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P/E Ratio and SET Index
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- = = = Average
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Historical

Price-
Earnings
Ratio

Dividend
Yield

Potential
GDP
Growth

Real
Interest
Rate

Inflation
Rate

Implicit
Equity
Premium

1980-1988

—

1980-1992

5.0

4.0

6.6

7.5

4.2

4.7

4.9

49 (

Current

Earnings
Ratio

Dividend
Yield

Potential
GDP
Growth?

Real
Interest
Ratel

Inflation
Rate

8.0 (1)

7.4 (2)

Implicit
Equity
Premium

As of 1989

2.1

8.0

3.6

5.9

6.8 (3)

—

As of 1993 . 2.0 8.0 3.6 44 ( 67 @)

Potential

: _ _ -
Overvaluation Implied Equity Premium Reduction

As of 1989 1.2 (1) - (3)

Co7 2-@))

1 Assume Potential GDP Growth = 8% real interest rate = 3.6 %

2 Historical implicit equity premium less current implicit equity premium
Sources: BOT staff estimates

As of 1993
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Actual Credit/GDP

Recursive HP CreditVYGDP
- - —HP + 4%

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
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“No action” & “insurance buying” imply

small policy interest-rate difference.

But differ in signals & perception of

seriousness




Fundamentalist’s view: asset price rises and falls
asymmetrically because fundamentals affected
by asymmetric shocks. No bubble.

Behavioralist’s view: markets subject to fads and
bubbles that are irrational. However, rational
well-informed and well-financed arbitrageurs
unable to coordinate selling strategies
temporarily, or are overconfident, and have
Incentive to time the market, thereby prolonging
the bubble.




Horizon
Years

and
(asset price(40) or

Noise/signal

% crises
predicted

|
Noise/signal

% crises
predicted

0.15

o8

0.16

67

0.11

58

0.12

71

0.10

58

0.09

75




GDP

Investment (3.5)
Consumption (0.9)
Export (1.7)
Import (3.4)

House price
M1 (1.5)

EEE—

1-2 years

Inflation
(1.0)

Core

Inflation
(0.5)




Arguments for no action

Arguments for intervention

*Credit growth not reliable indicator
of bubble.

sldentification problem no excuse for
inaction

O
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)
=
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wn

- Focus on primary
objective--avoid public confusion.

- Asset price too volatile &
expectation-dependent to

be target. uncertain policy results
imply credibility loss.

Reputation at stake, If
neglect financial stability.

*Show willingness to curb or insure
against bubble.

Adij0d

SSQUBAII3)D

*Risk of recession if bubble
popped.

e[nterest rate too blunt a
tool.

sLetting bubble grow leads to
excessive debt or over-investment.

Natural burst can be larger,
Implying longer recession




Business Cycle Co-movement wadlne
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/GDP (4%)

Actual Credit/GDP

Recursive HP CreditVYGDP
- - —HP + 4%

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
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Actual REER

Recursive HP REER — |
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HP + 13%%6
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