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Abstract
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After the financial crisis resulting in a severe aggregate butput contraction in 1997-1998 of
1.37 and 10.51 percent with an accommodating open unemployment rate rising from a sma!l 1.5
percent in 1996 to 4.35 percent in 1998, there has been an increased role of fiscal and quasi — fiscal
policy. This was essentially the case during 2001-2004 under the premiership of Thaksin Shinawat.

The overall central government finance under the broad concept of Government Financial
Statistic (GFS) basis showed a higher overall fiscal deficit of 3.4 and 6.2 percent of GDP in 2001 and
2002 as compared to 2.9 percent in 1998 (the year of severe economic contraction), 4.3 and 2.9
percent in 1999 and 2000 (the years of a beginning economic recovery with real output increasing
again at 4.45 and 4.75 percent and the open unemployment rate falling continuously from 4.35
percentin 1998 to 4.19, 3.34,2.41,2.17 and 2.08 percent during 1999-2004). »

Inflation jumped to 8.11 percent in 1998 after the baht floating in July 1997, after which it fell
rapidly to 0.21,1.66,1.64,0.08 and 2.75 percent respectively during 1999-2004. There was a
substantial current account surplus of 12.80 percent of GDP amidst a real effective exchange rate
depreciation for the baht of 23.19 percent and the plunge of real output in 1998. The current account
remained continuously in the black with the economic recovery and the extemal debt declined to 35.7
percent of GDP in 2004.

This research aims to assess quantitatively macroeconomic impacts of fiscal and monetary
policy specifically on domestic output stabilization during 2001-2004. The fiscal policy includes the 3
important and controversial government projects i.e. one - million baht village and urban community
fund (VF), debt suspension and deduction for small - scale farmers (POST) and the so - called thirty -
baht national health project (THIRTY). The three variables enter directly in the private spending in
aggregate consumption and investment.

The quarterly and open — economy macro econometric model employing the technique of
error correction equation to reflect the nature of relatively short — run (and medium - run) issue at
hand is then constructed for estimation and simulation. The model is basically Keynesian and is

Categorized into 5 parts consisting of financial sector, price level, real sector, intemational sector and
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the public finance. Aggregate demand as usual consists of private spending (consumption and

investment), export, import as endogenous and the exogenous government expenditure.

Aggregate supply is assumed to be positively responsive to the variable price level among
other variables. Price is determined by given foreign prices, exchange rate and the error correction
term between the price level and money supply. Money supply itself in turn is affected by the
domestic credit and balance of payments condition. Domestic credit extension then depends on the
liquidity in the banking system, bank's margin (minimum lending rate minus fixed deposit interest
rate) and the 14 - day repurchase rate.

Domestic interest rates are determined basically by the liquidity condition (difference
between banking deposit and credit extension) govemmental cash deficit as well as the monetary
policy 14 — day repurchase market rate. Moreover, the desired holding of domestic assets vis-a-vis
foreign assets and the SET price index are determined, among other variables, by the spread
between the domestic minimum lending rate and foreign interest rate. Hence, domestic interest rates
are linked with the given foreign or world interest rate. Finally, the government tax revenue depends
principally on the overall economic activity represented by GDP.

After the model is estimated and tested with an in — sample simulation with an average error
in terms of Thiel Inequality Coefficient of 2.36 percent, the model is used to evaluate the relative
stabilization performance of various fiscal policies and the monetary policy. The results can be
summarized as follow.

(1) comparative performance between the general fiscal policy case ( case 1 or the base
case of the research) and the fiscal policy in which all the three important projects i.e. VF, POST and
THIRTY are included in the model (case 2 in the research). Though the base case is the case without
the three projects above, it has instead included that amount of spending of the three projects in the
nommal government spending. The result indicates that the fiscal policy under case 2 produces no
different impacts on macroeconomic variables (for example interest rate and credit extension) in the
monetary part of the modei except the money supply (M2). M2 falls on average by baht 4,848.1
million during 2001:3 - 2004:4 in case 2 as compared to the base case. This is because the fiscal
policy including the three project gives rises to a higher impact in the fiscal revenue and real sector.
Aggregate demand especially in private investment (RIP) and consumption (RCP) spending increase

by baht 15,646.99 million (13.59%) and 13,899.14 million (3.05%) respectively. The rise in private
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spending leads to an additional increase in import by baht 12,100.80 million. As a result of the

leakage, GDP under the fiscal policy with the three projects is found to be baht 30,055.21 million or
2.09 percent higher as compared to the fiscal policy in the base case. (See Table 6.8 in the research
report.)

(2) Simulation on expansionary monetary policy (case 3) as represented by a one percent
~ reduction in the 14 - day repurchase rate from the situation of an already low market interest rate
gives rise, as expected, to a very small impact on the real economy resulting in a higher increase of
only baht 319.86 million or 0.02 percent as compared to the base case. (See Table 6.8 in the
research report.)

(3) Simulation comparison with the base case is also computed for each of the three fiscal
projects separately. Case 4 is the case that there is only the village fund policy variable in the private
consumption and investment equation while the budgets utilized in the debt moratorium and national
health project are now included in the exogenous government expenditure. Comparison of case 4
with case 1 shows no significant difference in the overall impact on GDP on that of case 2 with case
1. GDP increases proportionally more by baht 30,901.5 million or 2.14 percent as compared quite
equally to 2.09 percent in (1) above.

Simulation for the case of debt moratorium for the small — scale farmers and the national
health project increases the quarterly GDP on the average above the base case by only 0.14 and
110 percent respectively. Though the relative impact on GDP is higher for the village fund project,
the project on debt moratorium and health has a higher effect on private investment than
consumption. It can be concluded that the fiscal policy under the controversial village fund is
basically a consumption - led stimulus. The implication is that the increase in income and hence
welfare from more consumption under such a microfinance village fund project may not be
Sustainable in the long — run. A further and detailed investigation in the investment — consumption mix

from the village fund credit at the micro village level can be very useful.





