











was the result of contraction in employment in the agricultural and
manufacturing sectors. Notably, the unusual rise in unemployment rate
at year-end, when unemployment would ebb, coupled with a reduction
in work hours in the manufacturing sector pointed to a trend of rising
unemployment going forward.



3. Monetary Conditions and the Exchange Rates

Following the release of the previous Report, the MPC met
on 3 December 2008 and assessed that the impact of the global
financial crisis on the Thai financial sector remained limited. However,
the larger-than-expected growth slowdown in industrial economies
would have an adverse impact on the export sector. In addition, domestic
political problems were likely to delay the impact of fiscal stimulus.
Going forward, risks to growth to the Thai economy increased
significantly, whilst risks to inflation decreased markedly and were
likely to remain low throughout 2009. Given the significant shift in
the environment, the MPC assessed that monetary policy could be
eased to help support economic recovery, particularly as the economy
faced numerous negative risks, both on the domestic and external
fronts. The MPC therefore decided to lower the policy interest rate by
1.00 per cent per annum, from 3.75 per cent per annum to 2.75 per cent
per annum.

Subsequently, during the meeting on 14 January 2009, the
MPC assessed that even though the domestic political situation, which
began to stabilize, should help enable the implementation of economic
stimulus measures, risks to growth increased markedly as a result
of severe recession in industrial economies. Given the fact that
risks to inflation remained low, the MPC was of the view that
monetary policy could be eased further and decided to lower the
policy interest rate by 0.75 per cent per annum, from 2.75 per cent per
annum to 2.00 per cent per annum.

Money market conditions

In Q4 2008, short-term money market interest rates for both
collateralized and uncollateralized lending in Thai baht moved closely in
line with the policy rate. Following the reduction of the policy interest
rate in December, short-term money market interest rates adjusted in the
same direction and magnitude. As a result, the 1-day repurchase rate
and the overnight interbank rate averaged at 3.46 and 3.45 per cent,
respectively, a decrease from an average of 3.56 and 3.54 per cent per
annum in the previous quarter.
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Shorit-term money market
rates declined in line with
the policy interest rate.



The yields on long-term
government bonds
declined in line with
inflation expectation and
the policy interest rate.

Chart 3.1 Money market interest rates
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Nevertheless, the overnight swap rate, which reflected
the cost of borrowing Thai baht using US dollar as collateral, still
fluctuated somewhat. This was due to the tightening of USD liquidity
during some periods following the shortage of USD in global money
markets. The overnight swap rate averaged at 3.31 per cent per annum,
a slight increase from the average of 3.24 per cent per annum in the
previous quarter.

Government bond yields declined on average this quarter, in
tandem with investors’ expectation of a downward trend for the
Thai economy and the resulting decline in inflation and the policy
interest rate since the beginning of the quarter. Additionally, risk
aversion prompted investors to divert their investment from the stock
market into the bond market, which was considered a safer option. This
in turn led government bond yields to decline further.

The aforementioned change in investors’ expectation caused
the implied forward curve, which reflected future short-term rates
anticipated by the market, to decline throughout the last quarter
of 2008. The short-term interest rate ten years from now decreased in
tandem with lower inflation expectations in the medium term, whilst
short-term interest rates 1-2 years from now continued to decline to a



Chart 3.2 Government bond yields
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Chart 3.3 Government bond yield spread between
10-year and 2-year bonds
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level lower than the policy rate, especially during the latter part of the
quarter. This reflected market expectation of further policy interest
rate cuts to support economic recovery, given that risks to inflation
remained low.



The monetary base slowed
down in line with
decelerating economic

growth and inflation.
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Chart 3.4 Government bond implied forward curves
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Monetary base and money supply

In October and November 2008, the monetary base expanded
by 9.1 per cent compared to the same period of the previous year.
However, since the middle of 2008, monetary base and currency in
circulation exhibited a decreasing trend. This was reflected in the
moderation of economic activities and softer inflation in the previous
period.

Broad money in October and November 2008 grew at the rate
of 5.1 and 7.3 per cent, respectively. This expansion was mainly due to

Chart 3.5 Growth rate of money supply
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Chart 3.6 Contribution to Broad Money growth
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an increase in commercial banks’ deposits and securities issued by
commercial banks. Risk aversion also prompted investors to divert more
of their investments to markets with lower risk. Moreover, some
investments in securities abroad which reached maturity gradually
returned into the banking system. It should be noted that in this
Inflation Report, the definition of broad money had been revised to
include bills of exchange, money market mutual funds as well as
deposits at savings cooperatives. This change of definition was
intended to ensure consistency of the measure of broad money with
international standards for compilation of financial statistics.

After the MPC decided to lower the policy interest rate by 1.00
per cent per annum on 3 December 2008, most commercial banks
gradually adjusted their reference interest rates downward for both
deposits and loans. As a result, the 3-month and 12-month time deposit
rates of the 4 largest commercial banks at the end of 2008 Q4 averaged
at 1.41 and 1.75 per cent per annum, respectively, while the MLR of the
four largest commercial banks averaged at 6.75 percent per annum.
Nevertheless, real interest rates continued to rise from the previous quarter
as inflation declined at a faster rate than the fall in reference interest

Most commercial banks
adjusted their time deposit
rates and MLR downwards
alongside the fall in the
policy interest rate. In
contrast, the real interest
rates edged up as the
decrease in inflation
outweighed the interest
rates fall.



Table 3.1 The policy rate and banks’ reference retail rates*

2000 2007 2008
Unit: Per cent per annum

Dec Mar Jun Sep Dec Oct Nov | Dec

Policy rate 500 | 450 | 330 325 | 325 375 1 375 | 275

Average reference retail rates

of the 4 largest banks
Savings 075 | 075 | 075 0.75 | 075 075 | 075 | 075
3-month 344 | 325 | 225 206 | 206 237 | 237 | 141
6-month 369 | 325 | 225 206 | 200 250 | 250 | 156
12-month 4.00 3.25 2.25 231 | 231 2.75 2.75 175
24-month 469 | 369 | 230 250 | 250 | 350 | 350 | 250
MIR 709 | 750 | 7.00 687 | 687 | 725 | 725 | 675

Note: *Rates at end-period
Source: Bank of Thailand

Chart 3.7 Policy rate and commercial banks’ reference retail rates*
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rates. The average real MLRY and real 12-month deposit rate” increased
from 0.04 and 2.30 per cent per annum at the end of the previous
quarter to 4.83 and 3.56 per cent per annum at the end of this quarter,
respectively.

Y Real MLR = MLR - contemporaneous headline inflation
¥ Real 12-month deposit rate = 12-month deposit rate - average forecasted
inflation 12 months ahead



Chart 3.8 Commercial banks’ interest rates*
Per cent per annum

10 4

MLR 675

Jan Apr Jul Oct Jan Apr Jul Oct Jan Apr Jul Oct Jan Apr Jul Oct
2005 2006 2007 2008

Note: *Average rate of the 4 largest commercial banks
Real interest rates are calculated from the compounded interest rate formula
Source: Bank of Thailand

The growth of deposits® of Other Depository Corporations™
continued to expand at a low rate but began to show signs of acceleration
in the fourth quarter. In October and November 2008, deposits grew
by 1.1 and 4.5 per cent from the same period last year, respectively.
The acceleration in deposits came about as investors shifted their
investment from risky assets, such as foreign securities and bonds, back
into deposits. Moreover, the narrower spread between 12-month
deposit rate and 1-year government bond yield reflected improving
returns on deposits, resulting in an expansion of deposits.

% 1In this Inflation Repori, the series for deposits and credits of Other
Depository Corporations were adjusted by including data for saving
cooperatives and money market mutual funds. Additionally, negotiable
certificates of deposit (IMF definition) were excluded from the deposit
series; as a result, figures on deposits are slightly lower after adjustment.

¥ Other Depository Corporations comprise of domestically registered
commercial banks, branches of foreign banks, international banking -
facilities, finance companies, Specialised Financial Institutions (including
Government Savings Bank, Government Housing Banks, Bank for Agriculture
and Agricultural Cooperatives, Export-Import Bank of Thailand, Small
and Medium Enterprise Development Bank of Thailand, Islamic Bank of
Thailand), saving cooperatives, and money market mutual funds.

Deposits expanded at a

Jaster rate as investors

shifted away from riskier
assets.



The growth in private
credits began to slow
down, mainly as a result
of the fall in credits
extended to the corporate
sector.

Chart 3.9 Other Depository Corporations’ deposits and private credits
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Chart 3.10 Contribution to growth of deposits
of Other Depository Corporations
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The growth of private credits at Other Depository Corporations
began to slow down in this quarter, particularly corporate sector credits,
corresponding to weaker economic conditions and lower pressure on
the costs of production. This resulted in a remarkable slowdown in the
need for more working capital compared to the same period last year.
Of total credits extended to the corporate sector, credits extended for
use as working capital expanded by 17.4 and 13.2 per cent year-on-year
in October and November 2008, respectively, compared to the average

Bank of Thailand



Chart 3.11 The spread of 12-month deposit rate and 1-year government
bond yield, and the growth of Other Depository Corporations’ deposits
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expansion of 18.4 per cent in the previous quarter. Moreover, consistent
with weakened outlook for the economy and a higher risk perception,
the demand for loans for investment in capacity expansion began to
decline.

Chart 3.12 Corporate loan growth rate of commercial banks
classified by purpose
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The Thai baht continued
to depreciate from the
previous quarter from both
domestic and external
Jactors.

In 2008 Q4, the Thai baht continued to depreciate from the
previous quarter. The depreciation that lasted until mid-December was
partially due to the strengthening of the US dollar from the risk
aversion that moved international investors towards lower-risk assets
nominated in the US dollar such as US Treasury bills. Furthermore,
between end-November and early-December, the Thai baht was
weakened by domestic factors such as political unrest and the
closure of Bangkok’s international airports. These incidents affected
investor confidence as well as the tourism industry, which had been
an important source of foreign income.

During the latter half of December, the baht regained some
of its strength as global investor confidence improved, as reflected by
higher risk appetite as funds left the US for investment in riskier assets
in regional capital markets. Moreover, the formation of a new government
led markets to view that the fiscal stimulus package could be implemented
without any major delay. Nevertheless, towards the end of the year,
high demand for US dollar from gold and oil importers before the long
holidays induced another bout of Thai baht depreciation. On average,
the baht depreciated by 2.7 per cent from the average value in the
previous quarter.

Chart 3.13 Exchange rate
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Chart 3.14 Change in the values of foreign currencies against the US dollar
(average in 2008 Q4 compared with 2008 Q3)
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Despite the weakening of the baht against the US dollar, the
Thai baht appreciated against regional peers (except for the yen that
recently appreciated from the unwinding of carry-trade transactions) as
investors expected that the impact of the crisis on the Thai financial
sector would be less than that experienced by others countries in
the region. As a result, the Nominal Effective Exchange Rate (NEER)”
appreciated significantly from the previous period.

Nonetheless, the depreciation of the baht exchange rate against
most currencies towards the end of November as a result of domestic
unrest led the NEER to weaken sharply. On average over the quarter,
however, the NEER appreciated slightly by 2.0 percent compared
to the previous period.

The Real Effective Exchange Rate (REER), calculated by deflating
the NEER by relative inflation in order to reflect the country’s price
competitiveness, also registered a slight appreciation in October and
then a decline in November in tandem with the NEER. The REER was
expected to decline in December as a result of a fall in the NEER together
with an overall decline in domestic inflation compared to that in major
trading partners.

% The Thai baht NEER is calculated as a weighted average of bilateral exchange rates
between the baht and major trading partners’ currencies.

The nominal effective
exchange rate fluctuated
during the quarter, but
reported a slight
appreciation overall from
the previous period.



The difference between the
Thai and US policy rates
at the end of 2008
widened but had no
significant impact on
capital flows.

Chart 3.15 Nominal effective exchange rate of the Thai baht (NEER)
(Trade-weighted, 1994 = 100)
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In 2008 Q4, the MPC decided to cut the policy interest rate by
1.00 per cent, while the FOMC reduced the Fed funds rate 3 times,
totaling 1.75 per cent. As a result, the interest rate differential between
Thai and US policy rates increased to 1.75 percent at end-quarter.
Nevertheless, the widening interest rate gap had no significant impact
on capital flows, which in recent periods were more sensitive to political
factors and concerns over the ongoing global slowdown.

Chart 3.16 LIBOR, Fed funds rate and Thai repurchase rate
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Overall external stability remained satisfactory. International

reserves, inclusive of the BOT’s net forward position, increased from

115.8 billion US dollars from the end of the previous quarter to
118 billion US dollars at end-December. At the same time, the ratio

of international reserves to short-term debt registered at 4.0 at

the end of October and was expected to rise in December due to

the recent additional international reserve accumulation.

Table 3.2 Balance of payments

Unit: Billion US dollars 2007 w0 g
HI | H2 | HI | Q3 | Oct | Nov® | Jan-Novt

Current account balance* 14.0 5.1 9.0 3.1 -13 | -11 0.9 0.3
Net capital flows* 24 A6 | 08 | 100 | 07 | 33 | -02 138

Bank of Thailand 0.6 08 | 01 | 03 | 01| -01 | -005 0.1

Public 2.2 -18 04 | 02 05 1 00 0.02 0.3

Bank -1.1 07 |55 |55 21 123 | -13 8.0

Others 1.6 7.6 0.1 4.1 08 | 1.0 11 54
Balance of payments 17.1 57 | 114 | 160 | 05 | 40 22 2.7

Note: * “Reinvested earnings” are recorded as part of direct investment in the financial account, and its

contra entry recorded as ‘investment income’ in the current account

P = Preliminary

E = Estimated data and will be adjusted except the current account balance.

Source: Bank of Thailand
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Overall external stability

remained satisfactory.



4. Financial Stability Conditions and Outlook

Impact from the global financial turmoil on Thailand’s economic
and financial stability started to become more pronounced. Although
direct losses on financial institutions’ balance sheets in the past periods
were minimal, impacts from the global financial crisis which spilled over
to the real economy had become more worrisome. This was reflected by
a decline in profitability of the corporate sector, elevated risks regarding
income and employment of the household sector, as well as subsequent
deterioration in credit quality of financial institutions. Confidence and
economic recovery were also undermined by domestic political
conflicts, as was stability in the financial market, which became more
volatile in 2008 Q4.

Non-financial corporate sector

In 2008 Q3, profitability of the corporate sector declined as a
result of a slowdown in domestic demand and weakening confidence.
It was also exacerbated by the acceleration in living costs during the
previous periods which significantly dampened consumer purchasing
power. Operating profit margins of most listed firms on the Stock
Exchange of Thailand thus declined from the previous quarter. Moreover,
the corporate sector was faced with rising financing costs. The increase
was partly due to the hike in lending rates around mid-year, which was
in line with the upward trend of the policy interest rate to deal with
rising inflationary pressure at the time, as well as the increase in risk
premium towards the end of the quarter due to the deepening of the
financial turmoil. In the wake of the global credit crunch and high risk
aversion, it was more difficult for firms to tap funds from abroad. Those
that raised funds from domestic financial institutions and capital markets
also experienced higher financing costs due to worsening economic
prospects in Thailand, which became more apparent.

The increase in interest expenses together with the fall in profits
reduced firms’ ability to service debt, as reflected by the lower interest
coverage ratio. Weaker financial health of the corporate sector translated
into higher probability of default, calculated from the random-effect
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In 2008 Q3, the corporate
sector became increasingly

vulnerable. This
attributed  to

was
lower

profitability and higher

financing costs.



Chart 4.1 Financial soundness indicators of the corporate sector
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percentile,

Chart 4.2 Financial costs and risks of the corporate sector
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probit model”. This was in line with the latest credit condition survey
which reported that banks perceived the corporate sector to be more
risky due to the weaker economic outlook. As a result, financial
institutions tightened their credit standards in recent periods.

Y For calculation details see the “Corporate sector vulnerability analysis from
probability of default” box in the October 2008 Inflation Report.

Bank of Thailand



The MPC assessed that, going forward, risks to the corporate
sector would increase, especially from the impact of the weak global
economy on businesses related to exports and tourism. Latest data in
November 2008 pointed to a marked contraction in the exports of
Thai goods and services. Thus, the MPC deemed it important to
monitor the impact of the global financial turmoil on corporate sector
stability. Meanwhile, risks from the internal front should also be closely
monitored. Although political unrest had begun to subside after the
new government was formed, the corporate sector could still face tight
liquidity conditions and high borrowing costs. This is because, despite
ample liquidity in the banking system and accommodative monetary
policy, financial institutions and money markets made the assessment
that the probability of default could rise. As a result, credit lines of
the corporate sector could be limited or more costly as financial
institutions required higher risk premium to compensate for impaired
loans.

In 2008 Q3, although costs of living had begun to decline and
households had been more cautious in their spending behaviour, as
reflected by ongoing contraction of credit card transactions for
consumption of goods and services, the sluggish economy started to

Chart 4.3 Credit card transaction growth*
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Going forward, higher

risks to households’ income
and employment could
Jfurther worsen their debt
servicing ability.

Chart 4.4 Household delinquency ratio

Commercial banks Commercial banks and non-banks

% Total loans % Total loans
10 54

81 4+

Purchasing and hire-purchasing loans

67 for vehicles 1 Credit card loans

4 2

29 1

0 T 0

Jun Dec Jun Dec Jun Jun Dec Jun Dec Jun
2006 2007 2008 2006 2007 2008

Source: Bank of Thailand

affect households’ liquidity, as evidenced by a slight increase in
cash-in-advance transactions. In addition, preliminary data in October
and November 2008 signalled a worsening in debt servicing ability, as
reflected by rising delinquencies - defined as loans past due between 1
to 3 months - on mortgage loans, auto leasing, credit card loans and
personal loans under BOT’s supervision.

Looking ahead, higher risks to the corporate sector would
inevitably bring about substantial risks to household’s income and
employment conditions. Latest labour indicators showed that
employment in the manufacturing sector declined continuously
since May 2008, while employment growth in the services sector
began to slow down. Meanwhile, the agricultural sector’s ability to absorb
labour was more restricted, given falling agricultural prices, which
resulted in lower demand for labour in this sector. Although the
build-up of vulnerability in the household sector was not yet severe, it
could lead to deterioration in the household’s debt servicing ability,
thereby affecting financial institutions’ credit quality going forward and
hence, must be closely monitored.



The MPC assessed that the probability of a real estate price
bubble remained extremely low. Going forward, the growth rate of real
estate prices should decelerate from the previous periods, owing largely
to the slowdown in economic growth and consumer income. The
tightening of mortgage lending by financial institutions* would also
dampen housing demand despite the launch of the government’s real
estate stimulus package. In addition, construction material prices
continued to fall in tandem with the decline in global commodity prices,
which consequently lowered the pressure on real estate prices via
construction costs. Nevertheless, real estate prices in some areas
jumped noticeably, probably a result of urbanization and the extension
of mass transit systems. This was evidenced by the significant increase
in the latest land price valuation®.

Chart 4.5 Real estate price indicators
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¥ From the Senior Loan Officer Survey conducted in 2008 Q3.

% The Bureau of Property Valuation, Treasury Department announced the
improvement of new land price valuation of 9 districts in Bangkok and
individual land price valuation in 52 provinces, effective as of 1 January 2009.

The probability of a real
estate  price  bubble
remained low.



Direct impacts of the
global financial turmoil
on  Thai  financial
institutions’ balance sheets
were limited.

Direct impacts of the global financial turmoil on balance
sheets of Thai financial institutions were limited as their exposure to
assets of troubled financial institutions abroad were small, accounting
for only 0.44 per cent of total assets. Moreover, provisions were
already fully made for probable losses from investments in
collateralized debt obligations (CDOs) related to US subprime
mortgages. With regard to liquidity, the Thai banking system was not
affected by the tightening of global liquidity, owing in part to
less dependency on foreign capital markets; unlike the experience before
the 1997 crisis or current experiences of other countries, for example
South Korea. As a result, Thai financial institutions were not exposed
to the severe deleveraging process. In addition, the blanket guarantee
on deposits, which was implemented since 1997 and was recently
extended for another 3 years until 2011, helped restore confidence of
retail depositors, Thai banks” main source of funding. All in all, liquidity
of Thai banks remained ample, reflected by fairly large amounts of
deposits compared to those of loans. Thus, the MPC deemed that liquidity
was not a constraint for banks to lend in the current situation, but rather
heightening credit risks were, resulting from further weakening of the
economic outlook.

Chart 4.6 Commercial banks’ financial structure
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The MPC, nonetheless, was concerned about the spill over effect
of the global financial turmoil on the real economy, which could lead
to deterioration in the quality of corporate and consumer loans. This
was because the global recession would lead to a sharp fall in external
demand and pose potential risks to the corporate sector, in particular
those related to exports and tourism, which accounted for 20 per cent
of total loans. In addition, weakening domestic demand from political
uncertainty and fragile confidence could also adversely affect
domestic-oriented firms. This could have repercussions on employment
and thus undermine credit quality of consumer loans. The MPC therefore
assessed that the probability of default of corporate and household sectors
would increase going forward and consequently contribute to substantial
risks to the financial system. Although the NPL ratio to total loans
continued to decline, delinquencies appeared to rise.

Nevertheless, overall financial health as captured by regulatory
capital and liquidity remained sound and should be able to help cushion

Table 4.1 Thailand’s Financial Soundness Indicators

(September 2008)"

2007 2008
Key indicators (%)
Jun Sep Dec | Mar Jun Sep

juny

. Capital adequacy
1.1 Regulatory capital to risk-weighted assets (8,50 | 13.93 | 14.63 | 1480 | 1449 | 15.02 | 15.28
1.2 Regulatory tier 1 capital to risk-weighted assets (425 | 10.93 | 11.66 | 11.86 | 11.52 | 1151 | 11.89
2. Asset quality

2.1 Non-performing loans to total loans 8.49 8.58 7.86 7.35 7.01 6.51
3. Earning and profitability

3.1 Return on assets (ROA) 0.20 0.29 0.12 1.30 1.18 151

3.2 Interest margin® to gross income” 71.7 73.0 75.1 713 722 79.7

3.3 Non-interest expenses to gross income 01.4 59.3 60.7 50.5 52.2 57.7
4. Liquidity

4.1 Liquid assets” to total assets 27.1 27.1 247 203 20.4 187

4.2 Liquid assets to short-term liabilities® 34.4 33.9 31.9 25.7 274 24.4
Number of banks 14 14 14 14 14 14

Note: “Based on “Peer Group” data
“Minimum regulatory capital to risk-weighted assets

YInterest margin = Interest income and dividend - Interest expenses
YGross income = Interest margin + Non-interest income
Liquid assets = Cash and deposits + Securities purchased under resale agreements + Investment
in securities (net)
Short-term liabilities = Deposits (Liability side)
Source: Bank of Thailand

The spill-over from the
global financial turmoil
onto the real sector would
be the main risk to credit
quality going forward.



Major currencies on the
whole remained volatile.

against future shocks. Furthermore, the tightening in lending standards
of financial institutions in the previous periods should help reduce risks
of default. At the same time, it could lead to credit tightening and
higher financing costs for firms. Thus, the MPC would monitor that
lending standards would not be excessively tightened and impede
operations of sound businesses and the recovery of the overall economy.

In 2008 Q4, Thai financial markets remained sensitive to both
domestic and external developments, especially the stock market which
became more volatile owing to severe risk aversion among foreign
investors. In addition, political uncertainty also aggravated investor
confidence.

Although volatility in Thai financial markets subsided somewhat
towards the end of the quarter, the MPC assessed that investors were
still highly sensitive to new information. Thus going forward, the global
financial turmoil and political uncertainty could continue to affect stability
in the financial markets.

Major currencies, including the US dollar, euro and yen,
remained volatile due to the increase in severity of risk aversion which
led to abrupt deleveraging. Furthermore, owing to concerns over the
global economic recession, investors unwound their carry trade
transactions to minimize losses and transferred their investments to
risk-free US government bonds, resulting in large fluctuations of the
euro and yen. However, towards the end of the quarter, volatility of
major currencies subsided somewhat due to the US economic recovery
package, coupled with eased monetary policy stance conducted by
central banks around the world. This volatility level, nonetheless,
was higher than the norm, reflecting that investor sentiment remained
highly fragile.

The probability of drastic movements in the euro vis-a-vis the
US dollar measured by the implied kurtosis increased in 2008 Q4 owing
to market concerns that economic problems in the euro area could be
severe and persistent, while the implementation of fiscal policies to



stimulate the economy in the euro area could be limited. On the other
hand, the easing trend of Japan’s monetary policy stance, together with
the previous unwinding of carry trades helped reduce the probability of
drastic movements in the yen vis-4-vis the US dollar as reflected by the
decline of the implied kurtosis.

Chart 4.7 Trade weighted dollar index
(up to 30 December 2008)
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The SET index was highly
volatile as a result of risk
aversion and political
uncertainties.

Major currencies’ volatility contributed crucially to fluctuations
in regional currencies, including the baht. Nevertheless, the baht was
quite stable in comparison to other regional currencies such as the
Indonesian rupiah and Korean won, which were harder hit by the global
financial crisis. Nevertheless, domestic political uncertainly which became
more severe in some periods, for example during the closure of the
2 international airports during the end of November and the beginning
of December, caused the baht to become more volatile.

Chart 4.9 Baht actual volatility (Actual volatility - onshore)
(up to 30 December 2008)
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The SET index was highly volatile over the quarter. The index
declined sharply at the beginning of the quarter, before adjusting upwards
slightly towards the end of the quarter.

At the beginning of the quarter, the SET index was influenced
by several negative factors external and domestic, including the financial
turmoil in the US and Europe which drove other countries’ economies
into recession, together with investors’ concerns over domestic
political uncertainty. Nonetheless, the easing of monetary policy stance
around the globe, the US economic recovery package, coupled with
alleviated domestic political conflicts caused the SET index to strengthen
somewhat. Going forward, the SET index was expected to remain volatile
as reflected by the implied volatility of SET50 for the next 3 months,

which remained high.



Chart 4.10 Volatility in the Stock Exchange of Thailand (SET)
(up to 30 December 2008)
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Thai government bond market

Thai government bond yields declined for all maturities in 2008
Q4. Early in the quarter, bond yields fluctuated at a normal level, but
increased significantly towards the beginning of December due to the
1.00 per cent policy rate cut by the MPC on 3 December 2008, which
was larger than 0.50 per cent anticipated by the market.

Chart 4.11 Volatility in the Thai government bond market
(up to 30 December 2008)
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Inflation Report January 2009

Thai government bond
yields were highly volatile,
partially due to the larger
policy rate cut than
expected by the market.



Going forward, the MPC assessed that risks to Thailand’s
financial stability would remain high, especially from impacts of the
global economic recession. Political uncertainty was also another risk
factor that could aggravate the Thai economy by undermining the
already weak confidence. These factors would not only weaken
corporate profitability, but could also push up their financial costs
via higher risk premium. In addition, the household sector could
become more vulnerable, eventually affecting the stability of financial
institutions. Developments of these risks and assessments of their
impacts on Thailand’s financial stability would be closely monitored
to assist the MPC in making appropriate monetary policy decisions
going forward.



As expected by the MPC in the October 2008 Inflation Report,
the Thai economy was slowing down in 2008 Q3. The pace of
deceleration was, however, quicker than had been expected, notably
from the momentum of net exports: export volume was close to the level
assessed by the MPC, but import of raw materials rose sharply, rendering
overall volume of imports to be higher than previously assessed.
The MPC viewed the surge in imports as coming from the business
sector’s inaccurate assessment of price trends and economic conditions,
leading to orders in excess of the levels required for actual production,
which in turn contributed to more-than-expected inventory accumulation.
Excluding inventory accumulation, the only growth driver in 2008 Q3
was private expenditure, which began to show more clearly signs of a
slowdown. Meanwhile, public expenditure continued to contract.

In 2008 Q4, both domestic and external economic conditions
deteriorated markedly. A pronounced downturn in the world economy;,
which exceeded expectation, made a noticeable impact on Thailand’s
goods and services exports. In addition, the unexpected shutdown of
two international airports from late November to early December, which
was the culmination of escalating domestic political tension, disrupted
normal in- and outbound travelling activities of foreign tourists. The
event led not only to a fall in the number of tourists during high seasons,
but also depressed tourist, investor and private sector sentiment, which
was already fragile. In light of these developments and despite a
significant decline in world oil prices, which should ease pressure on
the costs of production, and accommodative monetary policy following
quickly subsiding price pressure, overall growth prospects for 2008 Q4
became significantly weaker than had been assessed in the previous
Report. The softer growth momentum was reflected in the preliminary
economic indicators for October and November, which pointed to a
substantial contraction in export of goods and services as well as a
continued slowdown in private consumption and investment, as concerns
heightened over the prospects of the economy and future income.
Nevertheless, public expenditures provided for a stronger stimulus than
that observed in the previous quarter, partly due to carried-over
expenditures from 2008 Q3.



Going forward, downside risks to economic growth increased
considerably from the publishing of the previous Report. Significant
negative factors were contraction in trading partners’ economic activities,
particularly as major industrialized countries were already in recession
and looked likely to take considerably longer than expected to recover,
and a probability of prolonged recess in tourist and investor sentiment,
a repercussion of earlier domestic political instability. In light of worsening
prospects for export revenue and profits in general, lending standards at
financial institutions could further tighten up, leading to more severe
liquidity constraint for Thai businesses.

Nevertheless, a significant decline in world oil prices, timely and
sizeable reduction in the policy interest rate as well as improved political
climate after the set-up of the new government, which could bring forward
effective implementation of fiscal stimulus measures, should help buoy
private sector’s confidence somewhat.

Taking into consideration both the downside and upside risks to
economic growth, the MPC viewed that even though monetary policy
and fiscal policy could prevent a sharp downturn in the period ahead,
a slowdown in line with the world economy would be almost inevitable
for an open economy with a significant export share of GDP like Thailand.
Therefore, the Thai economy should continue to grow at a sluggish pace
until the end of 2009, with possibly negative year-on-year growth
observed in some intervening quarters mostly from contraction in export
and private investment activities. The economy should recover gradually
along with the global economy while fiscal stimulus, likely peaking at
around mid-2009, provided some cushion. Overall, the Thai economy
was expected to grow significantly more slowly in 2008 and 2009 than
projected in the previous Inflation Report (October 2008) and would
take considerably longer to return to its normal growth trend.

In 2008 Q4, price pressures clearly subsided following a sharp
fall in world oil prices, with the Producer Price Index (PPD) in decline
from the same period of last year in December, falling consumer price
inflation as well as markedly subdued 12-month-ahead inflation
expectations.

Going forward, price pressure should remain low as prices of oil
and other commodities remained lower than they had been during the
same period of last year from notably weaker global growth conditions.



In addition, agricultural product prices should decelerate as the cost
condition and supply constraint eased. The extension of the
government’s measures to alleviate the public costs of living would
also delay a surge in inflation previously anticipated in 2009 Q1.
The MPC therefore assessed that both headline and core inflation would
be lower than previously projected over the next 8 quarters with negative
headline inflation in some quarters of 2009, primarily on account of
falling oil prices.

In the economic and inflation projections for the upcoming
periods, the MPC considered the assumptions used with a significant
degree of circumspection. The projections below are presented as fan
charts, which have been obtained from the macroeconometric model
and incorporated the MPC’s judgments. The fan charts reflected
uncertainties surrounding a range of events and were consistent with
the assumption that the policy interest rate remain at the current level
of 2.00 per cent per annum from 2009 Q1 to 2010 Q4, lower than the
level assumed in the previous Inflation Report. The assumption was
consistent with the decisions in the MPC meetings after the public
release of the previous Report on 3 December 2008 and on 14 January
2009 to lower the policy rate altogether by 1.75 per cent per annum.

In forming economic and inflation forecasts for the next 8
quarters, the MPC needed to make the most plausible baseline
assumptions on various factors including international economic and
financial conditions, world commodity prices, and fiscal conditions. These
assumptions are summarized below.

Over 2008 Q4, the intensified financial turmoil in the US and the
euro area caused economic conditions of the G3 countries to worsen by
more than anticipated in the previous Report. The emerging market
economies, especially those in Asia, were noticeably affected by the
global economic slowdown through contraction in export activities. As
a result, the MPC assessed that, going forward, the global economic
downturn would deepen, and oil and commodity prices would be lower
than previously anticipated, leading to lower inflationary pressure as well.

The global economy was
expected to weaken further
while the inflationary
pressure would be lower
due to declining trends of
oil and commodity prices.



The prolonged financial
crisis in the US would
continue to pose greater
risks to the US economy
going forward. Thus, the
MPC' revised down the
growth assumption for the
US economy throughout
the forecast period.

The MPC assessed that the
Fed would maintain
accommodative monetary
policy throughout the
forecasting period.

The MPC revised down the
growth assumptions for the
euro area and Japan for
the entire forecast period.

The US economy was progressively subjected to more risks as
financial market conditions continued to tighten while the impact on
the real economy became increasingly evident. Moreover, in light of
the business cycle dating announcement by the National Bureau of
Economic Research (NBER) in December 2008, which put the US
economy in recession from December 2007, growth momentum over
the past year had turned out to be weaker than the MPC had anticipated.
As a result, the US economy was more likely to deteriorate by more than
previously expected. The MPC thus revised down the assumption on US
economic growth for the whole forecasting period with the view that,
taking into consideration aggressive monetary policy easing coupled
with the new fiscal stimulus package, the US economy was expected to
contract on a year-on-year basis from 2008 Q4 until the beginning of

2010 and recover gradually afterwards.

At the meeting on 16 December 2008, the FOMC continued to
put monetary policy on an easing path, cutting the Fed funds rate by 75
basis points as well as establishing a target range for the federal funds
rate of 0 to 0.25 per cent, the lowest recorded in history, the action that
was consistent with other measures to restore market confidence and
support the functioning of the financial markets through open market
operations and purchases of commercial papers. With worsening
economic prospects, the MPC assessed that the Fed would maintain the
target range at 0 to 0.25 per cent throughout the whole forecasting
period.

In 2008 Q3, the euro area economy grew by 0.0 per cent,
significantly lower than expected. Moreover, many economic indicators,
including consumer and business confidence, showed deteriorating signs.
Going forward, the MPC assessed that financial institutions in the euro
area would continue to face heightened risks from large financial
exposure with the US, while manufacturing activities would suffer from
the global economic downturn. The MPC thus revised down the growth
assumption for the euro area economy for the whole forecasting

period.



The Japanese economy contracted by 0.5 per cent in 2008
Q3 and was expected to weaken further due to sluggish domestic
demand and flagging exports. The MPC thus revised down the growth
assumption for the remaining forecast period.

The Asian economies weakened significantly in 2008 Q3.
Moreover, the slowdown was likely to continue into 2008 Q4 for most
of the Asian economies from export contraction. Therefore, the MPC
revised down the assumptions on Asian economic growth throughout
the projected period, in line with the assumptions on major economies,
their primary export destinations.

Overall, the MPC assessed that in 2009 and 2010 Thailand’s
trading partner economies would grow at substantially lower rates than
anticipated in the previous Report.

Chart 5.1 Assumptions on trading partners’ growth
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Regional currencies were
assumed to depreciate by
more than expected
against the US dollar due
lo risk aversion.

The MCP revised down the
assumption on Dubai oil
price amid anticipated
global economic slowdown.

In the previous period, the US dollar appreciated by more than
anticipated as global risk aversion intensified and triggered further capital
outflows from stock markets in many regions into the US, especially US
government bonds. With concerns over the US economic downturn and
financial market turmoil, together with heightened uncertainty about the
global growth outlook, the MPC viewed that regional currencies would
depreciate vis-a-vis the US dollar by more than anticipated in the previous
Report in 2009, in line with market information implied through trades
in derivatives (Risk Reversal).

Crude oil prices had continued to drop, reaching levels
that were much lower than previously anticipated. Going forward,
weakening global economic outlook and global liquidity squeeze
would dampen investors’ interest in oil as an option for investment.
Despite the possibility of OPEC’s production cuts, their impact on
oil prices should be limited to cushioning the fall, so that prices
would not decline significantly further from current levels. The MPC
thus revised down the assumption on Dubai oil price for the next 8
quarters.

Chart 5.2 Assumptions on Dubai oil price
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Chart 5.3 Assumptions on commodity prices
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At the same time, the MPC significantly revised down the
assumption on non-fuel commodity prices throughout the projection
period, following the sharper-than-expected global slowdown.
Nevertheless, they were revised up slightly for 2010 in line with global
€COoNOMmIC recovery.

Meanwhile, the MPC revised up the domestic farm price
assumption for 2009 to reflect recent data on agricultural product prices,
which were higher than anticipated. However, the assumption for 2010
was revised down in anticipation of a decline in the price of rice and
better agricultural production conditions.

In fiscal year 2008, actual public consumption turned out to be
lower than the MPC projected in the previous Report whereas it was
expected to be 1,225 billion baht in fiscal year 2009, an increase from
1,202.2 billion baht assumed in the previous Report, before rising to
1,255.5 billion baht in fiscal year 2010.

The MPC anticipated that general government investment
would register 372.6 and 396.2 billion baht in fiscal years 2009 and
2010 respectively. Meanwhile, state-owned enterprise investment was
assumed to be 280.5 and 310.8 billion baht in fiscal years 2009
and 2010. Combining general government and state-owned enterprise

The MPC also revised
down the assumption on
non-fuel commodity prices
throughout the projection
period.

The assumptions on the
Domestic Farm Price
index was revised up for
2009 and down in 2010,
close to the previous
assumplion.

The MPC assumed general
government consumplion

for fiscal years 2009 and

2010 to be 1,225 and
1,255.5 billion baht,
respectively.

The MPC assumed public
investment for fiscal years
2009 and 2010 to be
653.1 and 707 billion
baht, respectively.



Chart 5.4 Assumptions on general government consumption
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Chart 5.5 Assumptions on public investment
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investment, overall public investment would stand at 653.1 and 707
billion baht in fiscal years 2009 and 2010.

The assumption on government consumption and public

investment was revised upward as the supplementary budget of around

115 billion baht became part of the government’s economic stimulus

package. The assumption on state-owned enterprise investment was

revised downward due to lower expected disbursement rate.



Consequently, overall public investment in fiscal year 2009 would be
slightly lower than assumed in the previous Report at 658.7 billion baht.

The MPC lowered the assumption for minimum wages for
Bangkok and the surrounding provinces in 2009 from 206 to 203
baht per day on average. The reduction was due to a significant decline
in inflationary pressure coupled with softer employment growth,
consequent of a weak economy. In 2010, the MPC raised the minimum
wage assumption slightly from 2009 to an average of 207 baht per day

in line with economic and inflation outlook.

The MPC anticipated businesses to run down on inventory in
many quarters, as prospects of economic slowdown became clearer,
causing producers to cut production. As a result, in those quarters,
changes in inventory would have negative contribution to GDP.

Economic data for 2008 Q3 pointed towards a significantly
softer growth momentum than the preceding quarters. In 2008 Q4, the
economy encountered further negative disturbances, a more-than-
expected slowdown in the world economy and worsened domestic
political turmoil, which considerably dented the confidence of foreign
tourists, investors and consumers. October and November data indicated
a significant slowdown in GDP growth; year-on-year growth could be as
low as zero or slightly negative. The sharp downturn in 2008 Q4 was
due in part to the closure of two international airports, which had a
substantial impact on tourism, and an apparent slowdown in the world
economy, which was expected to last for some time.

With the assumption that the policy interest rate would remain
constant at 2.00 per cent per annum over the next 8 quarters, the MPC
assessed that the Thai economy would expand at a considerably lower
rate than that projected in the previous Inflation Report. Furthermore,
the recovery would also be delayed.

The MPC revised down the
assumptions on minimum
wages, in line with a
decline in inflationary
pressure and a slowdown
in economic growth.

The  Thai
significantly slowed down
in 2008 Q4. Growth could
be zero or even negative

economy

on a year-on-year basis.

Over the next 8 quarters,
the Thai economy would
expand at a considerably
lower rate than previously
projected.



Private consumption was
expected to grow at a
lower rate than previously
projected while private
investment would contract
in 2009.

The deterioration in the growth prospects was attributed largely
to a sharp downturn in major trading partners’ economies which would
lead to contraction in Thai exports and a slowdown in private
consumption through a decline in income and employment as well.
Private investment would also contract as a result. Furthermore, a sharp
reduction in tourism income receipts around the end of 2008, which
could continue into some quarters of 2009, consequent of the airport
closure, was another important negative factor for growth in the near
term. Erosion in farm income following a reduction in farm prices as
world demand softened, eroded financial wealth, particularly from
stock prices, as well as more cautious bank lending practices would
contribute to lower growth in 2009. Nonetheless, a sharp decline in oil
prices, which were expected to remain low, would help lower the costs
of production as well as costs of living. Furthermore, a sufficiently sizeable
reduction in interest rates would relieve burden on interest payments of
businesses and households. Importantly, fiscal measures should support
private sector confidence and help maintain positive overall economic
growth in 2009, setting stage for a gradual recovery in 2010, in line with
the world economy.

The MPC revised the forecasts of individual GDP components as
follows.

Private consumption was expected to grow at a lower rate
than previously projected for 2009. The slowdown in private
consumption could be attributed to contraction in export income and
weaker farm income, negative wealth effect that originated from a
significant decline in the value of household assets, and low consumer
confidence from heightened economic uncertainties, including concerns
over future employment and income prospects. At the same time,
lower oil prices and interest rates together with transfers from the
government’s supplementary budget should help support private
consumption. With world economic recovery projected to begin in
early 2010, the export sector, a crucial sector for employment, would
gradually pick up; and with that, consumers’ income and sentiment,
thus allowing private consumption to show a clear sign of recovery
in 2010.



Private investment was expected to contract in 2009, a different
picture from that painted in the previous Report, which forecasted a low
but positive expansion. The contraction could be attributed to significantly
weakened overall economic outlook and investor confidence. Moreover,
low capacity utilization rate indicated a certain degree of excess capacity
in the economy and therefore less need for investment to expand
production capacity for some time. At the same time, despite reduction
in the policy interest rate and commercial banks’ reference lending rates,
borrowing costs of businesses could edge higher, as commercial banks
might perceive higher credit risks from worsening economic outlook
and require larger risk premium as a result. Indeed, commercial banks
had become more prudent with credit extension. In this light, businesses
would be more likely to hoard cash to stay liquid and curtail investment
expenditure, which would weaken private investment compared to
previous projection. However, investment should recover and accelerate
progressively as economic prospects became firmer in 2010 and economic
uncertainty abated.

Government spending would be an important contributor to
GDP growth in 2009. Real public expenditure increased by more than
previously projected partly from the rise in nominal spending with mid-
year supplementary budget and acceleration in budget disbursement to
meet target going forward. Meanwhile, lower prices of goods and services
as well as costs of production enhanced the government’s purchasing
power. Fiscal stimulus would moderate, however, in 2010 as nominal
spending, particularly on government consumption, declined.

Exports of goods and services were projected to contract
considerably in 2009 as global growth weakened significantly. The airport
closure would also have a direct impact on exports of services in 2008
Q4, which could last until the end of 2009. However, the weakening of
the baht, in line with regional currencies, together with the decline in
relative inflation would lead to Thai baht real exchange rate depreciation,
which should cushion the fall in exports. Such positive factors were not
expected to compensate for deteriorating external demand prospects,
however. Overall, exports of goods and services were highly likely to
contract from 2008 Q4 until 2009 Q3 and start to recover from 2009 Q4
onwards, in line with the pick-up in global growth and improved tourist
sentiment.

Exports of goods and
services were projected 1o
contract in the first three
quarters of 2009 and
recover around the end of
the year.



Imports of goods and
services were projected 1o
contract significantly in
20009.

Imports of goods and services were projected to contract
substantially in 2009 in line with negative growth in exports and private
investment as well as a slowdown in private consumption, which would
lead to lower demand for goods and raw materials used in production.
However, the MPC assessed that imports of goods and services should
expand again from the end of 2009 onwards following a recovery in
exports and private consumption.

The projected contraction in exports and imports in 2009 led the
MPC to expect the current account (including reinvested earnings) to be
in surplus in 2009 before turning into slight deficit or close to balance
in 2010.

In 2008 Q4, headline and core inflation declined significantly
and on the whole were considerably lower than previously projected
by the MPC. Measures to ease the costs of living as well as lower
pass-through from production costs to final product prices, consequent
of lower demand pressure, contributed mainly to the fall in core
inflation over the period. Headline inflation largely moderated both
from the government measures and the sharp decline in oil prices,
even as prices of raw food, particularly vegetables and fruits, accelerated

Chart 5.6 Contribution to headline and core inflation
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Chart 5.7 Month-on-month seasonally adjusted
headline and core inflation
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as a resulf of a flood. The easing of the price pressures caused public
inflation expectations to fall noticeably.

Over the next 8 quarters, the MPC expected inflationary pressure
to ease significantly, compared to previous forecast, on account of
lower oil and commodity price assumptions as well as delayed
adjustment in the minimum wage. Price pressure from wage cost would
be minimal as weaker employment prospects and moderate changes
in the costs of living after the recent minimum wage adjustment in
mid-2008 would prevent the rise in minimum wage in the near term.
Substantially weaker domestic demand would undermine businesses’
ability to raise prices of goods and services. Furthermore, most of the
government’s measures to lower the costs of living would be extended
for another 6 months.

The MPC viewed that headline inflation could become negative
in certain quarters of 2009, particularly in the months that oil prices
would be appreciably lower than the same period of last year. However,
the MPC assessed that the sharp disinflation would not develop into
deflation, as it would not reflect a broad-based decline in the general
price level but was caused by extreme movements in prices of oil.
Moreover, such disinflation would not lead to a persistent contraction in
private spending, as expectations that negative inflation would be

Both headline and core
inflation were expected to
be lower than previous
projections throughout the

Jorecast period.



prolonged was absent. (See box for further details). Going forward, the
MPC expected inflation to rise, in line with the recovery in economic
activities from the last quarter of 2009 onwards.

The output and inflation projections given above were
based on assumptions that the MPC considered most plausible while
holding the policy interest rate unchanged. At the same time, the MPC
deemed that many risks, from both internal and external sources, could
cause the projections to deviate from the base case. Important risk factors
are as follows.

Important risk factors that could lead to lower growth projection
than that painted by the baseline scenario were lower trading partners’
growth or delayed recovery as the financial crisis in the US and Europe
continued to play out. Recession in major industrial countries could
impact on Thai exports as well as those of regional countries’ by more
than expected.

Furthermore, the adverse impact from the airport closure in 2008
Q4 on tourist and investor confidence could be more lasting than
expected. Although the actual closure lasted only around 1 week, it
attracted worldwide attention. Weakened confidence could delay recovery
in tourism and caused growth to be lower than that projected in the
baseline case.

Another important downside risk factor was the government’s
inability to disburse the budget at the high rate assumed in the base case
on account of ongoing, political uncertainty, with risk concentrating in
the first 2-3 quarters of fiscal year 2009.

World oil price remained a risk factor that could lead to positive
or negative deviation from the baseline GDP growth projection. Dubai
oil price could be higher than the baseline assumption from supply
problems; for example, OPEC could cut production to support prices.
Moreover, high-cost wells could face closure while geopolitical risk,
middle-east political tension and cancellation or delay of plans to expand
production capacity could lead to supply constraints in the periods ahead.



Deflation

The world economy has slowed down, several economies are in recession and it is more likely that

it will take some time before the world economy would recover. Consequently, the prices of commodities,
especially oil prices, have declined substantially. This sharp decline has led headline inflation to fall in most
economies and to rising concerns about the possibility of deflation.

What is deflation?

In theory, the decrease in the
general price level of goods and
services, or negative inflation, could
occur from both supply factors, such
as productivity expansion, and
demand factors, such as severe and
prolonged economic recession,
possibly caused by excessively tight
economic policies. Nevertheless,
negative inflation would be considered
“deflation” when the decline in the
general price level is broad-based.
The decrease in prices of goods or
setvices in a specific sector of the
economy does not constitute deflation.
In addition, the rate of price decline
must be persistent and result in public
expectation that prices will continue
to decline in the future. In this
situation, consumers and businesses
will likely postpone their purchasing
and investment decisions. However,
there is no consensus on what the
duration of negative inflation would
be to classify it as “deflation”. In
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general, a short period of negative inflation would not be called “deflation”. Furthermore, deflation usually

results from economic recession and low levels of confidence which cause monetary policy to become less

effective as a stabilizing tool" as the public is not willing to spend even when interest rates are very low.

¥ Speech on “The euro after four years: Is there a risk of deflation?”; Otmar Issing, 2 December 2002 and Speech on “Deflation: Making sure it doesn't happen here”, Ben §.

Bernanke, 21 November 2002.
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The US and Japan had an experience with deflation in the 1930s and 1990s, respectively. In the case of
the US, the deflationary period started from the burst of stock price bubbles and the financial crisis, which was to
a certain extent a result of tightening monetary policy to curb stock price rises in the prior period. In addition, fiscal
policy was not deployed in time to help stimulate the economy. This brought about the Great Depression. As for
Japan’s case, the problem originated from the sharp decline in property and stock prices, which contributed to
considerably high non-performing loans in the banking sector. Moreover, monetary policy easing and expansionary
fiscal policy were too slow and not effective in stimulating the real economy. The Asian crisis in 1997 was a crucial
factor that further pushed the Japanese economy into a lengthy period of deflation.

In the present days, according to Consensus forecasts, inflation in industrial and Asian economies would
decline in the next several quarters. However, demand is not expected to drop to very low levels for such an
extensive period that would put the world in deflation-like condition. Factors that would help avoid
deflation are the relatively solid economic fundamentals before the current crisis, as reflected by the generally
strong financial positions of the corporate sector as well as the aggressive stances of monetary and fiscal policies
in boosting the economies. The exception is Japan, which has a greater risk of entering a deflationary period
ahead because internal and external demand is expected to contract more severely than that faced by other economies.
Moreover, the Japanese economy had also recovered from the dotcom crisis relatively more slowly compared to
others and since then it has been heavily reliant on external demand.

Table: World inflation forecasts

Country 2009 2010

(Per cent) 2008 Q1 Q2 Q3 Q4 Q1 Q2
World inflation 4.8
uUs 4.0 1.1 0.1 -1.0 0.9 1.7 1.9
EU (Euro zone) 3.3 1.7 1.1 0.8 1.5 1.8 1.8
Japan 1.6 0.9 0.3 -0.6 -0.3 -0.3 -0.1
China 9.3 2.0 1.8 1.9 2.3 2.7 2.6
Hong Kong 2.9 2.7 2.2 2.4 23 2.5 1.8
South Korea 4.0 4.4 3.0 2.3 2.6 2.3 2.4
Singapore 2.0 3.0 1.8 1.4 1.2 1.7 2.1
Malaysia 53 5.5 3.4 0.2 1.5 1.5 1.9
Thailand 4.3 2.1 0.0 0.5 2.4 2.1 2.4

Source: Consensus Forecast (70 countries) as of 8 December 2008

In Thailand, although headline inflation has declined rapidly since September 2008, such decline has
been on the back of a sharp fall in oil prices coupled with the government measures to help ease the rising
costs of living. Once excluding prices of oil and those affected by the above measures, the general price level has
not declined. Thus, there is no clear sign of deflation in Thailand going forward. Although headline inflation
in the near term may enter the negative zone, it would be because of the large decrease in the prices of oil
from considerably higher levels in Q2 and 2008 Q3. In this light, the MPC assessed that the probability of
deflation would be low, as appropriate and timely expansionary fiscal and monetary policies would help to prevent
the deteriorating domestic demand from inducing deflation.



Compared to the baseline case, higher oil prices would reduce business
sector’s profit and consumer’s purchasing power, as well as undercut
the real stimulus from government spending. On the other hand, Dubai
oil price could be lower than the baseline case, which would have the
opposite impact and raise GDP growth beyond that projected in the
baseline case. The MPC allowed that the high-case scenario would be
consistent with the baseline Dubai oil price plus 1.5 standard deviations,
which would raise the oil price average to 61 and 75 US dollars per
barrel in 2009 and 2010, respectively. Meanwhile, the low-case scenario
would be equivalent to the baseline assumption minus 1.0 standard
deviation, which would be equivalent to average oil prices of 34.4 and
33.6 US dollars per barrel in 2009 and 2010, respectively.

An additional upside risk factor for economic growth was the
possibility that industrial countries’ economic stimulus packages could
turn out to be effective in preventing the world economy from slowing
down as much as assumed in the baseline case. Additional budget deficit
in Thailand and disbursement acceleration on non-budgetary spending
could raise the growth projection beyond the baseline case. In particular,
should government investment projects focus on needed infrastructure,
businesses might be induced to invest and private investment recovery
could quicken by mid-2010.

Overall, the MPC viewed that uncertainties had increased from

the previous Report, and gave considerably more weight to the downside
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The fan chart for headline
inflation is  skewed
upwards from risks to oil
prices while the fan chart
for core inflation is skewed
downwards in line with
the fan chart for economic
growth.

risks than to the upside risks. As a result, the fan chart is slightly wider
than that of the previous Report and is skewed downwards to reflect
larger downside risks.

Risk factors in the inflation projection

The MPC assessed that the major risk factor that would cause
inflation to be higher than the baseline projections would come from
the oil price trajectory. If the world economy slowed down by more
than the base-case assumption, world oil and commodity prices could
be lower than assumed in the baseline scenario as well. Moreover, a
surge in agricultural production, rice in particular, in response to the earlier
price rise could lead to a large supply of agricultural products, depressing
the domestic farm price to levels lower than the baseline scenario.

Overall, the MPC viewed that uncertainties surrounding the
baseline inflation forecast remained high throughout the forecast
horizon. In the near term, uncertainties arose partly from the impact of
the government’s measures to ease the costs of living. At the time of
forecast, the target coverage of the free electricity usage scheme as well
as measures to subsidize educational expenses were still unclear. Also
unclear was how the prices would be recorded by the Ministry of
Commerce. Moreover, the MPC assessed that the upside risks should
outweigh the downside risks. Therefore, the fan chart for headline
inflation is skewed upwards throughout the forecast horizon, consistent
with the risks surrounding the oil price assumption. The fan chart for

Chart 5.9 Headline inflation forecast
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Chart 5.10 Core inflation forecast
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core inflation, on the other hand, is skewed downwards throughout the
projection period, consistent with the fan chart for economic growth,
which has more downside than upside risks.

There was a sizeable probability that core inflation would be
lower than zero in 2009 Q2 and Q3. However, the MPC viewed that core

Table 5.1 Probability distribution of GDP growth forecast
2008 2009 2010
Unit: %

Q4 Ql Q2 Q3 Q4 Ql Q2 Q3 Q4

<(-05) 59 61 31 11 1 1 2 6 2
(-0.5)-0.0 22 15 13 7 1 1 2 4 2
0.0-05 13 11 14 9 2 2 3 5 3
05-1.0 5 7 14 11 3 3 5 7 4
1.0-15 1 3 11 12 5 5 7 9 6
1.5-2.0 0 1 8 13 7 7 8 10 7
20-25 0 0 5 12 9 9 10 11 9
25-30 0 0 2 10 11 10 11 12 10
3.0-35 0 0 1 7 12 12 12 11 11
3.5-4.0 0 0 0 4 13 12 1 9 11
4.0-45 0 0 0 2 11 12 10 7 10
45-5.0 0 0 0 1 9 10 7 4 9
50-55 0 0 0 1 7 7 5 3 6
55-6.0 0 0 0 0 4 5 3 1 4
>6.0 0 0 0 0 4 5 3 1 5
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Output growth for 2009
and 2010 was projected to
be in the ranges of 0-2 and
2-4 per cent, respectively.

Headline inflation for
2009 and 2010 was
projected to be in the
ranges of -1.5 - 0.5 and
1.5 - 3.5 per cent, respectively

Core inflation for 2009
and 2010 was projected

to be in the ranges of

0.5-1.5and 1 - 2 per cent,
respectively

inflation would revert back to be within its target range going forward
given the cumulative effect of accommodative monetary policy. The
return of core inflation to its target in the short run depends on the
assumption that the government would not extend the current measures
to ease living costs beyond July 2009.

With regard to the forecast probability distribution for 2008 and
2009, the MPC projected that output growth, obtained from averaging
the darkest forecast range of each quarter over the year, would be in the
ranges of 0 - 2 and 2 - 4 per cent with probability of approximately
84.3 and 75.9 per cent, respectively.

Headline inflation was projected to average between -1.5 - 0.5
per cent in 2009 with probability of approximately 90.4 per cent, and
between 1.5 - 3.5 per cent in 2010 with probability of approximately
82.4 per cent. The current projection was significantly lower than the
previous projection mainly because of the downward revision in oil
price assumptions.

Table 5.2 Probability distribution of headline inflation forecast

2009 2010
Unit: %

Ql Q2 Q3 Q4 Q1 Q2 Q3 Q4

<(-4.0) 0 14 2 0 0 0 0 0

(-4.0) - (-3.0) 0 32 10 0 0 0 0 0

(-3.0) - (-2.0) 2 31 25 0 0 0 1 0

(-2.0) - (-1.0) 28 17 30 1 0 0 4 2
(-1.0)-0.0 50 5 21 5 0 0 12 8
0.0-1.0 18 1 9 16 2 3 24 19
1.0-2.0 2 0 3 26 8 10 27 27
20-3.0 0 0 0 25 20 23 19 24
3.0-4.0 0 0 0 17 27 27 9 13

40-5.0 0 0 0 8 23 21 3 5

>5.0 0 0 0 3 20 16 1 2

Meanwhile, the MPC projected core inflation in 2009 to average
within the range of 0.5 - 1.5 per cent with probability of approximately
95.9 per cent. As for 2010, it was projected to average within the range
of 1 - 2 per cent with probability of approximately 84.9 per cent.



Table 5.3 Probability distribution of core inflation forecast
2009 2010

Unit: %
Ql Q2 Q3 Q4 Ql Q2 Q3 Q4
<0 0 30 12 3 1 1 6 3
0.0-05 0 42 28 11 5 5 13 9
05-1.0 5 24 36 25 14 15 25 19
10-15 43 4 19 32 27 26 28 28
15-20 47 0 4 21 29 27 19 24
20-25 5 0 0 7 18 17 8 13
25-30 0 0 0 1 6 6 2 4
3.0-35 0 0 0 0 1 1 0 1
>35 0 0 0 0 0 0 0 0

Forecasts by research houses

Output growth projections for 2009 from various research houses
polled by Reuters (Thailand) averaged at 2.4 per cent, lower than the
previous projection of 5.0 per cent on 30 September 2008. For 2010,
research houses expected the Thai economy to recover and expand at

a higher rate than 2009 with an average of 3.9 per cent.

Table 5.4 GDP growth forecasts by various research houses

30 Sep 08 11 Dec 08

2008 2009 2009 2010
Capital Nomura 49 4.8 3.0 na.
Kasikorn Research 5.0 5.0 35 45
Phatra Securities 5.1 4.7 33 4.0
SCB Securities 5.1 53 25 4.0
Stanchart 4.7 4.5 3.0 4.5
TISCO Securities 5.2 5.4 -0.8 25
Average 4.9 5.0 24 3.9
NESDB 5.2-5.7Y na. 3.0-4.07 na.

Estimated on 25 August 2008 when GDP figures for 2008 Q2 were released

# Estimated on 24 November 2008 when GDP figures for 2008 Q3 were released

Source: Reuters, NESDB and average figures calculated by the Bank of Thailand
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At the same time, headline inflation for 2009 was forecasted
to average at 2.6 percent, lower than the average of the previous survey
at 4 percent, following a decline in world oil prices and weaker
demand. Meanwhile, headline inflation forecast for 2010 averaged
at 3.5 percent.

Table 5.5 Headline inflation forecasts by various research houses
30 Sep 08 11 Dec 08

2008 2009 2009 2010
Capital Nomura 7.2 4.0 4.0 na.
Kasikorn Research 6.3 3.0 23 3.0
Phatra Securities 6.5 37 3.0 3.0
SCB Securities 6.3 3.6 2.0 5.0
Stanchart 6.4 3.8 25 3.0
TISCO Securities 6.5 4.1 1.6 34
Average 0.7 4.0 20 35
NESDB 6.5-7.0" na. 2535 na.

Estimated on 25 August 2008 when GDP figures for 2008 Q2 were released
¥ Estimated on 24 November 2008 when GDP figures for 2008 Q3 were released
Source: Reuters, NESDB and average figures calculated by the Bank of Thailand

Bank of Thailand



In 2008 Q4, the impact of the global financial crisis began to be
felt in the real sectors of major industrial economies. This subsequently
had an adverse impact on exports of countries in the region. Thailand’s
exports contracted, compared to the same period in the previous year.
The ongoing domestic political conflict, which culminated in the closure
of important airports at the end of November until early December,
further eroded the already fragile confidence of consumers and investors.
This incident also led to a drastic contraction of income from tourism.
As a result, the Thai economy in 2008 Q4 was unlikely to exhibit growth,
and could possibly contract slightly compared to the same quarter of last
year. This led to a lower-than-expected expansion of the Thai economy
in 2008 and slower growth than forecasted in the previous Report.
Additionally, going forward, risks to growth increased considerably from
the MPC’s assessment in the previous Report, reflecting in the fact
that the MPC noticeably adjusted downward the forecast for economic
growth for both 2009 and 2010.

Inflation decelerated considerably as a result of the rapid
reduction in oil prices. This was in tandem with the slowdown of the
world economy as well as softer domestic demand, which also helped
reduce inflationary pressure. The MPC was of the view that the overall
risks to inflation were expected to decline dramatically. This was in
accordance with the downward adjustments of the forecast of core and
headline inflation for the next eight quarters.

Given the aforementioned economic prospects, the MPC deemed
that inflation was expected to stay fairly low for some time. As such,
monetary policy could be eased further to support economic recovery,
particularly as fiscal policy would take time to implement and show its
efficacy. The MPC therefore decided to reduce the policy interest rate by
1.00 per cent from 3.75 to 2.75 per cent per annum at the meeting on
3 December 2008 and further reduced the policy interest rate by 0.75
per cent per annum to 2.00 per cent per annum at the meeting on 14
January 2009.



As of 30 December 2008
Overall summary

From the Economic/Business Information Exchange Program between the Bank of Thailand and 137
business firms throughout the country during 2008 Q4*, it was revealed that overall economic conditions continued
to slow down. The deterioration of world economic conditions and domestic political uncertainties significantly
affected business operations and investment decisions. Businesses capacity utilization began to fall while signal of
labour market weakening started to surface. If the deterioration in economic conditions was to be prolonged and
businesses could not adapt to new conditions without shedding labour, more workers might be laid off in the next
period. As for the economic outlook for the first quarter of 2009, businesses expected that private domestic demand,
both consumption and investment, would continue to slow down as a result of fragile consumer confidence and
a continued decline in overall exports, although demand from emerging economies were still on the rise.

o Private consumption. Private consumption slowed down progressively from the previous quarter due to the deteriorating economic
conditions and fragile consumer confidence, as reflected by lower sales of goods and services particularly in the food and drinks, steel,
cars and motorcycles, leather, textile and garment, electronic, chemical products, and real estate industries.

o Private investment. Private investment contracted from the previous quarter as political problems intensified, and world economic
conditions weakened, which caused a decline in business sentiment. Furthermore, financial institutions continued to tighten credit
standards for corporate loans, which caused businesses to postpone investment.

+  Exports. Overall exports began to shrink in 2008 Q4, following a considerable fall in demand from major trading partners. It was
noted that small and medium-sized (SMEs) exporters were more severely affected by the decline in export activities than large
exporters.

+  Employment. In 2008 Q4, businesses affected by the deteriorating economic conditions attempted to sustain operations by reducing
working hours and the number of sub-contract workers, not by retrenching permanent workers. Workers that had been laid off from
closed-down factories could be reemployed by new factories. Besides, some of those workers who became unemployed could find
employment in the agricultural sector.

¢ Costs and prices. Business operating costs decreased from the previous quarter mainly due to sharply falling oil prices and businesses’
success at operating cost reduction. However, prices of goods and services had not been significantly adjusted downward because
businesses had been saddled with the cost burden in the previous period and could not afford to reduce prices significantly.

¢ Real estate. Demand slowed down marginally in the real estate sector, with worsening overall economic conditions and declining
consumer confidence. Supply also contracted. The number of new housing project launches in the second half of 2008 started to
decline, as compared to the previous year, in line with cement sales that had been dropping continuously since 2007. On credit
standard, financial institutions were more cautious in making loans to real estate developers.

o Credit. Both the demand for long-term loans and large corporate loans in 2008 Q4 remained at almost the same level as in the
previous quarter while the demand for short-term loans and loans to small and medium enterprises (SMEs) expanded slightly from
the previous quarter. Nonetheless, financial institutions continued to tighten their credit standard from the level experienced in the
previous quarter, resulting in a decrease in overall approval of all types of loans.

¢ Business limitations and risk factors. Businesses had become more concerned with the decrease in demand from both domestic
and foreign markets even though production costs had dramatically subsided, thanks to falling oil prices. This led some businesses
to try to reduce production costs further through enhanced efficiency, search for new markets, diversification of export destinations
or concentrating more on domestic market.

* Including responses from business sentiment index survey and special surveys from more than 572 businesses.



Appendix: Economic Models at the Bank

of Thailand”

The conduct of monetary policy under the inflation targeting
framework attaches particular importance to analyses and forecasts that
are accurate and well supported by economic rationale, so that
appropriate monetary policy can be effectively implemented to safeguard
economic and financial stability. In this endeavor, the MPC requires
economic models as tools to provide forecasts of economic growth and
inflation as well as to assess the impact of various economic disturbances
and macroeconomic policies. The MPC also uses economic models as
tools to structure its communication with the public about economic
projection as well as the rationale behind their policy decision.

Useful economic models should aid the MPC and Bank of
Thailand staff in gaining insights into the dynamics of the economy,
which arise out of complex interactions between different economic
players, and hence helping the MPC to obtain accurate forecasts.
Nevertheless, given that no single model can accomplish all the tasks
required, the MPC stresses the importance of using a variety of models
to complement each other throughout the forecasting and policy analysis
process in the formulation of monetary policy and emphasizes the need
to develop models of different types, a summary of which is given as
follows.

1. The Bank of Thailand Macroeconometric Model
(BOTMM) is the main model the MPC uses in producing forecasts.
It was first published in the July 2000 Inflation Report and has been
continuously developed. BOTMM is a system of equations that
represents the workings of the economy through various
interdependences between key economic variables. Such relationships-
guided by theory and obtained from econometric estimations based on
an error correction mechanism using quarterly data since 1993-capture

YDetails appear on the BOT Website (www.bot.or.th) under Monetary Policy/
Understanding Monetary Policy /Macroeconomic Model.
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dynamics of variables in the short run and the long run. The model,
which consists of 25 behavioural equations and 44 identities, covers four
important sectors; namely, the real sector, the monetary sector, the
external sector, and the public sector. BOTMM has a particularly important
role in the forecasting process, as well as in the assessments of the
impacts of changes in the policy interest rate and in the projected paths
of exogenous variables such as public spending, oil prices, and the
outlook of trading partners’ economies. Nonetheless, limitations of
BOTMM lie in addressing policy questions related to structural changes,
such as the impacts of changes in tax rates or policy regime shifts,
because a model of this type characterizes the behavior of economic
units that is not entirely invariant to changes in government policies and
in particular is silent on explicit expectation formation by those whose
behaviour it attempts to forecast.

2. A small semi-structural model has a structure that is
consistent with the New Keynesian theory. It consists of only five
behavioural equations that capture the domestic economy through a
few important variables-namely, the output gap, inflation, the policy
interest rate, the exchange rate, and the current account balance and
another set of four equations to capture the dynamics of the foreign
economy. Parameters of the model are estimated using the Bayesian
approach, which integrate the understanding of the structure of the
economy with statistical estimation. A small semi-structural model is
mostly used in analyzing the impact of various shocks on important
variables. Due to its compact size, the tractability of this model is a key
feature as it facilitates communication of the underlying economic stories

and intuition.

3. A dynamic stochastic general equilibrium (DSGE) model
has a core structure in general equilibrium analysis that is grounded in
growth and business cycle theory. This modelling approach emphasizes
optimization by households and firms subject to various kinds of
constraints in deriving consumption and investment paths that have clear
theoretical foundations. A DSGE model is suitable for describing the
working of the economy, thanks to coherent structural relationships
within the model. In particular, the model’s structural parameters are
calibrated to capture salient features of the Thai economy, thus obviating



the need for parameter estimation that usually becomes a problem given
data insufficiency and the presence of important structural breaks.
Furthermore, given that the model parameters are structural, they are
not affected by changes in policy, rendering for more accurate model
dynamic than those obtained from other types of models especially in
the face of changes in economic policies.

4. Other economic models used at the Bank of Thailand
include models such as the corporate sector model and the household
model, both of which are couched within the macroeconometric
modeling paradigm similar to BOTMM, and vector autoregressive
models (VARs) estimated using historical data.

The MPC uses results from various types of models, each of
which has its own comparative advantage, along with policymakers’
judgment throughout the forecasting and policy analysis process in order
to obtain the appropriate monetary policy going forward.





