ratio =

50% of Loan + 20% of Cheques & Bills +
20% of Fixed Assets

Liquid Assets
(c) Liquidity Ratio =

Eligible Liabilities

Apart from examining the reserve ratio, capital adequacy ratio and liquidity
ratio, the Banking Supervision Department regularly examines other various ratios,
such as loans-to-deposit ratio, total assets-to-deposits ratio, total assets-to-loans
ratio, non-performing loans-to-total loans ratio, to get a clear picture of the health
of the financial institutions. The picture that emerges from the close scrutiny of
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the various ratios, reveals the condition of the financial institutions. Particularly
for financial institutions whose operations are below par, necessary action has
to be taken, by penalising them with the payment of penalty charges. The
important ratios are reported to the Central Bank Board for its information and
action.

2.2.4. Credit Control

Carrying out credit operations, financial institutions shall comply with the
principles of risk avoidance, diversification and liquidity, as well as with directives
issued by the Central Bank; and they shall acquire and keep the legal documents
for the relevant credit operations. The banks are required to build up and maintain
a general provision account amounting to at least 2% of the total outstanding
loans/advances at the end of the year; and they are also required to maintain
specific provision for doubtful and/or bad loans on a case-by-case basis [Articles
28, 29 and 11(d) of the FIM Law, Central Bank’s Instructions No.6].

2.3 Exchange Rate Regime and Deregulation of Foreign Exchange
Transaction

Myanmar has a fixed exchange rate system. The Myanmar currency, the
kyat, is officially pegged to the SDR at 8.50847 per SDR 1. Myanmar applies
margins of 2% to spot transactions based on the fixed kyat SDR rate since
1975. Before 1988, the functions of foreign exchange control were undertaken
by the MFTB, a state-owned commercial bank. Now, after the introduction of
a market economy in 1988 and following the promulgation of the Central Bank
of Myanmar Law in 1990, all the functions of foreign exchange control are now
vested with the CBM. The exercise of foreign exchange control is to this day
based on the Foreign Exchange Regulation Act, 1947. The Foreign Exchange
Budget is managed by the Ministry of Finance and Revenue.

2.3.1. Deregulation of Foreign Exchange Transaction

The economy of Myanmar converted to a market-oriented system since
September 1988. In conformity with this system, in November 1988, the Foreign
Investment Law was promulgated for the first time since 1960. In January 1989,
the government issued a new notification granting permission for all Myanmar
citizens to open foreign currency accounts with the Foreign Trade Bank with
regard to foreign exchange they have received on account of: pensions and
compensations from abroad; services rendered to foreign governments,
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international organisations and companies; rentals received from houses, motor
vehicles, etc. Private importers are allowed to open foreign currency accounts
with foreign exchange from their export proceeds at the MFTB. In addition,
those exporters are entitled to import under valid import licenses issued by the
Ministry of Commerce. State banks, authorised to conduct foreign banking
business, have been paying interest on 6-month fixed foreign currency deposits
of $1,000 and above, with the certified average rates for foreign exchange
transactions determined on daily basis by the MFTB.

The CBM has issued Foreign Exchange Certificates (FECs) since February
1993 for the enhancement of foreign exchange earnings and for the convenience
of tourists visiting Myanmar as well as foreign investors. FECs are exchangeable
with six hard currencies or with acceptable traveller cheques. FECs can be
used by both residents and non-residents alike for various types of payments
within Myanmar.

3. Trends in Macroeconomic and Financial Data

3.1 Economic Growth

Myanmar has shifted its economic direction from a centrally planned
economy to a market-oriented one since late-1998. Since then, the economy is
steered by successive short-term plans. A short-term Four Year Plan (1992/93
to 1995/96) has been implemented with a very satisfying average annual growth
rate of 7.5%, a rate far higher than the initial target of 5.1%. During the second
Five Year Short-Term Plan (FYSP) (1996/97 to 2000/2001), real GDP growth
in 1997/98 and 1998/99, slowed down to an average annual rate of 6.23%. This
was partly as a result of the contagion effects of the regional financial crisis.
In FY of 1999/2000, the growth rate increased to more than 10%, with the
agricultural sector leading the expansion. In addition, the manufacturing and
processing, energy and mining sectors have also grown rapidly. In the third FYSP
spanning from 2001/02 to 2005/06, significant growth has been achieved with
the high average annual growth rate of 13.09%. The agricultural sector remains
the main driving force of the country’s economic growth. Moreover, the good
performance in other sectors of the economy also contributed to the achievement
of high growth rates.

Myanmar is now implementing its fourth FYSP starting from 2006/07 to
2010/2011. In  2008/09, the  third year of the fourth FYSP, the real GDP slowed
down to 10.1% from 12.0% in 2007/08 due to Cyclone Nargis which hit the
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lower and middle region of Myanmar on 2 May 2008, causing widespread
destruction to farmlands, homes, food supplies and infrastructure. The annual
plan target of 2009/10, the forth year of the fourth FYSP, has been set at 12.1%.

3.2 Inflation

The annual inflation accelerated to 49% in FY of 1998/1999. However, the
inflation has declined since April 1999. By December 1999, the annual inflation
rate has fallen to 18% partly due to a more stable external environment, as well
as to a better harvest in the second half of 1999/2000. However, the CPI inflation
increased again and reached the peak of 58.1% in 2002/03 and then it gradually
declined to 24.9% in 2003/04 and further to 3.8% in 2004/05. The soaring global
oil prices during that period did not have much effect on domestic prices as the
government sold energy at a subsidised rate then. However, due to the increase
in government salaries as well as to the abolishment of the subsidised energy
prices, the inflation has risen once again in 2008 and stood at 32.9%. However,
the inflation rate declined to 22% in 2009 due to the impact of declining world
commodity prices.

3.3  Monetary Development

The rate of money supply decreased from 26.46% to 17.37% in 2008 as
compared to last year. It was mainly due to a fall in domestic credit to the public
sector. The net domestic credit decreased from 26.3% to 20.5% and quasi money
also slowed down from 32.3% to 21.3%.
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3.4 Fiscal Development

On the fiscal front, in order to improve the existing fiscal imbalance,
appropriate measures have been taken on both the revenue and expenditure
side. On the revenue side, in order to increase tax revenue, measures have
been taken to strengthen tax administration and collection, and to reduce tax
evasion and increase contributions from the State Economic Enterprises (SEEs).
On the expenditure side, unproductive expenditures have been discouraged and
prioritisation has been encouraged. Due to these efforts, the fiscal deficit which
stood at 3.9% of GDP in 2007/08 declined to 1.6% in 2008/09. Myanmar has
to rely mainly on its own resources for infrastructure reform and development
which is crucial for the development of the country. Myanmar’s budget still
remains in deficit.



137

3.5 External Development

Myanmar’s external position, in deficit for more than two decades, has
improved and turned into surplus since 2002/03, mainly due to the increase in
exports and decline in imports through export promotion measures, systematic
management of the foreign trade system, and strong demand for Myanmar exports
(mainly energy, forestry, marine and agricultural products) at that time. The
improved position has led to a surplus in the current account balance and,
consequently, the overall balance of position has also been in surplus for more
than five years. The gross official reserve is also on the rise and currently
covers twelve months of import.
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4. Monetary Policy Management and the Macroeconomy

4.1 Monetary Policy Transmission in Myanmar

The interrelationships between the financial system and the macroeconomic
conditions depend mainly on the effectiveness of monetary policy transmission
channel. In Myanmar, changes in the reserve requirements, interest rates and
credit policies are the main transmission channels of monetary policy in recent
years. Interest rates played only a limited role in regulating and allocating credit
but were important in mobilising savings.

At present, the main objectives of monetary policy management are to control
monetary expansion in support of the objectives of combating inflation and
promoting domestic savings. In recent years there have been no significant
changes in monetary policies including interest rate policy. Although there have
been no changes in the interest rate policy, the service charges is levied loans
by commercial banks. This charge  was reduced to 1%  from 3% with effect
from 1 July 2009.

To mobilise domestic savings and reduce the fiscal deficit, the CBM has
been issuing two types of Treasury bond (3-year and 5-year Treasury bonds)
to the public, to partly finance the budget deficit. In addition, the CBM issued
a 2-year treasury bond in denomination of ten million kyats with the interest rate
of 10.5% per annum on 1 January, 2010. The bond financing of the fiscal deficit
provides an opportunity in capacity building for the CBM in managing the monetary
aggregates and adjusting the interest rates in response to changing macroeconomic
conditions. In order to shift away from direct central bank financing of the
consolidated fiscal deficit and encourage the mobilisation of domestic financial
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resources, it is necessary that the fiscal measures be complemented by monetary
measures.

4.2 Monetary Aggregate

The ratio of M
2 
to gross domestic product (GDP) decreased from 29% in

2006 to 22.22% in 2007 and the ratios of 2008 and 2009 continuously decreased
to 19.39% and 19%, respectively.

In 2008/09, loans to private sector by the state-owned bank increased by
16.5% but loans to the private banks decreased 14.70% and demand deposits
at the state-owned banks and private banks increased 51.7% and 20%,
respectively.

Although, saving certificates which is only issued by the MEB decreased
by 3.3% in2008/09, time deposits of the state-owned banks and private banks
soared by 68.0% and 79.1%, respectively.

In 2008/09, saving deposits at the state-owned banks and private banks
rose by 30.8% and 29.6%, respectively.

Table 1
Monetary Aggregate
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4.3 Model Specification

The empirical model assessing macro-financial linkages and monetary policy
is based on the original dynamic IS curve by Rudenbush and Svensson (1999).
This model primarily tests the hypothesis that securitisation limits the efficacy
of monetary policy to change the real economic variable.

In this paper, we use the leading macroeconomic indicators, such as the
inflation rate, gross domestic product, 3-month deposit rate, working capital from
FY1993/94 to FY2008/09, for time series analysis. All these data are expected
to significantly impact on  the output gap on macroeconomy with marginal
influence from the real interest rate in Myanmar.

To analyse and assess the macro-financial linkages and monetary policy in
Myanmar, the original dynamic IS curve by Rudenbush and Svensson (1999) is
applied. In this paper, therefore, we develop the IS equation and the IS equation
with control variable and interaction.

IS Equation 1:

LOGGAP = C - REAL 1(-) + LOGGAP (-2) + AR

IS Equation 2:

LOGGAP = C + LOGGAP (-1) + REAL 1(-) – OPEN +
  CRGROWTH -   CRGROWTH*OPEN– REAL1 (-1) +
  REAL1 (-1)*CRGROWTH

To create the abovementioned equation, this paper generates the output
gap, real interest rate 1, real interest rate 2, credit growth and openness, and
they are estimated as follow:

Output gap (gap) that is estimated from GDP.

Real interest rate 1(Real1) is generated from inflation minus 3-month deposit
rate.

Real interest rate 2 (Real2) that is calculated from inflation minus working
capital.

Openness is estimated from export and GDP ratio.
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This paper uses the OLS regression and the results and analysis are as
follows:

IS equation 1:

LOGGAP = 0.857805 – 0.004895*REAL 1(-) + 0. 253806LOGGAP (-2)
  (6.43)       (0.002)         (0.215)

D-W=2.00 R2 =0.62

Analysing the above IS Equation 1,

Dependent Variable: LOGGAP
Method: Least Squares
Date: 12/02/09   Time: 16:41
Sample (adjusted): 1999 2008
Included observations: 10 after adjustments
Convergence achieved after 86 iterations
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Highlights

1. Real interest rate (lag 1) in Myanmar significantly affects the output gap,
at 5% significance level.

2. Real interest rate data is generated from subtraction of inflation rate from
working capital rate.

3. The estimation gives R squared of 79% which means that 79% of the
variation in the output gap can be explained by the real interest rate. DW
statistic is 2,0 after introducing AR(1), suggesting that autocorrelation problem
is properly solved.

4. The negative sign of the real interest rate is as expected.

IS equation 2:

LOGGAP = C + LOGGAP (-1) + REAL1(-2) – OPEN +
  CRGROWTH -   CRGROWTH*OPEN– REAL1 (-1) +

           REAL1 (-1)*CRGROWTH

   (0.22)     (0.558)             (0.003)      (606.886)       (1.082)

     (1906.435)             (3.107)     (0.011)

       D-W=2.06 R2 =0.88

Analysing the above IS Equation 2:
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Dependent Variable: LOGGAP
Method: Least Squares
Date: 12/02/09   Time: 17:00
Sample (adjusted): 1997 2008
Included observations: 12 after adjustments

Equation 2: IS equation with Control Variable and Interaction

Highlights

1. Using 5% significance level, the output gap in Myanmar is significantly
affected by the lagged value of the output gap (LOGGAP(-1), openness of
Myanmar economy (OPEN), and credit growth in Myanmar
(CRGROWTH).
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2. If we consider 10% as our significance level, then the real interest rate
(REAL1) will be significant, too, in explaining the output gap.

3. This estimation gives R squared of 95%.  DW statistics is 2, 06, indicates
that the classical assumption of no autocorrelation is not violated.

5. Impact of Crisis on the Real Economy

5.1 Monetary Policy Management Reactions to Deal with Banking Crisis
in Recent Years

5.1.1 The 1997 Asian Financial Crisis

In response to the economic slowdown in FY 1998/99, partly due to the
contagion effect of the Asian financial crisis in 1997, the Myanmar authorities
embarked on a major agricultural push to tap an alternative source for export
earnings. A package of incentives, including customs duty exemptions, permission
for exports and cut in lending rates, is being offered to private entrepreneurs
who are engaged in reclaiming wastelands in order to boost agricultural production.
With a view to reviving domestic production sectors, interest rates were first
reduced in April 1999 led by the Central Bank’s lowering of the discount rate
from 15% to 12% and which were further lowered in April 2000. The Central
Bank cut its discount rate by 2 percentage points to 10%, leading to a reduction
in commercial bank rates and the rates on medium-term government Treasury
bonds. Thus, the maximum lending rate was reduced to 15%. Since then, the
3-year and 5-year Treasury bonds bear interest rates of 8.5% and 9% per annum,
respectively.

5.1.2 The 2003 Banking Crisis in Myanmar

In February 2003, a decline in public confidence triggered a massive run on
the private banks in Myanmar. In September, the deposits of these banks were
depleted by two thirds, and the funds withdrawn were retransferred to the state-
owned banks. A severe liquidity shortage developed in the private banks which
prompted central bank action. The CBM required the private banks to adhere
to a deposit-to-capital ratio capped at 7, thereby constraining their ability to
collect new deposits. But, early 2004, deposits started to recover for the private
banks from a low level. In June three private banks merged. At the peak of the
crisis, six problem banks were prohibited from accepting new deposits and
extending new credits. Later, three banks were allowed to resume normal
operations, while two were closed, and one remained under a special supervisory
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regime. On 1 April 2006, the Central Bank rate was raised to 12% from 10%
in order to effectively mobilise domestic resources and also to encourage and
enhance quality lending. Accordingly, the deposit and lending rates were also
adjusted to 12 % and 17%, respectively. In 2006/07, the cap on deposit-to-
capital ratio was increased. Now, all banks are required to maintain 10% of
total deposits as minimum reserves and to keep capital adequacy ratios and
raise paid-up capital. The CBM has been monitoring private banks’ financial
position on a daily basis and is upgrading its supervision on- and off- site.

5.1.3 The Recent Global Financial Crisis

As the financial sector in Myanmar is not significantly integrated with rest
of the world, the direct impact of the current global financial crisis on Myanmar’s
financial sector is not likely to have much bearing on Myanmar. However, the
Central Bank is concerned about the increasing asset price of real estate and
decreasing public confidence in banks and financial institutions caused by the
global crisis and the volatility of the world crude oil prices. Keeping with the
existing economic and financial developments, the CBM has taken various
measures to strengthen the soundness of the banking system. The Ministry of
Finance and Revenue (MFR), the apex of the financial system, has formed a
think-tank group to assess the impact of the global financial crisis to make the
necessary recommendations and to effectively coordinate and cooperate with
relevant institutions.

5.2 Monetary Authority Policy Reactions related to Financial Crisis for
Financial Stability

5.2.1  Lender of Last Resort

The role of the CBM in its capacity as lender of last resort is to provide
liquidity assistance to help banks resolve a short-term funding difficulty. Pursuant
to the CBM Law of 1990, the CBM is empowered, as the lender of last resort,
to give loans to commercial banks during both normal times and systemic crisis
to solve liquidity problems. In early 2003, a few large banks experienced panic
runs owing in part to the loss of depositors’ confidence sparked by the spillover
effects of the failure of general services companies outside the banking sector.
The incidents have been resolved after central bank intervention as lender of
last resort and provision of adequate liquidity assistance to the banks. Owing to
these efforts almost all the commercial banks have returned to stable condition
and banking business is back to full swing operation. There are two types of
lender of last resort facilities extended by the CBM to commercial banks:
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(a) The Short-term Funding Facility extend to banks experiencing liquidity
difficulties under normal conditions.

(b) The Emergency Financing Facility for a problem bank that is experiencing
liquidity difficulty that has systemic impact, but is still complying with the
level of solvency prescribed by the central bank.

5.2.2 Merger and Revocation of Private Banks

The CBM approved the merger of three private co-operative banks in 2004
and revoked the licenses of three domestic private banks in 2005 due to their
failure to comply with the existing Financial Institution Law, 1990.

5.2.3 Monitoring Financial Position of Private Banks

With a view of strengthening the reserve position of banks, CBM amended
its minimum reserve requirements with effect from 12 April 2007 (10% of total
deposits is required to be maintained as a minimum reserve requirement). The
CBM closely monitors the private banks on a daily basis by analysing their daily
returns and financial position, in addition to on-site examination and off-site
monitoring. The CBM has issued a series of instructions and guidelines for bank
inspectors to review bank compliance with AML/CFT requirements. The CBM
has been supervising banking activities and encouraging the banks to be in
compliance with the international standards and norms.

6. Conclusion

6.1 Major Issues (Problems and Prospects)

In terms of having effective monetary and fiscal policies in moving forward
in the medium term, Myanmar faces a number of constraints and several
economic challenges: high inflation, huge fiscal deficit, weakness in the investment
climate, etc. As Myanmar has yet to have a money market, open market
operations cannot be used as an effective monetary instrument, like in the other
countries. There is also a need to develop a basic institutional structure, such
as a capital market, and get connected with the international financial markets.
Myanmar intends to establish a securities market, and as a first step towards
that direction, the first security firm, Myanmar Securities Exchange Co. Ltd.,
was established in June 1996 as a joint venture between the Myanmar Economic
Bank and the Daiwa Institute of Research Co. Ltd., of Japan. The draft of the
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Security and Exchange Law is in the final stage of reading and is awaiting
approval by the authorities. The CBM is expected to familiarise people with the
basic knowledge about the financial products and securities market. The
integration of Myanmar’s financial sector with the world financial markets is a
major challenge and prospect for our Central Bank. In anticipation and with
regard to this challenge, the proficiency of the Banking Supervision and Bank
Regulation functions will be crucial for they will have an important role to play.

6.2 Policy Recommendations

The CBM has to address the following issues and problems. The priorities
are to:

(i)   Reduce the fiscal deficit which would help to control inflation;

(ii)  Unify the exchange rate;

(iii) Strengthen domestic resource mobilisation and external resources; and

(iv)  Promote investment, both domestic and foreign.

In Myanmar, interest rates,  which are currently far below the inflation rate
and real rates are negative, should eventually and gradually be liberalised.
Improvements in monetary policy and operations are needed to keep inflation
under control.
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CHAPTER 6
MACRO-FINANCIAL LINKS AND

MONETARY POLICY MANAGEMENT IN NEPAL

By

Rajendra Pandit1

1. Background

Nepal is a least developed landlocked country in South Asia. The country
is sandwiched between the two most populous and emerging economies in the
world, India in the East, South and West and China in the North. With an area
of 147,181 square kilometers, the population of the country is 30 million (CBS,
GON, 2009).

Agriculture is the mainstay of Nepal’s economy. The growth of GDP has
remained fairly stable, albeit at a low level. With a gross national per capita
income of US$484 in 2009, 31% of the total population is still under the absolute
poverty line (GON, CBS, 2004). The country has gradually opened up its external
sector. It has experienced a substantial level of workers’ remittance inflow, which
contributes towards the expansion of the country’s economic activities. Internal
political conflict, which started in 1995 and ended with a comprehensive peace
agreement in 2006, seriously affected the Nepalese economic and social
environment.

The Nepalese financial sector has progressed gradually. However, the
momentum has picked up in recent times in terms of both the number and volume
of transactions. The influence of the financial sector on real economic activities
needs to be analysed. Another aspect that needs to be examined is the
effectiveness of monetary policy, i.e. whether or not there exists a significant
relationship between the real interest rate and output gap. The objective of this
paper is to evaluate the macro-financial linkages in Nepal. The paper also attempts
to recommend the important policy options. The remaining part of this paper is
organised as follows. Section 2 presents an overview of the Nepalese economy.
Section 3 discusses the monetary management and monetary policy framework

___________
1. Deputy Director,  Research Department Nepal Rastra Bank, email: rpandit@nrb.org.np;

rajen_pan@yahoo.com
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of Nepal, and this is followed in Section 4 by an analysis of the macroeconomy
and monetary policy. Finally, in Section 5, the impact of the recent financial crisis
is discussed, wrapping up with the conclusion and recommendations.

2. Overview of Nepalese Macroeconomic Situation

2.1 Domestic Output

The growth of the GDP averaged 4.4% during 1976-2008. The growth rate
has remained fairly stable at a low level. The real GDP is estimated to grow by
4.7 % in 2009 on account of a weak agricultural sector as well as industrial
production. Agriculture, which contributes 36% of the GDP, is the single highest
contributor in the national output (CBS, GON, 2008/09). The industrial sector
has suffered due to domestic internal conflict, political instability and weak law
and order situation. The Gross National Saving (GNS) and Gross Fixed Capital
Formation (GFCF) remained broadly stable. The GFCF stood at 21.3% of the
GDP in 2009.  In 2001, it stood at 19.2% of the GDP. The low level of GDP
growth rate is attributed to the low level of GFCF.

Figure 1
Average GDP growth

Source: Central Bureau of Statistics, GON
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2.2 Inflation

During the period since the NRB started producing inflation statistics, the
annual rate of inflation has averaged 8.2%. Inflation hovered at a record level
of 21.1% in 1992. The reasons for the unprecedented level of inflation in 1992
were the devaluation of Nepalese rupee against the US dollar and other convertible
currencies by 20.9% and the upward price adjustment in the administrated prices
of goods and services, like milk, petroleum products, education fee, telephone
and electricity charges (NRB, 2006). The CPI registered a growth of 13.2% in
2009, despite a fall in the price level worldwide.

2.3 External Sector

Nepal’s external sector has witnessed a mixed performance. In the trade
sector, total trade, imports and trade balance have been gradually increasing.
Trade imbalance increased from an average of 5.7% during 1975 -1979 to an
average of 18.7% in 2005-2009. However, the improvement of exports has not
been satisfactory. The exports to GDP ratio picked up marginally to 8.4% in
2005-2009 from 5.8% in 1975-1980. On the other hand, Nepal’s total trade is
still highly concentrated with India. Of the total trade, the share of India was
58.2% in 2009. As far as trade openness is concerned, total trade to GDP ratio,
which generally measures the openness of the country, has been increasing from
the beginning. This ratio stood at 48.5% in 2009, which was 25.5% in 1975.

Figure 2
Inflation

Source: Nepal Rastra Bank
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The balance of payment (BOP) has shown a mixed performance. For the
period forward from 1976 when the NRB started compiling BOP, the years of
1995, 1996, 1997 and 2002 witnessed a BOP deficit. Looking at the trend of the
foreign exchange reserves for the last 15 years, the total reserves have witnessed
an upward trend except for a slight fall in 1996.  Nepal’s BOP and foreign
exchange reserves have been primarily remittance-driven. Workers’ inward
remittances have picked up significantly since 2001. Remittances soared to 10.7%
of GDP in 2001 from 3.3% in 2000. It further increased to 21.8% of the GDP
in 2009.

2.4 Monetary Sector

The average growth of broad money (M2) stood at 18.2% during 1975 to
2009. M2 increased by 27.7% in 2009. Net foreign assets (NFA) increased by
24.1% whereas net domestic assets (NDA) rose by 29.7% in 2009. The share
of the NDA and NFA stood at 65% and 35%, respectively, in 2009. The high
share of the NDA is due to the expansion in government and private sector
credit.

2.5. Financial Sector Development

The modernisation of the financial system in Nepal began in 1937, when the
first banking institution, namely, the Nepal Bank Limited was established. Before
and even after the establishment of this semi-government commercial bank, the
Nepalese economy operated on a dual currency system. The Indian currency
was more commonly used than the Nepalese currency. To address this and other

Figure 3
International Reserve and Remittance Inflow

Source: Nepal Rastra Bank
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issues, the Nepal Rastra Bank (NRB) was established on April 26, 1956 as the
Central Bank of Nepal. At the time when the NRB was established, the country’s
financial and monetary system was characterised by (1) The existence of only
one commercial bank operating with a few branches (2) A dual currency system
with financial transactions dominated by the use of Indian currency (3) a volatile
exchange rate against the Indian currency (4) A very low degree of monetisation
in the country, and (5) The dominance of an unorganised financial market.
Therefore, in the initial period, the efforts were focused on evolving the NRB
as the monetary authority and bringing the monetary system under its control.

With the adoption of the economic and financial liberalisation policy since
the 1980s, the Nepalese financial sector has witnessed rapid growth over the
past two-and-a half decades. Increased private sector involvement makes the
money and capital market more active and attractive for investment. A large
portion of the population has access to modern financial services, and innovative
banking products and services have been introduced in the financial market.

The Nepalese financial system consists of banks and financial institutions
(BFIs), which include commercial banks, development banks, finance companies
and micro-finance development banks (MFDBs). The Banks and Financial
Institution Act, 2006 (BAFIA) classifies these financial institutions into four
categories, i.e. A, B, C and D, respectively. In addition, some cooperatives and
financial intermediary non-governmental organisations (FINGOs) are also carrying
out limited banking transactions. As of mid- July 2009, 26 commercial banks, 63
development banks, 77 finance companies, 15 micro-finance development banks,
16 cooperatives and 46 FINGOs are under the supervisory purview of the NRB.
The financial sector development commenced after some deregulation policies
were adopted by NRB. These deregulations included interest rate liberalisation,
abolishment of the directed lending programme, such as priority sector lending,
reduction in the reserve requirement, and relaxation of entry barriers, such as
the licensing and branch expansion. Nevertheless, the Nepalese financial system
has yet to prove it is efficient, robust and well-diversified. Despite these
developments, some parts of the rural countryside are still beyond the reach of
financial services, resulting in slow monetisation.
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*- Apart from these, 25 Insurance Companies, one Citizen Investment Trust, one Employee
Provident Fund, Deposit and Credit Guarantee Corporation and Nepal Stock Exchange are also
in operations under the regulatory purview of the Government of Nepal.
Source: Nepal Rastra Bank

Figure 4
Number of Banks and Financial Institutions

under NRB Supervisory Purview*

Figure 5 (a)
Indicators of Financial Deepening

Figure 5 (b)
Total Loan and Deposit (% of GDP)

Source: Nepal Rastra Bank
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The indicators of financial deepening in the country can be measured by
broad money/GDP ratio and deposits/M2 ratio, among others. Looking at the
growth trend of M2/GDP ratio, although it has picked up gradually, it still remains
at a low level. The M2/GDP ratio stood at 64.6% in 2009, as compared to
30.5% in 1990 and 11.1% in 1970. Therefore, it can be said that the growing
number of financial institutions are gradually contributing to the monetisation and
deepening of the economy and financial sector in Nepal. On the other hand, the
currency broad money ratio declined significantly from 54.5% in 1970 to 20.2%
in 2008, which shows the increasing role of financial deposits in the financial
system. Deposits of the deposit-taking financial institutions have picked up
significantly in recent times. The growing number of financial institutions, with
their service expansion in the rural areas, coupled with the encouraging remittance
inflows, have helped increase the resource mobilisation of the financial system.
This, in turn, has contributed to the rapid expansion of credit.

The secondary transaction of corporate shares started in 1994 in Nepal. It
has shown tremendous growth in terms of transactions and number of listed
companies in recent years. This is due to the higher profitability of banks and
financial institutions and adequacy of liquidity in the economy. Dividends as well
as capital gain have attracted investors to the stock market. The market
capitalisation ratio has increased from 5.0% in 1995 to 53.3% in 2009.

Figure 6
Stock Market Indicators

Source: www.nepalstock.com



156

The degree of financial deepening with respect to the bond market, particularly
the corporate bond market, relatively has been lagging behind. The bond market
is dominated by government bonds. The corporate bond market has yet to be
developed as a promising alternative source of financing for the private non-
financial sector. Therefore, it is clear that there remains ample room for financial
sector development, especially with regard to the corporate bond market.

3. Monetary Management and Monetary Policy Framework

3.1 Monetary Management

3.1.1 Removal of Dual Currency System

In the past, the Indian currency (IC) and the Nepalese rupee were both
regarded as legal tender. The greater fluctuation in the market exchange rate of
Nepalese rupee vis-a-vis Indian currency created uncertainties in the economy.
After the establishment of the NRB, the central bank started issuing Nepalese
currency and fixed the exchange rate in relation to IC. The dual currency system
was completely abolished by 1966, one decade after the central bank came into
existence; and today only the Nepalese currency is legal tender in the country.

3.1.2 Introduction of Credit and Monetary Management Policies

Pursuant to the NRB Act, 1955, the NRB formulated the Credit Control
Regulation in September 1966. From then, the NRB started issuing directives to
licensed commercial banks and other financial institutions for compliance on matters
relating to monetary, credit and banking policies.

3.1.3 Introduction of Cash Reserve Ratio

The Cash Reserve Requirement (CRR) for commercial banks was announced
for the first time in December 1966. Commercial banks were required to maintain
with the NRB a minimum amount of cash reserves equivalent to 8% of their
total deposit liabilities. This ratio reached as high as 12% in September 1989 (out
of which 8% to be held with the NRB and 4% in their vaults). Currently, CRR
is set at 5.5% for banks and other depository institutions.

3.1.4 Liquidity Requirement

In 1970, the country experienced strong upward pressure on prices of goods
and services. High inflationary pressure in the international level further aggravated
the domestic price situation. To control the further distortion in price and BOP,
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the NRB introduced the Statutory Liquidity Ratio (SLR) in October 1974.
Accordingly, the SLR was fixed at 32%, which had to be maintained by the
commercial banks in the form of investments in government bond and other
liquid assets. With the view of providing commercial banks autonomy in the choice
of investment portfolio, the NRB lifted the SLR provision of 25%. The NRB re-
introduced the SLR in March 1992 and abolished it in July 1993. The Bank
subsequently re-introduced the SLR in July 2009.

3.1.5 Refinance Rate/Bank Rate

In January 1967, the NRB introduced for the first time refinancing facility
for commercial banks to encourage them to provide export and industrial credit.
The NRB fixed the interest rate at 6% per annum against fully secured export
and industrial credit. In order to strengthen the effectiveness of monetary policy,
the NRB redesigned the rediscounting and refinancing facilities by offering three
windows: basic refinancing, selective refinancing, and lender of last resort. The
bank rate is the interest rate charged by the NRB whenever the commercial
banks borrow from the central bank as a last resort measure. Currently, the
bank rate is 6.5%, effective since October 2008.

3.1.6 Open Market Operations

The auction system for the primary issuance of Treasury bills began in
November 1988. Currently, 28-day, 91-day, 180-day, and 364-day treasury bills
are issued on auction basis. With effect from June 1994, the NRB began to
operate secondary open market operations (OMOs). Under it, the NRB started
selling government securities to absorb liquidity and buying securities to inject
liquidity. An Open Market Operation Committee was formed under the
chairmanship of the Deputy Governor of the NRB. The NRB introduced repo
as a short-term instrument to inject liquidity since March 1997. To further develop
open market operations, the most effective instruments of monetary policy
introduced since 2004, are: reverse repo and outright sale and outright purchase
auctions. In June 2005, the system of auction was introduced for the primary
issuance of development bonds.

3.1.7 Interest Rate Deregulation

The NRB did not use any monetary policy instrument during its first decade
of operation. The NRB began controlling interest rates in August 1966.
Accordingly, the minimum interest rates on saving deposits and fixed deposits
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were fixed at 4% and 6%, respectively. The NRB announced a new interest
rate structure in April 1971. Subsequently, the NRB start adjusting the interest
rate in response to the movement of certain macroeconomic variables, such as
inflation.

Nepal faced serious BOP problems during 1982-85. As a result, the country
adopted an economic stabilisation programme in December 1985 supported by
the IMF. After completing this programme, Nepal entered into the Structural
Adjustment Programme (SAF) of the IMF. Under the framework of the SAF,
a number of reform measures were introduced. Entry barriers in the financial
sector were relaxed. Likewise, partial deregulation of interest rates was announced
in 1986. Under it, banks were given autonomy to fix interest rate by not deviating
one percentage point fixed by the NRB. Interest rates, both deposit rates and
lending rates, have been completely liberalised since August 1989. The objective
has been to create a more competitive environment in the financial sector. A
number of policy changes were made in the financial sector. The monetary
management shifted towards indirect measures from direct control. There was
a shift towards indirect monetary policy stance.

3.2 Framework of Monetary Policy in Nepal

By definition, monetary policy refers to policy actions of the central bank
initiated with a view of achieving macroeconomic objectives, especially domestic
price stability, by influencing the quantum of money stock and the cost of money.
The construction of the monetary policy framework involves establishing and
selecting monetary policy objectives, intermediate targets, indicators and
instruments. This section briefly explains the framework under which the monetary
policy is conducted in Nepal.

Figure 7
Monetary Policy Framework in Nepal
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3.2.1 Goal Setting

Setting an ultimate target is not straightforward. Monetary targeting was the
popular framework in 1970s, whereas price stability or inflation targeting has
become the popular framework in most countries after 1990. In a developing
country like Nepal, the central bank faces a number of challenges to be addressed
through monetary policy. The objectives of monetary policy range from achieving
a higher rate of economic growth, domestic price stability, financial sector stability,
external sector stability, to reducing poverty levels and unemployment.

Different objectives have their own significance and the choice of the
appropriate objectives depends on the country’s circumstance. Sustained and
accelerated economic growth is important especially for developing countries
like Nepal. Likewise, the problem of underemployment cannot be confronted
without having a higher rate of economic growth. Macroeconomic stability, which
is both domestic and external sector stability, cannot be undermined. Moreover,
the current financial crisis underscores the importance of financial sector stability.

With regard to the objectives of monetary policy in Nepal, the NRB Act,
2002, clearly specifies, among others, the following main objectives:

(1) Achievement of domestic price stability;

(2) Maintenance of the country’s balance of payments (BOP) stability;

(3) Facilitation of sustained economic growth; and

(4) Securing of financial sector stability

3.2.2 Intermediate Target

Monetary authorities introduce intermediate monetary policy target variables
as missing links between the policy instruments and the final targets. Monetary
authorities use policy instruments to control the intermediate targets and try to
achieve the final goals by influencing the intermediate variables. Therefore, the
intermediate target is not important itself but it is a useful means of achieving
the final target. The selection and estimation of the intermediate policy target
variable is an important part of monetary programming. The intermediate target
of monetary policy should be chosen so that it moves in line with the ultimate
targets as well as the operating targets. In Nepal, the monetary aggregate which
is primarily broad money (M

2
) is chosen as an intermediate target for the conduct

of monetary policy.
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3.2.3 Operational Target

The conduct of monetary policy requires the selection of an operating target.
The NRB has taken the excess liquidity of banks and financial institutions as an
operating target of the monetary policy in order to quickly identify the liquidity
position in the system. Before this, the operating target for the conduct of monetary
policy was the net domestic assets (NDA) of the NRB. Reserve money and
short-term interest rate could be the other candidates for selection as operating
target.

3.2.4 Monetary Policy Instrument

After the adoption of the economic liberalisation policy, the NRB shifted
from using direct to indirect monetary policy instruments.  The following are the
instruments currently in use:

3.2.4.1 Bank Rate

The bank rate is the rate which is charged to financial institutions while
utilising the lender of last resort facilities from the NRB. Currently, the bank rate
is 6.5%. The NRB has opened the window for refinance to the problematic and
export-oriented industries. The refinance rate for such selected credit is 1.5-
2.0%. Banks and financial institutions rarely approach the NRB for its bank rate
facility.

3.2.4.2 Cash Reserve Ratio

The Cash Reserve Ratio (CRR) is the fraction of the deposit liabilities of
the financial institution, which is kept in the NRB. The CRR is currently set at
5.5%, an increase by 0.5 percentage point from September 2008.

3.2.4.3 Open Market Operations

Among the indirect monetary policy instruments, OMOs have been effective
in influencing liquidity for monetary management purpose in Nepal. OMOs directly
change the size of the monetary base through buying/selling of government
securities in exchange for hard currency. In order to conduct OMOs systematically
and in an orderly manner, the NRB has brought into use liquidity monitoring and
forecasting framework (LMFF).
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The NRB introduced the Standing Liquidity Facility (SLF) in 2004/05 as a
window for availing liquidity to banks and financial institutions against government
securities. The SLF facility is provided to counterparties up to the limit of 90%
of the value of the securities for a maximum of 5 days. Presently, the penal rate
is determined by adding 3% on the recent 91-day Treasury bill rate or repo rate
of past 30 days, whichever is higher.

4. Analysis on Macroeconomy and Monetary Policy

A macro-financial linkage is an important tool to analyse the interrelationships
between the financial system and macroeconomic conditions. This linkage can
also explain the adverse feedback loop that could lead to a further deterioration

Figure 8
Liquidity Monitoring and Forecasting Framework (LMFF)

Liquidity management is a part of the larger risk management framework
of the financial services industry. Failure to address the liquidity issue may
lead to dire consequences, including banking collapse, and aggravate further
the instability of the financial system. In fact, most bank failures are due
to difficulties in managing the liquidity problems. The current world economic
crisis unfolded from the liquidity crisis in the banking system. This is also
the reason why most central banks are very concerned with the liquidity
position of financial institutions and with strengthening the liquidity
framework. Moreover, the availability of adequate liquidity is necessary for
supporting growth. Liquidity excess would pose a challenge to financial
stability and liquidity shortage would hamper the growth of the economy.
Therefore, the task of liquidity management is essential in fulfilling the
requirement of expected liquidity. The Liquidity Monitoring and Forecasting
Framework (LMFF) was established in the NRB in 2004. The LMFF is
prepared, based on the weekly balance sheet of the NRB to monitor and
forecast the liquidity position of the banking system. The Open Market
Operations Committee takes the volume of liquidity indicated by the
framework as a guide for open market operations. While forecasting the
liquidity, the LMFF takes into account intervention in the foreign exchange
market, government treasury position, issue/maturity of monetary
instruments, usage  of standing liquidity facilities, currency in circulation as
sources of change in bank deposits and the liquidity of the banking system.
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of real economic conditions. The feedback loop is the adverse effect on the
financial system by weak real economic activities. This again retards the economic
activities through second-round effects. The discussion of this linkage has become
more significant in light of the recent world financial crisis of 2008-09.

This paper uses the framework for policy analysis of macro-financial linkages
conceptualised by Bayoumi and Melander (2008). This framework helps to explain
the interaction of the financial sector and the country’s national output.

Figure 9
Macro-Financial Linkages Framework

Based on this framework, the quality of assets deteriorates due to negative
shocks, such as asset price bust, oil price shock, or some other adverse shocks,
like decline in tourism earnings, or remittance inflows, etc., in the Nepalese case.
The first effect on bank assets is through its lending standards. Banks tighten
their credit policy which makes it more difficult to borrow from banks in order
to prevent further deterioration of asset quality. Banks’ cash flow could be
affected and banks become more cautious for further lending. This is done to
improve the bank’s balance sheet. Tightening the lending norms reduces the
quantity of credit and may be confined to the so-called prime borrowers. This
leads to a decline in credit availability to households and firms. This affects the
households’ consumption, residential investment and business capital formation.
The reduction on spending directly affects income, which includes personal
disposable income, business profit and the country’s gross domestic product. With
the decline in income, the feedback takes place through bank assets and spending
of households and firms.



163

4.1 Transmission Mechanism

The monetary policy transmission mechanism plays an instrumental role with
regard to the strength of the macro-financial linkages. The link between the
financial sector and macroeconomic variables can be defined as the monetary
transmission. The monetary transmission mechanism determines the potential
effects of monetary aggregates on the general economy. Understanding the links
between the financial and real sectors of the economy would help policy makers
interpret movements in the financial aggregates more precisely. These linkages
mainly depend on the effectiveness of the monetary policy transmission channel.
Among the channels of monetary transmission, this paper tests the interest rate
channel to determine the effectiveness of the linkages. The following transmission
channels are widely discussed2:

___________

2. For a detailed discussion see, Miskin (1995) and Taylor (1995).

4.2 Model Specification and Empirical Analysis

According to the framework of macro-financial linkages as explained in the
beginning of this section, the key link in the chain goes from credit to spending
(Bayoumi and Melander, 2008). In a bank dominated financial system, the supply
of credit and rate of interest are largely dependent on monetary policy. The
monetary authority can influence the bank lending through the alteration of the
monetary policy instruments. In this paper, the interest rate effect is analysed to
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assess the macro-financial linkages of the financial system to real economic
activities. Generally, a lower money supply reduces the flow of funds to the
banks and other financial institutions, causing higher interest rate and less lending
by the banks. Accordingly, this paper examines whether or not the interest rate
is an important determinant of real economic activities, such as gross domestic
product. The empirical model assessing the monetary policy is based on the
original dynamic IS curve by Rudenbush and Johanson (1999) as well as by
Johanson and Juselius (1994), and specifies the marginal (contractionary) influence
of the real interest rate on the output gap. To test the effectiveness of the interest
rate channel of monetary transmission mechanism, the result of the study on the
interest rate pass-through from policy rate to market rates is utilised (see Figure
15). This paper follows the model based on Goswami, et al. (2009) as follows:

(1)

The signs of the coefficients α (w
t
)>0, and β

3
 (w

t
)<0 are expected3.

To assess whether the intercept and elasticity of the coefficient of real interest
rate variable are affected, the above model is further extended to include
alternative financing variable and other control variables, such as credit growth
and openness indicator and interaction variables, so that
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Where,

.y
t
 = Output gap defined by the logarithm difference between actual real output

and potential output, denoted by LGAP in the representation equation.
i
t 
= Bank rate determined by the NRB, taken as a proxy for policy interest rate

which is used to signal the ex-ante monetary policy stance.
ð

t 
= Inflation rate determined by CPI period average.

11 −− − tti π = Real interest rate, denoted by REALINT in the representation

equation below.

Σ Σ

___________

3. The Taylor Rule indicates a positive relationship between real interest rate and output gap
(Goswami et al. 2009). On the other hand, Goswami et al. reveal the alteration of a
traditionally negative relationship between output gap and real interest rates. However,
they control the model using the relative share of securitised mortgages. Rudenbush and
Svensson (1999) have also found the same sort of relationship as that of Goswami.
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EB = Alternative financing dummy denoted by DUMNEPSE in the representation
equation below. Since the alternative source of financing such as securitisation
or bond/equity of private non-financial institutions are virtually non-existent, the
establishment of the Nepal Stock Exchange Ltd. is used as a dummy variable
to represent EB. CV = Control variables. Two control variables are used, i.e.
private sector credit growth and trade openness indicator. BANKCRED and
OPEN is denoted private sector credit growth and openness indicator in the
representation equation below.  For BANKCRED, if k is the credit growth, then

                         as the logarithmic difference of private sector credit to

GDP over two subsequent periods. Also OPEN is the growth of openness, which
is logarithm difference of total trade to GDP ratio.

4.3 Data Definition and Graphical Impression

The annual data series from 1975 to 2009 are used for this study. There
exist 38 observations in the sample. The bank rate is taken as the policy rate
of the NRB. This is the rate charged by the NRB to banks and financial institutions
when they avail the central bank’s fund as lender of last resort (LOLR). Likewise,
the annual inflation data, represented by the consumer price index (CPI), is taken.
The real GDP data was generated  using 2001 base-year price. The data in level
form has been changed to logarithm except for the interest rate. The potential
output is calculated by smoothing the real GDP using a Hodrik Prescott filter.
The data sources are Central Bureau of Statistics (CBS) and Nepal Rastra Bank
(NRB).
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Among the various methodologies to estimate the potential output, a Hodrick-
Prescott filter (HP) is used because of its simplicity and the estimates are shown
above in Figures 10 and 11. Figure 10 displays the real GDP and potential output
and Figure 11 shows the output gap, which indicates the fluctuations. Figures 12
and 13 below show the nominal interest rate, inflation and real interest rate.

4.4 Empirical Result

4.4.1 Unit Root Test

The first part of this section analyses the test of stationarity of the variables
used for this study, whereas the second part presents the empirical results of the
study. The most commonly used Augmented Dicky-Fuller (ADF) univariate test
is carried out to test the null hypothesis of a unit root against the alternative that
the process is stationary. The results are shown in the Figure 14 below.

Figure 14
Testing for Unit Root of the Variables: H0 is Unit Root
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From the above results, we can reject the null hypothesis of non-stationary
of all variables of interest except the openness indicator. Since the series OPEN
is detected to have unit root, a time trend is introduced to the regression equation.

The representation equations for model (1) and (2) above are as follows:

LGAP = C(1) + C(2)*LGAP(-t) + C(3)*REALINT(-1) (3)

LGAP = C(1) + C(2)*LGAP(-t) + C(3)*REALINT(-1) +C(4)*DUMNEPSE +
C(5)*BANKCRED  +  C(6)*OPEN  +  C(7)*REAINT(-1)*DUMNEPSE +
C(8)*REALINT(-1)*BANKCRED  +  C(9)*REALINT(-1)*OPEN +
C(10)*REALINT(-1) *DUMNEPSE*BANKCRED*OPEN                         (4)
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Figure 16: Regression Results

Analysing the above result, the output gap was found to have a very weak
or insignificant relationship with the real interest rate in Model I. However, in
line with the expectation, the sign of the coefficient is found to be negative in
Equations 1 and 2. The elasticity of the real interest rate turned positive after
the inclusion of the control variables and the interaction variables. The coefficient
of the real interest rate is significant at 5% level with a positive sign, which is
not consistent with the theory and with our expectation. Therefore, the output
gap shows a very low level of sensitivity with regard to the real interest rate.
According to the above empirical study, the monetary policy in Nepal has yet
to exert a favorable impact on real output through the real interest rate. The
introduction of the control variables along with the interaction variables helped
increase the elasticity of the real interest rate, albeit adversely. The goodness of
fit, R2, of the estimated equation is also very low in all the equations.
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It was established from the study finding that the bank rate or the policy
rate is not effective in influencing the real economic activities. This implies that
there is a weakened relationship in the traditional macroeconomic and financial
linkage. There are various possible reasons explaining for the weak relationship
between the real interest rate and the output gap.

1. The bank rate facility has rarely been utilised. The monetary policy for 2004/
05 also concurred about ineffectiveness of the bank rate facility. Moreover,
the Standing Liquidity Facility (SLF) has been introduced since 2004/05.
This also indicates that the bank rate may not be a good indicator of monetary
policy stance in influencing the market interest rate offered by banks and
financial institutions.

2. The broad money to GDP ratio, as an indicator of financial deepening of the
economy, is still low, which stands at 64.6% in 2009. This indicates that the
process of monetisation in the economy has been gradually improving. The
financial system apparently is faced with some constraint in influencing output.
People from a large part of the country live outside the reach of financial
services. This has led to an increase in transactions in the informal sector
lending. Therefore, the availability of credit matters more than the cost of
lending for Nepal (Khatiwada, 2005).

3. In the sample period, the country saw deterioration in the domestic security
situation due to political conflict. This seriously affected the country’s economic
activities and financial services also tended to concentrate more in the market
centers. These factors will definitely limit the effectiveness of monetary
policy.

4. In the empirical study by Maskay and Pandit (2009), the interest rate pass-
through shows that the market interest rates are less sensitive to the policy
rate. This means that the interest rate channel of monetary policy is less
effective in influencing the real economic activities.

5. The study of Maskay and Pandit (2009) further provides various possible
reasons for the weakened relationship between the bank rate and the market
interest rate:

a. The elevated level of remittance inflows causes influx of liquidity in the
banking system. Because of this large inflow, the ratio of remittances to
GDP increased from 1.7% in 1990 to 21.8% in 2009. In consequence the
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policy measures to raise the bank rate seemed insufficient to affect the
commercial banks’ cost of fund.

b. As mentioned above, greater liquidity in the form of remittance flows
into the domestic market may have circumvented the influence of the
domestic policy rate. Also, the SLF introduced in 2004/05, provides liquidity,
up to 90% of collateral, for a maximum of 5 days. Furthermore, the
interest rate for using liquidity under the SLF is not linked to the policy
rate. Thus, the Lender of Last Resort (LOLR) facility whose cost of
funds is represented by the policy rate, has not been effective.

c. The bank rate signals the ex-ante monetary policy stance. The transactions
in the open market operations may not have been carried out in line with
the ex-ante policy stance. This means that there is a deviation between
ex-ante and ex-post monetary policy stance.

6. Inflation in Nepal is dominated by the Indian consumer price inflation. In
such a situation, the monetary policy in Nepal will have little role to control
the domestic inflation as well as the real economic activities.

5. The Impact of Recent Financial Crisis on Nepalese Economy

The Nepalese economy is small and relatively open in recent times. Its
capital account is not opened, whereas its current account has been fully opened.
The current account, as measured by the sum of current receipts and current
payments amounted to about 78.3% of GDP in 2009, up from 35.5% in 1990.
Because of this gradual increase in openness, Nepal certainly needs to be vigilant
in order to minimise the adverse impact of international development. With regard
to capital account liberalisation, a very cautious approach has been adopted.
While foreign direct investment inflows are encouraged, debt flows in the forms
of external borrowing, and portfolio investment in government securities, corporate
bonds, and in the stock market are subject to restriction. The non-financial
corporate sector is not allowed to invest abroad or to acquire companies. Resident
individuals are permitted outflows subject to reasonable limits. The Nepalese
financial sector is still not well connected to the world financial markets.

With regard to the financial system, the NRB has issued directions and
guidelines to implement the BASEL II framework in the commercial banking
sector from July 2008. The minimum capital-to-risk weighted assets ratio would
be 10%, but a higher level of capital is prescribed. The NRB has also issued
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prudential measures in respect of exposure to particular sectors, e.g. real estate
and margin-lending against equities. Banks were advised to put in place a proper
risk management system to contain the risk involved. In view of the rapid increase
in loans to the real estate sector, the monetary policy of 2008/09 raised concerned
about asset quality and potential systemic risks posed by such exposure.

The macro-effects of the recent global financial crisis have been muted due
to relatively low degree of financial integration and overall strength of domestic
demand. Thus, the Nepalese economy remained relatively resilient despite the
fact most of the economies around the globe are faced with the most severe
economic crisis since World War II. As Nepal is a small, open economy that is
gradually opening up its external sector, one may expect the impact of the global
contraction through the Balance of Payment (BOP) channel. A contraction in
global demand squeezes employment opportunities, affects changes in global
interest rates, exchange rates, and prices, and can bright about an adverse impact
on the economy.

5.1 External Sector

The impact on the BOP primarily occurs through remittances, exchange
rate, tourism, exports, and falling interest income due to fall in interest rate in
the advanced countries. A comparison of the selected external sector indicators
for 2007, 2008 and 2009 shows that the period-end exchange rate of the Nepali
rupee vis-à-vis the US dollar depreciated by 5.6% in 2008, and depreciated by
a further 13.9% in 2009. Consequently, the current account balance recorded a
surplus of US$364.2 million 2008 from a deficit of US$12.8 million a year ago.
Notwithstanding the depreciation of 14% between 2008 and 2009, the magnitude
of the current account surplus increased substantially to US$539 million in 2009.
It was mainly a reflection of a steady increase in remittances from US$1,420.7
million in 2007 to US$2,194.5 million in 2008, and further to US$2,727.7 million
in 2009. Following the crisis characterised by a liquidity crunch and a sharp
contraction in consumer demand in the advanced countries, one would expect
a fall in exports, tourism receipts, and remittances. Fortunately, as Figure 17
shows, all these receipts continued to move upwards even in dollar value in
2009.
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The gross foreign exchange reserves of the Nepalese banking system in
dollar value increased by 21.9% to US$3.1 billion in 2008, and further went up
by 15.6% to US$3.6 billion in 2009. The exchange rate depreciated in line with
the depreciation of the Indian rupee following withdrawal by foreign institutional
investors (FIIs) from the Indian capital market in the immediate aftermath of the
crisis. On the one hand, the FIIs were withdrawing from investments in the
Indian stock market and, on the other, the private sector commercial borrowing
significantly declined, thus resulting in the depreciation of the Indian currency.
Given the pegging of the Nepalese rupee against the Indian currency, the Nepalese
currency also depreciated.

5.2 Inflation

The impact on inflation will emanate from the exchange rate and from changes
in the price of international commodity. The crisis may have both positive and
negative impact on inflation. Due to the crisis, the price of oil dropped from a
peak of US$145 per barrel to around US$404. The fall in oil price was also
accompanied by a global fall in food prices and in the prices of construction
materials. On the other side, the depreciation of the Nepalese currency put upward
pressure on inflation through imports. Most of the countries of the world
experienced a significantly low level of inflation. However, the average headline
inflation stood at 13.2% in 2009, as compared to that of 7.7% in 2008 on account
of domestic supply-side constraint as well as expansion in the credit and monetary
aggregates.

Figure 17
Selected External Sector Indicators (US$ million)

Source: Nepal Rastra Bank

___________

4. Currently, the price of energy is around $75 (www.bloomberg.com, December 1, 2009).



173

5.3 Impact on Employment

The impact on employment, particularly employment of Nepalese workers
working abroad, will emanate from demand contraction in those countries as
spillover effects of contraction in the advanced countries. The number of Nepalese
workers going oversea for foreign employment has been substantially increasing
over the past few years. As a result, remittance inflows reached as high as
21.8% of the GDP in 2009 from 3.0% in 1999. Due to recent world economic
crisis, employment opportunities around the globe shrank significantly. The sharp
fall in employment had a negative impact on the number of Nepalese workers
going abroad. The number of workers that obtained final approval from the
Department of Foreign Employment, Government of Nepal, declined by 12% in
2009, as compared to that of 2008. Despite the decline in the number of workers
going abroad, workers’ remittance inflows increased by 47% to Rs.210 billion
and by 24.3% in US dollar terms in 2009. This was due to the savings of the
returnees.

6. Conclusion and Recommendations

This empirical study hints at the necessity of making monetary policy more
effective in influencing the real economic activities in Nepal. The weak or the
adverse relationship found in this study is an indication of the ineffectiveness of
the interest rate policy of the central bank. Introduction of a viable and effective
policy interest rate for Nepal is recommended. The effectiveness of the financial
system also depends on the development of alternative financing sources for the
private sector. Corporate bonds and debentures are the main instruments among
the alternative sources of direct financing. The NRB should also endeavor to
strengthen its capacity for effective monetary management by influencing the
volume and cost of money in the economy. When monetary management becomes
less effective, the central bank loses its credibility. The interest rate policy should
be recast in a changing context. For this, it is necessary that the NRB should
consider setting a target range, such an interest rate corridor.

The Nepalese financial sector has grown significantly in recent years. This
will certainly pose a systemic risk to the system and financial sector stability.
This also adds more challenges for making monetary policy effective. On the
other side, the real economic activity, as reflected by the GDP, has not improved
in line with the pace of development in the financial sector. For sustainable
development of the financial system, a prudent and effective regulatory and
supervisory framework should be in place. Although the Nepalese financial system
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has not been fully integrated with the world financial system, the wave of
globalisation will gradually connect it to the international market. Therefore, the
NRB should be ever so vigilant to initiate counter-cyclical policies in a timely
manner and develop an effective monetary policy framework to mitigate the
potential risks associated with the global financial distress, as the Nepalese
financial system progressively develops and gets integrated into the world economy.
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CHAPTER 7
MACRO-FINANCIAL LINKS AND MONETARY
POLICY MANAGEMENT IN THE PHILIPPINES

By

Veronica B. Bayangos 1

1. The Philippine Economy in Brief

The Philippines has a significant  range of economic assets to draw upon
for its development—an English-proficient and relatively educated populace, global
demand for its labor force particularly its massive number of Filipino overseas
workers, abundant natural resources and a private sector with relatively strong
dynamic sectors, namely, the electronics, offshore information technology and
tourism sub-sectors (World Bank 2008).

Over the last twenty eight years, the Philippine economy showed buoyancy
in marked deteriorating conditions, however, long-term growth was relatively
modest considering the pace of economic performance of its South East Asian
neighbours. 2  The significant divergence occurred during the 1980s when other
South East Asian countries’ real GDP growth averaged about 6.4% annually,
compared to 1 % growth in the Philippines. The differences had narrowed by
the 1990s, when most of the South East Asian countries suffered from the currency
crisis in 1997. There was some improvement from 2001 to 2008, but the
Philippines continued to fall further behind in average growth.

Unlike its neighbours, the Philippines have not experienced a sustained period
of rapid growth, say of more than 7%, since the 1970s.  There are competing
explanations to the sources of growth in the Philippines during the last twenty
eight years.  Three major views appear to be significant.  The IMF (2006a) and
Balisacan and Hill (2003) shared the view that the rather bumpy trend of economic
growth is attributed to the country’s large vulnerability to external shocks, such

___________

1. Dr. Veronica Batallones Bayangos is Bank Officer V from the Center for Monetary and
Financial Policy (CMFP) of the Bangko Sentral ng Pilipinas (BSP).  This country paper
is part of the SEACEN Research Project on Macro-Financial Links and Monetary Policy
Management.  The usual disclaimer applies.

2.  South East Asian countries include Indonesia, Korea, Malaysia, the Philippines, Singapore
and Thailand.
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as terms of trade shock in the 1970s, global interest hikes in the early 1980s that
led to the debt crisis in 1983, power crisis in 1992 to 1993, currency crisis in
1997 and the global financial turmoil that started in 2007 in the United States.
An interesting point to note in Cororaton (2002) paper is the impact of economic
instability on total factor productivity (TFP) growth.  In the growth literature, the
impact of inflation on growth is contested.  However, there is a common thread
among the studies on growth.  Sufficiently high inflation rates can slow down
economic growth in the long term.3

In the case of the Philippines, the highest rate of inflation rate was recorded
at 47.1% in 1984 and was halved to 23.2% in 1985.  Real GDP declined by
9.1% and 7.0 % in 1984 and 1985, respectively, as economic and political shocks
set in.  These developments show that Philippine inflation is not only higher but
at some periods has undermined economic growth.

In general, average inflation exhibited a downtrend from 1981 to 2008.  The
highest rate of inflation rate was recorded at 47.1% in 1984 but subsequently
dropped to 0.4 % in 1986.  A persistent pick up started in 1987 until it reached
18.5% in 1991.  There was a steady decline until it rose to less than 10.0% in
1996.  Since the currency crisis in 1997, inflation steadily declined (except in
2001 following the rise in oil prices at the end of 2000) to 9.7% in 1998 to 4.4%
in 2000.  Since the adoption of IT in 2001, it is clear that inflation has been
benign until its significant pick up to 7.6% in 2005 and further to 9.3% in 2008.

And still another view, the rather modest and uneven real GDP growth trend
can be explained by looking at the standard growth accounting (IMF 2006a).  It
reveals that the rather low growth in the Philippines is largely attributable to
sluggish capital formation and low total factor productivity.  In particular, physical
capital (investment) grew at a slower pace than other developing countries in the
1980s and 1990s, while TFP growth was negative or zero.  There are some
improvements though in the early 2000, largely reflecting the rise in productivity
of the services sector.  In particular, the relatively stagnant level of capital is
argued to be reflective of, among others, the low level of savings that would be
required to finance the required level of investment.

Central to these observations in economic growth are two major policy
strategies which have become salient during the last twenty eight years —
enhancing revenue and fiscal balance and restructuring and liberalisation of the

___________

3. See Mishkin and Posen (1997) and Sarel (1995).
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economy.  The relatively low ratio of tax revenue to GDP in most years has
meant that the government has never invested adequately in physical and social
infrastructure, generating serious bottlenecks in mobilising the Philippines’
considerable resources.  As of end-December 2008, the National Government
budget deficit reached P68.1 billion, or 0.9% of nominal GDP.

Another critical development though is the capital and financial account
liberalisation adopted with the broad view to remove the structural constraints
that had distorted the development of the economy.4  The liberalisation of foreign
direct investment, along with financial and foreign exchange markets became
major parts of the structural adjustment adopted in 1981.  Figure 1 compares
trade openness and financial deepening from 1999 to 2008.5  Trade openness is
measured as the sum of exports and imports of goods and services relative to
nominal GDP while financial deepening is measured as private sector credit
relative to nominal GDP.  Across this period, it could be seen that trade openness
outweighs financial deepening as the line is tilted towards trade openness.

Figure 1

___________

4. On 24 August 1992, the CBP issued Circular No. 1353 liberalizing foreign exchange regulations
throughout the country.

5. The relatively shorter time series (1999 to 2008) is used to avoid inconsistency.  The
Philippine balance of payments has adopted the new IMF format of balance of payments
statistics (BPM5).
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Indeed the conduct of monetary policy over these years has become difficult.
Against this background, the monetary authorities switched to inflation targeting
(IT) as framework of monetary policy in early 2002.

2. Monetary Framework and Management

The primary objective of the Bangko Sentral ng Pilipinas’ (BSP) monetary
policy is to promote price stability conducive to a balanced and sustainable growth
of the economy. The BSP’s framework for conducting monetary policy is based
on the interplay of a set of policy variables, as follows:  the ultimate policy
objective, the instruments of monetary policy and the operating and intermediate
targets.   The BSP is also tasked to promote and maintain monetary stability and
the convertibility of the Philippine peso.  In this connection, the BSP formulates
and implements monetary policies to support the objective of price stability.

For most of the 1980s and early 1990s, the BSP had adopted monetary
targeting. Using this framework, the BSP takes into account output growth and
inflation targets, as set by economic planning authorities, and then using given
velocities, sets about achieving the monetary targets appropriate to the income
and price objectives.  To attain price stability, the actual movements of monetary
aggregates (domestic liquidity or M3, base money and reserve money) must be
maintained within programme targets.

However, detailed regression results show that this relationship has broken
down.  Vital (2003) surveyed demand for money studies in the Philippines. The
broad conclusion is that a simple version of money demand equation would not
yield long-run equilibrium condition.  This is due to the impact of financial
liberalisation and globalisation which have seen the growth of financial innovations.

Beginning the second half of 1995, it was felt that the effectiveness of
monetary policy could be enhanced by complementing monetary aggregate
targeting with some form of IT.  In this modified approach, the monetary
authorities place greater emphasis on the price objective and less weight on the
intermediate monetary target.  The approach essentially allows base money targets
to be adjusted upwards by the amount that international reserves exceed expected
levels, as long as inflation stays within a targeted range.  Broadly, this appears
to be a prudent response to the new challenges posed by globalisation by reducing
the risk of reaching policy decisions based on projections using a weakened
relationship between money and inflation.
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In turn, the resurgence of capital inflows in the 1990s have gradually changed
the landscape of the conduct of transactions in the domestic economy, broadened
the options for sourcing liquidity, and introduced new dimensions to the conduct
of monetary policy.

In 2002, the BSP switched to IT framework.   Given the long and variable
lags of monetary policy and inflation, IT essentially works by conveying
expectations to the markets about the future course of monetary policy.  It is
expected that markets will attempt to assess the future direction of policy from
policy statements and speeches of policy committee members.  To the extent
that policymakers expect to ease or tighten  in the future, conveying an expectation
that policy rates will move in a given direction typically will immediately change
long-term rates and asset prices in ways that support the objectives of that policy.
This  indicates that long-term  interest rates may move sooner than  would
otherwise be the case, in effect reducing the lags in the effect of monetary
policy on aggregate demand.

The IT regime can be represented by a simple reaction function whose
behaviour is affected by central bank preferences – the inflation target, the
inflation forecast, the policy instrument and the approximate knowledge of the
period it takes for the policy instrument to have its maximum effect on inflation.

The IT approach starts with the BSP announcing to the public an explicit
quantitative target conducive to sustained economic growth.  The BSP then
generates inflation forecasts based on its inflation models that capture the various
transmission mechanisms of monetary policy. These forecasts are then compared
with the inflation target. The BSP uses CPI inflation (published by the National
Statistics Office) as its policy target, expressed in a range for a given year and
is set by NG in coordination with the BSP.  The repurchase agreement (RP) and
reverse repurchase agreement (RRP) are used as BSP’s key policy variables
to signal shifts in the monetary policy stance.6 The conduct of IT is left to the
Advisory Committee (AC) of the BSP.

The Philippine experience with IT that is from 2000 to present has highlighted
the importance of BSP’s operational policy rate (overnight RRP) in bringing
headline inflation closer to inflation target.  However, there were periods in which
___________

6. There are, however, exemptions (or escape clauses) when targets are breached.  These
exemptions include those originating from volatility in the prices of agricultural products,
natural calamities or events that affect a major part of the economy and significant government
policy changes that directly affect prices such as changes in the tax structure, incentives
and subsidies (BSP 2004).
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breaches from low-end and high-end inflation targets were seen (2001, 2004-
2006 and 2008).  Factors affecting these breaches have stemmed from a
confluence of global and supply-side factors beyond the control of the BSP, such
as the big surge in the international prices of oil and food commodities in 2008,
resulting in higher domestic rice and pump prices of fuel.  Supply shocks, which
continued over a longer period, contributed to second-round effects, affecting
wage and price-setting behaviour of businesses and households.7

While open market operations (OMOs) have continued to be vital as BSP’s
main instrument of monetary policy, reserve requirement and rediscounting have
been redesigned after 1997 to enhance their roles as liquidity management rather
than credit allocation. This strategy indicates rather clearly that BSP’s response
to market conditions have even heightened with the floating exchange rate regime.
On a more substantive point, it could be argued that many of the instruments
used by the BSP are meant to control liquidity and interest rates.

To a large extent, the BSP relied on its traditional instruments, RPs, RRPs,
BSP holdings of government securities and the newly created Special Deposit
Account (SDAs).8  There were episodes of significant tightening in response to
inflationary pressures and narrowing interest rate differentials, owing to volatility
in the foreign exchange market and rising world oil prices.   The SDAs provided
an alternative or the placement of banks’ excess funds after the currency crisis,
in view of the Bureau of Treasury’s partial rejection of the high bid rates on
Treasury bills. 9

Nevertheless, research at the BSP indicates that inflation expectations have
become a potent channel of monetary transmission under IT and that the BSP
policy rate and inflation target announced by the BSP are important factors in
shaping inflation expectations (Bayangos et. al. 2009b). This holds even as inflation
expectations in the Philippines remain largely linked with macroeconomic
fluctuations and private agents appear to have backward-looking expectations.10___________

7. It is important to note that with the onset of the global financial turmoil in 2007, BSP’s
reaction included measures to address the health of the financial system.  The BSP’s reaction
revolves around regulatory forbearance and continuing banking reforms.

8. In 2008, the BSP opened a US dollar repurchase agreement (repo) facility to support the
orderly functioning of the financial system as the main conduit for the implementation of
monetary policy. The US dollar repo facility is expected to augment dollar liquidity in the
market that would help address any temporary market tightness. In turn, this will help
ensure the ready availability of credit for imports and other qualified funding requirements.
However, the demand for using this facility remains modest as of  December 2009.

9. Unlike the RRPs and RPs, this instrument is non-collateralized.  It is priced at a premium
over the RRPs.
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During the latter part of 2008, the BSP had been quick in bolstering confidence
in financial markets with its timely communication with market participants with
information on the exposure of the banking system to troubled financial assets
and the ability of the banking system to withstand the fallout from the US financial
institutions.

In addition, the BSP’s Monetary Board approved guidelines allowing financial
institutions to reclassify financial assets from categories measured at fair value
to those measured at amortised cost. Financial institutions may now reclassify
their investments in debt and equity securities from their Held for Trading or
Available for Sale categories to the Held to Maturity or the Unquoted Debt
Securities Classified as Loans until the end of the year.  In addition, the BSP
also allowed banks not to deduct unrealised mark-to-market losses in computing
for the 100% asset cover. This reduced the need for banks to source dollars
from the foreign exchange market.

3. The Philippine Financial System

The Philippine financial system (defined to include commercial banks, thrift
banks, specialized government banks, rural banks and non-banks financial
intermediaries) continues to be dominated by the banking sector.

The number of banking institutions declined to 818 as of end-December
2008 from 847 as of end-December 2007, reflecting continued mergers and
consolidation as well as the closure of weak banks. The total number of banking
institutions consisted of 38 universal/commercial banks (U/KBs), 77 thrift banks
(TBs) and 703 rural banks (RBs). The operating network of the banking system,
consisting of head offices and branches, increased to 7,848 as of end-December
2008 from 7,744 in the previous year due to the rise in the number of branches/
agencies of U/KBs, TBs and RBs.

Meanwhile, total resources of the banking system rose to P5.9 trillion as of
end-December 2008, from its year-ago level of P5.2 trillion in 2007. The increase
in the system’s resources was due largely to the expansion in banks’ deposits
with the BSP and other banks and loans and discounts. Universal/commercial
banks continued to account for almost 90% of the total resources of the banking
system.

However, there appears to have been some financial disintermediation over
the years, as financial depth has steadily declined. Measured by the ratio of
broad money (M2) to nominal gross national product (GNP), financial depth
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represents the degree to which the economy is monetarised.11 Accordingly, the
larger the ratio, the greater the capacity central bank has to implement monetary
policy effectively.

In 1996, the Philippine financial depth was 51.8%, compared with 101.1%
in Malaysia and 81.5% in Thailand. This declined to 45.9% in 1999, to 40.0%
in 2000 and further to 30.6% in 2008.12 This steady decline in financial depth
is also reflective of constraints in the banking sector.  Based on surveys conducted
by the BSP over the past three months of 2009, lending standards among banks
have indeed tightened following the global financial turmoil that started in 2008.
The latest senior loan officer survey for March 2009 showed that majority of
respondents (six out of nine banks) indicating moderately tighter lending standards
in terms of collateralization requirements and credit screening.  Respondents
also cited the uncertainty in the economic outlook as the main reason for their
cautious lending stance.

Meanwhile, after the 1997 crisis, banks increased their loan-loss provisions
as non-performing loans (NPLs) continued to build up.  Provisioning has loosened
up as banks’ asset quality improved in recent years although total provisions as
a percentage of loans remain higher than pre-1997 levels.

On the demand side, credit demand from the corporate sector remained
subdued, as many businesses were still restructuring their existing debt with
financial institutions.  In fact, results of the latest Business Expectations Survey
(BES) of the BSP showed that businessmen are generally pessimistic about their
prospects for the first quarter of 2009 due to the negative impact of the global
financial turmoil on the Philippines.13  Meanwhile, the steady stream of risk-free
government securities gave banks some respite to offset the decline in corporate
lending and helped the government maintain a low interest rate regime despite
its ballooning budget deficit.
___________

10. In particular, Bayangos et al (2009b) shows  that, indeed, inflation expectations are a
potent channel of monetary transmission.  They have also found  that past inflation
expectations, inflation target announced by the BSP, actual inflation, actions of the BSP,
the stance of fiscal policy, as well as wages have been instrumental in shaping inflation
expectations. A crucial finding though in the paper is the significance of past inflation
expectations in determining expectations, indicating that private sector agents are backward-
looking when forming inflation expectations.

11. The measure is akin to Williamson and Mahar (1998).

12. The 2008 figure uses the DCS concept.

13. The quarterly BES indicated that overall confidence index of business enterprises dropped
to a negative 23.9%, the lowest since the first quarter of 2002.
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Major source of domestic financing are banks. About 98% of domestic credit,
including the purchase and sale of government securities, is channelled through
the banking system. The largest lenders are the U/KBs. Smaller lenders include
the regular commercial banks (KBs), TBs and RBs.  However, growth in banking
credit has been sluggish after the currency crisis as the general economic downturn
reduced the demand for loans, low profitability, and a steady increase in the level
of NPLs. From a high of 51% growth in December 1996, outstanding credits
to the private sector contracted by 1.2%  in December 1999 and by 0.3% in
December 2005, before it crept up to 16.8%  in December 2008. In terms of
its relative share to nominal GDP, private sector credit has decelerated since the
Asian financial crisis in 1998, before it recovered to 33.5% percent of GDP in
2008.

However, bank credit has become an important transmission in explaining
the behaviour of other financial indicators over the years as shown in the Granger
causality tests.  In addition, Gonzales 2009 showed that bank credit and
provisioning are pro-cyclical with the Philippine business cycle in the 1990s. In
particular, during times of economic boom (early 1990s), domestic credit grew,
while at times of economic downturn (late 1990s), domestic credit contracted.

Using a lag of three quarters, results of the Granger causality tests from the
first quarter of 1998 to the second quarter of 2009 showed that bank credit to
the private sector is part of a complex set of economic interactions.

In particular, there is a bi-directional causality between the private sector
credit (seasonally-adjusted) and the real GDP (seasonally-adjusted) and between
non-performing loan loss provision ratio and non-performing loan ratio. At 10%
level of significance, the (Granger) causation appears to run from capital-to-
asset ratio to private sector credit (seasonally-adjusted), real money supply
(seasonally-adjusted) to the private sector credit (seasonally-adjusted).

Beyond credit, few formal alternative sources of funding exist. The Philippine
Stock Exchange (PSE) is relatively small (there are only 246 listed companies
and total market capitalisation estimated at 33.3% of GDP at end-December
2008, and thinly traded.  Most listed companies only float 10-20% of their shares
at the PSE.

The PSE index (PSEi) closed at end-December 2008 at 1,872.9 points, 48.3%
lower than its close at end-December 2007. Philippine shares mostly fell in the
year to end-October 2008, as relatively high inflation and the economic slowdown
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in the US and other major markets undercut growth in the domestic economy.
Global stocks tumbled 4.5% on 16 September 2008 following the collapse of US
investment bank Lehman Brothers, but the Fed’s rescue of financial giant
American International Group helped the market recover the following day. Along
with financial markets across the world, Philippine stocks fell mostly in the rest
of September, October and November 2008.

Value turnover for the whole of 2008 reached P645.6 billion, down sharply
by 42.9% from the value posted in 2007.  Meanwhile, share turnover velocity,
defined as the ratio between the turnover of domestic shares and their market
capitalisation,14  provides a measure of market liquidity.  On average, stock market
turnover velocity grew by 54.0 % from 2003 to 2007. In 2008, stock market
turnover fell to 24%. With the onset of the global financial turmoil, South East
Asian equity markets experienced a tightening in market liquidity.  Price volatility
reached highs in line with global market trends and turnover decreased sharply
(ADB 2009).

Indeed, the global financial turmoil that started in 2007 illustrates the close
interconnectedness of global and regional financial markets in propagating shocks,
with evidence of spillovers through the equity market channel as seen by
significantly high correlation between global, regional and market price movements.
The extent of market integration can be seen in the average monthly cross-
country turnover velocity from 1999 to 2008 of South East Asian countries and
those of Deutsche Borse AG, London Stock Exchange (LSE), Osaka Securities
Exchange (OSE), New York Stock Exchange (NYSE) and the National
Association of Securities Dealers Automated Quotation (NASDAQ). Interestingly,
the analysis shows that average correlations of turnover velocity of South East
Asian countries are significantly higher between the region’s markets than with
those outside the region, except for Indonesia.  In fact, for South Korea,
Philippines and Thailand, the turnover velocity is negatively correlated with those
outside the East Asian countries’ stock markets.

The corporate debt market is virtually non-existent, but the volume of
government debt is substantial, equaling twice the value of PSE market
capitalisation in 2003. Investors in the debt and equities markets are predominantly
corporations with strategic holdings and institutional investors including pension
funds, banks and insurance companies.  The surge of capital inflows led to the

___________

14. The value is annualized by multiplying the monthly moving average by 12.
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opening of the derivatives market, but the nature and strategy to regulate them
proved to be a major challenge to the monetary authorities.

To determine the relative importance of financial variables to real output
growth, this paper estimates the significance of real interest rates, indicated by
the difference between the 91-day Treasury bill rate (TBR91) and inflation (INFL),
real peso-dollar rate (RFXR), credit to the private sector (PCREDIT), stock market
value (STOCK) and bond trading volume (BOND), including the government and
corporate bonds, from March 2000 to June 2009.  Table 1 specifies the Philippine
output gap dynamics. Rather than modeling the output gap by a purely stochastic
process, the variables are chosen that can provide extra information on the
evolution of the output gap.  In addition, the variables employed in the equation
characterise a set of financial variables that may largely affect the actual output,
not necessarily the potential output.  Although these factors are vital in explaining
the output performance in the short-run, they are viewed to be more effective
on the demand side, and thus, neutral for the behaviour of potential output in the
short run. Therefore, these variables appear in the output gap equation to account
for the deviation of actual output from its potential level.

Using generalised method of moments (GMM) and at 5% level of
significance, the regression results in Table 1 show that changes in TBR91-INFL,
RFXR and PCREDIT drive the behaviour of the output gap.  By contrast, changes
in STOCK and BOND yielded insignificant coefficients.

Of course, the impact of changes in TBR91-INFL, FXR ad PCREDIT on
output gap is part of a complex set of interactions in the economy. Existing
studies often apply a single-equation regression to test the impact but that may
offer only limited insight in complex adjustment processes. In the next section,
this paper introduces a more complete macroeconomic model that includes the
relevant institutions, markets and agents and the various interactions between
them.  Arguably, such approach gives a better insight into the macro-financial
linkages in the Philippines.
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Table 1

4. Tracing the Macro-financial Linkages in the Philippines

4.1 Macro Model Structure, Diagnostics and Model Solution

This paper traces the Philippine macro-financial linkages by adding and re-
specifying the Bayangos and Jansen (2009) model from March 1999 to June
2009.  In particular, Bayangos and Jansen (2009) did not give much attention to
bank credits as a monetary policy transmission channel. Bank credits were an
exogenous inflow on the money supply. Shocks to bank credits would lead to
changes in money supply and this would have a small effect on the 91-day
Treasury bill which would subsequently affect consumption and investments.  The
innovation of this study is that the credit channel has been explicitly introduced
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into the model as an endogenous variable with a number of impacts on the macro
economy.  Figure 2 provides a simplified overview of Philippine monetary
transmission, including the credit channel.

To a broad extent, this quarterly open economy model is New-Keynesian
ala Ball (1999), where inflation and output are backward looking, thus deliberately
abstaining from any optimizing foundation. Central to this model are important
nominal rigidities in describing the macro economy. In addition, there are lag
effects in the transmission mechanism.

The agents in this macro model include the (a) households, (b) domestic
firms, (c) the government, (d) the rest of the world provides capital, goods and
services demanded by the domestic economy and a market for domestic production
and (e) the central bank. In this model, the central bank has the task of anchoring
the nominal side of the economy. The central bank adopts an inflation targeting
framework (IT) and is a flexible inflation targeter and sets a short-term interest
rate to achieve an inflation target, and, consequently provides nominal stability.
Given these lags and price and wage rigidities, the use of a simple interest rate
rule is required to anchor inflation in the long run.

Figure 2
Bank Credit and the Monetary Policy Transmission Mechanism
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Moreover, this model describes an economy in which there is an excess
supply; hence, aggregate output is demand-determined in the short to medium
run.15  How agents react within various markets is crucial. This model characterises
the markets in which: (a) goods markets are monopolistically competitive
(Blanchard and Kiyotaki 1987), leading to profits for firms to charge non-
competitive sticky prices (Calvo 1983), which clear all of domestic production
to satisfy demands (net of imports) for consumption, investment, government
spending and exports; (b) the labor equilibrium is not perfectly competitive;
households and firms negotiate into a non-competitive real wage and are engaging
in sticky nominal contracts (Calvo 1983). Firms make a mark-up when setting
prices, which is responsive to demand and monetary conditions; and (c) asset
markets (domestic and foreign) are imperfect.

Nevertheless, asset markets are imperfect. The nominal exchange rate is
allowed to transitorily deviate from purchasing power parity (PPP) so that
movements occur in the real exchange rate. In addition, the nominal short-term
interest rates play the leading role as the instrument of monetary policy.

The transmission mechanism starts with the BSP’s domestic interest rate
policy.  The overnight reverse repurchase rate (RRP) is prescribed as the nominal
interest rate which follows a behavioural equation required to anchor inflation in
the long run (Clarida, Gali and Gertler 2000).

The overnight RRP adjusts to inflationary pressure measured by the difference
between the inflation forecast and the inflation target announced by the
Government and the output gap. This is seen as,

r p= α + β ( π f – π* ) + ρ ( q
t
– q * ) + ε , ( 1 )

where r p is the RRP, α connotes the neutral monetary policy stance 16, π f is the
one-quarter ahead inflation forecast, π*  is the medium-term inflation target
announced by the Government, q is real output, q*  is potential real output , and an
error term, ε .

The RRP rate is transmitted to the benchmark interest rate, r , through the
natural arbitrage condition.  In this model, the benchmark interest rate is the 91-
day Treasury bill rate.  As seen in equation (2), r  is also affected by other
___________

15. Typically Keynesian approach in describing an economy.

16. In some studies, the constant represents the desired RRP rate that  is expected to prevail
when inflation and output are at their target growth.
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variables, such as the overnight RRP r p, inflation rate π, foreign interest rate r f,
real money supply m and an error term ε .

r = α + β r pρ π+ γ r f – ϑ m+ ε , ( 2 )

Equation 2 states that the 91-day Treasury bill rate is higher, the higher the
RRP rate, the higher the inflation rate, the higher the foreign interest rate, and the
lower the level of money supply.  In this equation, there is a direct channel from
the BSP’s policy rate to the 91-day Treasury bill rate.

Changes in the 91-day Treasury bill rate are then carried over to the changes
in the other market interest rates, such as savings and lending rates through the
natural arbitrage condition.   It is also assumed that the short-run domestic inflation
is relatively sticky, indicating that inflation expectations for the short term are
similarly sticky.  This further implies that by controlling the nominal overnight RRP
rate, the BSP can also affect the short-term real RRP rate or the difference
between the short RRP rate and short-term inflation expectations. Through market
expectations of future real rates, longer real rates (that is, longer than overnight
rates) also are affected. Thus, the lowering of the overnight RRP is expected to
lower short and longer real interest rates, and consequently affect economic
activity.

Changes in the RRP rate affect changes in the nominal peso-dollar rate. This
model embeds the UIP cum risk premium to exchange rate determination, while
fully flexible exchange rate regime is assumed.  This assumption underlies the
baseline dynamics of nominal exchange rate for an important reason.  Indeed, the
UIP condition relies on arbitrage arguments which are expected to be true although
arbitrage  is  often  subject  to   limits  (Shleifer and Summers 1990;   Shleifer  and
Vishny  1997; Wollmershauser 2003), it is nonetheless one of the basic building
blocks of economic decision making.  The UIP is seen as,

(3)

where  the difference between  the foreign interest rate r f and domestic interest
rate rd represents the interest rate differential, E

t
en

t+1is the expected nominal
exchange rate and ue

t 
as the risk premium (Leitemo and Soderstrom 2004, West

2003 and Wollmershauser 2006).  This risk premium is assumed to follow the
stationary process,

(4)
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where 0 < ρe < 1.   In this equation, ρe could capture the UIP disturbances or
effects of persistent movements in the risk premium.   Equation (4) then feed
into the BSP reaction function in equation (1).

To determine the link between the real exchange rate and the nominal
exchange rate, it is assumed that deviations from purchasing power parity occur
in the short-run.

Changes in the overnight RRP rate also affect bank credits. Indeed, the
literature on the relationship between bank credits and growth is controversial.
In recent years, much attention in the literature devoted to developed countries
has been given to the role of credit markets, and in particular of banks in the
monetary policy transmission mechanism (Boughrara and Ghazouani, 2009;
Kashyap et al., 1993; Kashyap and Stein, 1994).

There are two recent alternative views on the role of banks in the monetary
transmission mechanism.17  One approach consists of the narrow credit channel
or the bank lending channel (Bernanke and Blinder 1988). Under this explanation
monetary policy changes directly affect banks’ balance sheets with a reduction
in bank loans, which in turn affect output. In this case, output changes are
directly caused by changes in bank loans.

The bank lending channel operates as follows:  a monetary tightening reduces
bank reserves and bank deposits because of reserve requirements. If the decline
in deposits cannot be offset by other funds (for instance, non-deposit funds that
are not subject to reserve requirements) or by a decline in bank’s securities
holdings, the interest rate may increase and the supply of loans may decline.
This may lead to reduced real output.   If banks are unable to perfectly substitute
this drop in deposits by an increase in non-insured debt, the cost of raising such
debt may similarly rise. As a result, the supply of loans falls, leading to lower
real output.

Another view is called the broad credit channel. According to this view,
monetary policy affects interest rates and output in a way similar to the money
channel or influences output through a different channel. A monetary tightening

___________

17. It should be recalled that the standard money view of monetary policy postulates that bank
loans have no special role. Monetary shocks affect output through changes in monetary
aggregates, as in the traditional IS-LM model. Bank loans are simply determined by demand
and consequently tend to move with investment and output. In this case we can think of
money causing both output and lending.
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reduces firms’ collateral or cash flow, which makes it more risky to lend to
some firms and implies a flight to quality in lending.

Despite the revival of interest in the role of banks in the monetary policy,
the precise role played by banks in that process remains controversial.  Interest
in the “bank lending channel” has been boosted by the growing literature on
asymmetric information in financial markets, and also by the fact that large
fluctuations in the aggregate economy are often brought about by small shocks
under the hypothesis of the financial accelerator (Bernanke et al. 1996). This
revival of interest has been also intensified by the East Asian currency in 1997
and the global financial turmoil in 2008.  The knowledge of the existence of the
lending channel is useful for pursuing relevant policy actions. If bank capital
depletes into recessions the lending channel weakens, and consequently, traditional
prescriptions for a recession might not work.

This study uses the Bayoumi and Melander (2008) model which traces the
impact of changes from bank capital-asset ratio to bank lending standards to
credit supply and finally to aggregate spending.   In addition, the model highlights
the financial accelerator and wealth feedback loops.  However, in Bayoumi and
Malender (2008), the balance sheets of firms and households are included.  In
the absence of a longer and consistent series of the flow of funds for the
Philippines, the model in this study is limited to the consolidated balance sheets
of commercial/universal banks, thrift and rural banks.

The first link is from the capital-asset ratio to lending standards. Capital
requirements on banks are imposed by the BSP, so a negative shock on capital
asset ratio constrains the capacity for lending. Thus, banks are induced to tighten
their lending standards in order to reduce the quantity of credit and restore the
capital- asset ratio. Lending standards are usually non-price loan terms, which
reflect credit availability. A tightening of loan standards causes a decrease in the
quantity of credit. When credit availability falls, there is a direct effect on spending
due to credit constraints, notably through consumption and investment.

The final link is the feedback loop from income through the balance sheets
of banks. The feedback takes place through two different channels. The first
channel works through the effect of an economic slowdown on bank balance
sheets. As spending and income fall, loan losses gradually increase and the capital
to asset ratio deteriorates further. The second feedback channel is due to
deterioration of incomes and balance sheets for banks, which has a further adverse
financial-accelerator effect on credit availability.  Taking these feedback
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mechanisms into account, the final effect of a capital-asset ratio shock on
aggregate economic activity is larger than the direct effect. Eventually, bank
credit declines while the capital-asset ratio starts to improve.

Bank credit together with net other items 18, determine the level of money
supply.   It should be noted that in the model, money supply is an indicator of
the quantity of money that the economy requires, without the BSP setting any
target for it.  From the liability side, the impact of changes in the overnight RRP
and other market interest rates affect deposit liabilities and currency in circulation
in the monetary system.

In sum, changes in interest rates, exchange rates and bank credit to the
private sector lead to changes in the real sector through consumption, investment,
fiscal balances and net trade variables.

All the changes in spending behaviour, when added up across the whole
economy, generate changes in aggregate pending.  Total domestic expenditure
plus the balance of trade in goods and services reflects the aggregate demand
in the economy, and is equal to gross domestic product (GDP).

GDP (demand) feeds into the GDP (production) side which consists of two
sectors:  the primary sector (agriculture) and the advanced sector (industry and
services).  The output of the agriculture sector is exogenous in the model. This
leaves us with the industry and services sectors which are assumed to have
excess capacity.  Hence, supply responds to the level of aggregate demand.

Potential output and the resulting gap as measure of future inflationary
pressures have regained importance under the IT framework.  Output gap in
this model is estimated based on Dakila (2001) in which it is expressed as the
difference between the log of a one quarter moving average of  supply side
(industry and services) GDP (deseasonalised series)  and potential output. 19

The output gap (POTGAP) then feeds into the wholesale price index.  The
whole price index in this model  is affected by (1) the average prices of
merchandise imports in pesos, the excess liquidity as indicated by real money

___________

18. Net other items account is taken as residual.  Technically, it includes other net domestic
assets and neo other items from the depository corporations’ survey.

19. Also cited in Angeles and Tan (2004).
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supply relative to gross domestic product , the average compensation (or wages)
for industry and services sectors and the output gap.  This specification makes
the pricing decision based on a flexible mark up.

In this specification, the main link between monetary policy and wholesale
price index, and consequently on inflation is the output gap.  Hence, there is an
impact of monetary policy on expenditure.  In addition, the real money supply
strengthens the link to price level and consequently between monetary policy
and the production sector.

Meanwhile, changes in the wholesale price drives prices of the industry and
services sectors, and finally the final demand prices.  Final demand prices are
dependent on the relative weights of industry and services sector prices and are
contained in the implicit GDP deflator.  This then is the basis of headline inflation.

Because of the forward-looking nature of  inflation targeting, the role of
inflation expectations in this transmission mechanism becomes crucial.  Indicators
of inflation expectations include the two-year ahead inflation forecast.

The estimation of long-run inflation expectations follows a hybrid structure
that contains both forward-looking and backward-looking expectations. The
structure includes rational component of inflation, indicated by the medium-term
(three to five years) inflation target announced by the Government and
contemporaneous and inertial components indicated by current and past inflation
rate.  The rational component is based on Demertzis’ and Viegi’s (2005) work
on inflation targets as focal points for long run inflation expectations.  The idea
is that in the absence of concrete information of inflation expectations, the only
information that agents have is the quantitative inflation target announced by the
Government.

In the empirical estimation, the macro model uses a more detailed
approximation of gross domestic product (GDP).  This provides the impact of
RRP, 91-day  Treasury bill rate, lending rate, peso-dollar rate, and bank lending
channel into the different components of expenditure and sectoral output
separately, allowing us to identify monetary policy transmission variables more
accurately.  Inflation expectations provide the bridge between the relatively short
term RRP to rather long-term rates such as the 91-day Treasury bill, savings
and lending rates.
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Hence, the analytical structure discussed so far captures changes in monetary
policy to inflation is seen in the aggregate demand, production-cost and the money
supply variables.  Changes in the short and longer real interest rates and bank
lending lead to changes in consumption and investment and thereby, affect
aggregate demand and output in the economy (Mishkin 1996).

4.2 Diagnostics and Model Solution

The updated macro model has 70 equations which are grouped into seven
major blocks: monetary sector, public sector, prices and expenditures, including
balance of payments, production and employment.  In particular, bank credit is
seen to affect money supply, market interest rates and total expenditure (Figure
2). Of these 70 equations, 32 are simultaneous equations estimated using
generalized method of moments (GMM, 4 equations), two-stage least squares
(13 equations) and ordinary least squares (12 equations).  The choice of
instruments for the GMM and two-stage least squares are assumed to be all the
lagged endogenous variables and all current and lagged exogenous variables in
the whole system. These equations are largely overidentified, while the rest are
identified. There are 32 recursive equations largely estimated using ordinary
least squares (OLS) while the remaining 6 are identities.

Unit root and co-integration group tests are conducted to two groups of
equations which are added and re-estimated.  Group 1 includes financial indicators
such as capital-to-asset ratio, bank lending standards, bank credit to the private
sector, deposit liabilities and the 91-day Treasury bill rate.  On the other hand,
Group 2 includes real sector variables such as personal consumption expenditure,
private construction expenditure and expenditure on durable equipment.

Results show that all the series in levels and first differences are stationary
at the 5% and 10% levels of significance.  The results further suggest that the
time series under investigation are integrated of order one, I(1).  In terms of
the number of co-integrated relationship(s) in the two groups, the results show
that Group 1 shows more co-integrated relationships than Group 2 at the 5%
and 10% levels of significance.

Each of the 32 simultaneous equations is assessed for basic and higher-
order diagnostic tests.  The signs and magnitudes of individual coefficients in
each equation, such as t statistics, the adjusted, Durbin Watson and F statistics
are all examined. All calculated F values are higher than the critical values, at
the 5% to 10% levels of significance, thereby indicating a significant degree of
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reliability of coefficients of determination.  Results of  higher order test statistics
of residuals are similarly examined. Results of the Jarque-Bera test show that
all of the series are normally distributed. With a lag order of up two and at a
5% to 10% level of significance, Breusch-Godfrey results show that not all
equations exhibit serial correlation.

The model is solved in a system simultaneously using Fair-Taylor method.20

Meanwhile, terminal conditions are assumed to hold in a specified time period.
Forward solution is similarly used for equations that contain future (forward)
values of the endogenous variables.

4.3 The Philippine Monetary Policy Transmission Mechanism

The estimated macro model captured changes in monetary policy to inflation
through the aggregate demand (output gap), production-cost and the money supply
variables.  The analyses in this section will use short-run, and in some instances
long-run multipliers.21  Table 2 provides the estimated and results of diagnostic
tests of  the main macro-financial variables in the model.

Equation 1 states the BSP’s reaction function since 2000 that is consistent
with the IT requirements. It shows that nominal RRP rate reacts to inflationary
pressure seen in the difference between inflation forecast and inflation target,
output gap or the difference between actual GDP and potential GDP. 22  In
addition, equation 1 implies that the BSP raises RRP rate by 0.30 percentage
point whenever the difference between inflation forecast and target is expected
to rise by one percentage point. The coefficient of the output gap implies that
the BSP increases RRP rate by 0.13 percentage point when it is positive or an
excess in aggregate demand is anticipated.

___________

20. This is an iterative algorithm, where each equation in the model is solved for the value of its
associated endogenous variable, treating all other endogenous variables as fixed.

21. The long-run multiplier is derived based on the following:  in the model with lagged dependent

  a
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, the long run multiplier (m) of a change in x is m =                .

               (1 – b)

22. Currently, the BSP uses three estimation methods to measure the output gap for the
Philippines: Hodrick-Prescott filter, the constant elasticity of substitution (CES) production
function approach, and the structural vector autoregression (SVAR) approach.  For purposes
of analysis, the study uses the average of the output gap estimates from the three methods.
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The long-run impact though seems to be moderate. The BSP has to raise
the RRP rate by 0.38 percentage points when inflationary gap increases by one
percentage point and 0.16 percentage points when there is excess aggregate
demand.23

Table 2
Estimated Equations

Meanwhile, the lagged RRP rate received the bigger importance in terms
of the magnitude of coefficient (0.21 in equation 1, Table 2) compared to the
output gap. This is not unusual though, as most quarterly macro models exhibit
this behaviour. This estimation takes the more conventional wisdom that this
gradual adjustment reflects policy inertia (or an action of not adjusting once-for-
all to changing conditions) or interest rate smoothing behaviour by BSP.

___________

23. The long-run multiplier is derived based on the following:  in the model with lagged dependent
            a

variable, y
t
 = c + ax

t
 + by

t-1
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t 
, the long run multiplier (m) of a change in x is m =                .

               (1 – b)
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The results also show that the impact of the BSP policy rate changes on
the 91-day Treasury bill rate is larger (0.25 in equation 7, Table 2) compared
with pre-IT period (Bayangos 2007). 24 A preliminary  regression analysis using
GMM leaves the impression that a slight change in the overnight RRP would
bring significant impulses to market interest rates (Table 3b).  The TBR91 is
further driven by nominal peso-dollar rate changes, non-performing loan ratio
and inflation expectations.

The interest rates for the RRP are determined by the BSP based primarily
on the outlook for inflation over a two-year horizon (or the estimated length of
the lag of monetary policy).  A crucial observation prior to the adoption of IT
was that the 91-day Treasury bill rate became a bit sensitive to foreign interest
rates, although the gap is substantial at more than 10 percentage points in nominal
terms in 1998 (Bayangos 2007;  Bayangos 2006; Bayangos 2000).

However, the link between the RRP rate and interbank rate (IBCL) and
bank lending rate have tightened after the adoption of IT in 2002, as seen in the
ordinary coefficient of correlation in Table 3a.   This indicates that the overnight
RRP could lead in setting the IBCL and lending rate.

The TBR91 then feeds into the nominal peso-dollar rate (FXR) in equation
2 through the interest rate differential (LIBOR90-TBR91), and along with risk
premium drive the behaviour of FXR.  The magnitude of risk premium is seen
in the coefficient of lagged FXR. 25  This means that a positive interest rate
differential,  that is when the 90-day Libor is higher than the 91-day T-bill rate,
and an increasing (positive)  risk premium signify a depreciating FXR in the
future.  In equation 2, a one percent increase in the interest differential leads
to a 0.12% depreciation of the peso-dollar rate.

___________

24. In Bayangos (2007), the impact of the changes in the overnight RRP rate on the 91-day
Treasury bill rate is estimated at 0.18 percentage point from first quarter 1988 to first
quarter 2002.

25. n numerous studies, this is sometimes referred to as inertia.  This is not unusual following
the uncertainty and shocks affecting movement of the peso-dollar rate.
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Table 3a

Table 3b:  Market Interest Rate Pass-through
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Since the currency crisis in 1997, the exchange rate has become even more
volatile due to a confluence of domestic and external factors.  This is seen as
the risk premium has been a significant factor during the past decade or so in
the determination of nominal peso-dollar rate (Bayangos 2007).  In 2003, the
peso depreciated against the US dollar by 4.8% to average P54.20/US$.  The
weakening of the peso was traced to war jitters in the Middle East during the
first quarter, lingering concerns over the budget deficit and investor reaction
over Moody’s Investors’ Service decision to place the country’s currency as
well the political and security reasons.  Since 2003, the peso appreciated against
the US dollar following the surge of overseas Filipino remittances and the overall
surplus in the current account.  At end-December 2008, the peso settled at
P44.47 against the US dollar.

Overseas Filipino (OF) remittances surged particularly in the 1990s. 26 Data
show that the magnitude of remittances to the Philippines has been significant,
both in absolute terms and as a percentage of GDP. As of end-December 2008,
remittances reached US$16.4, the highest level since the 80s. Latest available
data in 2009 (January to October) showed the OF remittances at US$14.3 billion,
the bulk of which  continued to come from the U.S., Canada, Saudi Arabia,
U.K., Japan, Singapore, United Arab Emirates, Italy, and Germany. In 1996,
remittances accounted for only 5.2%  of GDP. This has risen to around 10%
in recent years.

Nevertheless, the inclusion of the exchange rate in assessing domestic
financial conditions stems from the empirical literature that it is an important
price since it does not only affect aggregate demand but also aggregate supply.

In the Philippines, an important indication of the importance of the exchange
rate in the economy is the ratio of total trade of goods and services to GDP.
As earlier indicated, this ratio was almost stable at around 108% in 2001, had
steadily dropped to almost 100% in 2005, and further to 77% in 2008.  The drop
in the ratio in 2008 reflects the impact of the global financial turmoil on Philippine
exports.  Although the ratio has steadily dropped from the early 2000 to 2008,
the relatively high ratio indicates that the exchange rate is one of the most
important prices in the economy.

___________

26. Remittances in this paper cover transfers sent by both Filipino migrants and overseas
workers. In the Philippines, remittances data are sourced from the balance of payments
statistics.
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Changes in the RRP rate affect bank lending standards.  Following
Gambacorta and Mistrulli (2003), banks’ capital-to-asset ratio, in excess of the
10%  BSP requirement (ECAR),27 is determined by real output, inflation
expectations and lending standards and capital-to-asset ratio in excess of the
10% requirement, lagged by one quarter.28

Banks’ capital-to-asset ratio then feeds into the lending standards of banks
(LENDING).  Banks lending standards are defined as the difference between
the average bank lending rate and overnight RRP rate.  A widening of the
difference between the average banking rate and the overnight RRP rates
suggests tightening of the lending standards by banks while the narrowing of the
difference indicates easing of the lending standards.

In Bayoumi and Melander (2008), lending standards are based on answers
from the quarterly Federal Reserve Bank’s survey of bank loan officers.
However, in the absence of a longer series on survey results from bank loan
officers, this model uses the difference between the average bank lending rate
and the overnight RRP rate.29 Equation 4 shows that bank lending standards are
influenced by inflation expectations, loan loss provision and lending standards,
lagged by one quarter.

In equation 5, bank credit to the private sector (PCREDIT) is driven by real
output, lagged by one quarter, 90-day Libor, bank lending standards, non-
performing loan ratio and inflation expectations.   The equation shows that a
higher level of GDP leads to higher bank credit to the private sector.  By contrast,
higher 90-day Libor, inflation expectations, non-performing loan ratio, higher
capital-to-asset ratio and tight lending standards lead to lower credit to the private
sector.

This study re-specified five endogenous equations in the model to capture
the impact of bank credit to the private sector on money supply (MS), 91-day
Treasury bill rate (TBR91), personal consumption (PCE), private construction
(CONS) and durable equipment (DUREQ).    Equation 4 shows that real bank
deposits (DEPLIAB) are driven by credit to the private sector (PCREDIT) and
remittances (REMIT) so that changes in these two variables will have an impact
___________

27. It should be noted that in the case of the BIS, the requirement is 8 percent.

28. However, it should be noted that the impact of real output on banks’ capital asset ratio
is not significant.  This indicates that the feedback loop or the wealth effects are not that
strong.

29. The BSP started to conduct senior bank loan officers’ survey only in March 2009.
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on the money supply. And real deposits have, as equation 5 shows, an impact
on the 91-day Treasury bill rate (TBR91).

Changes in bank credits are positively related with demand for real
consumption (PCE) in equation 8, real private construction (CONS) in equation
9 and real durable equipment (DUREQ) in equation 10.  It should be noted that
equations 9 and 10 comprise the major indicators for gross domestic capital
formation.  This relationship indicates that bank credits increase when demand
for consumption, private construction and durable equipment accelerate, and vice
versa.  Equation 8 also shows that disposable income drives real personal
consumption.  In this macro model remittances drive disposable income
significantly. This interaction strengthens the pro-cyclical impact of remittances
on personal consumption and on real output (Bayangos and Jansen 2009).

The simulation properties of the macro model are assessed using the mean
absolute percent error. The results indicate that the major macroeconomic variables
can be predicted within reasonable error margins.  A simulation exercise is
employed to assess the impact of a one percentage point decline in the overnight
RRP rate on selected macro and financial variables.  Results show that a one
percentage point decline in the overnight RRP rate leads to a loosening of bank
lending standards and higher bank credits to the private sector.  This in turn
leads to higher bank deposits and money supply but higher 91-day Treasury bill
rate.  Meanwhile, the lower 91-day Treasury bill rate will lead to higher spending
for personal consumption and gross capital formation.   All in all, a loosening
of monetary policy stance brings real sector impacts and that bank credit appears
to be a relevant channel in transmitting effects to the real sector.

5. The Impact of the Global Financial Crisis in the Philippines

The impact of the global financial crisis was felt through the asset markets,
financial sector and the real sector.  Like many other emerging markets, the
Philippine economy slowed down considerably in 2008. Data show that real
GDP growth rate in 2008 fell to 3.8%, compared to 7.1% in 2007. However,
like many other emerging markets, the slowdown was not primarily a result of
the global financial crisis. Rather, the deceleration in the Philippine economy
was largely brought about by a surge in inflation triggered by the sharp rise in
food and fuel prices and to a lesser extent the US recession.

Inflation jumped to 9.3% in 2008 after averaging only 2.8% in 2007. The
negative effect of high inflation came through various channels: households
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postponed consumption expenditures, particularly durable goods; the high cost
of fuel scaled back services in the transportation sector; and higher prices caused
an increase in the cost of production (Yap et al 2009).

Another important factor was the pronounced deceleration in construction
activity following a surge related to the 2007 elections and the initial
implementation of President Gloria Arroyo’s infrastructure programme.  National
income accounts showed that a fall in the growth rate of personal consumption
expenditures and fixed investment in 2008. In particular, investment in public
construction contracted by 0.4% in 2008 after surging by 29.2 % in 2007.

On the production side, significant slowdowns occurred in manufacturing,
electricity, gas, and water, trade, and finance services. The manufacturing sector
was buffeted by the 29.2% contraction in exports during this period. The food
manufacturing sector was able to offset the contraction in other sub-sectors,
particularly electronics and furniture, in the first three quarters of 2008. This is
the reason that value added in manufacturing actually grew slightly faster in
2008 compared to 2007. Unfortunately this momentum was not sustained in the
fourth quarter of 2008 and first half of 2009.

The rather surprising outcome was the reversal in the service trade sector.
The latter, which contributes 17% to GDP, is normally spared the most significant
effects of economic downturns. The combined performance in the fourth quarter
of 2008 and first half of 2009 shows only a mild growth of 2.1% which contrasts
with the 6.7%  average growth in the previous three years. One possible reason
for this result is the slowdown in consumption expenditure to only 2.9% in the
three combined quarters. In particular, consumption grew by a mere 1.3% in the
first quarter of 2009 and 2.2% in the second quarter.  A critical development
in consumption was the rather moderate growth of overseas remittances.  Data,
however, indicate a slowdown in the growth of remittances to only 3.8%  in the
first seven months of 2009 compared to 18.2% in the same period in 2008.

The financial turmoil that emerged in the aftermath of the Lehman Brothers
debacle magnified tensions in the global interbank and credit markets. As a
result there was a virtual freeze in liquidity in US and European financial markets
which stopped and, in many cases, reversed capital flows to emerging and
developing countries. In large part, the latter reflected sales of debt and equity
securities by non-residents, selective withdrawals of bank deposits held with
domestic banks and a decline in inflows of foreign direct investment (World
Bank 2008).



205

The immediate impact of the liquidity squeeze in international capital markets
was a rise in the price of risk—as measured by bond spreads—a sharp drop
in equity prices, and exchange rate volatility. Data revealed that the foreign
currency government bond spread for the Philippines jumped from 155 basis
points in June 2007 to 549 basis points in November 2008. Meanwhile, the main
index of the Philippine stock market fell by 24 percent between July 2008 and
January 2009 - which is the relevant period for monitoring the immediate impact
of the financial crisis. The Philippine stock market was actually one of the least
affected by the global financial crisis in the Asia-Pacific region.

The exchange rate also exhibited volatility with the peso depreciating by
16.6% between March 1, 2008 and November 30, 2008 after appreciating by
39% against the US dollar between September 20, 2005 and February 29, 2008.
Between July 2008 and January 2009, the peso depreciated by only 3%. Similar
to stock prices the peso was one of the currencies least affected by the crisis.

Asset prices across the Asia-Pacific region largely recovered between
February and May of 2009.  A more stable global environment led to resurgence
in foreign portfolio equity investment into emerging markets. However, the
situation remains fluid and management of volatile capital flows is still an important
but unresolved issue in East Asia. Monitoring the impact of these events on the
real sector of the economy is important. Rising bond spreads will raise the cost
of financing external debt with attendant effects on the fiscal position of the
national government.

Meanwhile, portfolio flows have been shown to have a negligible impact on
consumption and investment (Yap 2008). Hence, the gyrations in the stock market
are not expected to have a strong effect on the real sector.  Stock market and
exchange rate volatility do affect macroeconomic stability and this has implications
for private investment. Data revealed that investment in durable equipment
contracted by 18.5% in the first quarter of 2009 and a further 18.9% in the
second quarter. In terms of international trade, prices of traded commodities are
mostly set in the global market. Exchange rate movements, therefore, affect
profitability of exporters rather than demand for their products. Profitability of
exporters, however, has an impact on their investment and employment decisions.
Exchange rate movements affect the propensity to import, the degree of protection
of import-substituting industries, and the peso value of remittances from abroad.

The Philippine financial sector has largely weathered the crisis. Crucial
prudential indicators show the relative health of the banking systems in terms
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of capital adequacy, profitability, and liquidity cushions As mentioned earlier on,
NPLs were fairly stable in 2008 and early 2009.  A similar pattern can be
observed with the CARs.  Meanwhile, the loans to deposit ratio has also been
steady, reflecting the absence of any sharp market reaction to the crisis.

In 2008, most banks continued to report relatively high rates of return on
assets and equity, and did not experience increases in impaired assets. This
performance reflects the insignificant exposure of Philippine banks to the toxic
structured mortgage products that were extensively sold globally. Given largely
domestically-focused business and relatively strong economic activities in 2007,
profitability of Philippine banks has generally remained high in 2008.

Undoubtedly, the Philippine financial sector remains vulnerable to further
shocks that emanate from global financial centers. However, there has been no
meltdown yet similar to the events of the currency crisis in 1997. The resilience
stems from more prudent policies and a more conservative approach by the
banking system. It would be difficult to establish which factor has been more
important. Nevertheless, policies implemented in the aftermath of the 1997 crisis
did play a role in limiting the impact of the 2008 global liquidity crunch. The
BSP, however, must remain vigilant and implement measures to maintain stability
of the financial sectors.

6.   Conclusion

Following the Asian financial crisis in 1997 and the global financial turmoil
in 2008, interest in the nature of macro-financial linkages has intensified.  At the
heart of this growing interest is the concern in the presence of bank credit
channel in transmitting monetary policy impulses into the real sector in a
globalising environment. However, the empirical relationship between bank credit
and growth is controversial.  In particular, the estimation of the behaviour of
bank credit channel is complicated by problems of endogeneity, associated
difficulties in finding adequate instruments to explain the behaviour of bank credit,
and measurement issues.

This paper explores the changing monetary and financial environment in the
Philippines after inflation targeting has been adopted.  Furthermore, the study
revisited the macro-financial linkages in the Philippines by re-estimating the
monetary policy transmission mechanism.  The study uses the approach that
builds on adding and re-specifying a dynamic, structural, quarterly economy-
wide macroeconometric model of the Philippines from 1999 to 2009 to examine
the monetary policy transmission to the real sector.  The evidence on the bank
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credit channel is obtained by examining the cyclical dynamics of  bank credit
and estimating a bank credit behaviour that  takes into account not only the
monetary policy indicator and macroeconomic variables, but also specific banking
indicators to monetary policy actions such as bank lending standards, capital-to-
asset ratio and loan provisioning.  The main question is whether the bank credit
channel matters in transmitting impulses to the real economy in the Philippines.

The empirical results indicate that the transmission of monetary policy through
the interest rate and exchange rate channels have become more pronounced
compared with pre-IT period (1999-2002).  The paper also shows that bank
credit channel matters in the Philippine monetary transmission mechanism.
Specifically, bank capital, loan provisioning and lending standards are found to
have significant effects on the lending activity by banks, further reinforcing the
interest-rate pass through from the overnight RRP rate to market rates.

The total demand impact of an increase in bank lending is the sum of various
effects in the money supply, Treasury bill rates, personal consumption and
investment, all of which have significant  impact on aggregate demand.   In
addition, the empirical results indicate a feedback loop from aggregate demand
to bank credit through the financial accelerator mechanism. These findings
suggest that the effects of monetary policy in the Philippines can be propagated
by the banking sector depending on its liquidity position.
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CHAPTER 8
MACRO-FINANCIAL  LINKS AND MONET ARY

POLICY  MANAGEMENT  IN TAIWAN

By

Chun-Nan Liao∗

1. Introduction

Taiwan is an oceanic nation of about 23 million people, located in a key
position in East Asia. As a small and highly open economy, its growth heavily
relies on external trade. Due to resource deficiency, Taiwan has been devoted
to promoting the services industry and the information technology (IT) industry
for a long time. Currently, the services sector dominates Taiwan’s economy,
making up more than 70% of GDP. As a global leader in IT production, the
export share of IT products in Taiwan has remained at around 30% in recent
years, the highest share among all export categories.

The World Trade Organization (WTO) statistics data indicate that Taiwan
was the 18th largest export country and 18th largest import country in world
trade in 2008. Owing to the outstanding performance of exports, Taiwan has
enjoyed a huge current account surplus in the past few decades. As of the end
of September 2009, Taiwan had the world’s fourth-largest foreign exchange
reserves, amounting to US$332.24 billion.

After the Cold War, many countries embarked upon political and economic
liberalisation. This development, followed by the high-tech revolution, promoted
the trend toward globalisation. Globalisation leads to the increase in the flows
of funds, goods, services and financial assets. The adverse impact of a panic
could spread from one market to neighbouring countries or even the whole world
in a very short period of time. The US sub-prime mortgage crisis is a good
example. The crisis easily affected the financial markets and real economy of
other countries through macro-financial links. Furthermore, weakening external
demand could seriously harm the real economy of other countries with higher
dependence on external trade like Taiwan. Therefore, high dependence on external

___________

∗ . The author is Senior Economist at the Department of Economic Research of the Central
Bank of the Republic of China (Taiwan).
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trade, volatile international flows and interwoven financial risks could pose serious
threats to domestic economic and financial stability under globalisation.

Since 1992, the Central Bank of the Republic of China (Taiwan) (CBC),
Taiwan’s central bank, has adopted the monetary targeting regime. Although
monetary targeting has run smoothly for the past 17 years in Taiwan, there are
increasing challenges. These include the emergence of new financial products
and increasing cross-border capital flows. The former will blur the definition of
money and affect the stability of money demand, while the latter will pose a
challenge not only to monetary control, but also to exchange rate stability.

In addition, financial market deregulation measures in Taiwan, such as
licensing new securities and bills finance companies, encouraging companies to
go public, and speeding up the approval of mutual funds, have helped Taiwan’s
financial markets to grow in breadth and depth. An increasing number of
individuals and enterprises turned to financial markets for funding and investment.
The importance of direct finance has thus gradually increased relative to indirect
finance. The rise of direct finance may undermine the effectiveness of monetary
policy, as bank lending is a major channel in the monetary policy transmission
mechanism.

The real economy and financial environment are closely linked. A better
understanding of how financial conditions affect the real economy is very essential.
The US sub-prime mortgage crisis, which spread to other countries, mainly resulted
from the rapid development of financial globalisation, financial derivatives and
asset securitisation. In view of the high degree of globalisation, the rise of direct
finance and the popularity of new financial products (including asset securitisation
and financial derivatives), we would like to explore whether the above
development can influence monetary policy interest rate pass-through, which
can in turn affect the real economy in Taiwan.

The remainder of this paper is organised as follows. First, we shall introduce
the CBC’s basic framework of monetary policy management, including the
formulation and implementation of monetary policy in Section 2. We shall then
analyse the trend of macroeconomic and financial data in Taiwan since 1970 in
Section 3. Then we shall embark on an empirical analysis of macro-financial
links in Section 4, exploring how the rise of direct finance will affect interest
rate pass-through and influence monetary policy transmission by changing the
impact of interest rates on aggregate demand. Section 5 will focus on the impact
of financial crisis, including the East Asian crisis and the present global financial
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crisis, on real economy in Taiwan, and discuss how the CBC reacts to such a
financial crisis. Conclusions and policy implications will be provided at the end.

2. Monetary Policy Management in Taiwan

2.1 Basic Framework of the CBC’s Monetary Policy Management

Because changes in monetary policy affect the economy with considerable
time lags, the CBC pays close attention to some intermediate targets such as
monetary aggregates. In practice, the CBC adopts a monetary policy framework
where it periodically checks whether operating targets have been achieved in
the short run, and in turn measures intermediate targets to assess how effectively
monetary policy is being transmitted to achieve its final goals (see Chart 1).

Since the mid-1980s, the CBC has adopted a framework of monetary
targeting. The CBC chooses a broad monetary aggregate (M2) to be the
intermediate target and reserve money to be the operating target. Since 1992,
the CBC has been publishing intermediate targets on a yearly basis.

The CBC initially affects reserve money and inter-bank call loan rates with
policy instruments, which in turn affect various monetary aggregates, interest
rates and other financial and economic variables, and eventually achieves final
goals of monetary policy. The following four subsections describe final goals
and other targets.

Chart 1
Basic Framework of the CBC’s Monetary Policy
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2.1.1 Final Goals

Based on the Central Bank of China Act, the CBC’s final goals include to
promote financial stability, to guide sound banking operations, to maintain domestic
price and exchange rate stability, and to foster economic development within the
scope of the aforementioned objectives.

With regard to promoting financial stability, it contains two aspects: first, to
prevent large fluctuations in financial asset prices, and second, to reduce systemic
risk by providing necessary liquidity. The US sub-prime mortgage crisis resulted
in a worldwide financial turmoil, indicating that financial stability is also a vital
part of monetary policy management.

To maintain financial stability, the CBC closely monitors international and
domestic economic conditions, and adopts appropriate measures when necessary.
In addition, as the lender of last resort, the CBC provides the necessary liquidity
to prevent systemic risk.

The soundness of the financial system is essential to the transmission of
monetary policy. When the financial system is healthy and efficient, monetary
policy can be effectively carried out.

Because the Taiwan economy is highly open and its ratio of external trade
to GDP is relatively high, large swings in the NT dollar exchange rate may
adversely affect economic and financial conditions. Therefore, the CBC regards
managing large swings in the NT dollar exchange rate as one of its final policy
goals.

In addition to achieving the three final goals mentioned above, the CBC
might implement expansionary monetary policy to help stimulate economic growth
during economic downturns. For instance, the CBC conducted an expansionary
monetary policy in order to stimulate domestic demand as external demand turned
sluggish during the Asian financial crisis, when the global IT bubble burst, and
during the US sub-prime mortgage crisis.

2.1.2 Intermediate Targets

Since 1992, the CBC has adopted the monetary targeting regime. For policy
formulation, the CBC selects the M2 monetary aggregate as the intermediate
target. The CBC estimates money demand function using econometric methods
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in December of each year to determine the target zone of M2 growth for the
coming year. The projected growth rate of M2 demand from the money demand
model will be used as the mid point of the M2 target range for the year.

The target zone serves as a guide for monetary policy operations throughout
the year. Around the middle of the year, the CBC checks whether the growth
of M2 has stayed within the target zone. If not, the CBC will analyse the causes
and review whether the CBC should revise the target zone or adopt response
measures to fine-tune, such as maintaining an appropriate growth of reserve
money.

2.1.3 Operating Target

For policy implementation, the CBC chooses reserve money as the operating
target for its daily operations. This variable is directly managed through policy
instruments and is closely related to the intermediate target, M2. At the beginning
of each month, the CBC determines the monthly target for reserve money. Policy
instruments are then used to keep reserve money within the target range.

Although an intermediate targeting strategy is adopted, the CBC does not
only follow a simple rule of monetary targeting. It also relies on discretionary
judgments to fine-tune its monetary management. To accommodate rapidly
changing economic and financial conditions, the CBC also uses a wide range
of financial and economic indicators in the formulation and implementation of
monetary policy.

Financial indicators include short-, medium-, and long-term interest rates,
exchange rates, excess reserves, bank deposits and credit, and the balance of
payments. Macroeconomic indicators cover imports and exports, export orders,
industrial production, the rates of economic growth, inflation, and the
unemployment rate.

2.1.4 Policy Instruments

The CBC uses various monetary policy instruments to achieve its operating
target. These instruments include required reserve ratios on deposits, discount
window facilities, open market operations (including repurchase agreements (RPs)
in government securities or in negotiable certificates of deposit (NCDs) issued
by the CBC), taking or releasing the redeposits of some financial institutions
(mainly from the postal saving deposits of the Chunghwa Post Company), foreign
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exchange swaps, selective credit controls and moral suasion. Among these policy
instruments, the discount rate, reserve requirements, and open market operations
are relatively important.

The discount rate is the CBC’s main policy rate. In practice, the CBC can
affect the volume of discount loans in two ways. One is by setting the discount
rate; the other is by affecting the quantity of the loans through its administration
of the discount window. Both are important policy tools as the volume of discount
loans affects reserve money and monetary aggregates.

In addition to its use as a tool for monetary control, discounting is also
important in preventing financial panics. The CBC, like all other central banks
worldwide, is the lender of last resort for banks. In other words, when banks
have no one else to borrow from, they may come to the CBC for discount
loans—loans that are particularly effective for providing liquidity to the banking
system during a banking crisis because the reserves are immediately channeled
to the banks that need them most.

2.1.5 Monetary Transmission Mechanism in Taiwan

Monetary policy directly influences the level of bank reserves and money
market interest rates, and through various channels, the effects of monetary
policy are transmitted throughout the economy. Kutnner and Mosser (2002)
demonstrated the transmission mechanism of monetary policy as Chart 2. Of
these various channels, the credit channel, the interest rate channel, and the
exchange rate channel are often discussed in Taiwan.

Over the past years, banks have played a very important role in Taiwan’s
financial system because they dominated the channel of funds between lenders
and borrowers. In this environment, the credit channel was relatively important
in the transmission mechanism of monetary policy. However, as direct finance
in capital markets becomes more essential for borrowers and investors, the
function of bank intermediation will be weaker than before. In other words, the
significance of the interest rate channel is expected to further increase, while
that of the credit channel will diminish in the future.
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The structural changes of financial markets and the liberalisation of interest
rates in the 1980s created a greater role for interest rates to transmit the effects
of monetary policy. The degree to how much the interest rate channel works
depends on the depth and width of financial markets. In addition, in order to
make the interest rate channel work, the introduction of various financial
instruments and the reform on financial system may be needed.

To enhance the interest rate channel, open market operations are used not
only to manage liquidity, but also to maintain interest rate stability. In the past,
while the discount rate was cut significantly, the lending rates of commercial
banks, for a while, remained inflexible. To increase the transparency and flexibility
of interest rate adjustments and make the monetary transmission mechanism
more responsive to policy interest rate cuts, the CBC encouraged banks to
introduce adjustable rate mortgages (ARMs) and adopt the new base rate lending
system from June 2001 onwards. By 2005, all domestic banks and community
financial institutions had adopted ARMs and the base rate system. The CBC
required financial institutions to link prime rates to base rates from January 2006
onwards and, at the same time, conducted target examinations on banks’ new
pricing practice. In addition, from November 2008 onwards, the local banks
agreed that clients could apply to reset their mortgage rates from quarterly to

Chart 2
The Transmission of Monetary Policy

Source: Kutnner and Mosser (200).
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monthly adjustments in three months, improving the transmission mechanism of
the CBC’s rate cuts.

On the other hand, to increase the link between policy rates and market
rates, the CBC issues the short-term CDs with maturities ranging from 30 days
to 182 days on a non-competitive bidding basis to guide market rates towards
the desired level.

From 2006, the CBC resumed to issue one-year CDs through an interest
rate auction. The advantages of issuing longer-term bills and deposits are to
reduce the need for larger turnover of shorter-term sterilisations on a daily basis
and to enhance the effectiveness of monetary policy.

Under a more flexible exchange rate regime, there is a greater degree of
control over the money supply, in particular when capital is mobile. In these
circumstances, the exchange rate becomes an important channel for the
transmission of monetary policy. A change in the money supply would lead to
a change in interest rates through capital flows, which results in the appreciation/
depreciation of the domestic currency. The interest rate and exchange rate effects
of domestic monetary policy need to be taken more into account together.
Coordination between monetary and exchange rate policies is essential. However,
it is not easy to identify the exchange rate channel in Taiwan because its effects
are often mixed with those of the interest rate channel.

External trade and international capital flows may influence domestic interest
rates and NT dollar exchange rates, and hence affect Taiwan’s highly open
economy. In the past, the high growth of Taiwan’s economy could be partly
attributed to our outstanding external trade performance. The depreciation of
the NT dollar against the US dollar has a great impact on our external trade.
On the other hand, because the appreciation of the NT dollar against the US
dollar can alleviate the pressure of imported inflation in Taiwan, and to some
extent, it also accomplishes the CBC’s primary objective of price stability.
Therefore, the exchange rate channel is still an important monetary transmission
channel in Taiwan.
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3. Tr ends in Macroeconomic and Financial Data in Taiwan Since 1970

3.1 Key Macroeconomic Indicators

3.1.1 Real GDP Growth Rate and Inflation

The economic performance of Taiwan over the past two decades has
generally been solid with steady growth and stable prices. Between 1989 and
2008, the average annual growth rate of real GDP (at 2001 constant prices)
was 5.3%, and the average CPI (2006=100) inflation rate was 2.2% (Figure
A1).

After the collapse of Lehman Brothers in September 2008, the global financial
crisis battered economies worldwide, including Taiwan. Taiwan’s economic growth
heavily relies on external demand. As a result, Taiwan’s economy contracted in
the second half due to weakening external demand and suffered near zero growth
for 2008 as a whole.

3.1.2 Money Supply

With few exceptions, the actual annual growth rates of M2 have remained
within the yearly target zones set by the CBC since 2000 (Figure A2).

The target zone of M2 growth for 2009 is 2.5% to 6.5%. Due to the increase
in the inflows of capital and the gradually enhanced effects of lowering interest
rates, the average annual growth rate of M2 for the first nine months of 2009
was around 7.4%, higher than the 6.5% upper limit of the target zone.

3.1.3 Interest Rates

For recent years, the discount rate has reached a historical low, reflecting
the CBC’s easing monetary policy. Since the third quarter of 2008, bank lending
rates and one-year time deposit rates also exhibited a declining trend as the
discount rate, reflecting ample liquidity in the banking system (Figure A3).

3.1.4 Exchange Rate, Foreign Exchange Reserves and Overall BOP

Over the past two decades, the overall balance of payments was in good
shape most of the time. This mainly resulted from huge current account surpluses.
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For the first half of 2009, the overall balance of payments registered a surplus
of US$24.71 billion, reflecting an increase in the CBC’s reserve assets.

Foreign exchange reserves have increased significantly since 2001. Foreign
exchange reserves reached US$291.7 billion at the end of 2008 (Figure A4),
and increased by US$40.54 billion over the year to US$332.24 billion at the end
of September 2009

As for exchange rates, the NT dollar against US dollar exhibited a relatively
stable condition for the past decade. The yearly average of the NT dollar
exchange rate against the US dollar fluctuated within the range of 30 and 35
between 1998 and 2008 (Figure A4).

3.2 Financial Development indicators

Broad money M2 divided by nominal GDP (liqliab) has showed an upward
trend since 1982 (Figure A5). The figure reached a historic high of 217.3% in
2008, indicating stronger supply of funds in deposit markets.

Regarding the businesses size of commercial banks, the total asset of
commercial bank divided by the sum of commercial banks and central bank
assets (commbank) reached 84% in 2000, a historically high level (Figure A5).
This was mainly because the government allowed the entry of new banks. The
figure declined to around 74% for the past few years.

The total credit extended by commercial banks and other deposit-taking
banks to the private sector as a ratio of nominal GDP (bankcred) showed a
marked upward trend since 1970. It reached a higher level of 140.1% in 2008
(Figure A5).

3.3 Stock Market Development Indicators

The total market value of stocks in the domestic stock market divided by
GDP (mktcap) was often an indicator of stock market performance. Due to the
severe impact from the US sub-prime mortgage crisis, this ratio in Taiwan declined
to 94.9% in 2008 from 170.4% in 2007.

The Taiwan Stock Exchange weighted stock price index (TAIEX) and the
ratio of stock transaction value to GDP (valtrade) exhibited similar movements
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since 1976. This ratio in 2008 was 211.6%, slightly lower than the average of
225.4% for the past decade (Figure A6.1).

The turnover rate of Taiwan’s stock market is defined as the total transaction
value divided by the total market value of listed stocks (turnover). It showed
that the stock market has been active, because the average turnover rate reached
261% for the past two decades (Figure A6.2). When market participants have
different expectations about the future stock market development, this will usually
spur market turnover.

3.4 External Integration Indicators

3.4.1 Openness of Trade Sector

Taiwan is a small and highly open economy, and the major impetus of
economic growth comes from external demand. The ratio of external trade (i.e.
exports plus imports) to GDP has been increased from around 60% in 1970 to
144% in 2008 (Figure A7). That means trade integration in Taiwan becomes
more and more important. Higher dependence on external trade will not only
affect the exchange rates, but also impact our economy if a huge change in
external demand takes place. As mentioned above, the interest rate and exchange
rate effects of domestic monetary policy need to be taken more into account
together.

3.4.2 Status of Current Account

With respect to the current account, there was a significant pattern in Taiwan
for many years, that is, a larger trade surplus on goods account and a smaller
surplus on income account, coupled with a relatively smaller deficit on current
transfers and services account.

Because the trade balance in goods accounts for the largest portion of the
current account balance, the goods account has dominated the current account
for many years. For the first half of 2009, the current account posted a surplus
of US$22.59 billion.

Since 2001, there has been a large current account surplus in Taiwan each
year, which contributes to Taiwan’s overall balance of payments (Figure A8).
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3.4.3 Status of Financial Account

According to the past data, capital account balance tends to be more volatile,
because capital flows are sensitive to the changing domestic and global economy
as well as market conditions.

Many factors may influence financial flows, such as the changes in US
interest rates and the US dollar, management strategies of domestic banks (such
as the need for hedging, portfolio management), and the government’s policies.

For the first half of 2009, financial account showed a net inflow of US$38.84
billion, with a US$84.24 billion net inflow in other investment and a US$15.05
billion and US$36.68 billion net outflow in foreign direct investment and portfolio
investment, respectively.

3.5 Indicators of Key Financial Aggregates

Financial institutions assets divided by GDP had shown a continued upward
trend since 1970, exceeding 350% in 2008 (Figure A9.1).

The ratio of equities to GDP has indicated an increasing trend since the
1990s, reflecting firms raising funds from an active stock market. Compared
with equities, the bond market was less developed in Taiwan. The ratio of
outstanding bonds to GDP reached 20% for the first time in 2003 and stayed
at around 20% for the past few years (Figure A9.2).

The Statute for Financial Assets Securitisation and The Statute for Real
Estate Securitisation were enacted in July 2002 and July 2003, respectively.
Therefore, the development of assets securitisation is still in early stage in Taiwan.
The ratio of beneficiary securities on asset securitisation to GDP is still very
low, less than 3% in 2008 (Figure A9.2).

4. Monetary Policy Management and the Macro Economy in Taiwan

From the above analysis for the trend of macroeconomic and financial
indicators, we discovered some important features in Taiwan. First, the
importance of direct finance has gradually increased relative to indirect finance.
Apart from borrowing from banks, the other two ways for firms to raise funds
are from equities and bonds markets. We will call these two ways direct finance
for the rest of this paper. Second, due to higher trade integration, Taiwan’s
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performance of economic growth heavily relies on external demand. Because
the IT bubble burst crisis and the present global financial crisis battered Taiwan’s
real economy, not only did Taiwan show a negative economic growth in 2001,
but it is also projected to exhibit a contraction in 2009. Both are related to weak
external demand. Third, deposit rates and bank lending rates obviously exhibited
changes in the same direction as the discount rate changes. That implies that
interest rate pass-through may exist in financial system.

Next, in this paper, we mainly examine if direct finance can affect the
transmission channel of monetary policy to bank lending rates and deposit interest
rates (early and middle link). Besides, we will explore if direct finance can
affect monetary policy transmission (final link) by weakening the impact of
interest rate changes on aggregate demand.

4.1 Empirical Model

4.1.1 Model Specification of Monetary Transmission in the Presence
   of Direct Finance

In this section, our study is based on the dynamics IS Curve by Rudenbush
and Svenson (1999), Estrella (2002) and Goswami et al. (2009). This model
initially was used for testing the hypothesis that securitisation limits the efficacy
of monetary policy to affect real economic variables. The rationale for this is
that now banks can substitute traditional liabilities to finance credit supply, with
money demand more likely to be met at a given policy or target rate set by
monetary authorities. This equation models the effect of the change in real interest
rates on the output gap. Estrella (2002) and Goswami et al. (2009) specified
dynamic IS equation as follows.

    ; (1)

where

The variable y
t
 is output gap (denoted by LOGGAP in the representation

below) defined by the logarithm difference between actual real GDP (at 2001
constant prices) and potential real GDP1. For this study, potential real GDP is
___________

1. Potential GDP refers to the highest level of real GDP that can be sustained over the long
term.
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computed by using the Hodrick and Prescott (HP) filter. As for the optimal lag
length p, we sequentially add lagged y

t
 variables in the equation and at each

stage to test their statistical significance and the serial correlation of residuals.
i
t
 represents the four-quarter average of the current and lagged policy interest

rate; π
t
 is the four-quarter average of the current and lagged CPI inflation rate2;

i
t 
–

 
π

t  
represents the real interest rate (denoted by REALINT in the representation

below); ε
t  

is random disturbance term.

As stated by Rudenbush and Svenson (1999, p. 207), γ
1 

is a simple
representation of the monetary transmission mechanism, which, in the view of
many central banks, likely involves nominal interest rates (e.g. mortgage rates),
ex ante real short and long rates, exchange rates, and possibly direct credit
quantities as well. Equation (1) appears to be a workable approximation of these
various intermediate transmission mechanisms. In fact, γ

1 
should be negative in

theory. It means that the fall in real interest rate will enhance real GDP, and
the rise in real interest rate will reduce real GDP.

This paper will focus on the changes in γ
1 
coefficient. By looking at alternative

regressions to analyse the effect of direct finance, two models are examined:
the base case (below Model I) and the alternative cases (below Model II). The
alternative model adjusts the base model by introducing direct finance (EB) and
other control variables (CVs), which affect both the intercept and slope of the
regression. EB is calculated as the sum of equity and bond to GDP; namely, EB
= (market capitalisation of equities market plus outstanding amounts of bonds
markets)/GDP. Comparison is done between both cases, and we shall focus on
whether there is significant contribution reflected in the slope term or not. The
empirical model is estimated using OLS.

Model I: the base case [IS dynamic equation of output gap]

Thus dependent variable is y
t
, the explanatory variables include a constant term,

lagged y
t
, the real interest rate (i.e. i

t 
–

 
π

t
)

___________

2. À t is quarterly CPI (base year=2006) inflation in percentage points, i.e. 100*(ln Pt – ln
Pt-1).
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Model II: Intercept and elasticity varying with EB [IS dynamic equation
of output gap linearly with Instrument Variable Controls for
direct finance and other control variables]

where

To test the effects of EB and other CVs on the reaction to monetary policy
moves, we allow the coefficients of the real interest rate γ

1
(w), and the intercept

term α
 
(w), to vary with EB and other CVs. In this paper, the openness in the

trade sector (OPEN) variable is control variable, which equals the ratio of the
sum of exports (including merchandise and services) plus imports (including
merchandise and services) to nominal GDP. Thus, dependent variable is y

t
, and

the independent variables are the constant terms (which includes the constant,
EB and OPEN), lagged y

t
, the elasticity of the real interest rate (i.e. i

t 
–

 
π

t
) and

various elasticity terms conditioned by the real interest rate such as EB and
OPEN variables along with interaction variables.

4.1.2 Model Specification of Interest Rate Pass-through in the Presence
   of Direct Finance

After exploring monetary transmission in the presence of direct finance, we
further do a test for interest rate pass-through. This equation can simply be
based on the structural identification of the policy rate affecting market interest
rates. In addition, we will understand how the rising direct finance affects the
interest rate pass-through of monetary policy on the level of market interest
rates. If the policy interest rate and market rates have a unit root, we will test
for a co-integration relationship.

If there is co-integration relationship existing between the policy interest
rate and market rates, then we will employ error-correction model (ECM) to
analyse the interest rate pass-through. If not, we will refer to Goswami et al.
(2009) to specify the interest rate pass-through equation as follows.

(2)

where irmk
t
 is

 
market interest rates, denoting either bank lending rates (denoted

by IRLOAN in the representation below) or one-year time deposit interest rates
(denoted by IRTDY1 in the representation below); ird

t 
is the  discount rate
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(denoted by IRDIS); EB represents direct finance as before; p is lag length.
Theoretically, γ

j+1,1 
shall be positive in equation (2).

4.2 Empirical Result

4.2.1 Unit Root Test

We first analyse all empirical data discussed in this paper. Non-integration
and level stationary of endogenous variables shall be confirmed when we use
OLS estimation method. Thus, we analyse the stochastic properties of each
variable in our sample period in order to ascertain mean reversion by ruling out
stochastic behavior.

Unit root tests will be run based on Phillips-Perron (1988) and the Augmented
Dickey-Fuller (ADF). Table 1 shows the results of unit root test, using data
from 1990:Q1 to 2008:Q4.

Table 1
Unit Root Test Result
(1990:Q1 ~ 2008:Q4)

Note 1. There is only an exogenous regressors (i.e. constant term) included in PP and ADF
test equation.

2. The number of parentheses refer to Newey-West automatic bandwidth selection for
PP test, and automatic selection of lag length based on SIC for ADF test, respectively.

3. *,**, and *** indicate the 10%, 5% and 1% level of statistical significance (two-tailed).
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In this paper, we obtain that the output gap (LOGGAP) is I(0) level
stationary. As for the real interest rate (REALINT), discount rate (IRDIS), bank
lending rate (IRLOAN), one-year time deposit interest rate (IRTDY1), direct
finance (EB), and the openness of external trade (OPEN) are all I(1) level non-
stationary. Therefore, we take the first difference for these I(1) variables in
OLS estimation3.

4.2.2 Analysis of Monetary Transmission in the Presence of Direct
  Finance

Table 2 presents the estimation results of equation (1), using data from
1990:Q1 to 2008:Q4. The first column presents estimates of the base case
equation (1), which is similar to that in Rudebusch and Svensson (1999), except
for y

t-3
, which originally specified as AR (2). From Table 2, we know that one,

two, and three period of lag output gap is significant in explaining current output
gap.

It is worth emphasising that, from Table 2, we found that there are three
possible obvious structural changes in the second quarter of 2001, 2003 and in
the fourth quarter of 2008, respectively. The second quarter of 2001 and 2003
stands for the IT bubble burst crisis and Severe Acute Respiratory Syndrome
(SARS), respectively, both caused a sharp slowdown in real GDP. The fourth
quarter of 2008 was due to the spread of worldwide financial crisis. As a result,
there is a big discrepancy between actual real GDP and potential real GDP in
the three different time periods. Thus, we create three dummy variables D2001Q2,
D2003Q2 and D2008Q4, which take a value equal to 1 in the second quarter
of 2001 and 2003, and fourth quarter of 2008, respectively (others equal to 0),
to correct the discrepancy. In addition, S1 and S3 are significantly different
from zero, which denote seasonal dummy variables of the first quarter and the
third quarter, respectively.

On the other hand, output gap does not significantly respond to the lagged
real interest rate. The coefficient of first difference of REALINT(-1) is negative,
but insignificantly different from zero. As real GDP comprises real consumption,
real investment and net real exports, so this result could be attributed to three
possible reasons. First, real interest rate is not the only factor influencing real
private investment, and more other factors, such as world economic growth,

___________

3. Actually, some papers introduced a time trend (t) in OLS estimation.
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export orders growth, expectation of domestic economic growth, tax and political
environment, could affect real private investment as well. Second, with a relatively
high savings ratio (i.e. gross national savings divided by GNP) of above 25%
in Taiwan, the reduction in real interest rates could result in the fall in real
private consumption. Third, Taiwan is a small and highly open economy, so
exchange rates may play a key role in stimulating economic growth as well,
besides the policy interest rate.

Columns 2-4 in Table 2 contain estimation results of variants of equation
(1), in which only the intercept, only the interest rate elasticity, and both terms
are allowed to vary with D(EB). We found that D(EB) cannot influence the
constant term and the slope of equation (1). First, we see from Table 2 that if
only the intercept is allowed to vary, this additional parameter is not significantly
different from zero. When only the interest rate elasticity is allowed to vary, the
OLS estimation results indicate that the interaction term of D(EB) and the
difference of real interest rates has a positive coefficient and is not statistically
significant. Even though direct finance is more rapidly developed than before in
Taiwan, it does not seem to significantly affect the response of output to the
changes in monetary policy. This could be because small and medium-sized
enterprises account for nearly 98% of all enterprises in Taiwan, which still heavily
rely on bank credit. As a result, direct finance may not undermine the transmission
of monetary policy. If the intercept and the interest elasticity are allowed to
vary with D(EB), we found that the coefficients of D(EB) and of the interaction
term of D(EB) and the difference of real interest rates are still insignificantly
different from zero.

After adding D(OPEN) control variable, we found that the coefficients for
the interaction term of D(EB) and the difference of real interest rates, the
interaction term of D(OPEN) and difference of the real interest rates, all have
negative signs but are not statistically significant (see column 5 in Table 2). In
other words, it is not evident that higher D(EB) and D(OPEN) have changed
the transmission mechanism of monetary policy. Also, for the joint effect of
D(EB) and D(OPEN) variables, the result indicates that the openness of trade
sector does not statistically amplify or dampen the impact of direct finance on
the effect of monetary policy (see column 6 in Table 2).

We need to point out here that different control variables, such as credit
growth, have been examined in the intercept and slope terms, and those which
have been found to be insignificant from zero have been excluded.
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Table 2
OLS Estimation: IS Dynamic Equation of Output Gap Linearly with Instrumental

Variable Controls for Direct Finance and Openness of Trade Sector*
(1990:Q1 ~ 2008:Q4)

*: Different control variables (CVs), such as credit growth, have been examined in the intercept
and slope, and those which have been found to be insignificant from zero have been excluded.

Note 1. t statistic are in parentheses.
2. *, **, and 888 indicate the 10%, 5%, and 1% level of statistical significance (two-tailed).
3. The shaded areas highlight the coefficient values of the interest rate elasticity of the

output gap.
4. D2001Q2, D2003Q2, D2008Q4 denote dummy variables of the IT bubble burst crisis,

SARS, global financial crisis, respectively.
5. S1 and S3 denote seasonal dummy variables of the first quarter and the third quarter,

respectively.
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4.2.3 Analysis of Interest Rate Pass-through in the Presence of Direct
Finance

First, let us take a look at Figure A3 at first. From Figure A3, we found
there is a positive relationship among the discount rate, bank lending rates, and
one-year time deposit interest rates. Because IRDIS, IRLOAN and IRTDY1
are I(1), we then adopt the Johansen(1988) technique to test their co-integration
relationship.

The trace test λ
trace 

and maximum eigenvalue test λ
max 

in Table 3 both show
that no cointegration relationship exists at the 5% significance level between the
discount rate and bank lending rates, and between the discount rate and one-
year time deposit interest rates. Thus, we apply equation (2) to analyse interest
rate pass-through.

Table 3
Cointegration Test
(1990:Q1 to 2008:Q4)

Note1. r represents the number of different cointegration vectors.
2. * denotes rejection of the null hypothesis at the 5% level.
3. The number of lag period is 4 quarters.
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Table 4 presents the OLS estimation results of bank lending and deposit
interest rates pass-through, using data from 1990:Q1 to 2008:Q4. The first column
presents the estimates of the base case equation (2), and it shows that both the
change in bank lending rates and deposit rates are sensitive to the change in the
discount rate.

Next, we would like to know by allowing D(IRDIS) and D(IRDIS(-1)) to
vary with the D(EB) in equation (2), whether the change in bank lending rates
(D(IRLOAN)) or the change in one-year time deposit interest rates (D(IRTDY1))
will be affected. As a result, we find the interaction coefficient (i.e.
D(EB)*D(IRDIS) and D(EB)*D(IRDIS(-1))) between D(EB) and the difference
of the discount rate, as well as the one period lag discount rate, have negative
signs but are not statistically different from zero in D(LOAN) equation. This
indicates that the rise of direct finance does not seem to dampen the sensitivity
of the change in bank lending rates to the change in the discount rate. On the
other hand, the change in direct finance also does not affect the sensitivity of
the change in deposit interest rates to the change in the discount rate.

Table 4
OLS Estimation Results of the Lending and Deposit Rate

Pass-through, Linearly with Instrumental Variable for Direct Finance
(1990:Q1~2008:Q4)

Note 1. t statistics are in parentheses.
2. *, **, and *** indicate the 10%, 5%, and 1% level of statistical significance (two-tailed).
3. The shaded areas highlight the coefficient values of the first difference interest rate pass-

through.

Base case Elasticity varying

with D(EB)

Base case Elasticity varying

with D(EB)

(1) (2) (1) (2)

Constant

D(IRLOAN(-1))

D(IRDIS)

D(IRDIS(-1))

D(EB)*D(IRDIS)

D(EB)*D(IRDIS(-1))

Adj. R
2 0.660 0.661 0.742 0.734

1.956 1.989 1.747 1.776

F Statistic 49.547 30.265 105.39 52.84

Prob(F Statistic) 0.000 0.000 0.000 0.000

D(IRTDY1)D(IRLOAN)

Model
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5. Impact of Crisis on Real Economy in Taiwan

5.1 Examination of Recent Macroeconomic and Financial Indicators

5.1.1 Seriously Contraction of Real GDP

Due to the impact of the global financial crisis, Taiwan’s real GDP (at 2001
constant prices) has contracted significantly since the second half of 2008.
Following the 8.61% negative growth of the fourth quarter of 2008, Taiwan’s
real GDP still shrank a record 10.13% in the first quarter of 2009, largely due
to a sharp fall in export and private investment spending. Taiwan’s real GDP
contracted by 7.54% in the second quarter, better than the first quarter in 2009
(see Table 5).

5.1.2 A Slow Pace of Contraction in Export, Export Orders and
  Industrial Production

Due to weak external demand, export orders have exhibited a negative
growth for twelve consecutive months since October 2008. Besides, export also
has posted thirteen consecutive months’ negative growth since September 2008
(see Table 5). However, with a slow pace of contraction, month by month, the
poor performance of exports and export orders are generally improving from
February 2009 onwards, due to the gradual recovery of worldwide economy. In
the future, as long as external demand continues to improve, Taiwan’s real
economy is likely to gradually recover as well.

5.1.3 A Higher Unemployment Rate

Taiwan’s labour market softened from September 2008, mainly attributable
to a weakened economy at home and abroad. Taiwan’s average unemployment
rate in the first nine months of 2009 reached 5.85%, up 1.92 percentages point
from the same period of 2008 (see Table 5).

5.1.4 Maintaining a Low Policy Interest Rate

In order to stabilise the domestic financial system and promote domestic
economic growth, the CBC continued to cut its policy rate (i.e. the discount
rate) seven times, and the discount rate dropped to 1.25% in February 2009.
Following the decreased discount rate, the inter-bank overnight call-loan rate
has sharply dropped to around 0.10% (see Table 5).
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5.1.5 Continued Low NPL Ratios

The global financial crisis set off by the US housing bubble burst has severely
undermined financial systems in the US and Europe. In contrast, Taiwan’s financial
system remains relatively stable, financial intermediation functions normally, and
problems such as liquidity shortage and undercapitalisation are generally absent.
In 2001, the average non-performing loan (NPL) ratio of domestic banks once
exceeded 10% due to the burst of IT bubble. Later on, banks actively dealt with
non-performing loans and wrote off bad loans, plus enhanced risk management
and internal audit, the NPL ratio continued to decline. For the past two years,
the NPL ratio of domestic banks is relatively low, maintaining below 2% (see
Table 5).

5.1.6 Weak Demand for Bank Loans

Due to less globalisation of domestic banks and less investment in complicated
new financial products, the spread of the global financial crisis resulted in relatively
limited loss of domestic banks. As a result, the NPL ratio of domestic banks is
still low. Sluggish growth of bank loans reflected weak demand for funds, and
banks’ conservative lending attitude during economic recession. The weak
demand for bank loans is related to the uncertainty of future economic prospects
and the public’s lack of confidence.

5.1.7 Gradually Rising Market Capitalisation of Stock Market

The market capitalisation of stock markets is highly correlated with the
performance of stock market. Severely hit by the US sub-prime mortgage crisis,
TAIEX dropped to around 4,000 points in November 2008. As a result, the
market capitalisation of stock markets also decreased sharply from September
2009 to November 2009. Later, some factors, such as financial crisis tending to
stabilise, the stimulus of easing monetary policy and fiscal packages, and rush
orders from Mainland China, all contributed to the bounce of Taiwan stock
market. In addition, the recent remarkable improvement in cross-strait relationship
and clear signs of recovery for the global economy also help push up the market
capitalisation of Taiwan stock market. Compared with January 2009, market
capitalisation of Taiwan stock market in September 2009 increased by 76.2%
(see Table 5).
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Table 5
Recent Performance of Taiwan’s Macroeconomic and

Financial Indicators

Source: DGBAS, Ministry of Economic Affairs, Ministry of Finance, and Central Bank of the
Republic of China (Taiwan).

In summary, the performance of economic indicators in the recent global
financial crisis is actually similar to those when IT bubble burst in 2001. For
instance, the severe contraction of real GDP, increasing unemployment rate,
negative growth in exports, industrial production, and export orders, etc, all resulted
from weak external demand. However, there was at least one significant
difference between this global financial crisis and the IT bubble burst crisis.
During the IT bubble burst period, the slowdown in economic growth adversely
affected the financial conditions of enterprises while the steadily rising
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unemployment rate weakened individuals’ ability to service their debt. As a result,
the NPL ratio reached 11.27% at the end of 2001, and peaked at 11.74% in
March 2002. This was partly owing to an accelerating slide in the local economy
resulting from the impact of September 11 terrorist attacks in the US, and the
inclusion of a vast amount of bad loans associated with the take-over of 36
problem community financial institutions by 10 domestic banks.

On the other hand, during the global financial crisis in 2008-2009, the
government allowed unemployed workers and some troubled enterprises to defer
their payment of principal and interests for housing loans and business loans,
respectively, and extended housing loan periods to 30 years. Furthermore, the
Small and Medium Enterprise Credit Guarantee Fund raised the guarantee
coverage percentage on borrowings made by small and medium-sized enterprises,
and banks strengthened their risk management. As a result, the NPL ratio just
slightly rose, compared with prior to this global financial crisis.

This paper uses the Chart 3 framework conceptualised by Bayoumi and
Melander (2008) to explain macro-financial link during financial crisis period.
The IT bubble burst period is a good case for explaining macro-financial links.

Chart 3
A Framework for Macro-Financial Link

Source: Bayoumi and Melander (2008).
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During the IT bubble burst period, a sharp contraction in real GDP due to
weak external demand resulted in the rising unemployment rate and falling
industrial production, and households and firms could not service their debt, thus
NPL continued to rise. Due to the increasing NPL ratio, banks’ capital adequacy
ratios (CARs) fell. Thus banks were induced to tighten their lending standards
to reduce the quantity of credit and restore the CARs. The channel in Chart
3 can be demonstrated by arrows from INCOME ---> CARs ---> Lending
Standards ---> Credit. As a result, a tightening of lending standards caused a
decrease in the quantity of credit, as shown in the second link. When credit
availability fell, there was a direct effect on spending due to credit constraints.
This is a key link from CREDIT to SPENDING in Chart 3. Income fell as
spending dropped. The final link is the feedback loop from income through balance
sheets of banks, firms and household. As spending and income fell, loan losses
gradually increased and the NPL ratio deteriorated further. Due to the
deterioration of incomes and balance sheets for firms and households, the
borrowing from banks decreased. This channel is represented by an arrow from
INCOME to CREDIT in Chart 3. Taking this feedback mechanism into account,
the final effect of the NPL ratio shock on aggregate demand is larger than the
direct effect. To prevent the problem from getting worse, the government helped
set up the asset management company in May 2001 to absorb bad loans, and
encouraged banks actively to deal with non-performing loans and write off bad
loans. Therefore, as the feedback loop was split, the NPL ratio fell gradually.
The NPL ratio declined from 11.27% at the end of 2001 to 8.85% at the end
of 2002 (Table 5).

The economic performance in the East Asian Financial Crisis period in 1997-
1998, actually, was relatively healthy and favorable. This may be related to the
better domestic real economy, continued surplus in the current account, low
external debt, high foreign exchange reserves, rapid reaction of firms, and orderly
opening of the capital account. Therefore, East Asian Financial Crisis just had
a little adverse impact on macro-financial link.

The spread of the global financial crisis in the second half of 2008 simply
resulted in relatively limited loss for domestic banks, due to less globalisation
and less investment in complicated new financial products of domestic banks.
Furthermore, the government took some measures to stabilise the financial
system. As a result, income fell due to weak external demand, but the NPL
ratio of domestic banks was still low. Bank loans exhibited sluggish growth,
mainly because of weak demand for funds, and partly because of banks’
conservative lending attitude during the early stage of economic recession. Fall
in credit leads to decreased spending and income.
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Global financial crisis leads to global economic recession. With a relatively
sound financial system, the external demand shock resulted from global recession
has a bigger adverse impact than financial shock on the real economy. As long
as the global economy continues to recover, coupled with an easing monetary
policy and an expansionary fiscal policy, this finally will exert a good macro-
financial links.

In the next section, we will analyse and discuss how the CBC used monetary
policy management to react to financial crisis, explaining further how the CBC
and the other government agencies coordinate to maintain financial stability.

5.2 Monetary Policy Management Reaction to Financial Crisis in Recent
Years

5.2.1 East Asian Financial Crisis Period in 1997- 1998

Globalisation leads to rapid capital flows. Especially, short-term capital flows
are more volatile. If a country’s foreign exchange rate is inflexible, then the
expectation of currency appreciation could lead to a surge in capital inflows.
Surging capital inflows could give rise to excessive growth in bank credit and
money supply, as well as speculative bubbles in real estate and stock markets.
Once the bubbles burst, sudden reversals of capital flows will result in a currency
crisis, as well as a collapse of the financial system, and eventually undermine
the economy. This phenomenon was actually observed across a number of Asian
economies during the Asian financial crisis in 1997-1998.

During the 1997-1998 crisis periods, large capital outflows from Asia exerted
a downward pressure on the NT dollar, tightened Taiwan’s financial conditions,
and threatened the stability of the economy. The CBC took the following response
measures:

5.2.1.1 Reducing Depreciation Expectations of the NT Dollar

The CBC stepped in the foreign exchange market from July to October in
1997 to curb depreciation expectations of the NT dollar. As a result of heavy
intervention, foreign exchange reserves fell by US$7 billion within four months.
At the same time, monetary conditions tightened, interest rates went up and
stock prices fell sharply.
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5.2.1.2 Alleviating the Volatility in the Money Market and Conducting
    a Flexible Exchange Rate Policy

As the Asian financial crisis showed no signs of abating, the CBC decided
to change its policy approach in order to shield the asset markets and the real
economy from the damage caused by the prolonged monetary tightness. In mid-
October 1997, the CBC ceased to defend the exchange rate, and at the same
time lowered required reserve ratios.

The NT dollar consequently exhibited a sharp downward trend from mid-
October 1997 onwards and reached a low of 34.4 against the US dollar in mid-
January 1998, depreciating by 17% within three months.

5.2.2 Global Financial Crisis in 2008-2009

After the collapse of Lehman Brothers in September 2008, the global financial
crisis battered economies worldwide. Because the financial crisis escalated in
the US and the Europe, the risk of a global downturn had risen drastically.

As greater globalisation links economies around the world closely together,
Taiwan, a small and highly open economy, is susceptible to a global economic
downturn. Slackened demand from abroad caused Taiwan’s exports growth to
turn negative since September 2008, greatly restraining the contribution of external
demand to economic growth. Moreover, financial market stress at home as well
as abroad, and rising unemployment curtailed domestic consumption and
investment. These factors increased the downside risks to Taiwan’s economic
growth. For a few months, economic indicators, such as exports growth, industrial
production, consumption and employment, were less than satisfactory.

During the global financial crisis, the CBC paid close attention to the liquidity
conditions of financial institutions to maintain financial stability. At the same
time, due to subsiding inflationary pressure, the CBC took some response
measures to promote economic growth.

5.2.2.1 Lowering the Policy Rate and Required Reserve Ratios

The CBC cut policy rates seven times by a total of 237.5 basis points since
September 2008. With an efficient interest rate pass-through, both long-term
and short-term market interest rates have fallen, significantly reducing the burden
of mortgage borrowers and enterprises. Besides, in response to deteriorating
economic and financial developments at home and abroad, on September 18, the
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CBC reduced required reserve ratios on NT dollar deposits, with an estimated
effect of injecting liquidity worth NT$200 billion.

5.2.2.2 Expanding Repo Facility Operations

From September 26, 2008 onwards, the CBC expanded Repo facility
operations to ensure sufficient sources of liquidity for financial institutions. Eligible
counterparties include banks, bills finance companies, Chunghwa Post, securities
firms and insurance companies. The term of the facility is set within 180 days
(initial 30 days) to provide market access to longer-term liquidity.

5.2.2.3 Relaxing Requiring Funds of Banks

The CBC announced that it allowed banks to use certificates of deposits
issued by the CBC or redeposits with the CBC to borrow collateral loans or
request early withdrawals whenever needs arise.

5.2.2.4 Providing Preferential Housing Loan Program

On September 22, 2008, the CBC joined other government agencies to
provide Preferential Housing Loan Program worth NT$200 billion to help
homebuyers and support the sluggish housing market.

5.3 Monetary Authority’ s Policy Reactions to Financial Crisis for
Financial Stability

Financial stability primarily refers to the stability of the financial system,
while the stability of the financial system includes the stability of financial
institutions and financial markets. Once a disruption in the financial system occurs,
the CBC can function as a lender of last resort and provide necessary
accommodation to the troubled financial institutions or maintain the normal and
smooth operations of financial markets. The setting of monetary policy as a
whole cannot change dramatically if the disruption is a special case.

5.3.1 East Asian Financial Crisis Period in 1997- 1998

As mentioned above, implementing a flexible exchange rate policy in mid-
October 1997 was an important turning point to address financial crisis. More
importantly, the CBC fended off speculative attacks in the foreign exchange
market by prohibiting domestic institutional investors from engaging in non-delivery
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forward (NDF) transactions to block speculators’ access to NT dollar funds in
May 1998.

As a result, the downward pressure on the NT dollar was largely relieved,
and the exchange rate of the NT dollar fluctuated between 32.0 and 34.9 against
the US dollar during the remainder of the crisis period. Monetary conditions
have become moderately easy. As Asian currencies rebounded strongly in
September 1998, the CBC implemented a more relaxed monetary policy to
stimulate domestic demand. The CBC’s policy actions include lowering required
reserve ratios and the discount rate, appropriating the postal savings redeposits
to assist banks in extending mortgage loans to the first-time home buyers and
project loans for small and medium-sized enterprises. These measures largely
mitigated the negative impact of the Asian financial crisis on the Taiwan economy.
The event also demonstrated the close economic ties among East Asian countries
and the growing influence of international capital flows on the policies of Asian
central banks.

In brief, the CBC reacted to the above-mentioned adverse conditions by
removing distortions from the foreign exchange market and adopting an
accommodative monetary policy. As a result, Taiwan was largely unscathed by
the crisis.

5.3.2 Global Financial Crisis in 2008-2009

As mentioned above, cutting policy rate and required reserve ratios provide
additional sources of liquidity for financial institutions and promote economic
growth. In fact, these measures also help safeguard financial stability.

To maintain financial stability, the government took the following actions.
For instance, in order to quickly shore up the financial system, bolster the
confidence of depositors, safeguard the financial condition of financial institutions,
and promote the healthy, sustainable development of the financial markets, the
government declared full guarantee coverage on all bank deposits and inter-
bank call loans, effective from October 7, 2008 until December 31, 2010. To
coordinate these full guarantee measures, the Financial Supervision Commission
(FSC) exercises tighter supervision of related operations, and works hand-in-
hand with the CBC to closely monitor for any irregularities in inter-bank call
loans.
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To implement the guarantee, the FSC urges financial institutions to pay close
attention to asset-liability management and improve their disclosure of financial
and business information; strengthens capital adequacy regulations and financial
soundness; strengthens corporate governance, internal controls, and internal audit
systems.

In addition, the Small and Medium Enterprise Credit Guarantee Fund has
raised the guarantee coverage percentage on borrowings made by small and
medium-sized enterprises.

Besides, in response to a sharp fall in domestic stock market during the
global financial crisis period, the FSC announced some measures designed to
maintain an orderly and stable stock market and bolster investors’ confidence.

1. Coordinated the National Financial Stabilization Fund to support the domestic
stock market to maintain the stability of stock market.

2. Temporarily reduced the limit on short selling for borrowed and margin stocks
from September 30, 2008 to December 31, 2008

3. Any stock market manipulation and the spreading of rumors and false
information will be vigorously investigated.

4. Encouraged banks, security companies and listed companies to carry out a
stock buyback.

6. Conclusion

In this paper, we found that output gap does not significantly respond to the
lagged real interest rate. As real GDP comprises real consumption, real investment
and net real exports, this result could be attributed to three possible reasons.
First, real interest rate is not the only factor influencing real private investment,
and other factors, such as world economic growth, export orders growth,
expectation of domestic economic growth, tax and political environment, could
affect real private investment as well. Second, with a relatively high savings
ratio (i.e. gross national savings divided by GNP) of above 25% in Taiwan, the
reduction in real interest rates could result in the fall in real private consumption.
Third, Taiwan is a small and highly open economy, so exchange rates may play
a key role in stimulating economic growth as well, in addition to the policy interest
rate.



242

Moreover, we do not find strong evidence that a rise in direct finance has
lowered the degree of sensitivity of real GDP to the change in the policy interest
rate. In other words, the change in direct finance does not appear to affect the
macro-financial link significantly. This could be because small and medium-sized
enterprises account for nearly 98% of all enterprises in Taiwan, which still heavily
rely on bank credit. This finding implies that the CBC does not need to undertake
a larger monetary move to achieve its intended objective in terms of economic
growth, while taking into account a rising trend of direct finance.

We also found that both the change in bank lending rates and deposit rates
are sensitive to the change in the discount rate. However, the change in direct
finance does not seem to affect the sensitivity of bank lending rates and deposit
interest rates, respectively, to changes in the discount rate, either.

Nevertheless, this does not mean that direct finance is not important in
macro-financial links. On the contrary, we need to continue to pay more attention
to watch the development of direct finance, even about globalisation, asset
securitisation, financial derivatives, etc. Those factors all may disturb the
transmission mechanism of monetary policy and bring new challenges to financial
stability in Taiwan in the future.

Financial soundness plays a key role in macro-financial links. The East Asian
financial crisis, IT bubble burst crisis and recent global financial crisis have all
highlighted the importance of financial soundness. In the era of globalisation,
financial soundness is essential in protecting an economy from the contagion of
crises in other countries. Confronting a rise in globalisation, direct finance and
financial innovation, financial institutions need to handle increasingly complicated
risk management problems.

Taiwan is a small and highly open economy, and the performance of economic
growth heavily relies on exports. Taiwan’s economy was hit severely by weak
external demand caused by recent worldwide financial crisis. Fortunately,
Taiwan’s financial system remains stable and runs smoothly; therefore, easy
monetary policy could help promoting domestic economic growth during financial
crisis period. Furthermore, fiscal stimulus packages can also make up for some
losses in external demand. These stimulus measures include issuing shopping
vouchers of NT$3,600 for each person, expanding public infrastructure
investment, lowering tax rates, subsiding worker income, promoting employment,
providing industry bailout, etc.
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Besides, the government took some measures to stabilize the financial system,
such as allowing unemployed workers and some troubled enterprises to defer
their payment of principal and interests for housing loans and business loans,
respectively, and extending housing loan periods to 30 years. Also, the Small and
Medium Enterprise Credit Guarantee Fund has raised the guarantee coverage
percentage on borrowings made by small and medium-sized enterprises. As a
result, income fell due to weak external demand, but the NPL ratio of domestic
banks was still low. With a relatively sound financial system, the external demand
shock resulted from global recession has a bigger adverse impact than financial
shock on the real economy.

Finally, the CBC and the FSC should continuously work in close collaboration
to monitor and evaluate the related risk exposures of financial institutions as
well as the impact of their risk exposures on other sectors.
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Figure A1
Economic Growth Rate and CPI Inflation

Source: Directorate-General of Budget, Accounting and Statistics (DGBAS), ROC.

Figure A2
Growth Rate and Target Zine of M2

Source: Department of Economic Research, Central Bank of the Republic of China (Taiwan).

Figure A3
Interest Rate

Source: Department of Economic Research, Central Bank of the Republic of China (Taiwan).
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Figure A5
Financial Development Indicators

Source: Department of Economic Research, Central Bank of the Republic of China (Taiwan).

Figure A6.1
Stock Market Development Indicators

Source: Department of Economic Research, Central Bank of the Republic of China (Taiwan).

insert
Figure A4

Exchange Rate, Foreign Exchange Reserves and Overall BOP
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Figure A6.2
Stock Market Development Indicators (cont’d)

Source: Department of Economic Research, Central Bank of the Republic of China (Taiwan).

Figure A7
Openness of External Trade

Source: Directorate-General of Budget, Accounting and Statistics, ROC.

Figure A8
Status of Current Account and Financial Account

Source: Department of Economic Research, Central Bank of the Republic of China (Taiwan).
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Figure A9.1
Indicators of Key Financial Aggregates

Source: Department of Economic Research, Central Bank of the Republic of China (Taiwan).

Figure A9.2
Indicators of Key Financial Aggregates (cont’d)

Source: Department of Economic Research, Central Bank of the Republic of China (Taiwan).
* : including overseas bonds.
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CHAPTER 9
MACRO-FINANCIAL  LINKS AND MONETARY POLICY

MANAGEMENT IN THAILAND

By

P. Chantapacdepong, T. Kedphittaya, and K. Thanapase1

1. Introduction

The topic of macro-financial link has been one of most heated issues debated
amongst economists and central bankers during the global economic crisis. The
current crisis was unprecedented in terms of its scale, complexity, and speed of
transmission. Despite the fact that a series of coordinated actions by central
banks and governments have helped to stabilise the markets somewhat, many
of the underlying problems remain.

When the crisis initially erupted, some suggested that the effect of the crisis
would remain contained within the financial sector. This expectation, as it turned
out, was not true. The contagion expanded from the financial to the real sector.
Through both the financial as well as the trade and investment channels, these
shocks had been also propagated to emerging economies. The negative feedback
loop between the deterioration in the real economy and the financial sector had
added to the uncertainty. This calls for careful review of how such a crisis
evolved and how central banks can prevent a similar situation from happening
again. This paper is a step in that direction, as we questioned ourselves about
the lessons we have learned from the crisis, especially lessons regarding the
linkage between the macro and financial sectors and its implication for monetary
policy. In particular, it is crucial to gain an understanding of the channels through
which monetary policy influence financial conditions.

This paper is structured as follows. Following the introduction, Section 2
briefly surveys Thailand’s economic development and the evolution of monetary
policy in Thailand. Section 3 discusses the impact of the financial crisis on real

___________

1. Authors are attached to the Monetary Policy Group, Bank of Thailand. The viewpoints
expressed in this paper are those of the authors and do not necessarily represent the official
position of Bank of Thailand.
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economy as well as financial market and highlights the measures taken by the
Bank of Thailand (BOT) to shore up confidence and restore the economy. Section
4 explores empirically the possible financial linkages and financial spillover between
the US and Thailand as well as analyses the impact of the tightening credit
condition on economic activity, such as investment and income, which in turn
could affect the bank’s financial position. Section 5 discusses and investigates
both descriptively and empirically how monetary policy has been transmitted to
the macroeconomy in Thailand. Section 6 in conclusion wraps up with a summary
of the objective and methodology of the study.

2. Overview of Thailand’ s Economic Development and Framework of
Its Monetary Policy

This section presents a broad overview of Thailand’s economic development
and framework of monetary policy. The survey is divided into two periods: the
pre- and post-1997 Asian Financial Crisis.

2.1 Pre-1997 Asian-crisis Period

Since the 1980s, Thailand had enjoyed a remarkably good economic
performance with relatively high economic growth and low inflation rate. With
regard to monetary policy, the BOT adopted a fixed exchange rate regime with
the value of the baht pegged to a basket of currencies. The focus of monetary
policy during this period was to provide a stable environment that facilitated
international trade and investment.

Figure 1
Thai Economic Growth and Inflation

Source: BOT, MOC, NEADB
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During 1987-1995, Thailand enjoyed a fast economic expansion with an
average growth of 9.9% per year as illustrated in Figure 1. The inflation rate
was somewhat low with an annual average of 4.6%. With a narrow fluctuation,
the exchange rate was fixed between 24.92 - 25.74 THB/US$. In the mid-
1990s, Thailand was rated by the World Bank as one of the fastest-growing
economies in the world.

The main factors supportive of the economic expansion in Thailand during
this period included a high rate of private investment, an impressive growth in
export sector as well as massive inflow from abroad. During the years 1987 to
1990, the rate of investment growth was more than 20%, nearly double the size
of Thailand’s overall GDP growth rate. The share of investment to GDP increased
to more than 40%, which was deemed fairly high by both historical and
international standards. Moreover, thanks to Thailand’s low wages, the level of
foreign direct investment (FDI) increased dramatically, especially in export
industries. As a result, Thailand’s export grew very fast with an average annual
growth rate of 22.3% between 1990 and 1996. The financial liberalisation scheme
during early 1990s also induced huge capital inflow to the country. The net
capital inflow increased rapidly from US$9.7 billion in 1992 to about US$21.9
billion in 1995.

Notwithstanding the impressive growth rate, there were signs suggesting
that Thailand’s miracle growth rate was slowing down and would prove to be
unsustainable. The country’s ability to sustain the impressive growth of the 1990s
was in doubt. Growing deficits in the current account, the overvaluation of the
Thai baht, the high volume of non-performing loans, together with the escalating
instability of the entire banking system caused great concern among foreign
investors. The result was a massive outflow of foreign investments placing
increasing pressure on the local currency. Substantial capital outflows in the
first half of 1997 came as a result of widespread speculation of the devaluation
of the baht. The volume of outflows involved was so large enough that the
floating of the exchange rate became inevitable. On July 2, 1997, in order to
avoid further loss of the country’s foreign reserve, the BOT abandoned the
currency peg in favour of a free-floating regime.

2.2 Post-1997 Asian-crisis Period

The Asian financial crisis was an important turning point for policy makers
in Thailand and our regional peers, as the lessons learned from the crisis led to
many important policy reform initiatives, all of which were aimed at strengthening
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the robustness and the risk management discipline of the domestic financial
systems. In the case of Thailand, after having restored financial stability in the
early 2000s, financial reform became a top priority, with emphasis on instilling
prudent regulations and strong risk management.

Following the abandonment of the fixed exchange rate in July 1997, the
macroeconomic policy priority turned towards the restoration of both internal
and external stability. With the assistance from the IMF, Thailand commenced
to put in place a series of economic adjustments to solve the structural problem
and shore up confidence. “Monetary Targeting” was adopted as a new monetary
policy framework in Thailand during (1997- 2001) in order to control money
supply and affect economic growth. Under this framework, the domestic narrow
money (M2a) was used as an immediate target as the BOT was of the view
that M2a seemed to be most stable, predictable and comparable, especially when
compared to M3. The ultimate objective of this framework was low inflation
and sustainable growth.

The Thai economy recovered at a very fast pace after the crisis in 1997.
The economic growth recovered from a contraction of 10.5% in 1998 to expand
approximately 4.4% in 1999 and has continued to grow around 5% during 2000-
2005. The inflation rate also decreased dramatically from 8.1% in 1998 to 1.5%
in 2000. The export of goods and services also recovered from a contraction
of 5.5% in 1996 to 17.5% in 2000, becoming a main growth engine of the country,
as illustrated in Figure 2.

Figure 2
Contribution of Export to Thai GDP

Source: NESDB, calculated by BOT
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Since the crisis in 1997, the development of the Thai capital market was
accorded high priority by the authority with the launch of the Capital Market
Master Plan. The Plan aimed to facilitate direct financing and to intensify the
development of domestic capital market in line with international best practices.
The first phase of the Plan (2002-2005) focused on enhancing the attractiveness
and liquidity of market. Whereas the second phase of the Plan (2006-2010)
focused on the capital market’s efficiency in mobilising funds and providing a
quality alternative for personal savings, by targeting not only an increase in market
capitalisation and price stability, but also the full valuation of stock. The capital
market development was indeed a response to the global trends towards
disintermediation and securitisation where intermediation shifts away from being
the principal agent towards the provision of fee-based services. As shown in
Figures 3 and 4, the role of the bond and equity markets have been increasing,
but bank lending remained a major source of funding in Thailand.

Figure 3
Size of Thai Financial Markets

Source : BOT, Thai BMA
Reark : Data in 2008 is as of November
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2.3 A Decade of Inflation Targeting

Figure 4
The Thai Financial System

Source: Bank of Thailand, SET, Thai BMA, Cooperative Auditing Department, Fiscal
policy office.

Figure 5
Thailand’ s Monetary Policy Framework

Source: BOT, Ministry of Commerce, NESDB.
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After the completion of the IMF programme, the BOT carefully and
extensively sought the most appropriate monetary policy for Thailand - the regime
that would best anchor market expectations and strengthen the credibility of
monetary policy. A return to a fixed exchange rate regime was not deemed a
viable option in light of capital inflow volatility. Targeting board money was
considered inappropriate due to instability in the relationships between money
aggregates, output, and inflation.

As a result, the BOT resorted to adopt “Inflation Targeting” in May 2000.
Under inflation targeting, the BOT established a Monetary Policy Committee
(MPC) to set the monetary policy in order to attain price stability. The BOT
chose to target core inflation, which excluded volatile raw food and energy prices,
to remain within the range of 0-3.5%.

Figure 6
Inflation Targeting in Thailand

The BOT implemented its monetary policy by influencing short-term money
market rates via the selected key policy rate, currently the 1-day repurchase
rate. The MPC signalled shifts in monetary policy stance through announced
changes in the key policy rate. The BOT used a variety of monetary policy
instruments to implement MPC’s interest rate decisions.
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The operational framework of the BOT’s monetary operations is presented
in Figure 6 above. It consisted of a set of instruments which can be classified
into three categories, namely: (1) Reserve Requirements; (2) Open Market
Operations (OMO); and (3) Standing Facilities.

By making “price stability” the primary long-term goal of monetary policy,
“an inflation targeting” framework serves to: (1) improve communication between
policy makers and the public; (2) provide discipline and accountability in the
making of monetary policy; and (3) place greater emphasis on forward-looking
economic forecast. In doing so, it helps to anchor inflation expectation as well
as lessen uncertainty, thereby improving business planning and commercial
investment decisions.

In 2009 and 2010, the target range was set at 0.5-3.0% per annum, slightly
narrower than the old range of 0.0-3.5% adopted since 2000. The lower bound
of the range was adjusted upwards by 0.5% to limit the risk of deflation, while
the upper bound was lowered by the same amount to signal no change in the
overall monetary policy stance. The target was reviewed annually by the MPC.
Although the target range is quite wide by international comparison, the MPC
deemed it as suitable for a small and open economy like Thailand. In particular,
the target range has allowed some room for the MPC to steer the economy
through soft patches without compromising its commitment to low and stable
inflation in the medium term. Adverse effects on inflation expectation have also
not emerged given the country’s fairly good inflation record, even in the period
before the adoption of inflation targeting.

Under the new Bank of Thailand Act (2008), the monetary policy objectives
were spelled out clearly, the selection and dismissal process of the MPC members
were detailed and the term of office of the Governor was specified. The MPC
was also required to set a target of monetary policy in conjunction with the
Minister of Finance every year before submitting the target for cabinet approval.
Should inflation breach the announced target, the MPC is obliged to send an
open letter to the cabinet explaining why the target has been breached, specifying
the direction of monetary policy going forward. These elements provided a far
better legal infrastructure for monetary policy formulation in Thailand.

2.3.1 Flexible Inflation Targeting

It should be noted that inflation targeting does not mean that the MPC must
adhere strictly to the inflation target without consideration of other factors. Indeed,
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since May 2000, the BOT adopted the so-called “ Flexible Inflation Targeting”.
Rather than assessing inflation outlook alone, the MPC also assessed “potential
imbalances” in seven key sectors that may lead to financial fragility and hence
jeopardise sustainable growth in the long run. These areas include (1) External
sector; (2) Non-financial corporate sector; (3) Household sector; (4) Government
finance and public debt; (5) Real estate; (6) Financial markets; and (7) Financial
institutions.

By monitoring these indicators, the MPC made sure that other stability
concerns were not overlooked in the monetary policy decision-making process.
In other words, the framework also ensured that the BOT remained vigilant
regarding threats to financial stability. From 2003 to 2006, a series of macro-
prudential measures were introduced, aiming at restraining the then rapid growth
of credit, especially credit-card loans and mortgage loans. The preventive
measures that were introduced included placing limits on the loan-to-value ratio
for luxury mortgages, raising minimum repayment requirements for credit cards
and personal loans, and strengthening the NPL provisions by fair valuation
standards of IAS39. It is important to note that the BOT introduced these
measures at a time when the Thai economy was still growing at a fast pace
and exports were robust. This measure was met with strong criticism initially.
In retrospect, these measures have been useful in curtailing excessive leverage
and household indebtedness, thus helping to maintain stability in our domestic
financial system.

Overall, the flexible inflation targeting framework has served Thailand well
in reining in aggregate demand pressures. Notwithstanding the current shocks,
inflation and inflation expectations over the medium term are expected to remain
within the target band. The framework also ensures that BOT remain vigilant
regarding threats to financial stability.

3. Impact of Global Financial Crisis on Real Economy and Financial
Market

When the global crisis first erupted, many analysts believed that the economy
of Thailand would be an oasis of calm in the on-going financial turmoil. However,
as the crisis unfolded, it became apparent that no part of the world was immune
to the current crisis. Like other countries in Southeast Asia, Thailand weathered
the negative impact from the crisis, and the Thai financial system thus far has
remained broadly resilient.
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Unlike many developed countries, and unlike Thailand back in 1997, a low
degree of leverage has partially helped stem the spread of ‘risk aversion’ to the
Thai economy. In particular, high foreign reserves and a low external debt burden
have helped cushion the country’s vulnerability to external financial shocks. Figure
7 compares Thailand’s profiles during the 1997 crisis and the current global
financial crisis.

Figure 7
Thailand’ s Profile and Short-term External Debt
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Figure 8
Commercial Banks’ Financial Structur e

Source: Bank of Thailand.

Thanks in part to the crisis of 1997, the Thai banking system had undergone
a dramatic change and has a fairly healthy structure. The direct impact of the
global crisis on the balance sheets of Thai banks was limited. As of September
2008, on the asset side, the exposure to assets of troubled banks aboard were
negligible, accounting only for less than 1% of their total assets. On the liability
side, Thai banks depended primarily on a broad base of retail depositors, which
have been protected by a deposit guarantee scheme. Meanwhile, wholesale
borrowing had been a minor source of financing for banks. With the recent
extension of the full guarantee scheme, there had been no panic on the part of
retail depositors, and the risk of bank run was minimal. Thai banks were not
exposed to the severe deleveraging process. Liquidity of Thai banks remained
ample, reflected by fairly large amounts of deposits compared to those of loans.
Figure 8 presents the components of the commercial banks’ financial structure.
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With regard to financial markets, following the collapse of the Lehman
Brothers in September 2008 that triggered a full-blown global financial crisis
with global risk aversion drastically heightening, CDS spread for Thailand, the
cost of insuring against sovereign default, had suffered increasing widening as
the crisis unfolded as illustrated in Figure 9. The Thai Stock market index, SET
index, also saw a dramatic fall from 684.44 in August 2008 to 431.52 in February
2009 as investors’ risk appetite dramatically decreased as a result of a re-pricing
of risks and flight to quality and liquidity. The Thai baht depreciated (vs. US$)
along with other regional currencies from 34.024 THB/US$ in September 2008
to 36.046 THB/US$ in February 2009. However, the movement of THB against
21 trading partners (NEER-21) exhibited a slight increasing trend, reflecting the
fact that the economy suffered less capital outflows compared to many regional
countries (Figure 10).

Figure 9
Thai CDs Sovereign vs. Stock Market Index (SET)
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Figure 10
Nominal Exchange Rate of Thai Baht

Source: Bank of Thailand.

It is worth pointing out that the causality of potential risks to Thailand’s
economy (and probably also for other countries in SE Asia) may be different
from that of an advanced economy. For Thailand, the potential risks seemed to
run from worsening macroeconomic conditions to the financial system (i.e.,
deterioration of loan quality and thus risk aversion), and not the other way round
as in the US or the UK, for example. In other words, while in the advanced
countries the contagion spread from the financial to the real sector, in Thailand,
the slowdown in the real sector would affect the financial sector, which in turn,
had a second-order impact on the real sector.

Notwithstanding the limited impact in the first round, Thailand had been
affected by a strong impact in the second round, which came primarily via
the exports channel. As presented in Figures 11 and 12, the impact of the global
crisis on the real sector had been severe due to Thailand’s high degree of
trade integration with the global economy. The contraction of goods export
(in quantity terms) to major markets was observed by -26.2% in the first half
of 2009, as compared to 25.8% in the first half of 2008. The manufacturing
index had meanwhile shown signs of weakness, posing employment concerns,
which could, in turn, lead to a further deterioration in private consumption and
investment as well as banks’ credit quality. Even though the NPL ratio was low,
the delinquency rates for both corporate and consumer loans started to climb
upwards.
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With the gloomy economic outlook, banks became more cautious in extending
loans. The Senior Loan Officers’ Survey done in October 2008 (see Figure 13)
showed that banks continued to tighten their credit standards in Q3:2008 for
both corporate and consumer loans. Banks also anticipated a further tightening
of credit standard in Q4:2008. In light of this, banks are likely to charge higher
interest rates (relative to MLR) on their borrowers, especially SMEs which have
limited alternative sources of funding, to cover higher credit risks.

Figure 11
Share in Export

Figure 12
Export Growth Classified by Destination

Figure 13:  Banks Continued to Tighten their Credit
Standards in Q3:2008
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The data on credit growth showed that since October 2008, credit growth
continually decreased in tandem with commercial banks’ tighter credit standard
and softening demand. The credit growth contracted from more than 10% in
October 2008 to -4.6% in June 2009 (Figure 14). Among the sectors that were
most affected were the production, commerce and financial sectors.

Figure 14
Credit Growth

3.1 Measures Taken in Response to the Global Crisis

In response to the crisis, the Thai authorities had taken steps to ensure the
smooth functioning of the Thai financial system and to cushion the impact of the
crisis on the real economy.  The following were some of the important measures
taken:

3.1.1 Fiscal Stimulus Packages

The Thai government introduced two fiscal stimulus programmes to soften
the adverse effects of the global economic downturn and to revive the domestic
economy. The first stimulus package (or SP1) composed of tax measures and
supplementary budget amounting THB116.7 billion (US$3 billion), which was
introduced in January 2009, was aimed at restoring short-term confidence by
boosting domestic consumption. Both measures helped absorb the impact of the
economic crunch on the Thai people by reducing their living costs and boosting
domestic consumption.
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The second stimulus package (or SP2), totalling THB1.43 trillion, (US$41
billion) focused on enhancing the country’s competitiveness in the medium-term
(FY2009-2012) by investing in various projects ranging from small to mega-
projects. About 50% of the total investment financing came from domestic
borrowing, which cause the government budget deficit to go up by an additional
of 2% of GDP. Thus far, the Thai government had tried to stimulate the economy
both in the short- and medium-term. Both stimulus packages were deemed
sufficient to support economic activities in Thailand during 2009-2012. Although
the contribution of both the stimulus packages is relatively small in relation to
the country’s GDP, it had the simulative effect to restore investor confidence
and induce more private-sector investment going forward.

3.1.2 Blanket Deposit Guarantee

The blanket deposit guarantee, which was supposed to end in August 2008,
had been extended for the period of another three years to August 2011. This
was to help maintain depositors’ confidence and maintain a level-playing field
with banks in other countries. It should be noted that the authorities had already
paved the way for an exit of this guarantee, thereby limiting the long-run fiscal
burden, by announcing a definite end of the scheme within three years.

3.1.3 Provision of Ample Liquidity

The BOT, as the ultimate provider of THB liquidity, has ensured there was
ample liquidity in the money market. For example, during the period that US$
liquidity tightened following the drying up of US$ liquidity overseas, the BOT
conducted additional sell-buy swap transactions to provide more US$ liquidity to
the market, which proved instrumental in stabilising the money market.

3.2 Substantial Easing of Monetary Policy

The monetary policy has been substantially eased. In December 2008, with
the risk to growth surging significantly whilst risks inflation subsiding, the MPC
decided to lower the policy interest rate by 100 basis points from 3.75% to
2.75%. The extensive monetary easing continued until mid-2009. In the first
three meetings of the year, the policy rate was cut in a series of 75, 50 and 25
basis points. It was in May when the MPC assessed that monetary policy had
been substantially eased and the policy rate of 1.25% was sufficiently low and
it decided to maintain policy rate. Subsequently, the policy interest rate of 1.25%
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was maintained throughout 2009. Figure 15 illustrates the commercial banks’
interest rate adjustment.

Figure 15
Commercial Banks’ Interest Rate Adjustment

These cuts were aimed to do the following: (1) changed the expectations
of banks regarding the path of the policy rate, thereby accelerating their reduction
of the reference lending rates; (2) alleviated financial burdens of firms and
households, thereby mitigating the NPL risks and the feedback from weakening
the macroeconomic conditions to the functioning of the financial sector; and (3)
shored up business and consumer confidence while fiscal stimulus has not been
fully materialised.

Since December 2008, dramatic cuts in policy rate brought about gradual
cuts in commercial banks’ rates. The loan rate (MLR) has been lowered more
slowly than the deposit rate since it takes time for commercial banks to restructure
the cost of capital. With the total policy rate cut of 2.50 % per annum, commercial
banks’ deposit and loan rates have been adjusted down about 1.86 and 1.39%
per annum, respectively. As of end of August 2009, the prime lending rates of
large banks stands around 5.86%, while one-year deposit and 3-month rates are
at 0.73% and 0.88%, respectively.
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4. Evidence on Macro-financial Link in Thailand

In this section, we shall examine the evidence on macro-financial linkage
in Thailand, especially during the global financial crisis. By doing so, we shall
proceed as follows: (1) we first analyse the possibility of financial linkages and
financial spillover between the US and Thailand. The objective of this subsection
is to analyse the vulnerability of the Thai financial system to an external financial
sector shock. The Dynamic Conditional Correlation multivariate GARCH model
by Engle (2002) shall be used to measure the extent of co-movement of the
financial variables in Thailand and in the US. (2) We next analyse the impact
of the tightening credit condition on economic activity, such as investment and
income, which in turn affect banks’ solvency. This would subsequently tighten
the credit condition further.

4.1 Spillover from International Financial Risk to Thailand

It is widely discussed that the volatilities in financial markets tend to move
together over time across markets and assets. Several questions arose among
policy makers and investors, especially during the global financial crisis, such as,
does a shock on the US financial market lead to/or increase the volatility of the
market in the other countries, and if so, to what extent? Is the volatility
transmission from a market to another considered direct (through conditional
variances) or indirect (through conditional covariance)? Do the correlations of
asset returns between two markets change over time? Are they higher during
period of higher volatility (during financial crisis)?

In this section, the purpose of our research is to examine the impact of the
collapse of the US financial market on the Thai financial system through their
financial inter-linkages. The study focuses on the co-movement of key financial
variables in the US compared to those in Thailand. Specifically, the proxies for
general stress in the inter-banking market, market volatility and default risk of
major financial institutions in the US are compared with the stock market indices,
CDS indices, and the proxy for liquidity condition of the Thai financial market.
The analysis is conducted in a similar manner as Frank and Heese (2009), which
studies the financial spillover between the US and emerging markets. The
Dynamic Conditional Correlation (DCC) multivariate GARCH model, which was
first introduced by Engle (2001) will be employed to analyse the co-movement
of markets by inferring the correlation of changes in the financial variables
examined.
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With respect to the financial variables of the US, the spread of the 3-month
US$ Libor and overnight index swap (OIS) represent the funding liquidity and
stress of money market, while S&P500 index is used to measure the return in
financial markets. To measure the default risk of the market, we follow Frank
and Heese (2009) by using the average of the credit default swap rate of a
number of banks, such as Citigroup, Bank of America, JP Morgan, Wachovia,
Merill Lynch, Morgan Stanley, Goldman Sachs, Lehman Brothers, HSBC, Royal
Bank of Scotland, UBS and Deutsche Bank.

These are daily data and collected from Bloombergs. For the Thai financial
variables, the 1-month interest rate swap point between the USD and baht are
used to gauge the dollar liquidity of Thai financial market and the SET index is
used to measure the return in the equity market.  Lastly, we use the CDS
spread of the PTT, the largest public company in Thailand as a proxy to gauge
the credit risk of the private company in Thailand.

Provisionally, we can briefly discuss the impact of the US crisis on the Thai
financial system from the standpoint of its asset and liability side. On the asset
side, the exposure of Thai banks to the financial products in the US is very
small. Thanks to the 1997 crisis, the Thai financial institutions are quite
conservative in their investment and lending. Considering the liability side, the
financial de-leveraging process during the crisis suddenly hit Thailand and the
regional countries. Money was withdrawn from the high-risk, high-return assets,
especially those in the emerging markets. The withdrawn funds were either
used to replenish capital in the troubled financial institutions, or to invest in safer
assets in the face of risk aversion. With this, there are three major impact on
the Thai financial system. The first impact is the dollar liquidity shortage right
after the de-leveraging process; however, the impact lasted for a very short
duration. The second impact is the drop in the price of equity after the funds
were withdrawn. This can be seen by the plunge of the Thailand SET index.
Lastly, the CDS, which is a proxy for credit risk for borrowers in Thailand and
other Asian countries, are widened as much as those in Europe and United
States, although the exposure to subprime mortgages and toxic financial assets
was minimal. This is owing to the heighten risk aversion and higher risk premia.
Kim, Loretan and Remolona (2009) argued that contagion in the Asian credit
markets stemmed not only from a reassessment of credit risks, but also more
importantly from a global re-pricing of risk.
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Nevertheless, the baht liquidity in the money market and the financial
institutions was not much affected by the crisis. As mentioned earlier, the spread
between the overnight interbank rate and the policy rate were very narrow
(Figure 16), reflecting that the liquidity condition in the money market remained
sound.

Figure 16: Overnight Interbank Rate and Policy Rate
(1-day Bilateral Repurchase Rate)

As shown in Appendix Figure A1, the US 3-month Libor-OIS spread and
CDS, adapted to measure funding liquidity, had widened since late 2007 and
peaked around Q4:2008 following the collapse of Lehman Brothers and a rescue
of Bear Sterns. As for Thailand, the Thai monetary market was also affected
by the crisis but only for a short period, as evidenced in Appendix Figure A1.

With regard to the equity market, the Thai and the US stock market are
severely affected by the global financial crisis. The Thai SET index and the
S&P 500 are apparently correlated and moved in the same direction. The Thai
SET index decreased from the peak of 2008 at 884.19 in May to the bottom
at 384.15 in October 2008 as a result of both global risk aversion and political
uncertainty. The recovery path, however, has become noticeable since Q2:2009,
due to a sign of global economic recovery and more political stability.

In order to examine the co-movement of the key financial variables in the
US, as compared to those in Thailand, the DCC GARCH model is employed,
since it has flexibility of univariate GARCH models coupled with parsimonious
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parametric model for correlations. The estimation is simple and consists of two
steps. The first is a series of univariate GARCH estimates, and the second the
correlation estimate. The DCC GARCH model can be briefly presented as
follows:

(1)

and R
t
 is a correlation matrix containing the conditional correlations as can

directly be seen from rewriting this equation as:

(2)

A special property of dynamic conditional correlation models is that R
t
 is

allowed to be time varying. D
t
 is a diagonal matrix comprised of the standard

deviations implied by the estimation of univariate GARCH models, which are
computed separately. √h

it
 is the ith element of the standard deviation from the

GARCH model. The DCC model can be formulated as the following statistical
specification2:

(3)

(4)

(5)

(6)

(7)

(8)

Let r
t
 denotes an n×1 vector of asset returns, exhibiting a mean of zero.

Each series of the assets returns follows a univariate GARCH process, as
presented in Equation (4).

The time series plots of the selected financial data are presented in the
Appendix (Figures A1). From visual inspection, all the series are non-stationary
and the unit root test confirms this notion. Therefore, first differences of the

___________

2. See Engle (2002) for details of the model.
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data are taken and are presented in the Appendix (see Figures A3), so that they
can be applied to the DCC-GARCH estimation. Not surprisingly, the return of
the series exhibits volatility clustering, which we can fit into GARCH (1,1) model.
The volatility of the return is also quite large during the US crisis.

We first examine the impact of the financial crisis on the conditional volatilities
of each financial variable. A plot of GARCH volatilities of these series in Figure
20 reveals that volatility of many important financial variables, such as the CDS
spread, US and Thai stock markets index, Libor-OIS spread, VIX and MSCI
index, shoot up during the US financial crisis. The conditional volatility of the
Thai stock market index is determined by both the domestic and external factors.
The conditional volatility of the stock market exhibited a sharp spike during 18-
19 December 2006 as a result of the introduction of the 30% unremunerated
reserve requirement (URR) measures. Nevertheless, this had a very short-term
impact on investor sentiment, thus the increase in conditional volatilities is not
persistent. Although the introduction of the URR measure resulted in the plunge
of the stock index by 108 basis points overnight, it recovered quickly.
Nevertheless, a rise in the conditional volatility of the Thai stock market during
the global financial crisis was persistent. In other words, we observe a clear
volatility clustering. Considering the stock index data during 15 August to 29
October 2009, the stock index declined from 884 basis points to 384 basis points.

Furthermore, the correlation between each return series was estimated with
the DCC integrated method. First, we analyse the correlation between the Libor-
OIS spread and the swap point for baht and US dollar for 4 years of daily data
starting from January 2007 to present. These two variables measure the dollar
liquidity in the US and in Thailand, respectively. Then we look at the daily
correlation between the Libor-OIS spread and the Thailand stock market, in
order to examine the impact of the stress in the US financial market on the Thai
equity market. Additionally, we examine the daily correlation between the US
and Thai stock market. Finally, the daily correlations between the risk premia
in the credit default swap market of the two countries are examined, which will
explain the spill-over of the risk aversion between the two countries. The time
series plots of the conditional correlation between the returns of each variable
are illustrated in Figures A5 in the Appendix.

The results generally indicate the presence of large volatility spill-over across
not only the region but the asset markets. First, the inter-linkages between the
funding stress (Libor-OIS spread) and the US stock market were highly
correlated.
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Figure 17 represents the coefficients of the conditional correlation which
show the magnitude of the volatility spillover on average over the 2007 to 2009
period. The results from this figure indicate that over the period of 2007-2009,
the coefficient of the correlation between the Libor-OIS spread and the S&P500
index is -0.29. The negative relationship between the Libor-OIS spread and the
stock market index implies that the narrow spread between the Libor and the
OIS rates corresponds with the higher stock market index. The narrow spread
represents a normal liquidity condition in the money market, where there is no
funding stress, while the rise in the stock index represents the sound liquidity
condition and the good sentiment.

Interestingly, the spillover between the funding stress in the US and the
Thai stock market is significant but relatively mild. This is because the domestic
sentiment factor, such as political turmoil, also plays a big part in the Thai stock
market determination. On average, the coefficient of correlation between the
Libor-OIS spread and the SET index is -0.08, which is smaller than the relationship
between the Libor-OIS spread and the S&P500 index.

Considering the time series plots of the conditional correlation coefficients
in Appendix Figure A5, there is a sharp increase in the correlation between the
Libor OIS spread and both the SET index and the S&P500 during the crisis
moment. The conditional correlation coefficients between the Libor-OIS spread
and S&P500 index shot up to around -0.6 during the crisis period. For the Libor-
OIS spread and the SET index, the conditional correlation coefficient was -0.15
during the crisis period, which was twice the average correlation coefficient
over the period studied.

The second main finding suggests that the implied correlation between the
Thai CDS spread, which is a proxy for risk premia, and the US CDS spread
is 0.19 on average. This implies that high volatilities in the US CDS market
positively and significantly associate with the Thai CDS market. Considering the
time series plots of the conditional correlation coefficient in Appendix Figures
A5, it sharply increased at the beginning of the subprime crisis and the coefficient
was 0.3 during the crisis. This shows the contagion of the risk perception among
markets.

The results also show that the conditional correlation between the funding
stress in the US and the dollar liquidity in Thailand, as measured by the baht/
USD swap point, is marginal. There is a negative coefficient of conditional
correlation of -0.04, implying that there is no significant relationship across time.
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However, from the time series plots, the correlation coefficient exhibits a sharp
spike of around -0.08 during the collapse of Lehman Brother, and around -0.10
during the large loss in the hedge fund3 in the US during August to September
2007.

Additionally, there is a positive relationship between the volatilities in the
stock market and in the CDS market. This is partly because these two markets
have inter-linkages and are dependent on investors’ sentiment.

Finally, the sentiment index, such as VIX, MSCI, significantly correlates
with the Libor-OIS spread. The general stress in the financial market is highly
associated with investor (hedger) sentiment.

Figure 17
Coefficients of the Conditional Correlation

4.2 Impact on Credit and Balance Sheet Channels and the Real Economy

This section develops a framework for analysing macro-financial linkages
in Thailand by considering the credit channel. As already mentioned, there has
been improvement in banking regulation after the crisis in 1997. Apart from this,

___________

3. In early August, 2007, many quantitative hedge funds suffered large losses. That was the
first “illiquidity wave” on the interbank market that started on August 9. At that time, the
perceived default and liquidity risks of banks rose significantly, driving up the LIBOR rate.
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the management of the Thai commercial banks have become more conservative,
both in terms of portfolio investment and credit supplied. With the global financial
crisis, banks are more cautious in their lending. The Senior Loan Officer Survey
presented in Figure 13 shows that the credit standard has been tightened. As
a result, economic activities, such as consumption, investment, and production,
were affected and deteriorated, both because of the weak economic sentiment
influencing demand and tightened credit availability. We found that the commercial
banks’ delinquency rate started to climb from 2.9 % in January 2008 to reach
its peak at 4.7 % in March 2009. This, in turn, affected the banks’ solvency,
which subsequently leads to the question concerning the extent of the impact
of banks’ solvency on commercial bank lending.

Apparently, the impact of the global financial crisis affected on Thailand
and other emerging market economies in a different way than in the US, UK
and Europe. We experienced the second round effect of the global financial
crisis in such a manner that the negative shocks spread from the real sector to
the financial sector. In our study, the financial crisis impacted differently than
what was found in the study of Bayoumi and Melander (2008). In their work,
they investigated how  banks’ solvency affected credit and economic activity
and the possibility of an adverse feedback loop from economic activity to the
financial system, with second-round effects on the macroeconomy through
reduced credit availability. In contrast, our model starts from the second round
effect of the global financial crisis which affects the credit availability and
economic activities. Subsequently, the adverse impact on the real sector is
transmitted to the financial sector, which further tightens the credit condition.

We investigated the impact of the financial sector through the condition of
commercial banks’ balance sheet. We utilised the Bank for International
Settlements (BIS) capital adequacy ratio, which is the ratio between the risk-
bearing capital and the risk-weighted assets. This ratio gives an indication of the
solvency of a bank, measuring its financial health. If the bank fails to meet this
requirement, it will not likely survive. The benchmark ratio is 8%. Following the
second round effect of the global financial crisis, the debate over an easing of
the bank capital-ratio rule was rather heated in many countries, such as Thailand
and South Korea. The proposal for the loosening up of the capital-ratio rule for
commercial banks is to prevent them from curtailing loans when the global
economy is mired in recession. Easing on this type of regulation is justified
temporarily as it may facilitate faster economic recovery and avoid the worse-
case scenario such as credit crunch. However, the opponents to this view uphold
that relaxation in the bank capital-ratio rule may hurt the banks’ financial
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soundness in the long run. During the crisis, banks may want to tighten their
lending standards and beef up their capital base to brace for solvency in the
corporate sector.

This section clarifies the paradox by studying the relationship between
commercial banks’ net credit (CREDIT), private investment (INVEST), the level
of output (OUTPUT), and the BIS ratio (BIS). These variables are in natural
logarithms. The frequency of the data is monthly, and the period of observation
is between January 2000 and May 2009. The outstanding private credit data of
the four largest commercial banks in Thailand are employed, which account for
60 % of total credits issued by commercial banks (as of November 2009). The
BIS ratio is also from the four largest commercial banks. To give an idea of the
historical relationships among the variables considered in this paper, Figure 20
illustrates the time series plots of the variables. The plots indicate that all the
series are trending and potentially follow an I(1) process. The visual inspection
suggests that these series appear to have common stochastic trends, which can
plausibly be modelled as cointegrated. We initially assessed the stochastic
properties of the data by a unit root test and then perform statistical tests for
cointegration. The Augmented Dickey-Fuller tests on these series fail to reject
the null hypothesis of unit root and the statistical test also confirms the
cointegrating relationship between variables.

The econometric methodology employed in this part uses Johansen’s
cointegrated vector-error correction analysis to identify the long-run relationship
between variables. Given non-stationarity and comovement of the variables in
our model, cointegrating VAR analysis provides a framework for estimation,
inference, and interpretation. This specification is useful in analysing the long-
run equilibrium behaviour of the model, while the short-run fluctuations
representing deviations from the equilibrium is allowed.

The vector-error correction model is specified as follows:

where    is a (n×1) vector of the n endogenous variables, consisting of:

[CREDIT, OUTPUT, INVEST, BIS]

respectively. ì is a (n×1) vector of constants,    represents a (n×(k-1)) matrix

with coefficients associated with the short-run dynamic effects,   denotes a

vector of white noise residuals, and   is a (n×n) coefficient matrix. If the matrix

y
t

Γ
i

ε
t

Π
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has reduced rank (0<r<n) , it can be split into a (n×r) matrix of speed of
adjustment coefficients α, and a (r×n) matrix of cointegreting vectors β. r is
considered as number of linearly independent cointegrating vectors. The former
indicates the importance of the cointegrating relationships in the individual
equations of the system and the adjustment to disequilibrium, while  the  latter

represents the long-run equilibrium relationship, so that          .

4.2.1 Empirical Results

In order to get uncorrelated residuals for the VEC model, the two lags
were selected by the HQIC method, the SBIC method, and the sequential
likelihood-ratio (LR) test. The number of cointegrating equations was selected
using the Johansen’s multiple trace test procedure and the maximum Eigenvalue
test. The statistics strongly suggest the existence of a single cointegrating vector.
Since inference on the parameters in α depends crucially on the stationarity of
the cointegrating equations, we checked the specification of the model by
predicting the cointegrating equation and graph them over time. The cointegrating
equations are stationary, the number of cointegrating equations are correctly
specified. The stability check indicates that the model is not misspecified since
the graph of the Eigenvalues shows that none of the remaining Eigenvalues
appears close to the unit circle.

The estimation results of the VECM with a single cointegrating equation
and two lags on all four series are presented in Appendix Table A4. Overall, the
output indicates that the model fits quite well. The estimation results exhibits a
long-term joint time series dynamics of four endogenous variables within a linear
system of simultaneous equations, while controlling for inter-temporal adjustments.
In this model, the long-run behaviour of income, credit, BIS ratio and investment
significantly share a cointegrating vector and the relationship is restricted to
converge to their cointegrating relation. The coefficient of all variables in the
cointegrating equation is statistically significant, as are the adjustment parameters.
The estimates have the correct sign and imply rapid adjustment towards
equilibrium. In our previous notion, we have estimated:

Π = αβ’
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A cointegrating equation suggests that:

CREDIT
t-1

 -2.486 OUTPUT
t-1

 -1.833 INVEST
t-1

 +1.250 BIS
t-1

   (-7.69)         (5.37)  (3.80)

is a stationary series. The number in parenthesis is t-statistics for each parameter.

This is a long-term equilibrium relationship of the four variables, where       repre-

sents the speed of adjustment to the equilibrium. If there is an unexpected shock
that results in a fall of the credit, the four variables will adjust themselves toward
the equilibrium again. With the shock, the credit is below the equilibrium level,
it then adjusts itself upward to equilibrium level. Investment and output also fall
back to the credit level at the same time the credit is adjusting. Lastly, the BIS
ratios also increase to catch up with the equilibrium level. Additionally, the
cointegrating equation suggests a positive relationship between credit, investment
and income in the long run. Interestingly, higher capital adequacy ratio required
tends to reduce the amount of credit, investment and income.

Figure 18
Relationship between Financial and Real Sector

α
i

<
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Figure 19
Forecast Error Variance Decomposition
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The results also show that in the short run, a restriction in credit availability
can possibly deteriorate economic activity that will, in turn, spur a further
tightening in credit conditions. To elaborate this point, a fall in credit results in

lower investment (    =0.065) and income in the short run (    =0.535).

A worsening economic condition, subsequently, results in a higher BIS
ratio as banks tighten their lending standards and beef up their  capital  base

(    =-0.070).

As mentioned earlier, the purpose of this paper is to analyse the impact of
the global financial crisis on bank lending, which could aggravate investment
and income and consequently affect financial stability. Figure 18 presents a
framework for the macro-financial linkage in our model. According to the
Cholesky forecast-error variance decomposition (FEVD) results, as presented
in Figure 29, shocks to credit are important in explaining fluctuation in output,
investment and BIS ratio.

Fluctuations in the credit are predominantly self-explanatory in the very
short run and long run. These shocks would explain up to 86% in the long run.
The second largest shock that caused variability of credit was output. Shocks
to output are able to explain approximately 13% of the long-run variability of the
credit. Shocks to investment and banks’ capital adequacy ratio have trivial effects
on the variability of the credit.

The variability of output in the short run and long run are associated mainly
with itself. The investment shock has a dominant effect in keeping fluctuation
in output. Shocks to investment can explain approximately 9% of the long-run
variability of output. Shocks to the BIS ratio and shocks to credit can be explained
by 8% and 4% of the long-run variability of the credit, respectively.

Fluctuations in investment in the short run are explained mainly by itself.
However, in the long run, its effect will decrease. In the long run, shocks to
output are predominantly able to explain 72% of investment variability. The shocks
to the BIS ratio are able to explain 1% of the fluctuations in investment, while
the shocks to credit surprisingly have small and trivial effect.

Γ
31

<

Γ
21

<

Γ
42

<
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The variability of the BIS ratio in the short run and long run are associated
mainly with itself, notably 82% in long run. The shocks to credit are able to
explain 17% of the long-run fluctuation in the BIS ratio. The shocks to output
and investment have very small effect to cause fluctuations in the BIS ratio.

Figure 20
Time Series Plots between Variables

Figure 21
Impulse Response Function of Credit

(Reversing the graph to show negative impact)
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We next estimated the orthogonalised impulse-response functions (IRFs).
While the IRFs from a stationary VAR die out over time4, the IRFs from a
cointegrating VECM do not always die out. As the I(1) variables modelled in
a cointegrating VECM are not mean reverting, the effect of some shocks will
not die out over time. The dynamic movement of each variable due to a one
standard-error shock to credit are presented in Figure 21.

___________

4. Since each variable in a stationary VAR has time invariant mean and variance, the effect
of shock to any variables must die out so that the variable can revert to its mean.

Figure 22
Impulse Response Function of Investment

Figure 23
Impulse Response Function of Output

(Reversing the graph to show negative impact)

(Reversing the graph to show negative impact)
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Figure 24
Impulse Response Function of BIS Ratio

(Reversing the graph to show negative impact)

Our analysis started with a negative exogenous shock to the bank lending
system, which is the case for Thailand and many regional countries. According
to our finding, the negative shocks to credit will lead to lower investment and
the shocks have permanent effect on investment. A one standard-error shock
to bank lending would decrease investment by about 0.25% in 10 months and
the shocks persist. The impact on income is more drastic, an exogenous and
negative credit shocks associate with a fall in investment of around 0.6% (see
Figure 21). The effect is also permanent. It is notable that during the global
financial crisis, most of the loan demand in Thailand is for working capital rather
than for new investment. As a result, a shock to credit results in a stronger
impact on income rather than on investment. Lastly, the negative shocks on
credit have permanent effect on itself.

Lastly, we explored the impact of the BIS ratio on credit, output and
investment in the short run and long run. The result suggests that the tighter
capital adequacy ratio is associated with lower credit and income in both the
short and long term.
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5. Transmission Mechanism of Monetary Policy in Thailand

As discussed in Section 3 of this paper, the Monetary Policy Committee
(MPC) has the responsibility to set the appropriate policy interest rate in order
to keep the inflation within the target range. Indeed, the change of policy rate
could affect monetary condition through a number of transmission channels,
namely: interest rate, credits, exchange rate and asset prices channels. The
objective of this part is to discuss how the changes in the monetary policy stance
could affect the real economy and to gauge the importance of each channel
during the period after the BOT’s adoption of inflation targeting regime in 2000,
and especially during the recent monetary policy easing as a response to the
global economic downturn. Figure 25 presents the overview of the monetary
policy transmission mechanism.

Figure 25
Monetary Policy Transmission Mechanism

Before investigating the transmission mechanism in each channel in detail,
we shall first assess the effect of a change in monetary policy toward output
gap. Goswami, Jost and Long (2009) estimated the marginal effect of real policy
interest rate on the output gap using OLS-AR(2) model as follows:

y
t
=α+β

1
 y

t-1
+β

2
 y

t-2 
+β

3
 (realpolicy

t
)+ ε

t,

given that the output gap (y
t
) and the real policy interest rates follow I(0) process.

However, such model specification is prone to suffer from the serial correlation
problem due to occurrence of the lag dependent variable on the right-hand side
of an equation (see details in Wooldridge [2003], page 415).
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Before performing the OLS regression for the case of Thailand, we first
analyse the stochastic properties of each variable in our sample. Based on the
Augmented Dickey Fuller (ADF) test (Dickey and Fuller, 1979 and 1981) and
Philips-Perron (PP) (1988) unit root tests, we find that the output gap follows
I(1) process, while the real policy interest rates are I(0) level stationary.  In
order to avoid the spurious regression, we estimate the relationship between the
first difference of output gap and the real policy rate as follows:

(y
t
 -y

t-1
)=α +β(realpolicy

t-2
)+ ε

t,
,

where y
t 
is output gap, which is defined by log different between actual real

GDP and the potential output5 at period t. realpolicy
t
 represents real policy

interest rate at period t, calculated from the difference between the policy rate
and headline inflation. The data are quarterly observed from Q1:1993 to Q2:2009.
The results from the OLS regression are as follows:

(y
t
 -y

t-1
)= - 0.151 (realpolicy

t-2
)+ ε

t,
,

(-2.59)

where the figure in parenthesis represents the t-statistics.

The results showed that change in output gap was significantly determined
by the real policy interest rate. The sign of the coefficient on real policy interest
rate implies a negative relationship between the lag of the real policy interest
rate and the change in output gap. The interpretation for the above equation is
not straight forward. Due to the nature of the data, we cannot find the direct
relationship between the real policy rate and the output gap. The interpretation
of the results above is that there is a lag of policy rate passes through for 2
quarters. An increase in the policy interest rates 2 quarters ahead results in the
negative change in the output gap, in other words, output gap in period t decreased
from period t-1.

In the following sections, we shall investigate in greater detail the transmission
mechanism of policy interest rate to the real economy in four channels, namely:
interest rate, credit, exchange rate and asset price channel.

___________

5. The potential output is calculated from applying the HP filter to the real GDP data.
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5.1 Interest Rate and Credit Channel

The first two channels of transmission mechanism are the interest rate and
credit channel. These two channels are closely intertwined. Typically, a change
in the policy interest rate leads to an immediate change in money market rates.
The policy rate should eventually also lead to a change in commercial bank
reference lending and deposit rates, impinging on the level of liquidity in the
financial system and of individual commercial banks. Due to the fact that the
domestic economy depends normally on the financial sector for funding, these
changes are passed through to consumption and investment. The speed of pass-
through depends however on how well domestic financial markets are developed.
Firms that get financing from the money markets - via issuance of bonds, for
instance, should feel the impact of interest rate changes immediately for new
projects, while older projects may have locked in previous rates. The extent to
which households and firms borrow funds from commercial banks to finance
their consumption and investment expenditure -such as personal loans, mortgages,
- is also likely to influence their responsiveness to interest rate’s change, prompting
them to change their demand and investment behaviour accordingly.

As illustrated in Figures 27, the pass through of policy interest rate to money
market rates had been almost instantaneous and of the same direction as the
change in the policy rate, particularly at the short end. Long-term bond yields
relied mostly on market expectations of future policy rate changes, but the
response was also swift. In markets that were thin and not fully developed,
such as in the case of Thailand, demand and supply factors apparently also
played a role. In addition, as financial markets became progressively more open
and interconnected with international financial markets, external factors that could
be beyond control of central bank, such as US bond yields, also played a crucial
role in driving domestic bond yield movement
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Figure 26
Transmission Channel: 1. Interest Rates and Credit Channel

Figure 27
The Pass Through of Policy Interest Rate to Money Market Rates

With regards to the pass-through from policy rate to retail rates, commercial
bank deposit and lending rates responded notably to changes in the policy rate
albeit with some lags. Since the adoption of inflation targeting and the use of
a policy interest rate to signal changes in the monetary policy stance, commercial
bank rates have moved in tandem with policy rate movements.  In gauging the
degree of the pass-through to retail rates, we analysed the relationship between
monetary policy and the average markets rates of the 5 biggest banks, i.e.
lending rate and 3-month, 6-month and 12-month deposit rates. Based on the
methodology used in Chareonseang and Manakit (2007), we adopted the
cointegrating and error correction procedure to analyse this relationship.  The
period of the data examined is between June 2000 and July 2009, that was the
period during which the BOT used inflation targeting as a monetary framework.
Firstly, we analyse the long-run relationship by estimating the following equation:
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i
t
 =α

0
 +α

1 
Policy

where i
t 
represent market rates and Policy represent overnight RP which is

policy interest rate . The pass-through would be complete if α
1 
= 1.  We divided

our data into two sets, M6:2000 to M12:2006 and M6:2000 to M12:2009. This
was in order to for us to investigate if the pass-through of interest channel had
changed at all during the more recent period.

The empirical results tested for the long-run relationship in Figure 28 showed
the co-movement between policy and market interest rate. The results confirmed
that all market rates and policy rate were I(1) variables.  The results also showed
the markup for the credit was higher than deposit rates while the degree of
policy pass-through to deposits were higher than the pass-through to credit rate.
It is interesting to note that the degree of pass-through to lending rate, during
M6:2000 to M7:2009, was slightly higher than for the period during M6:2000 to
M12:2006, while the pass-through to all deposit rates were slightly lower in the
latter period.

Figure 28
Long-run Relationship and Degree of Pass Through
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In Figure 29, we used the error correction model to estimate the short-run
dynamics pass-through of policy rate. The results also showed the co-movement
between policy and market interest rates as we have seen from the long-run
equation. In the short-run equation, however, the results showed that the degree
of pass-through was higher in recent years, as reflected by higher, while the
speed of adjustment to equilibrium was lower. We found mean-reverting to the
long-run equilibrium only when including the recent period data.

Figure 29
Short-run Relationship and Degree of Pass Through

In conclusion, the evidence showed that the degree of the pass-through of
policy rate to lending (credit) was higher in the recent year while the degree
of the pass-through to deposit rates was slightly lower. The results also suggested
that the degree of pass-through of policy to deposit rate was higher than to
credit rate. Among the factors which affected the degree and speed of the
pass-through were the levels of liquidity in the banking system as well as the
degree of financial intermediation. The shift in financial intermediation away
from bank-based lending, as indicated by the decline in the ratio of bank credits
to GDP since the financial crisis, together with the excess liquidity in banking
sector, probably explained the low degree of pass-through during M7:2000 -
M12:2006 (2003-2005 in particular). However, the overall speed of transmission
via the interest rate channel increased thereafter, as a major segment of the
economy still relied on financial intermediation through bank lending.
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5.2 Exchange Rate Channel

Another important transmission channel is the exchange rate channel. As
is normally the case for the small and open economy, the exchange rate plays
a crucial role in the monetary policy’s deliberation. This is because the exchange
rate can have a significant impact on the real economy through external
competitiveness as well as foreign investors’ sentiment. In order to analyse the
monetary policy transmission through the exchange rate channel, the analysis is
partitioned into two processes: (1) the pass-through from the policy interest rate
to the exchange rate channel and (2) the pass-through from the exchange rate
to the real economy.

5.2.1 Pass-through from the Policy Interest Rate to the Exchange Rate

According to Uncovered Interest Parity theory, if the exchange rate is
allowed to move flexibly, a change (increase/decrease) in the policy interest
rate tends to lead to an immediate change (strengthening/softening) in the domestic
currency. This is because the interest rate differential could drive capital flows.
The change in exchange rate could also affect the growth of the real economy
through changes in net exports and the subsequent adjustment of the current
account, and could affect inflation to the extent that the prices of imports are
affected.

The extent to which the monetary policy could transmit via the exchange
rate channel depends on a number of factors, namely: (1) the responsiveness
of the exchange rate to interest rates, given the linkages between the FX market
and money markets, and whether any barriers exist between the two markets;
(2) the degree of trade and financial openness – specifically, the more open a
country, the more likely it will be affected by exchange rate movements; (3) the
sensitivity of net exports to exchange rate variations, which also depends on
how well exporters and importers are able to manage their exchange rate risks;
(4) the degree of development of the domestic financial markets, in terms of
linkages between FX and money markets as well as the amount and attractiveness
of the financial instruments and assets; and (5) policy credibility, which depends
on the central bank’s policy goals and its choice of monetary policy framework,
and the extent to which it manages the exchange rate.
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Figure 30
Thai-US Policy Interest Rate Differential

In the case of Thailand, as shown in Figure 30, the evidence suggested a
relatively small impact of the interest rate differential on Thailand’s exchange
rate movements. Despite a somewhat stable interest rate differential during 2002-
2006, for example, the Thai baht appreciated against the US dollar. This could
indeed be explained by the deterioration in the market sentiment over the US
twin deficits as well as market’s expectation that the Chinese currency would
revalue. These factors led to large capital inflows into Thailand and the region,
thereby the appreciation of Thai Baht. This incident was in line with the study
done by the BOT that was published in the October 2004 Inflation Report. The
study found that, unless the interest rate differential was large enough, its impact
on the exchange rate would be minimal compared to the daily exchange rate
volatility. To be more specific, the study showed that an increase in the policy
rate of 25 basis points would lead to the appreciation of Thai baht by merely
0.02%. In other words, it could be said that the Thai exchange rate was
determined by a number of factors and the interest rate differential was just one
of them. The impact of interest rate differential tends to be small and easily
outweighed by the exchange rate volatility (Figure 31).
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Figure 31
The Effectiveness of Exchange Rate Channel is Relatively Weak

5.2.2 Pass-through from Exchange Rate to the Real Economy

Turning to the pass-through from exchange rate to the real economy,
generally, the change in exchange rate could also affect the growth of the real
economy through changes in net exports and the subsequent adjustment of the
current account. Changes in the exchange rate could also impact inflation through
changes in the cost of imported goods. Sriphayak and Vongsirikul (2006) used
BOTMM to investigate the importance of the channels of monetary policy
transmission mechanism. The study found that the influence of the exchange
rate channel became more prominent, when comparing the data between Q1:1994
- Q3:2002 and Q1:1994 - Q1:2006. A more recent internal study adopted the
Vector Error Correction Model to investigate the pass-through of the exchange
rate to the real economy. The result suggests that, as of Q4:2008, a 1%
depreciation in the exchange rate between Thailand and the US leads to a 0.07%
increase in economic growth and a 0.05% increase in headline inflation (Figure
32).

Figure 32
Effect* of 1% Depreciation in Nominal Effective

Exchange Rate (NEER)**
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In summary, as a small and open economy, the Thai economy was inevitably
affected by the changes in exchange rate. The effectiveness of the exchange
rate channel has been relatively weak, given the unstable response of exchange
rate to policy rate changes, as well as the small response of exchange rate to
the interest rate differential between the domestic and foreign interest rate.
However, the exchange rate channel is still important to inflation and GDP growth
under the floating exchange regime.

5.3 Asset Prices

Another channel that the monetary policy could transmit to the real sector
is through the fluctuations in asset prices. Prolonged low interest rates, for
example, could bring about a shift to alternative assets - including both financial
and real assets - leading to increased wealth and higher growth. The high growth
could also lead to a rise in inflationary pressure and actual inflation. On the
contrary, the monetary tightening could dampen equity prices by making equity
less attractive compared to bonds (higher interest rate). Lower equity price, in
turn, could lead to a fall of household wealth and therefore consumption and
investment.

The extent to which the asset price channel could transmit to the real economy
depends on a number of factors, such as: (1) the degree of development and
liquidity of the domestic financial markets, including the availability and
attractiveness of alternative financial assets for investment; (2) the intermediary
role of commercial banks, and the shift into financial markets and financial assets;
(3) policy credibility, specifically, whether or not the public believes that the
central bank is focused on tackling inflation and/or curbing asset price bubbles,
for example.

5.3.1 Equity Price and Property Price

As illustrated in Figure 33, house price indices both for single detached
house as well as town house had been increasing continuously since 2000. This
was partly due to the low interest rate environment and the greater access to
banks loans, coupled with some government stimulus measures involving a
property transfer tax reduction. This led to an increase in housing credit and
mortgage loans especially during 2002-2003. The acceleration of housing credit
prompted the BOT to issue a prudential guideline for the property sector in
December 2003. This prudential guideline had slowed the housing credit somewhat
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in the later periods. Nevertheless, the house prices continued to increase as a
result of higher construction and transportation cost.

Figure 33
Asset Price Movements: House and Stock Prices

Source: Government Housing Bank, SET and Bank of Thailand

With regard to stock prices, after the strong economic recovery, the Thai
stock market strengthened significantly especially in 2003 before levelling off
during 2004-6. The period 2007 to early 2008 saw the stock market pick up
again before a drastic fall in Q4:2008 as a result of a global risk aversion.
Nevertheless, the stock market rebounded unexpectedly fast in 2009. At the end
of Q3:2009, as the global financial market started to calm down, the stock market
increased rapidly to the pre-Lehman level.

As a channel for transmission mechanism, the asset price channel remained
a weak channel. There were few internal studies by the BOT on the issue of
asset price channel. Using Vector Auto-regression (VARs) approach, Disyatat
and Vongsirikul (2002) found that a role of equity prices, specifically the Stock
Exchange of Thailand’s price index (SET), in the monetary policy transmission
channel was less important than other channels during the period between 1993
and 2001. In this study, an increase of the policy rate by one standard deviation
or around 200 basis points led to an immediate but small fall in equity price of
approximately 4% that lasted around 6 months. Another study by Sriphayak and
Vongsirikul (2006), using the BOTMM , concluded that equity prices were more
sensitive to interest rate change than property prices and that, in Thailand, the
asset price channel gained in effectiveness but remained weaker when compared
to other transmission channels.
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Figure 34.1
Composition of Household Wealth

Figure 34.2
Composition of Financial Assets

Source: National Statistical Office’s Socio-Economic
Survey, 2006 and 2007
Note: Data on financial assets is from 2006 survey.

Source: Bank of Thailand, March
2009

As Figure 34 suggests, most of the household wealth was in the form of
residential and commercial real estate (non-financial assets), and these assets
were quite illiquid. Even financial assets held by households were mostly deposit
accounts, and not securities whose values were sensitive to changes in the policy
interest rate. Therefore, it is not surprising that both private investment and
private consumption did not respond significantly to changes in equity prices.

In sum, since the adoption of the inflation targeting regime, the interest rate
and credit channels had generally been the most important transmission
mechanism channel. Nevertheless, their importance had declined during the period
between 2003-2005 due to heightened risk aversion as well as excessive liquidity
in the banking sector. In the more recent period, it had become apparent that
this channel started to regain its strength. The exchange rate channel and asset
price channel had been more important during the inflation targeting regime period.
Despite being less important when compared to interest rate and exchange rate
channel, the role of asset prices as a transmission mechanism channel is expected
to be stronger going forward because households are likely to participate more
in asset markets and the assets constituted an increasing portion of households’
wealth.

6. Conclusion

This paper studied the linkage between the macro and financial sectors and
its implications for monetary policy. An objective of the paper was also to gain
a better understanding of the channels through which monetary policy could
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influence financial conditions. The paper started with a brief discussion of
Thailand’s economic development and the evolution of monetary policy in Thailand
in order to give readers some background for analysis. Then it discussed in the
impact of the financial crisis on the real economy as well as financial markets
and what BOT had done to shore up confidence and restore the economy.
Empirically, the paper explored the possibility of the financial linkages and financial
spillover between the US and Thailand as well as it analysed the impact of the
tightening credit condition on economic activity, such as investment and income,
which, in turn, could affect the banks’ financial position. Lastly, the paper
discussed and investigated the main channels through which monetary policy
could be transmitted to the macroeconomy in Thailand.



295

REFERENCES

Bank of Thailand, (2003), Inflation Report, January.

Bank of Thailand, (2004), Inflation Report, October.

Bank of Thailand, (2006), Inflation Report, July.

Bayoumi and Melander, (2008), “Credit Matters: Empirical Evidence on U.S.
Macro-Financial Linkages”, IMF Working Paper, WP08/169, July.

Brunnermeier, Markus K., (2009), “Deciphering the Liquidity and Credit Crunch
2007-2008”, Journal of Economic Perspectives, No. 23, 77-100.

Bystrom, Hans, (2005), “Credit Default Swaps and Equity Prices: The iTraxx
CDS Index Market”, Working Paper, Lund University.

Chai-anant, C.; Pongsaparn, R.; and Tansuwanarat, K., (2008), “Role of
Exchange Rate in Monetary Policy under Inflation Targeting: A Case of
Thailand”, Bank of Thailand Symposium Paper, SP03/2008, September.

Charoenseang, J. and Manakit, P., (2007), “Thai Monetary Policy Transmission
in an Inflation Targeting Era”, Journal of Asian Economics, No.18, p.144-
157.

Devereux, Michael B. and Yetman, James, (2009), “Financial Deleveraging and
the International Transmission of Shocks”, Working Paper.

Disyatat, P. and Vongsinsirikul, V., (2002), “Monetary Policy and the Transmission
Mechanism in Thailand”, Bank of Thailand Discussion Paper, No. DP/
04/2002, October.

Engle, R., (2002), “Dynamic Conditional Correlation: A Simple Class of
Multivariate Generalized Autoregressive Conditional Heteroskedasticity
Models”, Journal of Business & Economic Statistics, Vol. 20, No. 3
(Jul., 2002), pp. 339-350.

Engle, R. F. and Granger, C. W. J., (1987), “Cointegration and Error Correction:
Representation, Estimation, and Testing”, Econometrica, 55, 251-276.



296

Engle, R. and Sheppard, K., (2001), “Theoretical and Empirical Properties of
Dynamic Conditional Correlation Multivariate GARCH”, Working Paper,
2001-15, UCSD.

Frank, N. and Hesse, H., (2009), “Financial Spillovers to Emerging Markets
during Global Financial Crisis”, IMF Working Paper, WP09/104, May.

Gonzalo, J., (1994), “Five Alternative Methods of Estimating Long-run Equilibrium
Relationships”, Journal of Econometrics, 60, 203-233.

Hafner, C. and Franses, P. H., (2003), “A Generalized Dynamic Conditional
Correlation Model for Many Asset Returns”, Econometric Institute Report
EI 2003-18, Erasmus University, Rotterdam.

Kim, Don; Mico, Loretan; and Eli, Remolona, (2009), “Contagion and Risk Premia
in the Amplification of Crisis: Evidence from Asian Names in the CDS
Market”, Working Paper.

Sriphayak, A. and Vongsinsirikul, V., (2006), “Asset Prices and Monetary Policy
Transmission in Thailand”, BIS Annual Autumn Central Bank Economists’
Meeting 2006 on Understanding Asset Prices: Determinants and Policy
Implications, October.

Shorter, G., (2008), “Bear Stearns: Crisis and ‘Rescue’ for a Major Provider of
Mortgage-Related Products”, CRS Report for Congress, March 26, 2008.

Waiquamdee, A.; Disyatat, P.; and Phongsaparn, R., (2005), “Effective Exchange
Rates and Monetary Policy:  The Thai Experience”, Bank of Thailand
Discussion Paper, No.DP/04/2005, May.

Watson, Mark, (1994), “Vector Autoregressions and Cointegration”, in Engle, R.
F. and D. L. Mc-Fadden (eds.), Handbook of Econometrics, Vol. 4,
Amsterdam: North-Holland, 1994, pp. 2843-915.

Wooldridge, Jeffrey M., (2003), “Introductory Econometrics”, 2nd Ed. Mason,
OH: South-Western.

Worthington and Higgs, (2004), “Transmission of Equity Returns and Volatility
in Asian Developed and Emerging Markets: A Multivariate GARCH
Analysis”, Int. J. Finance Econ. 9 (2004), pp. 71–80.



297

Appendix

Table A1
The variables for the Multivariate GARCH estimation in Section 4.1

(Daily data from September 2006-December 2009)
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Table A2
Parameters for the Vector Err or Correction

Model (VECM) Regression
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Table A3
Result from GARCH (1,1) Estimated in Section 4.1
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Table A4
Result from MGARCH Estimated in Section 4.1
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Figure A1
Financial Variables.
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Figure A2
Autocorr elation Function of Financial Variables
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Figure A3
Returns of Financial Variables
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Figure A4
Conditional Variance
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Figure A5
Conditional Correlation and Conditional Covariance
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