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1. Introduction

The 1997 economic crisis was undeniably one ofbst severe times for the
affected countries and it left behind many lessams implications for generations to
come. Before the financial turmoil took place, Thadl was a fast-rising economy,
enjoying the dubbed miraculous economic growth @eeklopment. Leading the way
was the investment component, which was then amgapovth contributor. However,
the promising future of reaching a developed coqustatus came to an abrupt detour
in the wake of the crisis. During the first two ye&f post-crisis era, the economy
registered negative expansions in line with comivas of growth engines. In the
subsequent years, the restructuring and reformepsowere carried out in Thailand.
Recovery took place and was reflected in most maJoP components.
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Yet a full decade has passed and investment rechanuestly subdued, still
performing less strongly compared to the pre-crisisord. This was evident in a
reduction of investment’s contribution to GDP grbvitom the peak of 8.3% in 1990
to the range of 2.5% and below from 1999 onwardkefaffected countries (such as
the Philippines, Malaysia and Indonesia) also entaed similar circumstances and
thus this has been in focus of a number of stuges IMF (2007), Bocchi (2008) and
Jongvanich and Kohpaiboon (2008)). IMF (2007) exwsi reasons that might
account for the slow investment recovery. The exgians include a riskier
investment environment, weaknesses in the finangma corporate sectors, and
sluggish nontradable sectors. These illustratiores laosely consistent with the
observed patterns of investment, though none ahthee strong enough to fully
explain the slow investment recovery on their own.

As one of the countries that were hit the hardgshb crisis, Thailand offers a
lead to theexplanation and policy recommendations for thetimarestment in other
affected countries. This paper therefore intendsdentify the trend of private
investment since 1980 and its major policies inil@nd. We also undertake a time-
series data estimation to investigate determinahtthe investment. Our findings
suggest that Thailand’s investment is affected bgnemic growth, returns on
investment, corporate leverage, exchange ratepablic investment. In addition, the
investment negatively responds to cost of capeathange rate volatility, the crisis,
and political instability. Credit availability hower fails to exhibit significant
influence on the investment. From a policy perdgecthese suggest that apart from
sound macroeconomic environment, the governmentlghpyovide good governance
and institutions to secure greater amounts of fgiwavestment.

The rest of the paper is organized as follows.i8e@ illustrates the trend of
both domestic and foreign investments in Thailamanf 1980 onwards, with a
highlight on differences between before and afterdrisis. Section 3 provides a brief
examination of Thailand’s major investment polici@gich partly explained such
investment development. Section 4 investigatesrih@t@nts of private investment,
and Section 5 lays out current issues and chalefi@ng investment in Thailand.
The last section concludes and offers some poéicgmmendations.



2. Trend of Investment in Thailand

Thailand’s investment has been closely evolved witbnomic development
since 1980. With an emphasis on pre-crisis and-@ists development, this section
provides a brief summary of key macroeconomic dioth, trend of domestic private
investment, and patterns of foreign direct investi¢EDI) in Thailand.

Macroeconomic Conditions

Thailand’s economic conditions have undergone wucttral change over the
past few decades. From the late 1980s to the &4&3ps, Thailand experienced a
period of high economic growth as a result of thift n aggregate output production
from agricultural sector to manufacturing sectde export promotion policyand
direct investment by multinational corporations (.

Average annual GDP growth rose sharply from 5.3%980-86 to 9.5% in
1987-96, which was the period of economic boom fegl). Private consumption,
accounted for more than 50% of GDP, had a relatilaglge contribution to growth
expansion in the pre-crisis years. Under the expatnotion policy, export sector
appeared to be a major driver of economic growtld, its role has strengthened since
1997. For domestic investment, although it was asmain contributor to GDP
growth before the crisis, its contribution turnedoe negative during that time.
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Turning to other key macroeconomic factors (suchngsrest rate, inflation
and exchange rate), minimum loan rate (MLR) on ayerwas 12.9% from 1985 to
1996. The sharp rises of MLR over some periods veeresult of the abolition of
interest rate ceilings in 1989 and 1992. Average-quisis inflation rate was 5%,
which was rather high partly due to rapid econoexpansion. Before the crisis, the
pegged exchange rate regime made nominal exchatgealatively stable as real
exchange rates were appreciated against US$.

Following the crisis, domestic interest rate skiwded as domestic
commercial banks attempted to keep their depoaliliiies and liquidity in the
country, but it was subsequently brought down tosbaeconomic recovery. The
inflation rate increased dramatically in line witudden devaluation of the Baht
(currency of Thailand). Yet, after the adoptionloflation-targeting framework, the
rate subsequently became rather low over the pefi@@00 to 2004. In the middle of
this year, inflation rate significantly increasedrh the effect of high food and energy
prices; nonetheless, the impact has disappeatbe ilast quarter of 2008.

In conclusion, strong economic growth before thsixwas mainly owing to
export expansion and sound macroeconomic condikiaddition, good governance
and institutions provided favorable economic enwinent for investment in Thailand
(Kohpaiboon (2005)). Nevertheless, lower growthhpiat the present is a result of
shrinking domestic demand mainly from sluggish gtowf private investment and
political instability making a reduction in busirgsesnd consumer confidences.

Domestic Investment

Despite its smaller proportion to GDP than consuomptinvestment is closely
related to economic boom and bust cycles over 8%t firee decades. As shown in
Figure 2, private investment cyclésve shared same major turning points with
economic cycles (output peaks (P) and troughs (Higher pre-crisis growth of
private investment cycles than that of output cygeinted out that over-investment
prevailed in Thailand before 1997. After the cristsitput and investment cycles
recovered with a positive growth in 2003 and 20@4pectively. However, slow pace
of recovery in private investment could be obsersatte 2006 whilst the output
cycles continue to show an upward trend.

During the boom, domestic investment grew dragdticaépresenting almost
40% of GDP (Figure 3). The investment ratio howeeeluced to 28% of GDP, after
sudden investment slowdown caused by the crisiasdifled by sector, private
investment has played a significant role in explaggnnvestment patterns in Thailand.
Private investment represented approximately 30%[0P in the expansion period.
Afterwards, although Thailand gradually tracketeeovery trend, private investment



(as a proportion of GDP) was still belae pre-crisis level, lingering around 17%
from 2004 to 2007.

Figure 2 Figure 3
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In Thailand, public investment has accounted fonwch smaller share than
private investment. Since 1980, the investment ipostnained well below 10% of
GDP. It has mostly concentrated on infrastructarg has been used as an instrument
to counter business cycles (Jongvanich and Kohpailf2008)).
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As presented in Figure 4, real private investméarted to grow rapidly since
1986, and reached a peak of Baht 1,000 billioragmroximately US$ 30 billion) in
1996. During the years, investment grew at arouf®h,1mostly in the form of
greenfield investment (FDI) originated by multimetal enterprises (MNES). The
crisis however brought down the investment by -388d -52% in 1997 and 1998,
respectively. On the other hand, public investnveas rather low relative to private
investment. Also similar patterns were observednominal private investment

! Compared to gross fixed capital formation (GFQffivate investment took a major share of 80% on
average in 1988-96 whilst its share after 199%&lsW the pre-crisis level.



(Figure 5). Sharp decrease of the investment wessalt of the collapse of Thai
economy, particularly in the real estate and bamkectors.

Moreover, there was a structural change in seetgll private investment
following the crisis. With NESDB (National Economi@and Social Development
Board, Thailand) data, private investment could diassified into two broad
categories, namely construction and machinery apdpenent sectors (Figure 6).
Prior to the crisis, the construction sector repnésd approximately 40% of total
private investment as private investment in magafirad equipment made up the
remainder 60%.
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After the crisis, the structure of investment whargyed partly because of the
real estate collapse and over-investment phenomehioa share of construction
sector fell drastically to 30% approximately in Z998; it has remained below 25%
until now. By contrast, the machinery and equipnsattor gains more importance in
(total) private investment after the crisis (Figute Its share stood at 70% of the
investment in 1997-98, and has remained above 76é&.sAs a consequence, this
investment is a main driver of private investmenthe post-crisis era. Yet, the fall in
both investments from 2005 onwards results in wdbwn of private investment.



Foreign Direct Investment (FDI)

As a source for technology transfer, employment gnagvth, FDI is the most
important capital flows in Thailand. However, comgzhto GDP inward FDI has been
rather low, sitting under 7%, since 1985. Before thisis, inward FDI averaged at
US$ 1.9 billion per annum or approximately 1.8%@DP. As compared to total
investment (GFCF), the inward FDI to GFCF ratioergbarply from 5% before 1997
to 27% afterwards due to surge in FDI inflows i8®9. Since 2003 it has well
remained in the range of 10-17% (Figure 8).
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Before 1997, a significant increase in FDI was eduly East Asian MNEs
taken place mostly in the labor-intensive indusiiige consequence of Plaza Accord
Agreement in 1985 led to an appreciation in variowsencies in East Asia including
Japanese Yen, Taiwanese Dollar, and Korean Wonltires in their country
competitiveness reduction. The MNEs, especiallynfrdapan, then decided to
undertake direct investment abroad, for examplent@ms in South-east Asia
including Thailand.

During the crisis, inward FDI remained at highevelepartly owing to the
Baht devaluation, averaging at US$ 4.9 billion panum or 4.3% of GDP. More
inflows went to the banking sector as foreign owhay limitation was expanded to
more than 49%. This made foreign investors und&rdal, merger and acquisitions
(M&A) in particular, in Thai banks. Direct loanssal played a more important role in
that time as a source of funding for Thai subsidsasuffering from the devaluation
and liquidity crunch.

In 2002, inward FDI however fell sharply partly bhese of M&A activity
reduction and excess capacity in some industr@sefample electrical appliances
and machinery and transportation equipments. Atieils, inward FDI has resumed
an expansion path and continued to have a pogjtweth since then.



Table 1
Net Inflows of FDI to Thailand Classified by Country
(average % share to total)

Country 1980-86 1987-1996 1997-1998 1999-2007
Japan 29.3 29.7 33.0 38.1
United States of America 29.0 14.6 23.2 10.3
EU 15 16.1 9.6 13.8 13.5
ASEAN 2.9 9.6 9.7 23.7
of which: Malaysia 1.0 0.2 0.3 1.3
Singapore 1.6 8.9 9.0 21.8

Hong Kong 12.9 15.0 9.9 4.9
Taiwan 1.0 7.0 2.9 2.2
Korea, South 0.1 0.7 1.1 0.8
Others 8.8 13.8 6.3 6.3
Total 100.0 100.0 100.0 100.0

Note: Disaggregated FDI data cover investment in nomklszctor only.

Looking deeply in inflows of FDI, Japan is a magmurce of FDI inflows to
Thailand, particularly doing FDI in automobile apalrts industry (Table 1). FDI from
the United States (US) and the European Union (BUMostly concentrated on
trading industry (i.e. wholesaling and retailingsimesses). Asian FDI has a relatively
greater proportion in recent years, compared teetlimom developed countries. Since
1999, FDI inflows from ASEAN have constituted ardud4%, which were mainly
dominated by investment from Singapore in tradind glecommunication industry.

Based on sector analysis, around 53% of FDI is lactecal appliances,
chemical, and machinery and transportation equipnmetustries (Table 2). On the
other hand, FDI in real estate industry fell sharmiter 1997. This partly shifted to
automobile and parts and metal and non-metalliastrées as well as investment and
holding companies.



Table 2

Net Flows of Inward FDI to Thailand Classified by Sctor
(average % share to total)

Sector 1980-1986 1987-1996 1997-1998 1999-2007
Industry 31.4 39.4 46.5 53.0
of which: Electrical appliances 9.7 13.4 10.9 13.5

Machinery and

Transport equipment 2.4 3.3 11.9 16.7

Chemicals 5.1 6.4 4.5 5.3
Financial institutions -2.0 6.3 9.7 7.1
Trade 19.1 17.1 24.5 12.3
Construction 18.8 8.7 4.1 0.0
Services 8.5 4.1 6.7 10.1
Real estate 4.3 21.5 1.8 2.8
Others 20.0 2.9 6.6 14.8
Total 100.0 100.0 100.0 100.0

Note: Disaggregated FDI data cover investment in nomklsgctor only.

Turning to outward FDI, before the first half of8 outward investment by
Thai MNEs was limited in early stage mainly dueotdward FDI restriction policy
and limited number of Thai MNEs with capability iaternationalize (Figure 8)
From 1986 and 1996, outward FDI increased rapidlyaaresult of the financial
liberalization policy in early 1990s (e.g. relaxatiof foreign exchange controls and
establishment of Bangkok International Banking Haes (BIBF)). ASEAN region
was a primary destination for Thai outward FDI.

However, the crisis had a negative effect on thdityalof Thai MNESs in
undertaking or maintaining investment overseas.r @ period, corporate extensive
liquidations of Thai assets abroad were essentialprent enterprises to ensure
survival in domestic market (Thailand). Henoetward FDI fell sharply.

Since 2005, the outward investment has been reedwggnificantly. Recently,
Thai authorities (e.g. Board of Investment (BOlhalland) have launched the Thai
direct investment (TDI) policy to promote cross-tber operations and return-seeking
opportunities. Examples of the policy include xal@gon of capital outflow measures,
capital flow liberalization road-map, and seveeat tncentivesWith the attempt of
such authorities, the rising trend of outward Fiwad appear in the near future.

2 Note that before 1993 Thai outward FDI covered/amestment in equity.



Figure 9
Inward and Outward FDI
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3. Major Policies related to Foreign Direct Invesient and Domestic Investment

After reviewing the investment trends in Thailanthjs section further
explores one of the key forces that helped shaple development: major investment
policies. The evolution of these policies as wadl the incentives they created
towards both domestic and foreign investment wéiphed to complement for the
state of economic development and trade regimeter Af gradual decline of state
capitalism, the investment policies were directeslards import substitution and then
in later years, to export promotion. However, toatrast in policy orientation was
most distinct before and after the crisis. For entbran a half century, from 1940 to
1996, there was high level of government involvetrierterms of both conducting
investment and international trager se and, later on, setting relevant policies
regarding investment promotions and restrictionslowever, higher degree of
liberalization was observed after the crisis, wheoéh current and capital accounts
were more opeas a result of IMF’s requisite and commitments Tma made in
bilateral and multilateral agreements.

State Capitalism (1940 — 1958)

Prior to Thailand’s modern economic developmentiTédconomy was best
characterized as a state capitalism. The majofithe society depended heavily on
agriculture. Local private manufacturing investinand production were limited as
education and entrepreneurship were scantly pneivateong population. Therefore,
a strong governmental institution was most needethis called for the state
monopolization of investment activities in variouslustries. Public investment
during this period focused mainly on building irfiraicture, as well as starting public
manufacturing of basic industries such as textigesss, and paper. On international
trade front, imports and exports were also caroedmainly by the state. In terms of
openness, tariff system was set up with a goabtwsbcentral government revenue,
rather than to make a protectionist effort (Kohpait (2005)).
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Import Substitution (1959 — 1971)

In the second phase of investment policy developybe earlier form of
government domination began to subside. This wakeday the advent of the first
National Economic and Social Development Plan ir6119the milestone of
Thailand’s modern economic development. Laying thé broad guideline for
economic development for the next five years, thiit plan indicated an attempt
towards a reduction of direct government involvetmamd a promotion of private
sector’s participation, particularly in the impebstituting productions.

Following this guideline, Investment Promotion Agtas passed in 1960.
This law aimed to encourage local manufacturingegtiment and activities.
Investment incentives, such as business tax hdaidayd tariff exemptions on
required inputs, namely machinery and equipmentywell as intermediate goods
were used. The Board of Investment (BOI), esthblisin 1959, was a main channel
through which these promotion privileges were grdnto investment projects
meeting the criteria. The promotion scheme categdribusinesses into three main
groups, which entitled to varied degree of incezgivihe emphasis was put most on
the capital intensive industries. Correspondingiyring this period, a rapid
expansion was observed in many local manufactunmyistries; for instances,
textiles and clothing, transport equipment, basietal) and chemical products
(Kohpaiboon (2005)).

At the same time, to support the development o$eaheew local industries,
the economy remained protected on internationaetfaont. Tariff barriers were
heavily put in place, especially on the capitalensive and consumer product
industries (Nikomborirak (2004)). These barrieesl lan escalating characteristic in
that the tariffs increased along the value chaiith final goods subject to highest
import duty. This protection allowed the imporbstitution industries, including
both local and foreign investors, to flourish anidsernational competition.

However, such tariff scheme was myopic to the utellopment of
supporting industries in Thailand. With inadequsueply of local raw materials and
inputs to fill the assembly line, the manufactureese required to seek solution in
importation. It should also be noted that intermagsligoods were exposed to lower
tariffs as implied by the escalating structure. suhprisingly, large intermediate
goods imports were observed during the period.s,Tédccompanied by the first oil
price shock during 1970, led to the problem of )wéfalance of payments deficits.
Inquiries with regards to appropriateness of impaistitution policy over a long
time horizon were thus raised. And this landedil@hd to the next phase of
investment development: export orientation.
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Export Promotion (1972 — 1996)

The export promotion policy governed the genera¢gtiment development in
Thailand from 1972 to 1996. Drawing lessons frém® $shortcomings of the import-
substitution policy, the third National Economiada®ocial Development Plan (1972-
1976) introduced a policy alternative with a highli on the encouragement of
export-oriented industries (Nikomborirak (2004)Xhe effects of this key policy
change spanned more than the plan’s five year ghesitoetching over two decades,
just until the hit of 1997 crisis.

It was notable that the shift away from import gitb8on and towards export
promotion was gradual. Therefore, the import stigin policy remained intact
until as late as 1985. Under the Investment Pramo#ct, amended in 1972 and
1977, BOI received greater authority and discretiondetermining investment
promotion. Through BOI, both fiscal and non-fisgadentives were granted to the
approved applicants, such as corporate income aégdys for upto 8 years and a
reduction in import duties on machinery and raw emals. Promotion measures
were intensified especially in the late 1970s, wB€) exercised import surcharges
in an effort to protect the promoted industries lidaiboon (2005)).

With the shift in policy guideline, both domestiodaforeign investments were
gradually encouraged to channel towards productoatering for external demand,
as opposed to internal demand in the earlier period1983, BOI started granting
tariff exemptions on raw material imports for biesees with export to total sale ratio
of greater than 30 percent. During the implemeaoatif the export promotion policy,
the Baht (Thailand’s currency), under the fixedlexgge rate regime, was devalued
several times. This allowed local export-orientedustries to maintain price
competitiveness, even though the weakened curralsmy made imports of inputs
more expensive.

The shift towards export promotion timely coincidedh the ratification of
the Plaza Accord in 1985. Currencies especiallpadase yen appreciated
significantly against the US dollar, undermining ttost and price competitiveness in
the world market of Japan as well as other EasirAsountries such as Taiwan, Hong
Kong, and Korea. The multinational enterprises @4Nin these countries were
forced to relocate their production bases. EasdmABMINE capitals were thus driven
towards other country destinations endowed witatretly lower cost. With cheaper
wage, economic and political stability, fixed exoba rate regime as well as
incentives from investment promotion policies tosvaxporting industries, Thailand
stood out as an attractive choice and subsequentrged as a recipient of these
East Asian direct investments (Nikomborirak (2002)f)ese were particularly in the
forms of greenfield investment in labour intenspr@ductions including processed
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food products, garments, footwear, jewels and gemachinery and transport
equipments and electronics.

Another important aspect of investment promotioticgoduring this period
was the industrial decentralization. This can lxseoved in the promotion of
investment projects according to their locationsdukstrial Estate Authority of
Thailand Act, passed in 1979, encouraged decerdtadn of industry away from
Bangkok area. The country was divided into threlustrial zones; with investment
projects in the furthest zone from Bangkok graritexllargest set of incentives. The
promoted investment projects in these industritdtes were provided with incentives
additional to BOI grants; for instance, the rightdwn land and work permit for
foreign experts.

With fast local market development and strong eounofundamentals,
Thailand attracted not only high level of foreigimedt investment but also a large
influx of portfolio investment. Inflow of short4ten capitals and their subsequently
rapid outflows was one of the key triggers of tr@ai financial crisis in 1997. This
possessed an important implication as we embarketh® new era of investment
development in Thailand.

Liberalization (1997 — present)

The economic turmoil during the financial crisislifi97 compelled Thailand
to seek IMF aids and advice. As part of the IMIiEkage requisites, Thai economy
was directed more towards liberalization of bothdé and investment regimes.
Thailand adopted the managed float exchange rateray Both current and capital
accounts were more open.

With respects to the current account, despite & gteoiod of tariff increases
during the crisis due to the need to raise taxmegs and to slow down imports, tariff
restructuring after 1999 resumed the focus onftaefluctions. Since then and
scheduled till 2008, a series of tariff cuts conéid on both manufacturing and
intermediate products (Kohpaiboon (2005)).

Regarding capital account, Thailand has maintamdee exchange control
practice since the early 1990s, in line with theFIMArticle VIII (Subhanij (2000)).
However, as seen in Section 2, FDI as well as doosder merger and acquisition
activities increased substantially after the crisis addition to the currency
devaluation which made investment less expensiverins of foreign currencies, this
was also attributed to the policy to attract inw&idl. Foreign Business Act (FBA),
enacted in 1999, granted foreign investors withtrfeaxsored nation (MFN) treatment.
The act, a surrogate of the Alien Business Law 2)93llowed full foreign ownership
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in most businesses except three categories wheclauthority viewed that were not
ready for external competition or closely relatedchattional security. Compared to
the Alien Business Law, the FBA is less restrictimeterms of types of businesses
which foreign ownership was allowed. However, thesgll existed capital
requirements for foreign investors and punishmefots violation of prohibited
industries (Nikomborirak (2004)).

Apart from inward FDI, Thai authorities also encaged investment abroad
by Thai residents. Since 2005, Thai outward FDidrap as a result of restriction
relaxation such as an increase in amount of investrar lending allowed for a Thai
company to its affiliate abroad per year. Moreovdre government through
institutions such as BOI and EXIM bank also prodidénai investors with support
and services including guidance, business matchmgaknd financial facilities (Wee
(2007)).

In addition to the aforementioned efforts and pe#ic Thailand also entered
into a number of international agreements, fromtiatéral and regional to bilateral
levels, all seeking to liberalize its trade andestmentegimes as well. First, the
GATT's trade-related investment measures (TRIMs)reggient required that
Thailand, as a member country, remove its biasstlicBons on foreign investment
which were intentionally designed to promote exqmorénted industries such as local
content and export performance requirements (Po(2®91)). The removal of
export performance requirements was completed i802Qvhile local content
requirements were abolished in 2003. Restrictianfareign ownership was also
lifted to 49 percent. This aimed to help attractren@apital inflows in equity
investment, especially FDI.

Second, Thailand’s investment liberalization alsbliged to regional
agreements. A prominent example was the AssociatfoBoutheast Asian Nations
(ASEAN) Investment Area. The framework, concluded998, set out that, by 2010,
which later expedited to 2003, member countriestnpusvide ASEAN investors
with national treatment. The other provisions atewered Most Favored Nation
(MEN) treatment, free transfer of funds and repéitvn, as well as dispute settlement
mechanism.

Third, another effort to pursue liberalization alseflected in bilateral
investment agreements. Since mid 1950s, Thailaassigaed 34 bilateral investment
treaties (BITs). Moreover, bilateral free tradeesgnents (FTAS) were also carried
out between Thailand and, for instances India ap&d. The coverage of investment
chapter, included in these FTAs, was not only FDlg, stretched to other forms of
investments such as portfolio investment as wakdhborirak (2004)).
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Key policies adopted by Thai authorities in guidbagh domestic and foreign
investment were illustrated in brief. Governmantalvement was strong before the
crisis. This can be first seen in the form ofesteapitalism, during the 1940s and
1950s, where major investment and trade activitidee economy were organised by
the state. With the progress of economic developm@port substitution policy was
implemented, aiming to promote investment and pcodns to accommodate for
growing local demand. Restrictions, mainly focgson tariff measures, on imports
of final goods as well as exemptions on import diaty intermediate goods were
jointly used to protect and promote local manufanty businesses. However, the
sustainability of this policy was questioned and ke the embracing of export
promotion policy. This shift was directed towardacouraging export-oriented
industries by extending tariff exemptions on impoof necessary inputs for these
productions.  Nonetheless, the restrictions arasdd promotion by governments
began to drop after the crisis. This was primashgped by the liberalization regime
set out by the IMF package as well as internatiagatements.
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Table 3

Summary of Major Policies and Issues related to Inestment in Thailand

Period Policy Development

1940 -1958 State capitalism Agriculture society

= State monopolization in various industries

1958 - 1971 Import substitution

1st economic development plan (1961-1966) to
reduce direct government involvement and
encourage private investment in Thai economy

= Thailand’s board of investment was established in
1959

= High level of protection on capital intensive
industry (e.g. automobiles) and consumer products

= Rapid local manufacturing expansion in textiles and
clothing, transport equipment, basic metal and
chemical products

= Balance of payments deficits due to import of parts
and components and the world oil price hike

1972 - 1996 Export promotion = Plaza Accord in 1985
= Baht devaluations (1973, 1981 and 1984)

= Direct investment in labour intensive export
products by East Asian MNEs, especially Japan

= FDIin processed food products, garments,
footwear, jewels and gems, machinery and transport
equipments, electronics, etc.

= Portfolio investment influx
=  The 1997 economic crisis

1997 - present  Liberalization = Liberalization extended as part of the IMF-led
reform package

= Baht floatation and M&A
= Foreign Business Act of 1999 enacted
= ASEAN Investment Agreement adopted in 1998

Sources: Nikomborirak (2004) and Kohpaiboon (2005)
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4. Determinants of Private Investment in Thailand

4.1 Empirical Method

So as to investigate determinants of private imaest in Thailand, this study
is based on Servén (2003) model with modificatidnswhich relevant structural
features of Thailand are taken into considerat®ervén (2003) suggests the model to
be estimated is of the form:

private investment = f (private investment determinants) + random disturbance (&)

As argued in previous studies, private investmestemininants depend on
economic and institutional factors. In the contextdeveloping countries, these
factors are as follows:

Market Size/Potential

According to Cardoso (1993), Oshikoya (1994) ancdbghg and Machado
(2005), market size (domestic demand) or markeérgiatl would be a key factor
influencing private investment in developing coigdr Its effect on private
investment is expected to be positive. When actudput increases, this would
indicate growing demand and encourage firms to mecpéeir capacity so as to
capture the increased demand. The opposite happersse of the decreased
domestic demand. Cardoso (1993) documents thatgtbeth of real output
encourages private investment in Latin America aver period 1970-85, using a
panel data analysis. In addition to Cardoso (19@8)ng OLS estimation Oshikoya
(1994) shows that private investment is stimuldigdthe growth of real output in
Africa over the period 1970-88.

Exchange Rate

In previous literature on private investment defeation, many scholars
(such as Agénor (2001), Bleaney and Greenaway §2@@d Jongwanich and
Kohpaiboon (2008)) suggest that (real) exchangeirdluences investment behavior
of entrepreneurs. Its impact can either promoteredard private investment. Its
devaluation could lower the real income and wealthprivate sector, thereby
lowering aggregate demand. A fall in domestic ineand wealth could induce firms
to revise their expectations of future demand aosdtgone their investment plan
(Jongwanich and Kohpaiboon (2008)). Moreover, thgreciation could raise the real
cost of imported capital goods, and then adverafifct private investment. However,
the devaluation raises the price of tradable gaeligive to the price of non-tradable
ones. Hence, this would help to stimulate investmethe tradable sector, and if the
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positive impact on this sector outweighs the negatnpact that could emerge in the
non-tradable sector, private investment could asee(Agénor (2001)). Jongwanich
and Kohpaiboon (2008) suggest that in the long real exchange rates are
statistically significant. A 1% depreciation of fexchange rate leads to an increase
in private investment (in the long run) by 5%.

Rate of Return on Investment and Corporate Leverage

Rate of return on investment could have an effecthe desired investment.
Theoretically,ceteris paribus, a higher rate of return — which is equivalentigher
marginal productivity of capital — means that it is morefgable to invest and thus
firms should be more eager to acquire new capttéh@ margin (Mallikamast al
(2003)). According to the previous study, the m@aagrate of return on investment is
not directly observable. In all likelihood, howeyérshould be positively correlated
with capacity utilization for when capacity utiltean is low the payoff to adding new
capacity also be low, and vice versa. Mallikardaal (2003) demonstrate that higher
growth rate of capacity utilization leads to higlgeowth of private investment rate in
subsequent quarters in Thailand.

In addition to rate of return on investment, innesiht decision also depends
on corporate leverage, given that firms’ investmsgrgnding may have been limited
by the availability of internal cash flow. To capguhe degree to which the excessive
leverage position constrains firms’ new investmdallikamaset al (2003) utilize
the ratio of total liabilities to total equity (tHeverage ratio of non-financial SET-
listed firms} as an indicator of corporate leverage, and discthat higher growth of
corporate leverage ratio deter growth of privategstment rate in Thailand.

Political Instability

In the context of developing countries, it is sfgrant to consider the impact
of political instability on private investment. Rreus literature (see Svensson (1998),
Gyimah-Brempong and Traynor (1999), Rogoff and Rarh (2003) and Bocchi
(2008)) documents that political instability has regative and (statistically)
significant impact on private investment in devahgpcountries. Using a sample of
101 developing countries for the period 1960-85erfSgon (1998) suggests that
government in unstable and polarized political exysttends to invest little in
infrastructure, resulting in lower level of privaterestment. Gyimah-Brempong and
Traynor (1999) also affirm the negative and siguaifit impact of political instability
on domestic demand. This paper explores the rakttip between political instability
and economic growth in Sub-Saharan African cousitrigtilizing a simultaneous

3 SET represents the Stock Exchange of Thailand.
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equations model and dynamic panel estimation approBhe findings show that in
addition to the direct impact that political instap has upon growth, political
instability indirectly lowers the growth by redugiflong-run) capital accumulation.

By and large, the discussion so far implies thatempirical model of private
investment is the following.

| =f (GDP, RER, GDE, CAPU, CRISIS, POL) + random disturbance (¢)

wherel is real private investmengDP is real Gross Domestic ProduRER
is real exchange rat&DE is growth of debt to equity raticCAPU is capacity
utilization rate,POL is a dummy variable capturing political instalyilin Thailand,
which equals to one if the period is quarter 3 2@05quarter 2 2008 and zero
otherwisé, and CRISIS is a time dummy variable, which is one if the pdris
quarter 2 1997 to quarter 1 1999 and zero othehidsaccount for a structural break
in private investment owing to the crisis (Mallikaset al (2003)).

4.2 Data

To examine the determinants of private investmanthailand, we collect
quarterly data representing those variables duimgyter 1 1996 to quarter 2 2608
from National Economics and Social Development BHo&fhailand), Bank of
Thailand and Stock Exchange of Thailand. In sebectind transformation of the data,
we follow established practice in the field of rais#h. The variables are measured as:

e Private investment (constant 1988, Millions of Bal#t from National
Economics and Social Development Board, Thailaed (dallikamast al
(2003) and Jongwanich and Kohpaiboon (2008))

e Gross domestic product (constant 1988, Million8aht) is from National
Economics and Social Development Board, Thailarsl,aaproxy of
domestic demand (see Agosin and Machado (2005)).

e Real effective exchange rate indices (REER, 199@¥ra€e from Bank of
Thailand, as a proxy of real exchange rate (searige and Greenaway
(2001)).

* The current political instability appears to beddstacle to economic growth and private investment
in Thailand since quarter 3 2005.

® The crisis caused a recession in Thailand fronmtqua 1997 to quarter 1 1999.

® Quarterly private investment data from NESDB arailable from 1996 to present.
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e As a proxy of corporate leverage, the debt to gqudtio of total liabilities
over total equity of non-financial listed companiesta are from Stock
Exchange of Thailand (see Mallikamaisl (2003)).

e Industrial capacity utilization rate (quarterly sage) is from Bank of
Thailand, albeit imperfectly, as a proxy ofarginal rate of return on
investment (see Mallikamasal (2003)).

Tables Al and A2 in Appendix provide descriptiveatistics for and
correlations between these variables.

4.3 Econometric Analysis and Results

In line with the standard practice in time seriesr®metrics, the time series
properties of data are tested at the outset ubagAtigmented Dickey-Fuller (ADF)
test. The test results are reported in Table A8 fgependix). According to the results,
the variables under consideration all are nonestaty ((1)). The two-step residual-
based procedure adopted by Engle and Granger (I@8vver are not applicable in
our case. Therefore, we convert the non-statiomargables into first difference form
by calculating the quarter on quarter growth raitkshe seasonally adjusted series.
Subsequent ADF tests indicate that the variabl&sb@xstationary property once in
first difference form.

After taking into account the unit root probleme thase model to be estimated
is the following.

Aly = ¢ +AGDP:1 + AREER;.; + AGDE¢.; + ACAPU;., + CRISIS + POL + &

Only I andGDP are in log form. All explanatory variables aredad by at
least one period to partially account for endoggneroblem and allow for the
independent variables taking time to influence gevinvestment (behavior).

In estimating the equation, we expect positive ficehts on real GDP growth
and change in return on investment, based on #nqus discussion. The exchange
rate effect, on ariori basis, is inclusive because its coefficient can be eifiesitive
or negative. We are also interested in the estitnedefficients orGDE, CRISIS and
POL, which would be negative. Our basic regressioaltesre reported in Table 4.

" We also test for the presence of unit roots inifjizhe Phillips-Perron (PP) test. Results arelaintd
the ones reported here.
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Table 4
Regression Results for Private Investment Determig Equations

Dependent variable:Al
Sample:1997:3 — 2008:2

Indfapendent 1 5 3 4 5 6
variables
Constant 0.02” 0.01” 0.03"” 0.01" 0.01"  0.027
(0.02) (0.02) (0.01) (0.01) (0.01)  (0.01)
AGDP(-1) 1.57" 1.57" 202" 154" 2577
(0.23) (0.24) (0.34)  (0.34)  (0.43)
AREER(-1) 0.01” 0.01"  0.017 001"  0.01"
(0.02) (0.02) (0.01) (0.01)  (0.01)
AGDE(-1) -0.01"  -0.01"  -0.01 -0.01 -0.01"
(0.02) (0.02) (0.01) (0.01) (0.01)
ACAPU(-2) 0.0 0.0f 0.0 0.0f 0.01 0.01
(0.01) (0.02) (0.01) (0.01)  (0.01) (0.01)
CRISIS -0.10°  -0.10°  -0.13"
(0.01) (0.01) (0.02)
POL -0.047  -0.047 -0.04"
(0.01) (0.01) (0.01)
AGCRE(-1) 0.01
(0.02)
APUB(-1) 0.09
(0.04)
GTOB(-2) 0.01" 0.01"
(0.01)  (0.01)
AINT(-1) -0.06"
(0.02)
AVOL(-2) -0.0T
(0.01)
N 44 44 44 44 44 a4
Adjusted R 0.92 0.92 0.83 0.79 0.83 0.66
LM (2) 0.35 0.34 151 1.30 0.72 1.47
(0.72) (0.71) (0.23)  (0.28) (0.49)  (0.24)

Notes: Numbers in parentheses are standard errors. *** atid * denote statistical

significance at 1, 5 and 10 percent, respectiviel(2) is the test for second-order serial

correlation in the residuals (wifitvalue in parentheses).
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Column 1 of Table 4 exhibits the results (44 obstowns) from our base
specification. Most significantly, the empirical aseires of investment determinants
seem to influence private investment over the peias suggested by previous studies.
The estimated coefficients for all six explanategyiables take their expected signs
and are statistically significant. All else equhlgher growth rates of GDP and
capacity utilization as well as Baht appreciatiead to higher growth of private
investment in subsequent quarters. On the othed, Haigher growth of corporate
leverage deters growth of private investment. Iditewh to corporate leverage, our
findings suggest that the crisis and political ahgity lower private investment. We
undertake the LM test to check for the presencésefond-order) serial correlation;
and, the test indicates residuals are independehidantically distributed.

To capture the additional effect through creditilabaity (Jongwanich and
Kohpaiboon (2008)), as presented in column 2 wkidelagged real private credit
growth? (GCRE) to the model. The estimated coefficient is natistically significant
but the impacts of explanatory variables in theebasdel are similar to those
obtained before. This implies that credit availipinay not lead private investment.
The finding however is not entirely surprising givéhat the post-crisis corporate
sector, in an attempt to minimize their financigks, has been depending more on
FDI and equity financings as well as internal funaher than external borrowing to
finance its capital spending (Schnitzer (2002)).

Previous literature (e.g. Cardoso (1993), Oshikd@®4) and Jongwanich and
Kohpaiboon (2008)) also suggests that the privatepublic investment relationship
can be either positive or negative (crowding-itimwding-out effects), depending on
public investment nature. On one hand, public-serteestment, which results in
large fiscal deficits, may crowd out private invasnt through high interest rates,
credit rationing, and a higher current of futune barden on the household (Oshikoya
(1994)). On the other hand, most developing coesithave a large component of
government investment concentrated on infrastrectprojects (e.g transport,
communications and irrigation); public and privalevestments are able to
complement each other (Jongwanich and Kohpaibod®3(2.

With the significance of public investment, we umb¢ lagged public
investment PUB) to the basic mod&(column 3). The estimated coefficient of public
investment is positive and statistically significaithis implies that an increase in
public investment can encourage domestic demandnsign, inducing an expansion
of private investment, as found in Jongwanich aotipaiboon (2008).

8 Real private credit is available from Bank of Thad; public investment is from NESDB.
° Lagged GDP growth is dropped to avoid multicoliriey problem.
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In column 4, we test whether investment decisignedes on expectations of
future returns relative to current actual retunmsthis paper, we measure the gap
between expected and actual returns by Tobin’slee-market value of firm’s capital
relative to its replacement cd5tThe rationale is that a firm will increase (red)its
capital stock if the market value of capital exceédlls below) the cost of acquiring
it (Mallikamaset al (2003)). Hence, we add lagged growth of Tobin’'sSG©B) to
our base model. Once we drop the dummy variablaghwin part influence market
expectations and sentiment, its coefficient is destrated to have positive sign and
statistically significant. In line with our hypotsis, therefore investment decision also
relies on expectations of future returns.

To see if a measure of cost of capitdNT) would help explain the patterns of
private investment, we include lagged average adsborrowing' to previous
specification. To avoid multicollinearity problemwge also drop change in growth of
debt to equity ratioGDE). Once we do sdNT becomes statistically significant and
shows negative sign as expected. In addition, othdependent variables are
statistically significant and show the expectedhsigThe finding thus supports the
argument of previous studies, indicating that sk equal the greater is cost of capital
the greater the extent to which private investneniscouraged.

In the last column, to test for the importance cbreomic uncertainties
(Bleaney and Greenaway (2001)), we add REER vinyefi(\VOL ) to our base model.
At the same time, we drop real exchange raRISER) to avoid multicollinearity
problem, and the dummy variables that seem to becaged with erratic swings in
the exchange rates. When included to our mod@l, is shown to have a negative
coefficient and statistically significant, suggastithat entrepreneurs do respond to
exchange rates: an appreciation encourages primaéstment and the variability
discourages it. Perhaps it is because this is labede with economic and political
uncertainties, which appear to reduce private ituest.

%\We approximate Tobin’s q for non-financial SETtdis firms by dividing the sum of total liabilities
and market capitalization of firm's equities by aotasset value. Admittedly, this is only an
approximation of the true g measures as we lack datthe market value of debt as well as the actual
replacement cost of capital. However, this proxyusti still give a relatively reasonable benchmank f
the assessment of market sentiments over time ifdaibset al (2003)).

1 Average cost of borrowing is measured as inteeggénse over interest-bearing debt. The raw data
are from non-financial SET-listed firms.

121t is the conditional variance of REER, using GAR(,1) model with AR(1).
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5. Issues and Challenges regarding FDI and Privat@evestment

After examining determinants of private investmenf hailand, this section,
in a forward looking manner, further identifies kegncerns expected to face both
FDI and private investment in Thailand over the owryears. As shown earlier, the
postcrisis era witnessed the private investment perifogness strongly compared to

the pre-crisis record. This was in spite of thespnee of several positive factors
conducive for the recovery process. Regardlessiof gnd casualty, the restructuring
taken place after the crisis fortified both bankaryd business sectors. At the same
time, saving is not a constraint to investment vecy because the saving-investment
gap has always been positive. Nonetheless, priwatestment continued to be
subdued as a set of negative factors from bothmadtand internal sources continued
to depress the overall investment climate. Thesgmihallenges include global
financial turmoil, global economic downturn, andvier domestic business sentiment
and political stability and they are likely to rematesting challenges to the
government as well as other stakeholders — finamaied investors —alike.

Global Financial Turmoil

It is inevitable that as Thailand has become martegrated to the
international trade and investment, after the adapaf liberalization policy in 1993,
the economy has been subject to greater extesia. rThe current sub-prime loan
problem in the US housing market as well as theuiagslosses and turbulent
conditions in the financial market have posed a&sevisk to global liquidity shortage
and its impact has spread to financial institujonsurance companies, and business
sector. Funding costs for households and businésdbe major economies (e.g. the
United States, the United Kingdom) have risen ask®acontinue to tighten credit
standards. Although Thai financial system is cutyestrong, the impact from the US
housing downturn and the sub-prime loan crisis memahighly uncertain.
Multinational corporations (MNCs) are at vulneralpesitions. They might be
suffered from declining profitability and need soniguidity support from
subsidiaries, including those in Thailand. As F®generally of long-term nature, the
risk of divestment is expected to be low. Howevethe loan crisis was prolonged,
FDI prospectsvould be highlyaffected.

Global Economic Slowdown

On the other hand, the current round of financidi€ also unavoidably
resulted in a dip in global economic developmertisTplays an important role,
through both direct and indirect channels, in fartdamping Thailand’s investment
prospect. In addition to the financial turmoil, teeb-prime problem has spawned
economic downturns and crestfallen sentiment thHioug the world. The

24



repercussions were felt in the real sector, rafigcin soaring unemployment rate as
well as declining productions, consumer income gmehding. For the US economy,
the NBER recently, on 1 December 2008, announcegcassion beginning since
December 2007. In the third quarter of 2008, the G growth lingered around
0.7% (Figure 10), while other advanced economiasoEarea and Japan, also
experienced major slowdowns (Figures 11-12). It whewn that these economic
powerhouses have been among the major sources afaidis inward FDIs. It
should also be noted that after the crisis, Thanemy has relied more on FDI as a
foreign source of funds, accounting around 80%rosg capital inflows over the last
five years. Therefore, their economic decline, agganied by slowdowns in other
emerging markets, is expected to lower FDI inflomts Thailand.

Figure 10
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In addition to the direct impact on FDI outlooguch a global economic
downward trend would also negatively affect Thallanexport expansion as well as
overall economic growth. According to World BanKarecast in December 2008,
Thailand is expected to grow around 2% in 2009starally declining from the April
forecast mostly following from both increased int@r political uncertainty and grim
outlook for exports, the major growth driver of Tlaad for the past several years, as a
result of global recession.
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As llustrated earlier, GDP growth is a key facwfr private investment in
Thailand. Consequently, the global economic slowtd@md its implications on Thai
exports and economy are also expected to discoumagstment decisions in Thailand.
Going forward, this is likely to become a signifitadownside risk to private
investment, even though Thai economic fundamengahgin quite strong.

Domestic Financial Conditions

It is noteworthy that in the post-crisis era a nembf factors have been in
favor of the recovery process of Thailand’s priviaeestment. In terms of financing
(Figure 13), the pre-crisis pattern of domestidrsgs shows that it narrowly sufficed
to fulfill expansion of private investment and notvered the funding of total
investment. Following the onset of the crisis, positive S-1 gap was much widened
due to the slowdown in investment. During 1999-2Qf¥¥vate investment picked up
pace and the S-1 gap narrowed down once again. fHawthe recent trend indicated
that the economy now enjoys higher level of dongestvings, while private
investment slightly decline. Thus, it is apparéat the domestic saving, as a source
of financing, is not a constraint for private intraent growth, at least, in the near
term.

Figure 13
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Meanwhile, banking sector also readily strengtherféds mirrored in their
reinforced financial positions in the post-crisisa evith healthy debt conditions,
increased capital accumulation, as well as contipasitive returns (Figure 14). The
ratio of Thai banking's gross non-performing loafggoss NPLs) to total credit
remained very low, less than half of the averag22o? % during 1999-2003. Capital
adequacy ratio, on the other hand, rose constantlystood well above the official
minimum standard of 8.5%, signifying a strong fioiah buildup. As for the sector’s
profitability, returns on asset ratio also showsifwe figures for all quarters, even
during the last three quarters of 2007 where atkbavere required to comply with
IAS 39 reserve requirements.
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Figure 14
Banking Sector Performance
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Domestic Business Conditions

From the business sector’'s perspective, evidertlitsafinancials has grown
more solid in the post-crisis era, it also stoaadgeto make investment (Figure 15).
Since the crisis, businesses, as representedteg-tempanies in the Stock Exchange
of Thailand, witnessed a steady improvement inrtbperating profit margin as well
as interest coverage ratio from the sharp drogs #fe crisis. This was in line with a
declining debt to equity (D/E) ratio. The bettevdeage condition and profitability
allows plenty of room for business to make investnvath less risk, compared to the
pre-crisis era.

Figure 15
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In addition, according to the World BanlD6ing Business 2009” survey
during April 2007 to June 2008, Thailand improvedérankings to the 1Bout of
181 countries in terms of ensuring foreign investoith ease of doing business (see
Appendix). The survey collected data on the reguiatapplied to different stages of
business’s life cycle, such as starting a businesgloying workers, paying taxes,
and closing a business in a particular country.ildhd made major improvements in
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the areas of registering property, protecting itmess and trading across borders. This
reflected Thailand’s commitment made, in an attetopbecome an investment hub
and to boost private investment through inward FDet the private investment,
albeit these positive factors, still underperfoitasown record.

Domestic Business Confidence

Both Thailand’s private investment and inward FDIl sappeared downcast
could be partly explained by the overall businemstimment which remained mostly
dim in the past four years. The Business Sentinmagex (BSI), compiled by the
Bank of Thailand (BoT), fluctuated below the benehnknof 50 since 2004 (Figure
16), indicating weakened confidence of businestsethis had a strong implication
for investment. As argued in a BoT analysis, thegtor confidence (as measured by
BSI) leads private investment by one quarter, aasl & co-movement with private
investment in the long-run. Given the reflection stfiggish confidence from the
index, thus the challenge lies in how our governmesbuilds and restores
confidences in both domestic and foreign investors.

Figure 16
Business sentiment index and private investment gneth
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Role of Government

With the significance of business confidences, gbgernment thus plays a
vital role in the recovery process of Thailand'svate investment and in attracting
FDI inflows to the country. This could be attribdte the positive impact of clear and
transparent investment policy direction and necgss#rastructure in improving
investment efficiency and lowering investment risksl costs. Public sector can also

3 The monthly survey is sent to 8@&%edium and large sized businessfor information regarding to
business performances and confidences. Its reatdtgpresented in the form of diffusion indexes,
varying from 0 to 100. For interpretation, the irddbove 50 suggests business sentiment is improved;
otherwise, the sentiment is worsened.
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indirectly induce a crowding-in effect by spearhegdinvestment projects and
spending to boost private sentiment and investment.

Nonetheless, during the second half of this desaeldhave encountered an
incessant series of political challenges. The adveolitical atmosphere as well as
the uncertainty it engendered have exacerbatedtiment sentiment, which has led
investment projects to be deferred. More speclficaince 2006 prolonged political
tension has put the government’s investment expamedi on mega projects on high
uncertainty, and till recently they are still sutijéo postponement. The volatile and
shaky balance of political conditions was captuwaad reflected in the World Bank’s
Governance surveys. Compared to the pre-crisis 86, Thailand in 2007
worsened in most governance indicators, includingcevy and accountability,
government effectiveness, regulatory quality, rofelaw, and political stability
(Figure 17). The most severe issue was the pdliiicstability which declined
constantly throughout the five year period betw2@d2 and 2007 (Figure 18).

Figure 17 Figure 18
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Therefore, in the time where no one could predithwertainty how and
when the current series of political instabilitytes dissolve, it is imperative that in
order to promote investment in the longer term® government should take
necessary steps to boost both domestic and foreigrstors’ confidence. To do so,
the government should focus on creating conduciwesstment climate such as
enhancing transparency of investment policies, Wwiaiee likely to reduce economic
uncertainty burdened by investors. To this end, gheate and foreign investors
would attain greater comfort in making investmeatidions.

Furthermore, another important role the public @ecan play to enhance
private investment is through taking a lead in staeent projects and activities,
particularly in the forms of infrastructure and hamcapital, which will raise the
country’s productivity and competitiveness. Itnigtable that public investment has
been mostly passive since 1980 (Figure 19). Takitmy account the ratio of public
debt to GDP (Figure 20), it is clear that therangple room, in terms of financing, for
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public sector to make more commitment in investmexgenditure. This is crucial
considering the crowding-in effect of public inuesint on private investment.
Moreover, the increased investment will provideatgee capital formation to help
boost Thailand’s potential output and facilitatexdeterm productivity growth (see
Box 1).

Figure 19 Figure 20
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In summary, this section points out that imminehallenges for private
investment in Thailand lie in the impacts of cutrgiobal financial turmoil, world
economic slowdown, weak domestic business confieleand political instability.
Amidst the volatile global factors as well as dotitesonstraints, Thailand would be
able to maintain growth momentum and business paisppartly through the
acceleration of private investment recovery andvaion of inward FDI. This calls
for a significant provision of public sector commént as well as the right mix of
public policies, which is discussed more in thetrsction.
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The Desired Level of Investment for Thailand’s Sustinable Economic Growth

Cheunchoksan and Nakornthab (2008) examine thetigrpatterns of Thailand, and
project the growth path into the future, using #doenometric method and growth accounting.
Key findings are briefly summarized here.

Going forward, Thailand is set to face a fall ilbda force’s total hours worked. This
stems mainly from the current trend in demogratractural change. The number of elder
population, ageing over 60 years old, tends toemse whilst the birth rate declines as a
consequence of advancement in medicine and headthaacompanied by highly successful
government campaigns on family planning. Compamedhe middle-age group, the elderly
population group probably has low the participatrate in labor market and average hours
worked per week.

With the practicability constraints on measurediftototal hours worked, for example
promotion of quality labor immigration and extergliretirement threshold to the age of 65,
Thailand is in need of an increase in labor pragitgtso as to support a sustainable economic
growth in the future. This inevitably calls for antrease in total investment in the present.

This analysis, which sets an assumption that dagtitek and GDP expand at the same
rate (a balance growth path), suggests that foetlimomy to grow as such, the ratio of total
investment to GDP need to increase from the cuteset of 22.0% to 28.0-30.0% within 2015.
Otherwise, Thailand would have lower-than-expeeiashomic expansion (see below).

The Outlook for Thailand’s Potential Output
(based on production function approach)

Average annual

2000-2007 2008-20f5 2016-2025 2026-2035
growth rate
Total hours worked 1.4 0.5 0.1 -0.2
Productivity* 35 5.0-5.6 5.0-5.6 5.0-5.6
Real GDP 5.0 5.5-6.1 5.1-5.7 4.8-5.4

Notes: * denotes balanced growth path scenafionotes estimates.

Nevertheless, from historical data increasing thtaltinvestment is achievable. More
particularly, the total investment to GDP ratiogdsom 22.0% in 1973 to 30.0% in 1980 and
from 20.0% in 2002 to 23.0% in 2005.

Public investment in mega projects (such as infuastre, irrigation, mass transport and
logistics) therefore is essential. The public-seetgenditure will add to total investment, and
indirectly induce more private investment throubh trowding-in effect. More advantages are
also expected in increased productivity and lowedpction costs, which will, in turn, help
contain the cost-push inflation in the longer terifisis, in conjunction with the government’s
policies to stimulate productivity and labor’'s qguglis possibly to ensure that Thailand will
accomplish the desired level of long-term econognawth.
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6. Conclusion and Policy recommendations

The major objective of this paper is to examineghtterns and determinants
of private investment in Thailand with a view todenstand factors that have hindered
its recovery in the post-crisis period. In attemgtio clarify the weakness observed in
private investment, we apply some standard empiand econometric methods to
estimate an empirical model.

Our regression analysis, which is broadly conststgth prior expectations
and previous studies, suggests that Thailand’'saf@ivnvestment is influenced by
both economic and institutions factors. Higher Ijre@DP growth, returns on
investment and expectations of future returceseris paribus, lead to increase in
private investment in subsequent periods. On theerothand, local currency
devaluation, corporate leverage and political inisitg appear to have negative
impacts on private investment. In addition to Badypreciation, volatile exchange rate,
capturing economic and political uncertaintiesalide to postpone an entrepreneurs’
decision to undertake investment in the countrye T897 financial crisis also reduces
private investment during 1997-99.

This paper moreover supports an argument of previegearch, indicating
that all else equal the greater is cost of cafiitalgreater the extent to which private
investment is declined. However, credit availapifdils to exhibit significant impact
on the investment. Finally, an increase in pulliestment could encourage domestic
demand expansion, inducing an expansion of Thadsgmi/ate investment.

These findings suggest several policy implicatiolststly, given that
investment itself is a key factor contributing t@oromic growth, Thailand’s
government should pursue a policy package in dalbelp foster balanced growth in
both private investment and GDP. Secondly, theifsoggmt amount of infrastructure
is required so as to help stimulate private invesiin{the crowding-in effect) in the
following years. Nonetheless, future governmentdatsl should accommodate mega
projects without putting excessive pressures onlipuinances and the external
balance. As a consequence, it is crucial to impigrtiee projects in a transparent and
efficient manner, giving proper consideration t@iding cost overruns and ensuring
rigorous selectivity.

Furthermore, the authorities should provide prudeatroeconomic policies,
along with clear communication about the policyniework. These will help to
contain any increase in perceived macroeconomiks.risrom this standpoint, the
recent monetary policy stance of inflation targgtiwith a flexible exchange rate
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seems to be serving Thailand well as it encouradisient market decisions by
bringing private and social costs of investmensetadogether.

To secure greater amounts of private investmendthan policy emphasis
should be on promoting a favorable investment diemay removing obstacles to
private investment, such as reducing red tape, ampg governance, and perhaps
most importantly establishing political stabilit§oing forward, productivity should
be raised over the long run (via human capital oupment and higher research and
development (R&D) spending) to further boost resuon investment, because this is
the only way to maintain steady investment given iacreasingly competitive
international business environment.
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APPENDIX

Table Al: Descriptive Statistics

Sample: quarter 1 1996 to quarter 2 2008

I GDP REER GDE CAPU INT GCRE VOL GTOB PUB

Mean 143,094.2 852,759.9 849 -1.0 69.3 5.3 21 140 5 -0.60,632.2

Max  270,719.0 1,128,105.0 106.6 139.6 776 10.0 26.2.4 71 50.3 123,607.0
Min 70,875.0 658,899.0 71.3 -40.4 56.1 2.4 -18.9 0.6 9.53 33,123.0
S.D. 50,053.1 129,416.7 8.7 329 5.1 2.4 10.9 196 19.86,882.6

Sources: National Economics and Social Development Boardiahd), Bank of Thailand, Stock
Exchange of Thailand, and author’s computation

Table A2: Correlation Matrix

Sample: quarter 1 1996 to quarter 2 2008

I GDP REER GDE CAPU INT GCRE VOL GTOB PUB

I 1

GDP 0.81 1

REER 0.42 0.16 1

GDE -0.08 -0.32 0.00 1

CAPU 0.84 0.82 034 -0.24 1

INT -0.51 -0.71 0.25 0.65 -0.62 1

GCRE 0.54 0.22 0.11 0.42 0.25 002 1

VOL -0.34  -0.53 0.18 0.62 -0.58 087 030 1

GTOB -0.27 0.06 -0.22  -0.40 0.03 -0.30 -0.31-0.31 1

PUB 0.10 -0.20 0.37 0.43 -0.02 0.42 0.33-0.30 -0.30 1

Sources: National Economics and Social Development Boardahd), Bank of Thailand, Stock
Exchange of Thailand, and author’s computation
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Table A3: Unit Root Tests

Variable Test Specification ADF statistics
[ CT -2.89
Al CT -3.457
GDP C,T -1.75
AGDP CT -4.95"
REER C.T -2.30
AREER CT -4.73"
GDE C.T -3.02
AGDE C.T -6.98"
CAPU C.T -2.70
ACAPU CT -5.79”
INT C.T -1.30
AINT CT -6.86"
GCRE C,T -1.77
AGCRE CT -5.85"
VOL N -1.64
AVOL N -2.95"
GTOB CT -4.01
PUB C,T -2.17
APUB CT -6.48"

Notes: In the test specification column, the symbol intksawhether a constant (C), a trend term (T) or
none of the above (N) is included in the ADF sgeatfon; *** and ** denote statistical significanc
1 and 5 percent, respectively.
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Table A4: Thailand’s Rankings in the World Bank’s Doing Business Surveys

2006/07  2007/08

Overall ranking: Ease of Doing Business 19 13
Starting a Business 37 44
Dealing with Construction Permits 13 12
Employing Workers 54 56
Registering Property 20 5
Getting Credit 61 68
Protecting Investors 33 11
Paying Taxes 92 82
Trading Across Borders 51 10
Enforcing Contracts 26 25
Closing a Business 46 46

Source: World Bank, Doing Business Surveys 2008 (Apri028June 2007; 178
countries) and 2009 (April 2007-June 2008; 181 tues)



