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1. Introduction

Thailand has undergone dramatic changes over shena decades. As one of the most
successful of the newly industrializing countriasAisia, its economy made significant strides
throughout most of the 1980s and 1990s, with aregmn of the crisis years in 1997-98.
Since the crisis, important improvement in the Teaonomic fundamentals together with
increased strengthening of the financial systemcbasributed to impressive growth thereafter.
The path of economic development of Thailand halwaitward-oriented, as reflected in the
openness towards current and capital accounts hasvgovernment policies promoting Thai
exports and inward foreign investment. Unquestibnajreater real and financial integration
into the global markets have brought many beneditsl helped facilitate growth and
development of the Thai economy. At the same timogyjever, increased integration leaves the
country susceptible to external shocks. The praocgiy and volatility of capital flows can
also create macroeconomic imbalances and, henpertamt challenges for policymakers in
the conduct of monetary policy.

This paper aims to shed light on Thailand’'s exgee with capital flows over 1985-
present, with a focus on their implications on exuit and monetary variables as well as
policy responses to manage these flows. We begipriwyiding in Section 2 background on
the evolution of Thailand’s current and capital@eott liberalization. Section 3 presents the
trend of capital flows during the 1985-2008Q3, daled by an empirical examination of their
determinants in Section 4. Section 5 assessesasskgiated with large capital flows. Sections
6 and 7 discuss implications of large and volatégital flows on monetary policy and on
financial stability, respectively. Section 8 cora#s.

! This paper is part of the South East Asian Cetaalks (SEACEN)’s 2008 project on capital flowsaftital
Flows and their Implications for Central Bank P@gin the SEACEN Countries”. Khatharit Sitthikala Senior
Economist, the Balance of Payments Analysis Teaonéthry Policy Group of the Bank of Thailand andiNa
Ananchotkul is an Economist in the Capital Accoaintl Balance of Payments Policy Team, Monetary #olic
Group. We are grateful to Dr. Duangmanee Vongprmadbi. Ammara Sriphayak, Dr. Pichit Patrawimonpbn,
Titanun Mallikamas, Dr. Somsajee Siksamat, Prasdagakarnjanapongs, Siripan Nakornthab, and Dr.
especially Dr. Yunyong Thaicharoen for their hetprenents and guidance. We also thank Angsupalee
Wacharakiat for providing datahe views expressed in the paper are those ofuttiwis and do not necessarily
reflect those of the Bank of Thailand.



2. General framework and major capital flows managment policies

Thailand has long been relatively open to tradefar@hcial flows with current account
convertibility and liberal treatment of inward faye direct and portfolio investments. Foreign
direct investment, in particular, had played anantgnt role in various stages of the country’s
industrialization, especially following the shiff dhailand’s general economic policy from
import-substitution in the 1960s to the promotidnemport-oriented growth since the 1970s.
Over the period 1985-1997, foreign exchange comtrmh current and capital account
transactions were substantially relaxed. Inflowsentirther promoted through a number of
measures including tax and institutional reformisefé were times, however, when measures
to slow down excessive inflows were necessary tmta@a or restore economic and financial
stability. Overall, Thailand has continued to mdeeards a freer regime for capital flows,
with a vision to promote market-based mechanisnasiiing sustainable economic growth.

2.1 Current account and capital account liberalization

Thailand’s exchange control practice had beenomfarmity with the IMF’s Article
VIII requirements even before the acceptance ofAhele. There were no restrictions on
foreign exchange involving payments for and resegftcurrent account transactions. Between
1985-1990, some foreign exchange controls wereelted including raising the limits on the
amounts of foreign exchange that could be purchasédought in or taken out of the country
for various purposes and permitting the uses @ifor exchange deposits for transit passengers
and non-resident baht accounts for foreign-borrgnaettlements, stock transactions, and
foreign investment.

Yet, the acceptance of the Article VIII in May 1BSignified as an important milestone
by marking the beginning of systematic financidorsas and capital flow liberalization in
Thailand. Three phases of foreign exchange cothbefalization were implemented. The aim
was to keep the foreign exchange regime in lind \@rowing globalization of economic and
financial systems and greater mobility of interaaél capital funds. The regulatory relaxation
was to allow market force to play a more active mlthe utilization and allocation of capital flew

The first phase of exchange control deregulation (May 1990) alldwemmercial
banks to authorize foreign exchange transactionsrdade-related activities without prior
approval from the Bank of Thailand (BOT), and ferthincreased the limit on foreign
exchange purchase to facility transfers and tragetixpenses. Theecond phaséApril 1991)
lifted most controls related to capital accounated inflows. Non-residents, for the first time,
can open foreign currency accounts provided thadiguvere originated from abroad. Foreign
exchange earners were allowed to accept paymertiahhfrom non-resident baht accounts
without approval from the BOT and to use their fgnecurrency proceeds from abroad to
service external obligations. Thieird phase (February 1994) included raising the limit on
outward transfer of direct investment by resideatmlishing limit on traveling expenses, and
permitting authorized banks to lend to nonresidentgoreign currency without limit. In



essence, these relaxations of foreign exchangeatentere targeted at letting market force to
play a more active role in determining cross-bouggaital flows and encouraging utilization of
baht in regional trade.

To facilitate continued economic growth and depaient of the financial system,
beginning from 1992 the authorities progressivedyedulated financial institutions’ operations
and expanded their scope of operation. The ceilorgsll deposits and lending rates were
removed by 1992. A number of reforms were desigieedupport and promote the stock
market. The centerpiece of new financial facilitiwsas the Bangkok International Banking
Facilities (BIBF) established in March 1993. ThéBBlwas meant to serve as groundwork for
international financial services and mobilizing ikalp from abroad to support regional
economic growth and development. Some BIBF traiwmast received tax privileges,
encouraging more uses of foreign capital. Followimg commencement of the BIBF, capital
inflows into Thailand, especially short-term loamsgreased at an unprecedented rate (see
more details in Section 2) leading up to the finaharisis in 1997.

Post-crisis liberalization

Since the crisis, the authorities have adoptedbardlization scheme in which
sequencing and prudential regulations are the ®eythe inflow, the major change was the
relaxation of foreign ownership limit of Thai ban&ad finance companies as well as certain
non-bank businessésThis has considerably changed the landscape afdial institutions in
the country by strengthening the system througlapiealization. Foreign ownership in real
estate, previously severely restricted, was alsec#o allow for greater investment flexibility
and to attract a wider market. Moreover, to pronfoteign investment in companies listed in
the Stock Exchange of Thailand (SET), the Thai Noting Depository Receipt (NDVR)
Company Limited was established in 2001 as a si#vgidf the SET. Under this arrangement,
the NVDR Company acts as domestic nominee for dgorenvestors and is not subject to
foreign ownership limif. This creates more room for foreign participationttie Thai stock
market, encouraging inward portfolio investment.

Controls on capital outflows, which were liberalizonly gradually throughout the pre-
crisis period, have been increasingly loosenedesihe second half of 2003, partly as a result
of the improvement in the country’s foreign reseadgeequacy. This regulatory relaxation on
outflows not only enhances greater internationakidification, but also helps create more
balanced flows and correct foreign asset-liabiltysmatch in the private sector's balance
sheet. Residents are now allowed to invest abioadigh mutual funds and other institutional
investors. Since July 2003, authorized institutiomaestors have been allowed to invest

2 Since 1997, foreign banks with sound financialustand high potential to help improve productivity
management and operation of Thai financial ingting have been allowed to hold more than 49% el &itares
in Thai financial institutions for 10 years. Beyohd years, if foreign owners still end up holdingren49% of
total shares, they will not be forced to sell di#it shares but they will not be allowed to acqaidditional
shares.

® The NVDR Company issues NVDRSs to foreign investeh® want to invest in underlying stocks, warraatsg
Transferable Subscription Rights (TRS). By invegiim NVDRs, foreign investors are entitled to aiaincial
benefits (i.e. dividends, right issues or warracégital gains) of underlying stocks, except foting right.



abroad; and the asset classes and investment weotagradually expanded. The authorities
also raised the limit on direct investments abrbad hai residents, with an aim to encourage
Thai companies to gain from greater investment dppdies in the global markets.

2.2 Policies implemented to manage capital flows

In general, Thailand has been very open to foregpital flows, with virtually no
restrictions on non-resident inflows and outflovedated to genuine trade and investment.
Administrative measures might sometimes be usezhtisspeculative policy tools to manage
capital flows. Direct controls would be the lassog and would be implemented only in
situations where excessive and volatile capitalv$le-especially those of short-term and
speculative nature—appeared to threaten the ecanamai financial stability. In additional to
temporary direct controls, Thailand also retaingdential measures on residents’ short-term
external borrowing and investment abroad to linhié tprivate sector’s foreign short-term
liabilities and foreign currency risk exposure. Howgr, these measures, especially on outward
investments, have gradually been relaxed since.2003

The situations leading up to the use of capitatrds during 1995-97 and another one
during 2006-07, as well as the specifics of thes#rols, are described below:

2.2.1 Managing capital inflows and outflows duringl995-97

The reforms to promote investments in the Thaikstoarkets and the establishment of
the BIBF during the first half of the 1990s, togathwith the large positive interest rate
differential and the fixed exchange rate regimeuoed large capital inflows to Thailand by
providing attractive returns and low currency rigkgrowing proportion of net inflows were
short-term in nature, reaching 60 percent of th& ia 1995. This alarming level of short-term
inflows led the Thai authorities to start restngtishort-term capital inflows in 1995 by
imposing 7 percent reserve requirement on banksi-rasident baht accounts. These
restrictions were extended in 1996 to cover newifpr borrowing of less than one year by
commercial banks, BIBFs, and finance companies.

In 1997 Thailand began to experience net capitdflavwus due to non-residents’
liquidation of baht-denominated assets and delbayment induced by lower confidence of
creditors. Rising interest rates to counteractlows aggravated the solvency and liquidity
position of many banks and finance companies. Iy 1997, faced with a currency and
banking crisis, the authorities floated the bahd @managed floating exchange rate was
adopted. Baht transfers to non-residents in alesagsere temporarily restricted except for
those transactions associated with exports and risiad goods and services, and direct and
portfolio investment. In January 1998, this measwes abolished and replaced by the 50
million baht lending limit to non-residents to pesx internationalization of the baht.

2.2.2 Managing capital inflows during 2006-08

After the crisis in 1997, there has emerged a newevof capital inflows to the country
from 2002 onward. Surging inflows both in the fowh direct and portfolio investments,



accompanied by declining outflows of debt repaymesasulted in large capital account
surpluses in 2005 and 2006. This, together withcin@ent account surpluses due to strong
exports performance, exerted considerable upwagdspre on the baht. Of the total inflows,
large and increasing sum of foreign capital flovetd short-term fixed income instruments
with the objective of gaining from attractive yisldand anticipated baht appreciation. To
discourage such speculative activities, the BOTI|emgnted a number of anti-speculation
measures such as imposing a cap on the daily adistpa balance of non-resident baht
account, prohibiting transactions comparable toi Badt lending or selling to non-residents
without underlying trade or investment in Thailamith holding period of more than 3 months.

However, the effectiveness of these measures cmubwith increased foreign
exchange intervention proved to be limited as fpreinvestors could find other ways to
speculate on the baht. As the baht continued tdigkly volatile and strengthened at an
accelerating pace, the BOT decided to implementiheemunerated Reserve Requirement
(URR) measure on December 18, 2006, to serve asce-lmsed friction on the types of
inflows that are more likely to be used by currespgculators. These included new inward
investments in the form of foreign loans, fixedante instruments, mutual funds, property
funds, currency swaps, and non-resident baht atsouthout proofs of genuine trade and
long-term investment underlying. These incoming d&inwere subject to 30 percent
withholding at the banks without interests and wloget the full amount of reserve back after
one year. If the funds have remained in Thailandafoleast 1 year, the customer will be
refunded in full amount of the reserve withheldpénalty would apply to funds remaining in
Thailand for less than 1 year, in which case th&taraer will be refunded only two-thirds of
the reserve withheld. Inflows below $20,000 as wvasllinflows related to trades in goods and
services, foreign direct investment, and equityestment in the stock market were exempted
from the URR measure.

The BOT gradually relaxed the URR measure ovesthmsequent period by providing
a full-hedging requirement as an alternative to tHeR for some types of inflows. The
measure proved to be able to stabilize the bahtraddce the size of inflows to a more
manageable level. However, aware of potential advesffects of the URR measure on
domestic businesses and its ineffectiveness inahg run, after a careful consideration of
changes in the environment and other relevant ifectbe BOT decided to lift of the URR
measure on March 3, 2008.

3. Trends of capital flows in Thailand since 1985

The chronology of economic conditions and capil@alvé to Thailand during the past
two decades can be roughly divided into three peritvefore the crisis (1985-1996), during
and after the crisis (1997-2002), and the receaitsy€2003-2008Q3).

3.1 Key economic indicators



Pre-crisis _period (1985-1996Jhe Thai economy exhibited an impressive growth
during the decade beginning with the year 1985 withaverage annual growth close to 9%.
This remarkable pace of economic growth was corsinde influenced by waves of financial
liberalization implemented over this period. Aftee abolition of interest rate ceilings on time
deposits in 1989 and all other deposits and loansl992, the domestic interest rates
subsequently increased—3-month deposit rate aveérge % per annum while the MLR
averaged 13% per annum. The differences betweerestamand foreign interest rates were
also reduced, though still existed. Dismantlemdntooeign exchange controls, competitive
interest rates, together with the pegged exchaatgeregime, led to greater flows of foreign
funds into the country. The rapid economic expamsatso brought about relatively high
inflation at 4.3% per annum on average.

On the external stability, as more and more Thairtesses financed their investment from
foreign sources in stead of from domestic financeairg to the negative saving-investment gap,
persisting current account deficits, and the pramobf the BIBF, Thailand’'s external debt
became roughly doubled from $ 43.6 billion in 1992108.7 billion in 1996, equivalent to 66 %
of GDP. Since these loans tended to be denomimafeceign currency and to be on a short-term
basis while the investment horizons were long tamms created large currency and maturity
mismatches which in turn raised the degree of balahpayments vulnerability. The large volume
of imported capital funds also adversely contridute stock and property price bubbles and the
country’s current account deficits during this pdr{average 5.1% of GDP).

Figure 1: Key macroeconomic indicators
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Note: For year 2008, data are from the first hathe year.

During and after the crisis (1997-2002)e crisis brought about the devaluation of tha ba
and the adoption of the managed-float exchangeaegtme on July 2, 1997 to replace the pegged




exchange rate regime. The baht subsequently lost than half of its value to reach its lowest
point of 56 baht to one US dollar in January 199& economy contracted markedly by 10.5% in
1998. Yet it was able to bounce back quickly anedoand at 4.2 percent annual average in 1999-
2002, thanks to the robust growth of the exportasgaccounted for 36 percent of GDP in 1997
and 55 percent of GDP in 2000) spurred by the befteciation. The current account recorded
surpluses. This export-led growth was also reftectghe rise in the degree of economic openness
(the sum of export and import values to GDP) windneased from 61% of GDP before the crisis
to 93% of GDP in the post-crisis period.

As for the rate of inflation, after its peak at08% in 1998, it had been brought down
substantially in subsequent years in line with w-ioflation phenomenon in the major
countries and peer economies. The inflation rat@hailand during 2000-2002 averaged at
merely 1.3% per yeait should be noted that this low inflation was coment with the
adoption of the inflation-targeting monetary policgmework in Thailand in May 2000.

The last five years (2003-200&jter fully recovered from the crisis, the Thabaomy
exhibited outstanding performance with an annuaiwgn rate of around 7% in 2003 and 2004,
the highest level since 1995. The overall econognmvth was mainly driven by growing
domestic demand and partially by booming exporteebegng from competitive exchange rate
as well as healthy global economy. The overall midaof payments recorded increasing
surpluses throughout this period, exerting upwamgssure on the baht, especially in 2006
when both the current and the capital account texgd surpluses. The only year during this
period in which the current account turned defigdas 2005; this sudden turnaround was
caused chiefly by the Thai government’s decisiotetminate the oil price subsidy prograr

Despite overall robust export performance, dutimg past three years the economy
turned to grow at a relatively lower rate due l&yde shrinking domestic demand. Key factors
responsible for this domestic economic slack inelaedntinued political uncertainties, which
deteriorated investor confidence, and higher adgs; which lowered domestic consumption and
investment and spurred the rate of inflation. Ao growth is expected in 2008 and 2009 with
extraordinarily weak outlook of the world economgused by the on-going global financial
crisis.

* Thailand’s diesel subsidy since January 2004 catvoett after it was foreseen at the time that gloigirice
would skyrocket. While the subsidy has assisted &@anomic growth to continue its momentum but the
prolonged effect of oil price hike has caused grmafiscal burden on the government budget. By hgavin
underestimated the time frame of the soaring adlepithe oil subsidy became unsustainable. Thergavent, led
at the time by Thaksin Shinawatra, finally took #ction to lift the cap on the diesel price. Témsl of subsidy
program edged the producers towards the real mprieet and allowed the producers to become moreguriu
about their oil consumption.

’ Interestingly, China’s entry to the World Trade @mngation (WTO) in 2001 contributed to boostingt no

damaging, Thailand’s export growth: Thai export€tona increased more than five folds in value leetw2000
and 2007, with exports share doubled from 4.1% @l xports in 2000 to 9.7% in 2007. This canX@aned
by thetriangular international trade pattern arising from Chinegegration into the world production network:
East Asian countries export intermediate goodshim&for processing, and China, in turn, exponralfproducts
to the United States and Europe.



Figure 2: Evolution of overall balance of payment% of GDP)
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3.2 Capital flows

Pre-crisis period (1985-1996)uring this period, gross capital inflow recordsdr.8%
of GDP per year on average with its peak at 15%[0P in 1995. FDI inflow started to pick
up since 1985 after the Plaza Accord that resulted surge in value of yen, leading to
Japanese business relocating and expanding itsigirod bases in Southeast Asian countries
including Thailand. At the same time, portfolio @stment inflow was steadily increasing
owing to strong macroeconomic performance, attraateturns on investment, and the capital
market liberalization. This flood of inflows intbé stock market drove the stock price growth
to achieve an average of 27% per annum.

Figure 3: Evolution of capital inflows (% of GDP)
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After 1990, the role of FDI and portfolio investnts in the Thai financial development
began to subside as the “other investment” (coragrimostly of bank loan and non-bank
private loan) had grown in its importance, with bdoman alone accounted for 66% of the net
capital flow. Inflow under the other investmentegry reached its peak at 12% of GDP in
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1995. Because of the lower cost of financing arelltdwer risk of exchange rate, non bank
private loan from abroad was on a rise since ttee1880s while bank-related inflow spiked up
after the establishment of the BIBF in 1993. Ongomattraction of BIBF loans was tax
privileges—even over domestic borrowings—given tBMB borrowers including those on
juristic income tax, special business tax, and ra@ste income tax. Consequently, Thai
businesses shifted from domestic loans as welkgsreal non-bank loans to the BIBF. Over-
borrowing through the BIBF was one of the key faegthat led to the financial crisis in 1997.

Figure 4: Composition of other investments -- Inflavs (% of GDP)
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During and after the crisis (1997-200Phe gross capital inflow during the five years
following the onset of the crisis registered langgative numbers—averaging at -3.8% of GDP per
annum in 1997-2002—indicating substantial capitlersal during this period. Most of the
reversal was in form of the repayment of exteresits—BIBF and non-bank loans—made during
the economic boom prior to the crisis. The largesersal at -5.6% of GDP occurred in 1998
largely due to gloomy economic outlook and the lossonfidence in Thai borrowers’ ability
to repay debt.

FDI inflow, however, was generally not affecteg the crisis. To the contrary, large
FDI flows flooded into Thailand in the aftermath thie crisis to take advantage of the baht
depreciation which translated into cheaper assetspeoduction costs for foreign businesses.
The increase in FDI inflows played a key role ifsefting severe effects of sudden stops and
reversal of foreign loans and other investmenttherirhai economy.

The dramatic bath depreciation also directly eduthe price of Thai stocks to be
cheaper in dollar term, making them attractive mberinational portfolio investors. The
resulting large inflows in terms of portfolio inwagent in the third quarter of 1997 also helped
cushion the privates sector's net outward capitaivg. However, the continued baht
depreciation in 1998 brought capital loss to theestors as well as deteriorated investors’
confidence. This, together with the September frbtist effects in the U.S., brought about the
net withdrawal of portfolio investment in 2001-2002
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On the resident outflows, after the floating of thaht, the higher currency risk has led
to higher foreign exchange hedging demand by Thsinesses. This in turn has resulted in an
increase in cross-border bank activity, as recordabkr the “other investment” category, since
banks had to square foreign asset position in dalereet the net foreign exchange exposure
requirement. However, the gross outflow by resislevas still at a relatively low level during
this period partly due to the existing controlsomtward investments.

Figure 5: Evolution of capital outflows (% of GDP))
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The last five years (2003-200Mflows to Thailand have increasingly shifted from
being dominated by bank loans during the pre-cps&isod to deriving more from FDI and
portfolio investment over recent years. Foreignkblaans have declined significantly as both
official and private sectors paid down the extembabt and sought alternative financing via
domestic financial markets. This waning importange bank loans manifested in the
outstanding level of external debt, which has dedisubstantially from 48.8% of GDP in
2002 to 29.4% in 2007 Moreover, of the total outstanding external del, share of baht-
denominated debt has continued to increase. Tagether with higher hedging ratio by Thai
exporters/importers, implies a substantial reductd Thailand’s vulnerability to currency
exposure compared to the pre-crisis period.

FDI has become the most important component aticmuaround 80 percent of gross
capital inflow over the last five years. This isedto a significant shrinkage of cross-border
bank loans mentioned above as well as promisingitgrprospects of the Thai economy that
attracted increasing inward investmeRrtfolio investment inflow has also been on an
increasing trend owing to several factors suchhasimcrease of international institutional
investors, the recent lack of confidence in the.l&&nomy, further financial liberalization,
innovative trading instruments in the stock markath as non-voting depository receipt
(NVDR) as well as the higher yields and local coaeappreciation. However, being of short-

® The denominator here has been adjusted to be @rhplith the World Bank method:; i.e. calculatecha®year
moving average GDP.
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term nature, portfolio flows are highly sensitivee news and investor sentiment and hence
appear unstable.

Since 2003, the Thai authorities have furtheretdarestrictions on capital outflows by
residents both in forms of direct and portfolio @stment. This was aimed to promote greater
acquisition of foreign assets so as to bring oVdrahefits to the economy through more
balanced capital flows and improved wealth diveratfon.

Gross capital outflow has surged considerably f@2005 onward, reaching 6.8% of
GDP in 2007. While FDI outflow has not been vergpensive to the policy stimulation,
outward portfolio investment, on the other hand; ingreased quite impressively following the
further liberalization of portfolio investment thugh institutional investors. The major
component of the gross outflow remains in form ofefgn currency deposits by banking
sectors as appeared under the other investmers.flblws type of outflows reflects largely the
increase in foreign asset holding by the bankirogosdo square their foreign asset positions as
a result of being the counterparty to the BOT’'sgw@greements and clients’ foreign exchange
derivative agreements. It is important to note,thiatng demand—may it be from exporters,
importers, or other market participants—for foregxchange hedging against exchange rate
appreciation or depreciation has potentially indugelatility of the net capital flow in the
recent years.

Figure 6: Evolution of net capital flows (% of GDP)
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Note: * For the year 2008, flows are cumulated diaerfirst 9 months of the year.

To summarize, after the crisis the Thai economy ¢@me to rely more on FDI as a
major source of foreign funds. Reduced reliancéogign bank loans helps improve Thailand’s
external balance sheet position by making it me&ds ksensitive to exchange rate changes and
less exposed to the risk of capital reversal costpén the past. Moreover, the adoption of a
managed-float exchange rate regime was a key toceetlulnerability to crises as well as
promote microeconomic efficiency as businesses teézhrn to price in and manage FX risks.
On the current account side, international tradegnawn significantly in terms of its importance
relative to Thailand’s overall economic structuse,confirmed by an increase in the degree of
trade openness from pre-crisis average of 61% d® @&D106% of GDP over the last five years.
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The continued robust performance of the exporiosdws supported the Thai economic growth
at times of falling domestic demand. In additioesilience of the Thai economy to potential
volatility of capital flows and exchange rate haet further improved through more balanced
capital flows as a result of gradual liberalizatoinresident outflow, as well as through more
efficient risk management practice by the privagéete and large accumulation of foreign
exchange reserves during the recent years whit¢lhevdiscussed later on in this paper.

Since gross capital flows have been increasingige and volatile over the years, to
make the picture more complete, we shall next examhat are the key drivers of capital
flows to Thailand, so as to assess the potensia$ of a shift in these factors.

4. Determinants of capital flows

This section aims to identify key determinants apital flows in the case of Thailand.
The focus is on the “push” and the “pull” factonsimfluencing different types of inflows,
especially those of short-term nature. The regilthis exercise will help us understand better
the nature of capital flows and aware of potentidherability related to these flows. Being
able to identify the determinants of large flowdl @iso help the authorities in designing an
effective capital flow monitoring system.

4.1 Analytical framework

The relevance of pull (internal) and push (exterfedtors has been at the heart of the
economic debate and empirical studies on what slroapital flows into emerging market
economies. Pull factors may include domestic végmbuch as robust economic performance,
financing needs, expectations of exchange rateeagtion, high expected returns relative to
the rest of the world as well as improved govereainstitution, credit rating, economic and
financial reforms, and political stability. Pustcfars often discussed in the literature include
slow growth and lack of investment opportunitiesriajor economies, excess global liquidity,
and international investors’ view on risk in therket, among others.

Although in practice it is difficult to assess tteative importance of these two sets of
variables, such a judgment would help determinetindrecapital inflows are likely to be
permanent or temporary. For instance, if capitbws were motivated primarily by strong
macroeconomic performance and improved governahdkeodomestic economy, then such
inflows would tend to be more stable and producte the other hand, inflows driven by
excess liquidity of the global financial market dod/-risk environment based on the market
view tend to be temporary and volatile, pouringoieimerging markets to make speculative
profits from relatively more attractive yields aedpected local currency appreciation. This
latter case heightens the risk of a sudden revefdfie inflows if global liquidity dries up or
there is a sudden change in investor’s attitudetds/risk.
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We consider the following pull and push factorsdetermining capital inflows in
Thailand during 1993Q1-20083L) Thailand’s real GDP growth, 2) current accobalance
to GDP, 3) world real GDP growth, 4) market view gk, 5) real interest rate differential
between Thailand and the major economies, 6) graftglobal liquidity, 7) exchange rate
appreciation, and 8) stock return differenfialable 1 introduces short-hand notations and
provides description of the variables.

Based on economic reasoning, the prospect of easerarosperity should be a positive
factor that draws foreign capitals into the hostrdoy. Current account balance measures the
extent to which the country needs to finance curemcount deficits: in a relatively flexible
exchange rate regime, current account deficitsldhayprinciple coincide with capital account
surpluses. Slower growth of advance economies disawdow-risk investment environment
causes investors based in these countries to leekseas in the search for better yields
elsewhere, especially in emerging markets. Aloreggghme line, relatively high interest rates,
strong stock market performance as well as expentatof local currency appreciation in
emerging markets make investments in those ecoisoapeealing. Lastly, high growth of
global liquidity means international capital is reabundant, readily available for investing
where expected returns are above average.

Graphical illustration of the relationships betwesggregate capital inflows and the
above potential factors is shown in Figure 7 bel@éw.observation by simply eye-balling of
these time series plots shows that Thailand’s emongrowth seems to predict capital flows
quite well before and during the crisis but nottire subsequent period. Current account
balance is more or less a mirror image of capmdows around the zero line, but this
relationship seems to break since early 2006. Mwo#tingly in this graphical analysis is the
relationship of investors’ view on risk and thelan¥s: the (inverse of) VIX index closely
synchronizes with the dynamic of capital inflowsTihailand throughout the whole sample
period. Similar pattern is observed for the globauidity factor. However, the relationship
evidently breaks down at the end of the sampleodeoinciding with the onset of the global
financial crisis of 2008. This may be caused by th&y the global liquidity index is
constructed—as a growth of U.S. monetary base nelsesrves held at the Federal Reserves in
custody for foreign central banks. The fact tha thS. government unconventionally made
several rounds of rate cuts and extensive liquidigctions in attempt to prevent a crisis could
have caused U.S. money base to expand substantiallgting the measure of “global
liquidity” under this definition. Notwithstandindhése apparent bivariate relationships, in the
next subsection we conduct a formal econometrit ite®rder to reach empirically sound
conclusions.

" Thailand began to recorgiarterly GDP data from 1993Q1 onwards. Observations imegeession models
include quarterly data in 1993 regardless of trarym-year growth variables that require 1992 dHte.
quarterly 1992 data are approximated by the metfi@ttrapolation using annual 1992 figure and agera
quarterly distribution during 1993-1995.

8 Although political instability in Thailand duriripe recent years is likely an important factor tiatourages
part of the capital inflows, it is not includedthme regression model due to the lack of a quaivigaheasure on
political conditions.
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Table 1: Description of variables

Variable Notation Description

Capital flows

Total capital inflow CF_TOT Log of total capitalfiow

FDI inflow CF_FDI Log of FDI inflow

Portfolio investment CF_PORT  Log of portfolio investment inflow
inflow

Other investment inflow CF_OTH Log of other investminflow

Pull factors

Real GDP growth GDP Real year-on-year GDP growith (%)

Current account to GDP

Real interest rate
differential

Exchange rate appreciation

Stock return differential

CA Current account surguSDP ratio (%)

INTDIF The difference between real 12-month depa# in
Thailand and the GDP-weighted average of 12-month
LIBOR rates of the currencies of the G3 economies

BAHTAPP Year-on-year odichange of USD/Baht (%)
(Positive = appreciation of Baht relative to USD)

STOCKDIF Thailand’s tostbck return subtracted by the overall
total stock returns (GDP-weighted) averaged forGi3e

Push factors
World real GDP growth

Market view on risk

Global liquidity

countries
WGDP GDP-weighted averageeaf year-on-year GDP growth
of the G3 countries (%)
VIX Log of VIX indexX’
(Increasesin VIX = investors perceive higher risk)
GLOLIQ Year-on-year growth (%) &f.S. monetary base plus

reserves held at the Federal Reserves in custody fo
foreign central banks

Note: * G3 = The U.S., Japan, and the euro area.

°VIX is a symbol for the Chicago Board Options Eacbe Volatility Index which is a measure of implied
volatility of S&P500 index options. This index iften viewed as a proxy for market view on risk aimgertainty.
The higher the VIX index, the riskier is the invasht environment perceived by investors. It is somes

referred to as &ear index.
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Figure 7: Capital inflows and potential determinans
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4.2 Econometric Investigation

Based on the discussion of potential determinahtsapital flows above, we employ
econometric methods to test the importance of dactor in influencing capital inflows to

Thailand. A basic regression model would be spettifis:
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CF=a+pX+d+¢ (1)

whereCF is one of the capital flow variables specifiedTiable 1;X is a vector of the pull
factors,Z push factorsy denotes a constant terghando are a vector of coefficients ofand
Z, respectively; finallys represents a disturbance term.

The time-series variables used in all regressiodets in this paper are quarterly data
running from 1993Q1 to 2008Q3. Since most timeeseeconomic variables tend to establish
strong trends and thus are non-stationary, runsimgple OLS regressions on these variables
can give rise to misleading or spurious values D&l t-statistics. Therefore, we will first test
for non-stationarity due to the presence of a uwmit for each variable in the model, before
proceeding with an appropriate estimation modeétam the test results.

Unit root tests
We use the Augmented Dickey-Fuller test to deteemvhether the variables in question
contain a unit root. For a sequerycethe test is carried out in the context of the etiod
p
AY, ::u+}/yt—1+2¢lAyt—i i 2)
The parameter of interestys Under the null hypothesis of a unit rgot= 0, i.e.
they, contains a unit root. The test-statistic is comgpamgh the critical values in the Dickey-

Fuller table. The optimal number of lags is detewdi using the Schwarz’s Bayesian
information criterion (SBIC). The results of theituroot tests on the levels and the first
differences of the variables are summarized ingabl

Table 2: Augmented Dickey-Fuller Tests

Level First difference
Variable Test 5% Lag Presence Test 5% Lag
statistics  critical  length  of unit statistics  critical length
value root value

CF_TOT -2.113 -2.910 1 Yes -14.861 -2.910 0
CF_FDI -1.398 -2.910 1 Yes -13.486 -2.910 0
CF_PORT -2.273 -2.910 1 Yes -13.832 -2.910 0
CF_OTH -2.195 -2.910 1 Yes -13.284 -2.910 0
GDP -2.771 -2.910 1 Yes -5.774 -2.910 0
CA -2.329 -2.913 4 Yes -6.56 -2.912 3
WGDP -2.063 -2.909 0 Yes -4.623 -2.910 0
VIX -2.031 -2.909 0 Yes -8.997 -2.910 0
INTDIF -2.114 -2.909 0 Yes -6.514 -2.910 0
GLOLIQ -1.417 -2.909 0 Yes -5.617 -2.913 6
BAHTAPP -5.195 -2.910 1 No -7.032 -2.912 2
STOCKDIF -6.130 -2.909 0 No -12.286 -2.910 0
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Based on the test results, all the variables canréa&ted as non-stationary and
integrated of order I(1), except for exchange ereciation and stock return differential
which appear to be stationary.

Cointegration tests

To test for cointegration of tH¢l) variables, we employ the Johansen (1995) maximu
likelihood method. Since, in order to employ théaltsen’s method, all the included variables
must be integrated of the same order, we haveateeleut the exchange rate appreciation and
stock return differential from the regression modegloreover, when we investigate the
correlations among the independent variables, pears that the VIX index and the global
liquidity measure are strongly and significantlyretated (correlation = -0.598, prob. = 0.001),
thus we also drop the latter from the model to @woulticolinearity problem.

Under this approach, all the variables in the rh@de viewed as endogenous, with
each expressed as a linear function of lagged satigself and all other variables. This set of
equations can be represented in the form of a weatworegressive equation, a VAR.
Manipulation of this vector equation produces ateeerror correction model (VECM) of
which the parameters are then estimated simultategia maximum likelihood. This VECM
takes into account the fact that there is an dguiin or the long-run relationship between the
non-stationary variables

The first step of the Johansen method is to deterthe number of cointegrating vectors in
this system, which is equal to the rank of the matr coefficients associated with the variables in
the VECM equation. The test results for the castotal capital inflows are shown in Table 3
(Rank test results for the case of individual congmts of inflows are omitted here).

Table 3: Cointegration Rank Test
Vectors: CF TOT, GDP, CA, WGDP, RISKAPP, INTDIF

Max rank Eigenvalue Trace 5% Prob.
Statistic Critical Value
r=0* 0.458 129.817 95.754 0.000
r=1* 0.421 93.092 69.819 0.000
r=2* 0.405 60.294 47.856 0.002
r=3 0.260 29.183 29.797 0.059
r=4 0.122 11.109 15.495 0.205
r=>5 0.054 3.333 3.841 0.068

Note: * denotes rejection of the hypothesis atS#televel
The rank test based on trace statistics indicaggs3t cointegrating equations at the 5%
level for the case of total capital inflow. Thettés each of the three components of capital

flows consistently rejects the null hypothesis of gointegration, but the results are omitted
here to save space.
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VECM Estimation.

We now estimate the parameters of multivariatentegrating VECM under the
Johansen (1995) procedure with the number of ogiateg equations suggested by the rank
test above. The lag length of the variables iscsete by SBIC. By normalizing the co-
integrating vector with respect to the capital flmariable, the model estimation can be
expressed in a single equation, which represembsgrun relationship between the capital
flow variable and the other variables, as follows:

CF = + BGDP + 3.CA + fSWGDP + BVIX + BINTDIF ®3)

The short-run dynamics of the long-run equationvaboan be expressed in the form of error
correction representation as:

ACF =1,+@&(ECM ) +% 7 ACF  +3 7 AGDP,+3 7 ACA, +3 7 AWGDP, (4)
+37,AVIX,, + 2 7, AINTDIF

whereECM represents the error correction term:

ECM, =CF — 3 — SGDP - 3.CA — SWGDP—- SVIX — 5.INTDIF (5)

The short-run dynamics (equation 4) describe thg iwavhich the system adjusts or corrects
back to the long-run equilibrium, where the poihtvdich ECM; = 0 can be thought of as an
equilibrium of the system. The coefficient on tBEM.; in equation 4¢, is the speed of
adjustment. Table 4 presents the estimated caaitieiof the long-run relationship between
capital flows and the other variables as in equadioand the estimates #@rin equation 4.

Discussion of results

Based on the estimated results for the whole sametiod (Columns 1-4), domestic
economic growth appears to be one of the importhiviers of overall capital flows to
Thailand. The results suggest that a 1 percentaig ipcrease in Thai GDP growth leads to a
1.9% increase in FDI inflow and a 7.3% increasetimer investment inflow. But it causes
portfolio inflow to decrease by 0.9%. However, whea consider the results over the more
recent period, that is, 2000 onwards (Column 7itfplo inflow is also positively determined
by growth in domestic GDP. Overall, the resultomsgly suggest procyclicality of capital
flows to Thailand.

As expected, current account balance relative@® has a negative relationship with
capital inflow. When the CA/GDP ratio is 1 percegggoint lower, total capital inflow tends
to increase by 4.9% (Column 1). This is consisttt the balance of payments concept for a
relatively flexible exchange rate regime in whiapital inflows are needed to finance current
account deficits. Interestingly, however, for tlagtdr half of the sample period, FDI inflow
seems to be positively associated with current wtcsurplus (Column 6). A plausible
explanation is that strong current account perforreacoincides with robust economic growth
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during this period, which in turn leads to expansaf foreign direct investments either in
terms of new investments or increases in directddeom parent to subsidiary companies.

The world real GDP growth also establishes istang results. The impact of world

economic growth on FDI igositive and significant both for the whole sample periGalamn

2) and for the recent period. On the contrary,effects on portfolio and other investment
inflows are statistically significant only for thatter period and signifynegative relations
(Columns 7-8). In light of these results, FDI exgian to emerging markets appear to be
driven by healthy economic growth of the countriéshe parent companies, while lack of
investment opportunities in mature economies dubeo slow growth seems to be a stronger
motivation for portfolio and other investment flows

Interest rate differential factor produces mixeduits on different forms of inflows.
The estimates suggest that an increase in realegtteate differential between domestic
interest rate and the world interest rate indue@etfglio investment inflow, but this is offset by
its effect on FDI and other investment inflows lie topposite direction.

Worth highlighting is the importance of the measaf market view on risk as a
determinant of capital inflows. Focusing on thedaperiod, this measure is significantly and
negatively correlated with inflows across all typ8s10% decrease in the VIX index causes
FDI, portfolio investment, and other investmentionfs to rise by 3.9%, 3.2%, and 13.9%,
respectively. Moreover, based on Granger caustys (Table 5), while causality is not
detected between most of the other potential detamts and capital flow variables, the test
resultssupport the causation from the VIX index to poid@nd other investment flows, albeit
not to FDI flow. Similarly, when this measure iglaced by the global liquidity index, the
main results remain unchanged, implying that gldioaldity is another important capital flow
determinant. Interestingly, when the VIX index ahd global liquidity index are both present
in the model, the global liquidity becomes insigraht, suggesting relative less relevance of
the global liquidity index than the VIX.

As for the speed of adjustment, which is capturgdhe alpha coefficient, short-term
inflows appear to have strong negative feedbatkarshort-run dynamic, possibly reflecting the
volatile nature of this type of flows. On the otliand, the system of FDI inflows produces an
alpha coefficient that is small (Column 2) or id statistically different from zero (Column 6),
which is consistent with the fact that FDI flows agenerally regarded as a persistent type of
flows that tend not to fluctuate in the short-rikl the above results stress the need to
distinguish among different types of investment whealyzing capital flows as they are driven
by different factors, possess different charadtesisand evolve differently through time.

1% The results from this exercise in the case of §fiduld be taken with caution. This is because pthere
conventional, determinants of FDI are not incluttethis model. For example, according to the Eate@LI)
Paradigm by John Dunning, FDI is motivatedduynership advantages (firm-specific advantages)pcation
advantages (country-specific advantages), aimter nationalization advantages. Absence of these factors as
explanatory variables could be a reason for theRdwf the FDI regressions.
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In sum, the surge of short-term capital flows taildnd in the recent years has been
both pulled by domestic economic performance anshed by external factors, including
global liquidity, investors’ view on risk, and eammic conditions of major economies, with the
external factors appear to play relatively more ontgnt role. How development of capital
flows has complicated the conduct of monetary atwh@&nge rate policies will be discussed in
the following section.
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Table 4: Vector Error Correction Estimates

Dependent Variables: Log of capital inflow

Whole Sample (1993Q4-2008Q3)

2000Q1-2008Q3

Total FDI Portfolio Other Total FDI Portfolio Other
1) (2) 3) (4) (5) (6) (1) (8)
Real GDP growth (%) 0.0760 0.0192 -0.0093 0.0735 0.0557 0.0113 0.0319 0.0114
[3.437] [3.666] [5.347] [5.210] [2.199] [0.833] [2.358] [0.236]
Current account to GDP (%) -0.0493 0.0010 -0.0038 -0.0549 -0.0201 0.0623 -0.0503 0.0392
[2.371] [0.220] [2.419] [3.977] [1.585] [9.394] [7.509] [1.616]
World real GDP growth (%)  0.3947 0.0898 0.0137 0.0634 0.1899 0.2130 -0.0829 -0.7000
[3.892] [3.751] [1.716] [0.971] [4.193] [9.029] [3.621] [7.938]
VIX (Log) 0.6114 0.3655 -0.2724 -0.2385 -1.0679 -0.3938 -0.3195 -1.3866
[1.426] [3.698] [8.282] [0.856] [7.450] [5.428] [4.402] [5.080]
Real interest rate differential -0.1987 -0.0955 0.0142 -0.0612 -0.0433  -0.0993 0.1234 -0.1493
[4.143] [8.397] [3.766] [2.001] [1.662] [7.217] [8.898] [2.950]
Constant 5.6560 7.3526 9.3997 8.5499 11.0757 468.05 9.4352 13.5376
Alpha -0.1873 -0.1915 -1.5624 -0.5106 -0.6814 -0.0029 -0.7858 -0.1217
[1.516] [2.963] [4.728] [1.685] [3.379] [0.021] [566] [0.459]
Observations 60 60 60 60 35 35 35 35
Adjusted R 0.37 0.41 0.62 0.25 0.67 0.34 0.84 0.40

Note: Coefficients are obtained from normalizing thointegrating vector with respect to the correslytg capital flow variable.

t-statistics in brackets. Significant ffméents at 5% level are highlighted in bold face.
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Table 5: Granger Causality Tests

Ho: X Granger- Y
Rl CEFFDI CFPORT CFOTH GDP CA WGDP  VIX _ INTDIF
CF_FDI 0.0737 0273 0256 0.29215  1.368
(0.929) (0.762) (0.775) (0.7478)  (0.263
CF_PORT 0508 1.321 2474 07243  1.859
(0.604) (0.275) (0.093) (0.489)  (0.166
CF_OTH 4806 8.884 0.169 02449  1.449
(0.012) (0.000) (0.845) (0.7836)  (0.244
GDP 1.132 0.511 1.807
9 (0.330) (0.603) (0.174)
CA 0.895 2.576 0.079
(0.415) (0.085) (0.924)
WGDP 1.278 0.404 0.179
(0.287) (0.670) (0.836)
VIX 0.426 5.779 3.406
(0.655) (0.005) (0.040)
INTDIF 2.688 6.866 2.529
(0.077) (0.002) (0.089)

Note: F-statistics and probability (in parenthesgg)wn in the table. Significant at 5% level highlied in bold face.

5. Capital flows and associated risks

This section assesses potential vulnerability dodilfind to risks associated with large
capital flow movements in recent years includingcrnaconomic risks, financial stability
risks, and risk of sudden capital reversal. Ovetalige macroeconomic imbalances such as
asset price bubbles and financial mismatches hatebeen observed in Thailand. It also
appears that Thailand has established relativetyngtresiliency to various types of risks

potentially caused by capital movements.

5.1 Macroeconomic risks

5.1.1 Domestic credit growth

The impact of capital inflows on credit growth wid depend on the extent to which
these inflows go into financing domestic creditjethin turn depends on the cost of funding of
foreign relative to the domestic market. During thst five years, interest rates in Thailand
have not been substantially higher than the wardrest rates or interest rates in the region.
This is partly due to ample liquidity in the bangisector as a result of softening demand for
investment and capital market development. The abdbmestic funding is thus not too high
to drive Thai businesses to seek foreign fundirgaforementioned, after the crisis Thai banks
and business turned to favor domestic borrowindint their FX and external exposure.
Therefore, capital inflows and domestic credit hawe been closely correlated in Thailand in
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recent years. Moreover, since the crisis Thai coromebanks have moved away from
collateral-based lending to a risk-based approachvell as improved credit analysis, risk
management and good corporate governance, all afhwielp harness excessive domestic
credit growth and limiting credit risks in the bamdx system

Figure 8: Loan growth and components of loans
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5.1.2 Exchange rate appreciation

As shown in Figure 9, the baht began to strengginadually starting from 2001. At the
beginning, this was largely due to current accaumplus which was to some extent offset by
the capital account deficits as a result of depayenents made both the public and the private
sectors. After 2005, however, the upward pressurethe baht intensified owing to the
surpluses irboth of the current account and the capital accoOntthe current account, while
exports continued to expand satisfactorily, impaytewth declined sharply, following the
abolishment of the government’s oil price subsidggoam as well as softened domestic
demand due mainly to rising concerns over politizatertainties. Yet, most of the upward
pressure on the baht in 2006 came from the cagidunt:* The sharp increase in balance of
payments surpluses from $ 5.4 billion in 2005 t®.$1billion in 2006, with most of the
surpluses coming from the capital account, led tapgd baht appreciation of more than 16%
against the US dollar, making the baht one of tbddis most rapidly appreciating currency in
2006. The real effective exchange rate (REER) algablished the same rapid appreciating
trend during this period, implying deterioratingpext competitiveness which could damage

1t is worth nothing that the outflows in the basdctor mainly reflected the increase in bank’s imgjaf foreign
currency deposits or short term instruments to i=gjiis foreign exchange position as a result ofidpé¢he
counterparty to the BOT’s swap agreements, whiamnéesof the channels the BOT uses to sterilizEXs
intervention. Therefore, the overall capital acdquosition will underestimate the upward pressuréhe baht in
this case. If the outflows associated with the sagggements between the BOT and the banking seetar
taken out, the adjusted figure for the capital aotén 2006 would be much higher, comparable tdfithee in
2005.
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the overall economic growth if left unchecked. THIRR was thus carried out to suppress this
threat to the economy.

Figure 9: Nominal exchange rate, NEER, and REER
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5.1.3 Inflation

Large capital inflows may create important pressur domestic prices, but this has not
been the case for Thailand. This is because saftenestic demand and exchange rate
adjustments during the time of large inflows, tbgetwith a credible inflation-targeting
monetary policy regime, have contributed to anciwrprice stability in large part. As
discussed in Section 3, the rate of inflation ie tiecent years has been driven largely by
increases in the oil price that pass-through tapcton costs. Recently, however, since the oil
price has continued to fall dramatically after gagkin July of 2008, the rate of inflation has
also eased off.

. However, in the third quarter of 2007, the bahhéatr around and depreciated moderately due mairdgdal

outflow by non-residents at the first signs of th&. subprime problem, before starting to appredcaain until
the first quarter of 2008. The depreciation resumedarch 2008 and continued thereafter as the tr&lit
market turmoil turned out to be a worldwide finaaiarisis.
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Figure 10: Headline and core inflation
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5.1.4 Volatility of capital flows

As discussed in Section 3, capital inflows havekgicup sharply during the last five
years. FDI, which is often perceived as long-testable foreign investments, has become the
most important source of foreign financing for Taad (Table 6), while reliance on cross-
border bank loans has declined substantially coetptar the pre-crisis period.

Table 6: Private non-bank capital flows

(million USD) Average Average
1993-1996 2004-2007
Non-resident net flows (Inflow) 7,549 11,195
Foreign direct investment 1,833 7,235
Portfolio investment 3,224 2,706
Other investments 2,492 1,253
Resident net flows (Outflow) -636 -4,861
Thai direct investment -592 -557
Portfolio investment -6 -3,073
Other investments -38 -1,232

This should not be a cause for complacency, howdlthough the country may have
less exposure to a sudden stop or reversal of -gdront foreign borrowings (more details
below), other forms of risks may arise as a restilincreasing financial integration. First,
portfolio investments, another type of short-terapital flows, have been even more volatile
during the recent years (Table 7). Increases itfgar investment flows likely reflect the
movement of funds away from developed countriesetek higher potential yields in emerging
markets including Thailand to speculate in the ll@cpity and bond markets as well as on the
local currency. Our empirical investigation alseds that supportive global conditions such as
excess liquidity, economic growth slowdown in th&SUeconomy, and investors’ view on risk
are also responsible for the recent surge in gkam-capital inflows. Since these investments
have no long-term commitment, they are ready tw ftmt anytime when the opportunity for
making profits or global liquidity begins to dry @pd investors perceive higher risk. Figure 11
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shows that foreign participation, measured by thg-$ell volume, in the Stock Exchange of
Thailand (SET) has increased substantially from322007.

Second, while somewhat more stable, the volatdity=DI flows has also increased.
This could reflect large but sporadic flows of FDIterms of equity investment, direct loans,
and recapitalization between parent and subsidiamypanies in a more recent period. Third,
other forms of long-term capital inflows may no den be considered stable balance of
payments items. In this changing world, tradingrofovative financial instruments that are
derived upon long-term contracts effectively addatility to the overall capital flows. For
example, creditors or debtors can change their €lgimg ratio on long-term loans depending
on the direction of exchange rate changes. Furthkntbong-term liability holders themselves
rarely remain passive when balance of paymentslgmabarise. They can quickly build up
hedges which in effect result in immediate crossibo capital movements in the banking

sector as well as pressure on the local currereyti{er discussion on hedging-related flows is
in Section 5).

Table 7: Volatility of capital flows

Volatility of non-resident flows 1993-1999 2000-2007

Direct investment Inward 0.46 2.12
Outward 0.50 3.50
Nel 0.6 1.92

Portfolio investment |Inward 0.73 6.44
Outward 0.77 7.24
Nel 1.37 1.42

Other investment Inward 0.25 0.67
Outward 0.19 0.72
Nel 2.91 8.2¢

Note: Volatility is measured by coefficient of vation of monthly capital flow data. Other investrércludes
bank loans, trade credits, currency and depositsp#hers.

Figure 11: Foreign participation in the Stock Exchage of Thailand (SET)
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5.2 Financial stability risks
5.2.1 Maturity and currency mismatches

The substantial reduction in inflows in terms ahks loans is reflected in the external
debt profile of Thailand at end-2007 compared td-2896. Not only that the overall external
debts declined markedly from 60% of GDP at end 2@08tand at 24% of GDP at end-2007
(Table 8), but also the proportion of short-termthie overall external debt outstanding also
decreased especially in the banking sector. Moreavereasing proportion of the new foreign
borrowings is denominated in Thai baht which cistaurrency mismatches in Thailand’s
asset-liability position. (Baht-denominated extérdebt accounted for 15% of total external
debt in the public sector and 27% in the privatg@eat end-2008Q1.) These could imply that
the country’s vulnerability to currency and matynmismatches of the 1997 crisis nature has
been considerably reduced. Moreover, the compaosibfoshort-term external debt has also
increasingly shifted to trade credits (Figure 12&flecting increasing imports—which are
considered relatively less sensitive to a shifhirestor confidence at times of a crisis.

Table 8: External Debt

End 1996 End 2007

Total amount] % of Gross | % GDP| Total amountf % of Gross |% GDP

(mil. USD) | external deb (mil. USD) external debt
Gross external deb 108,74: 100.0%| 59.8% 61,73¢ 100.0%| 23.6%
Short-term 47,74 43.9% 26.2% 21,641 35.1% 8.3%
Official 34 0.0% 0.0% 20 0.0%| 0.0%
Banl 28,85¢ 26.5% 15.9% 3,96( 6.4% 1.5%
Non-ban 18,851 17.3%| 10.4% 17,661 28.6% 6.7%
Long-term 60,99¢ 56.1%| 33.5% 40,097 64.9% 15.3%
Official 5,11¢ 4.7% 2.8% 2,64¢ 43% 1.0%
Banl 13,011 12.0% 7.2% 2,401 3.9% 0.9%
Non-ban 42,87( 39.4% 23.6% 35,05: 56.8%| 13.4%

Figure 12: Composition of Private Short-term Exterral Debt: By Instrument
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5.2.2 Asset prices

Given the relatively large share of foreign owh@gsin the Stock Exchange of
Thailand (SET) compared to other domestic asseketarinflows and net buy/sell position of
foreign investors over a short time span have lveey influential to the movement of equity
prices, both through direct impact and through &gy effects as many retail domestic
investors tend to take cue from foreign investascisions. As of the end of 2007, foreign
ownership share of total market capitalization e tSET was around 35%. The share of
transactions attributed to foreign investors isilgirty high. In fact, overall the past years, the
investment decisions by foreign investors—espeacidiose in response to the URR
announcements in Thailand and the concerns ovesubprime crisis in the global market—
have been particularly important in explaining Hodatility of equity prices in Thailand.

Figure 15: Portfolio equity inflow and stock performance
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Figure 16: Net foreign buy-sell and the SET index
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As for the bond market, since the share of foréigidings of Thailand’s public bonds are
relatively small, foreign investors’ influence ohetprice of bond has not been as significant
compared to their role in the stock market. Moreotee share of foreign ownership has continued
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to decline since the implementation of the capdahtrol in December
introduction of a full hedge requirement as arradttve to the URR.

Figure 17: Portfolio debt inflow and bond performance
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2006 despite the

The property prices in Thailand have risen stgaglitce 2002 in line with the pick up
of activities in the property sector. However, tlsnot necessarily indicative of house price
bubbles since most part of the rise in prices wesoanted by the increase in costs of
construction materials. Moreover, as the experidram@ the last crisis remains vivid, all the
stakeholders are more cautious about their stesegind decisions regarding housing
businesses: banks become more prudent in makingyagar and land development loans; land
developers become aware that good reputation isntbst important selling factor in a
competitive housing market; customers become meleetve and tend to buy houses that are
built before sale. Foreign investors, however, thy gignificant role in relatively rapid price
increases of luxury condominium in the central bass district as well as the housing projects
in many popular report towns such as Phuket anduS&nBut the overall pace of price
increases has been moderate. A recent study alde tinat there is no obvious housing price
bubble in most East Asian countries including Tdrad'* However, the Thai authorities
continue to keep close monitoring on this sectandmlances.

13 Foreigners are not allowed to purchase land, éxgkpn they invest at least 40 million baht in @aBbof
Investment (BOI)-approved project. The BOT alsohiisits mortgage lending to foreigners. They areyéner,
allowed to buy condominium units provided that tideynot make up more than 40 percent of the congiomis
unit-owners. In addition, under the law on propéegsing, foreigners doing business in Thailandevediowed to
lease real property primarily for commercial orusttial purposes as well as to lease land forat 180 years but
not exceeding 50 years, renewable for another &6sye

14 Glindro, et al (2008).
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Figure 18: Property price indicators
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5.2.3 Quality of loans

A widely-used indicator of loan quality is the mibf non-performing loan (NPL) to
total loans in the system. After the crisis, NPEeslwed at $3.7 billion or 48 % of total loans in
May 1999 as a result of severe economic contractitile also reflecting low quality of the
loans made during the pre-crisis period largely thueasy bank access to relatively cheap
foreign loans through BIBFs. Although several measunad been implemented to resolve the
NPL problem, the NPL was still considered highhe post-crisis period. As a result, the Thai
Asset Management Corporation (TAMC) was establisivét the objectives to resolve the
NPL problem in financial institutions by transfergi part of NPLs from state-owned financial
institutions and asset management companies. 8irce the financial sector has continued to
strengthen its risk management and loan provigiofiamework. Consequently, NPLs decline
substantially to stand at $Zillion or equivalent to 6 % of total loans asta# third quarter of 2008.

Figure 19: Total loans and NPLs
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5.3 Risk of a sudden reversal

The risk of sudden reversal of financial flows dsnmeasured by the size of mobile
capital relative international foreign reserve.srhiulnerability indicators” is calculated as the
sum of short-term foreign currency debts and farepldings of local equities and debt
securities, divided by the existing stock of foreexchange reserves (Sim, 2008).

According to an analysis by Sim (2008), Thailandignerability indicator appears
considerably low (54% of international foreign ne®s) compared to its peer group (for
example, Indonesia 230%, Korea 208%). This indgateailand’s relatively strong resilience
to the risk of capital fight.

Table 9: Vulnerability indicator

Short- NR NR External | Total Vulnerability

Term Holding | Holding | Mobile international | index

Debt of stocks | of Bonds | Capital Reserve
Indonesia 39,054 79,000] 13,300, 131,354 57,108 230
Korea 260,446/ 194,000, 49,900 504,346 242,215 208
Philippines 17,497 18,500 0 35,997 37,093 97
Taiwan 85,223| 162,000 1,480 248,703 282,087 88
Malaysia 25,427 39,000] 32,100 96,527 136,453 71
India 36,617 140,000 5,000, 181,617 307,219| 59
Thailand 26,363| 35,000 1,500 62,863 117,050 54
Vietnam 2,000 6,000 8,000 23,872 34
China 269,572 2,000 289,572 1,808,828 16
Singapore n.a. 252,180 n.a.
Hong kong n.a. 158,100 n.a.

Source: CitiBank Research

6. Capital flows and monetary policy

As it is well-known by the theory of “trilemma, nder floating exchange rate regime
capital mobility complicates the conduct of mongtpolicies by affecting monetary variables
such as exchange rate and domestic liquidity andrégting a tradeoff between internal and
external imbalances. The fact that capital flowssth days are so large, so rapid, and so
volatile, tends to add to the perception of poligynplexity. In the wake of the crisis in 1997,
policymakers have grown wary of international calpiftows and tend to take preemptive
measures to correct the imbalances brought abolairpg inflows to reduce the possibility of a
sudden reversal. Available policy tools to managgital flows include greater exchange rate
flexibility, FX intervention, interest rate policyiscal policy, capital outflow relaxation, and
capital controls.

In the case of Thailand, under the managed flegitme, the BOT has largely allowed
the overall direction of the baht to adjust to des flexibly to changes in market
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fundamentals. This helps facilitate macroecononeal radjustment as well as promote
microeconomic efficiency and risk management. Qlkierrecent years, however, the BOT had
to implement a series of measures to slowdown #oe pf exchange rate appreciation since
massive capital inflows, especially those of shemntr and speculative nature, led the baht to
appreciate more rapidly than economic fundamentaldd support. Because the export sector
has been the major economic growth engine for @hdil(accounting for 56% of GDP in
2006) especially at the times when domestic demaede weakened due to political
uncertainties, prompt policy reactions to the surgeapital inflows were warranted before it
would lead to a significant slowdown in the overalonomic growth through excessive
exchange rate appreciation. The measures employe¢debBOT included FX interventions,
capital outflow liberalization, anti-speculative aseires, and capital controls. (As an inflating
targeting central bank, the BOT has chose to reseterest rate policy for dealing primarily
with inflation and domestic economic growth, notuge it as a main policy tool to manage
capital flows.)

In response to the strong and persistent baheeppon in 2006, the BOT stepped up the
conduct of FX purchase operations which resulte@ imarked increase of net reserves (gross
reverses plus net forward positions) of roughly U$Dbillion from the end of 2005 through the end
of 2007, or equivalent to 35% average annual growtis rapid accumulation of reserves, though
helps strengthen the economy’s resiliency to eateshocks, does complicate the operation of
monetary policy?

Figure 20: Thailand’s Foreign Exchange Reserves, 23-2008Q3
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'3 Coinciding with the recent baht depreciation assailt of the global financial crisis, foreign eaciye reserves
has been depleting since the second quarter of 2B&8peaking at $131 billion in March. Thankghe earlier
accumulation of reserves, the high level of foreggnhange reserves provides sufficient cushiom footential
sudden stop or reversal caused by the global finhmeltdown.
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As mentioned earlier, FX interventions to reduwe speed of baht appreciation resulted
in the rapid accumulation of FX reserves. It algsoutaneously caused a rise in domestic
liquidity which poses an additional policy challenm terms of liquidity management. The
BOT normally sterilizes the monetary impact of mention in order to avoid inflationary
effects as well as to maintain the policy ratehatlevel set by the monetary policy committee.
However, in theory, sterilization can entail substd costsFirst, sterilization that is designed
to prevent a decline in domestic interest ratethatsame time maintains the incentives for
continuing capital inflows, thus perpetuating tmelgpem. Moreover, sterilization often implies
quasi-fiscal costs because it generally involves tentral bank exchanging high-yield
domestic assets for low-yield reserves. The BOTrhaisily sought to sterilize excess liquidity
through issuing BOT bonds, for its relative effittg in absorbing liquidity on a large scale
and with longer maturities. However, the directtcssing from interest rate differentials on
assets and liability of the BOT's balance sheetrwtsbeen a big concern so far, since Thai
domestic interest rates are on average comparalftadign interest rates. But indirect costs,
including the cost arising from FX revaluation lassthe BOT’s balance sheet and the impact
of large bond issuances on the yield curve, woubdg continuation of FX interventions to be
too costly to carry out if capital inflows werepgersist.

The BOT also adopted a series of measures aimedisaburaging short-term
speculative capital inflows such as posing quaintgarestrictions on short-term borrowing
(maturity not over 3 months) of Thai baht from nesidents, limiting the daily outstanding
balance of non-resident baht account (NRBA) tontfaximum amount of 300 million baht per
non-resident. On December 4, 2006, as the bahincaat to appreciate rapidly, the BOT
required non-residents to hold securities for longfean 3 months and allowed domestic
financial institutions to borrow baht from non-msnts without underlying trades or
investments in Thailand only for a maturity of lenghan 6 months.

As described in Section 2, regulatory restrictiams outward investments by Thai
residents have been relaxed substantially, whiclidcpotentially help mitigate the upward
pressure on the baht—a side benefit in additidmetaefits of better investment diversification,
more balanced capital flows, and greater investrapportunities for Thai investors.

Nevertheless, these measures combined with irenldas interventions proved to have
limited effectiveness partly because foreign ingestan find other alternative instruments to
speculate on the baht. The baht continued to bklyhigolatile and strengthened with an
accelerating pace. On December 18, 2006, the B@duwarced the implementation of the 30%
URR measure on short-term capital inflows whichuresfl them to be deposited with the
central bank for one year with no interest. Cagitals with an amount below USD 20,000
and those related to trade in goods and serviagsjgh direct investments, and foreign
investments in the stock market were exempted Soaoh measure. To alleviate the burden of
the URR measure on the business sector, the BOGrhadsally relaxed the measure over the
subsequent period by providing a full hedging regjuent as an alternative to the URR for
selected types of inflows and exempting loans \&ithamount not exceeding USD 1 million
and with maturity over one year from both the URR #e full hedge requirement. Businesses
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having a natural hedge may be considered for amptten from both measures on a case-by-
case basis.

The URR measure proved to break the momentumeobét appreciation and was
crucial in ensuring the baht stability. However,aagv of the adverse effects on the capital
control on domestic market development, investamfidence, as well as its ineffectiveness in
the long run, the BOT intended to use this measuméy temporarily. After careful
consideration of changes in the environment andofacon February 29, 2008, the BOT
announced the lifting of the URR measure. To faatdi the adjustment process after the lifting
of the URR, the Thai authorities continued to retapital outflow regulations as well as
supported the SME businesses by announcing aaasftgrogram for SMEs through financial
institutions for a period of three years and alitycto purchase foreign currency that SMEs
sold forward to financial institutions for a periotlé months.

7. Capital flows and financial stability

During the 1997 crisis, Thailand had experienceddsn and massive reversal of
foreign capital mostly in the form of debt callbaamikd sudden stop of short-term loans in the
banking sector (mainly through BIBFs) and withdrawfportfolio investments in the capital
markets. The occurrence and consequences of #ie heve shown that international capital
flows, when they support the buildup of imbalanee®l disequilibrium in economic and
financial sectors, can greatly destabilize the econonce growing financial weaknesses cause
external as well as domestic investors to reagbesswillingness to finance a country. This
section focuses on the evolution of capital flowshe banking sector and policy implemented
to deal with potential risks to financial stability

7.1 Capital flows in banking sector in the last fie years

Capital flows in the banking sector can be lessm@hensible than capital flows in the
other sectors because they sometimes involve uaobwapital movements. They reflect the
change in the external position on banks’ balahests inflow (outflow) to the banking sector
is captured by a decrease (increase) in banksgiom@sset or an increase (decrease) in banks’
foreign liability. We divide our analysis of banlods according to their maturity, i.e. short-
term and long-term flows.

Figure 21: Capital flows in banking sector  Figure22: Composition of short term banking flow
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Long-term bank flows

As illustrated in Figure 21, long-term capital flsvmave played relatively insignificant
role in the Thai banking sector throughout thericial history of Thailand. The jump during
1998-99 was due to FDI into the banking sectohenform of recapitalization and mergers and
acquisitions of several domestic banks in the @fé¢h of the crisis. The 49-percent foreign
ownership limit was relaxed for banks and domelstinks were encouraged to find foreign
strategic partners to help improve productivitypital base, and overall financial strength. As
a result, four domestic banks have become majoritged by foreign bank$. Additional four
Thai banks were merged with foreign partners du#@@6-07 to strengthen their strategic and
financial positions in the domestic marRkét.

Short-term bank flows

The overall movement of bank flows has been dorathatlmost exclusively by the
short-term component. In the pre-crisis period, tmaofs the short-term bank flows were
channeled through the BIBFs and commercial bank&sd& foreign-currency-denominated
funds, by way of rolling over the short-term loangere then used to finance long-term
domestic projects that yielded long-term baht retuiThe implied stability of the exchange
rate promised by the peg exchange rate regime raxdbedging deem unnecessary. This
created both currency and maturity mismatchesdhdioth the banks’ and Thai corporations’
balance sheets. As the imbalances became moreush¥aveign investors started to doubt the
sustainability of the fixed exchange rate and thiétya of Thai borrowers to continue servicing
external debts. Short-term bank flows stoppedadw ih and existing foreign loans were called
back. Unlike portfolio flows, for debt flows themas no price mechanism—i.e. that prices
drop as large sum of money exits the security exgbsa and hence make the securities
attractive as expected returns become higher—tlmaldvotherwise have counteracted the
disincentive of remaining in the country.

The expensive lessons learned from the crisis le/&@hai banks and businesses to be
wary of relying heavily on external debt. Most b&im have switched to domestic sources for
financing. Foreign creditors have also become rpandent in making loans. These resulted in
substantially reduced inflows in form of foreignbdeMoreover, at the beginning of 2004, the
BOT developed the Financial Sector Master Plan (P5M order to carry out a major reform
of the Thai financial system. The FSMP eliminatiee tax distortion and regulatory arbitrage
problems of the BIBFs, which partly contributedtihe diminishing role of short-term external
loans in the bank flow in Thailand.

'8 These included Ratanasin Bank acquired by Uniteer€as Bank (Singapore), Nakonthon Bank by Standar
Chartered Bank (United Kingdom), Bank of Asia byMBmro (Netherlands), and Thai-Danu Bank by DBS
Bank (Singapore).

" They were Bank of Ayudhaya partnered with GE Gapitternational Holdings Corporation (United Sites
Bank Thai with Newbridge (Netherlands), Thai MitiggBank with ING Bank (United States), and Thanatha
Bank with Bank of Novascotia (Netherlands).
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Residents hedging

During the last five years, deposits in bank abr{ddstro accounts) by Thai banks
have become the most important component of Thak flow. An increase (decrease) in
banks’ deposit in Nostro accounts are recordedaak butflow (inflow) from the perspective
of Thailand. A Thai domestic bank increases or e@ses its deposits abroad mainly to manage
their FX position, inclusive of all foreign curraas, to remain below 20% of the bank’ capital
to comply with the prudential regulation under 8@T'’s risk-based supervisory framework.
Under this FX position limit, if customers buy aellsFX derivatives with a bank, the bank
almost always squares its net FX position by irgirepor decreasing its deposit abroad at the
end of the day regardless of the maturity of theveéves!® As a result, capital flows occur
almost immediately in the banking sector even thotigere has not been any delivery of the
foreign exchange between banks and customers.

Figure 23: Residence hedge-related bank flows (%f GDP)
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A sharp increase in demand of Thai exporters f&rHedging, by selling outright
forwards on their future export receipts, was ofdahe factors driving capital inflows to
Thailand in the past years through the bankingosg@tom the fact that Thai banks have to
decrease their foreign asset holdings abroad tarsqineir net FX positions in response to
increased FX forward obligations. However, begignfrom the second half of 2007, after
further regulatory relaxation on outward investnsenhvestment hedging has been another
important component in Thai bank flow. Nonethelessestment hedges does not have
significant effect on the exchange rate since nebshe FX hedges by institutional investors
are in the form of swap contracts which involve lmrysell FX today with an agreement to
reverse the transaction with an equal amount opeaified future date, hence leaving the

'8 Even though the bank’s net FX position is muctoe20% of capital, the bank usually squares itstamihl
FX exposure imposed by FX derivative transactioitk exporters/importers. This is because what baxkect
to gain from agreeing to be the counterparty oftf@Xsactions is mainly from transaction fees artdsnanuch
from FX speculation be leaving their FX positionen.
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bank’s net FX position unaffected. Since banks dbneed to adjust their FX position in this
case, this does not generate either capital infibautflow via banks.

7.2 Central bank policy related to capital flows ad financial stability in recent years

A root cause of the banking crisis was also poapa@te governance and risk
management in financial institutions. Lending piGg with collateral-based lending did not
involve proper credit assessment. Collateral béssding was also highly risky given the asset
price bubble leading up to the crisis, particularyproperty markets. Moreover, financial
liberalization allowed domestic corporations greasecess to external funding through
banking sector, particularly in form of shorteraetoans without exchange rate hedge. The
crisis provided important lessons which led to acested effort on the part of banks and
regulators to improve corporate governance andmigkagement. The BOT implemented two
major policy approaches to improve financial sigbilthe Financial Sector Master Plan
(FSMP) and the risk- based supervision with inteomal standards.

1) Risk- Based Supervision

Thailand’s supervisory system is moving towardk-based supervision which covers
three key areas: capital adequacy, risk manageamehgjood corporate governandée BOT
places great emphasis on the management’s roleegpdnsibilities in providing a robust risk
management system that corresponds to their bgsopmsrations and strategies and is in line
with international standards. Proper risk managemmarst include using the appropriate tools
to manage five key risks, namely strategic risleddr risk, market risk, liquidity risk and
operational risk.

At present, the BOT is in the course of movingnirthe capital adequacy framework
under Basel | to the New Basel Capital Accord (BHyeapplicable to all financial institutions
in 2008. The new guideline for regulatory capitall wot only cover all the major risks faced
by financial institutions, but will also be moresponsive to the increasing risks of financial
institutions and the more complex financial maxd@ditions.

2) Financial Sector Master Plan (FSMP)

In order to further address structural weaknessebs develop a stable and efficient
financial sector, the BOT developed the Financedt& Master Plan (FSMP) as the medium-
term (5-10 years) development plan for Thai finahsector. The master plan seeks to ensure a
financial landscape which is sound and free frochsstructural weakness, while providing a
transition path to strengthen financial instituspwia merger and upgrading or orderly exit.
The key measures to increase efficiency in thenired sector, by reducing the number of
small players and eliminating regulatory arbitrage, the licensing rationalization scheme and
the “one presence” policy. Under the new licensing scheme, by reducing thebar of

9 Licensing rationalization created a new depositrgregime occupied by only four types of finarcia
institutions, namely commercial banks, retail barfitteeign bank branches and subsidiaries of forbigmks.
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licenses and allowing commercial banks to bettee tedvantage of the economy of scope and
scale, authorities have removed the overlappingpesmf business that posed regulatory
arbitrage problems among financial institutionsisTéffort is reinforced by the “one presence”
policy which requires financial conglomerates witiore than one type of deposit-taking
financial institution within their group to mergeeir holdings, further reducing regulatory
arbitrage in the system.

The FSMP began to be implemented at the beginoirZ04. Following the merging
and upgrading of the finance companies and credtiérs to commercial or retail bank status,
discontinuation of IBFs and consolidation under‘tiree presence” policy, the number of financial
institutions under the supervision of the BOT ipemted to decline from 83 to about 37.

3) Deposit Insurance System

The Deposit Insurance Act has been approved theiNaegislation on 19 December
2007 and announced in the Government Gazette ou&gbl3, 2008. This move will pave
the way for the removal of a blanket deposit gu@na legacy of the crisis. It is aimed to
address moral hazard and promote risk manageméme iimancial sector. The Act allows for
a one million baht per person per bank guarantei. [The guarantee is expected to cover 98%
of depositors. However, the implementation of thet Aas been delayed due to the global
financial crisis, as the Thai authorities deem pwstponement necessary to safeguard
confidence in the Thai banking sector amid the alaolrmoil.

8. Conclusion and policy recommendations

Financial liberalization and a consequent growiniggration into the global markets
have spurred the growth as well as volatility adgy capital flows in Thailand during the past
two decades. Thailand experienced strong incraasg®ss inflows in the early 1990s and in
mid-2000s. What is special about the more recenveved inflows to Thailand, compared to
the previous one, is that it was taking place agdime background of much stronger external
currency account positions and a substantial aat@la in foreign exchange reserves
accumulation. In addition, the composition of tlapital inflows has also altered—from being
dominated by bank loans to having FDI as a majongmnent, while portfolio inflows also
increased considerably. Although Thailand’s vulbéity to the old types of capital flow-
related risks has been much reduced, this shoulthen@ cause for complacency to the Thai
authorities since new form of risks may be underpwespecially those stemming from the
(mis)use of increasingly more complex financiatiasents.

Based on our empirical investigation, the pickiugapital flows to Thailand in 2005-
2006 reflected, for the most part, the country’piiaved macroeconomic fundamentals as well
as external investment environment, particularlyakveutlook on economic growth of major

Licenses for International Banking Facilities (IBFsve been discontinued to eliminate tax distartf@ualified
finance companies, credit fonciers, and stand-alBRe are allowed to be upgraded to either comrakaziretail
banks.
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economies, ample global liquidity and internatioimalestors’ perception of market risk. The
facts that 1) capital flows are procyclical andtBg external determinants are beyond the
control of domestic policy, forewarn policy makest plausible channels of risks through
imbalances and external financial linkages. Thiy e&ll for counter-cyclical policy to correct
any economic imbalance before it evolves into astadbphe, as well as proactive safeguards
against the volatility and the risk of a sudderersal that could arise from external shocks.

In Thailand, the risk to financial stability inrtes of overheating, asset price bubbles,
and rapid credit growth were limited, thanks toelepments in the domestic capital markets
and improvement in prudential measures. Albeitigheere two key macroeconomic
challenges faced by the Thai policymakers in ticemeyears—namely, the rapid real
exchange rate appreciation and domestic liquidapagement. Sterilized FX interventions
and temporary capital controls were used to mattagexcessive capital inflows and their
impact. However, these policy measures do not aeitheut a cost and could be ineffective,
especially when the inflows persist for a long time

A long-run approach to managing capital flows woblel to create economic and
investment environment conducive to more long-tamd productive types of capital flows
and to increase the economy’s capacity to absedigio investments through improvements in
market infrastructure, structural reforms, laboodarctivity, and product competitiveness.
Other policy tools such as financial supervisiod aggulation to reduce the risk inherent with
large capital flows—including their role in acceat®n business cycles, their destabilizing
impact on financial prices, and the upshot of adsundstop—should also be strengthened to
prevent a potential crisis caused by a shift intehflows. The fact that, so far, Thailand has
proved quite resilient to the current global fin@hcrisis that has greatly decelerated capital
inflows into the country, should not be a causectamplacency. As long as the country is still
part of this financially integrated world, consistend properly-designed policies to manage
capital flows aimed at promoting long-term stalpiénd economic growth are a must, while
potential vulnerabilities need to be closely mor@th

Regarding capital outflows, remaining regulations @apital outflows by residents
should be relaxed gradually to bring more balanzethe net flows and to encourage
international risk sharing. Thgradual approach towards outflow liberalization should be
emphasized, especially in light of the current glotrisis originated in the major economies.
Spillovers from the turmoil in U.S. and Europeardit markets have so far been limited in
Thailand due to low exposure of domestic investorthese markets, thanks partly to some
limitations on residents’ outward investment anel tnservative investment strategy and risk
management of Thai banks and institutional invest@oing forward, a stepped liberalization
towards a free capital flow regime should be tag@utiously, and concurrently with continued
improvement in financial literacy and risk manageaira all economic sectors including non-
financial businesses and households.
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