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Summary of Dissertation

Nowadays, in the small open economies, exchange rate becomes a very
important channel affect the real economy, in that exchange rate movements influence
aggregate demand and aggregate supply, and thus real output and prices. In addition to
the size of international trades and capital flows, its relative strength of course depends
on the exchange rate arrangement of the country. The issue is increasingly pressing
particularly since the economic crisis erupted in mid-1997. After adopting the floating
exchange rate regime in July 1997, the bath exchange rate has been weak and volatile.
Pressures on inflation have been increasing emanated from a combination of weakening
exchange rate, adjustments on administrative prices, and increasing inflation
expectation. The heightened exchange rate volatility which results from the general
movement to more flexible exchange rate regimes will in turn have ramifications for the

extent of both long run and short run pass-through which is the interest of this paper.

This paper is divided into 7 chapters. Begin with introduction in chapter 1,
and background of economy in Thailand in chapter 2.Next, in chapter 3, we aim to
quantify the determination of exchange rate in Thailand. Moreover, we investigate the
sources of fluctuation in baht exchanger rate, and how exchange rate response to the

monetary policy instrument, which is 14-day repurchasing rate, and how well exchange
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rate can be the monetary transmission channel that effect to economy. We estimate a
series of VAR analysis using monthly Thailand data for the period 1993 to 2004 by
dividing the study into 3 periods ; Jan 1993 to June 1997, July 1997 to Dec 2000, and
Jan 2001 to Dec 2004, which are pre-crisis, during crisis, and post-crisis period,
respectively. For these 3 periods, the exchange rate volatility is different, which are
fixed exchange rate regime for pre-crisis, much volatile flexible exchange rate regime
for during crisis, and less volatile flexible exchange rate regime for post-crisis. The
analysis shows that exchange rate volatility depends on monetary shock or interest rate
shock for pre-crisis period. However, during crisis and post crisis period, supply shock
becomes more influence to exchange rate. I_n addition, in case of Thailand, 14-day
repurchasing rate 1s used to be monetary instrument to effect the real economy by pass
through exchange rate channel, the result indicates that RP is able to be used as
monetary instrument in order to affect exchange rate when exchange rate is fixed or
more stable, which are pre-crisis and post-crisis period. Moreover, an exchanger rate
movement during the crisis period has been influenced by factors other than monetary
policy, and RP would not be effective instrument to affect exchange rate in such a

condition.

From chapter 4, we analyze the transmission of exchange rate movements
to inflation and real outputs. The impacts of exchange rate to inflation are measured
both directly through the traded goods prices (direct pass-through effect) and indirectly
through outputs (indirect pass-through effect). By decomposing the exchange rate
channel into these two blocks, it can be portrayed in more details how monetary policy
can affect exchange rates and how exchange rate movements are then transmitted to
real outputs and inflation. The result is that in direct pass-through, exchange rate has
large impact on inflation during crisis period but has less contribution to inflation for
pre-crisis and post-crisis period. This implies that exchange rate affect inflation directly
aﬁd has more dominant contribution in inflation during crisis period when exchange
rate stability increase, other factor such as tradable good price will be more influence in
inflation in pre-crisis and post- crisis period. In case of inflation rate in indirect
pass-through, exchange raté has dominant contribution to the variability of inflate rate;
in addition, it has less impacf than direct pass-through effect. However, for pre-crisis

and post-crisis period, exchange rate has more contribution in inflation than direct
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pass-through. This can be described that under the circumstance of more stability in
exchange rate as in pre-crisis and post-crisis period, exchange rate in indirect
pass-though has more significant than direct pass-though. On the other hand, during

crisis period, exchange rate affect inflation directly though tradable good price.

In chapter 5, we aim to examine the impact of the exchange rate
pass-through on import prices and domestic consumer prices in Thailand. In our
analysis, impulse response functions are used to assess the impact of exchange rate
movements on import prices and consumer prices. In addition , the variance
decomposition allows us to ezamine the importance of exchange rate shocks in
explaining price changes over the sample period. The result is that for during crisis
period, shock in exchange rate leads to decline in import price in first two months and
increase to stay around original line in long run. Producer price response in the same
way as import price but have less effect. Consumer price falls after increasing in first
four months for all three periods. The response of import prices is larger than that of
producer prices and consumer prices. In addition, response to import price index shock,
in pre-crisis and during crisis, increase in import price leads to increase in producer
price and inﬂation‘. For post-crisis period, response of producer price index is less than
other two periods, moreover, inflation declines immediately and turns to increase after
fourth month. Responses of inflation to import price shock are more than exchange rate

shock for all three periods.

In chapter 6, we reconsider the impact of prices on the exchange rate. We
test causality between the bath-dollar exchange rate and Thai tradable prices on the
basis of Thai export price data with several sectors between the mid of 1997 to the end
of 2005 in order to find corresponds of pricing to the market behavior of the Thai export
industry due to baht volatility. We find that exchange rate has causality to export
prices for all industries. This implies that Thai export industries would directly changed
export prices in reaction to exchange rate movements. On the other hand, the export

prices do not have causality affect to exchange rate.
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From, the analyze of all chapter, we find that significances of exchange rate
pass-through to inflation, import prices, export prices, and producer prices depend on
the movement of exchange rate and other factor variable in vary time period. Moreover
the result suggests that Bank Thailand cannot rely only on repurchase rate to influence
exchange rate, especially under abnormal condition of financial market. It seems that
during the crisis period the exchange rate movements should not be left to the market
mechanism without intervention. Monetary authorities, to some extent, need to
“contro]l” the market until all market function normally. This can be done through a
number of ways. The obvious is the necessity of central bank to intervene in the foreign
exchange market should there is circumstance that brings disruptions in the exchange
rate movements. Another measure would be some prudential regulations to induce the
sound mechanism of foreign exchange market. The objective of these measures would
not be to achieve certain targeted level or band, but merely to stabilize exchange rate
movements. The rationale lies on the significant effects of exchange rate to inflation,
implying that it v_vould be difficult for the central bank to achieve its inflation target
without doing something to stabilize exchange rate. Nevertheless, these measures
should be regarded as temporary; exchange rate movements should be left to market
mechanism whenever conditions return to normal. '

If we can control exchange rate movement, monetary policy transmission
through exchange channel will be effective to affect real economy such as inflation rate
in order to succeed in inflation targeting. Because with high degree of openness in both
economy and capital account, exchange rate movements have significant effects to real
output and inflation. Shocks on exchange rate have impacts on net export and real
output, even though with relatively small magnitude. More significant impacts of
exchange rate movements center on inflation. Both direct and indirect pass-through
effects of exchange rate to inflation have been responded with relatively short lag.
Nevertheless, as floating regime becomes subtle and exchange rate tends to stabilize in

the recent period, the exchange rate pass-through effect to inflation tends to decline.

Consequently, monetary policy transmission through exchange
pass-through channel becomes more important and interesting issue after adopting
floating exchange rate regime so as to accomplish the inflation targeting in the future.

SEHEKE  Prof Igawa Kazuhiro
Name of Academic Adviser
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