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The Deterioration of Fir Balance Sheet

and Investment Evidence from Thai Firms

There is a large body of literatures showing
that M&M theorem does not hold in the real
world where the information problem in the
capital market exists. When there is an infor-
mation asymmetry between lender and borrower,
the external finance premium occurs and leads to
the higher cost of external funds compared to
internal funds. According to the balance sheet
channel theory, the changes in firm’s net worth
due to any external shocks increase external fi-

nance premium. Consequently, firm’s investment

expenditure declines.

Although the balance channel theory have
been widely interested among researchers in both
theoretical and empirical works, there are only a
few papers applying the balance sheet channel to
explain the transmission mechanism of impact of
financial crisis on the real economy particularly

in the East Asian countries.

This paper aims to shed light on whether and
to what extent the firm balance sheet problem
matter for investment expenditures. Moreover,
the non-linear effects of firm financial condition
on investment behavior are to be investigated.

As discussed by, Bernanke, Gertler, and Gilchrist

(1966), due to the flight to quality of credit, the
effect of firm investment and balance sheet con-
dition is not linear. Firms with high agency
costs are expected to have higher degree of li-
quidity constraint and hence tend to reduce more

investment than firms with low agency cost.

Using data of listed firms in Thailand over
the period of 1991 2001, we estimate the effect of
firm balance sheet condition on investment. In
particular, during the period of 1997 financial
crisis where firm balance sheets are deteriorated,
the changes in investment are to be examined.
In other words, we will investigate and compare
between the degree of liquidity constraint among
firms in the period before the crisis and the pe-
riod after the crisis. As mentioned before, the
sensitivity of investment on balance sheet is -
pected to be greater for firms with higher agency
costs. We also divide firms into categories based
on the degree of liquidity constraint firm faces
that is firm size, the degree of bank-dependence
and the ability to access to other source of funds
(here, whether firm issue bonds or not). The
General Method of Moments (GMM) estimators
are applied in our model in order to avoid the
possibility of endogeneity of regressors with re-
spect to a disturbance term. Liquidity assets
ratio and debt -asset ratio are used as proxies for
firm balance sheet condition.

Consistent with the theory, the empirical
results show that firm balance sheet condition

does matter for firm investment behavior. In
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particular, small firms tend to face with more
liquidity constraint and then reduce more in-
vestment than larger firms. Moreover, the esti-
mated coefficient of bond-issuance firms are sta-
tistical significantly larger than the coefficient of
non-bond issuance firms. Our findings suggest
that investment of small firms and firms with
no-bond issuance are more sensitive to their bal-
ance sheet condition. Bank-dependent firms, as
expected, are found to be less liquidity -constraint
than independent firms since banks play a role in
alleviating information problem especially in the
period of financial crisis when the information
asymmetry is likely to become more severe.
However, we find that estimated coefficients
for the period before the crisis are larger than the
coefficients for the period after the crisis. This
implies that firms face less binding liquid-
ity -constraint after the crisis. The possible &-
planation is that the changes in firm’s expectation
of future economic condition in the aftermath of
crisis may lead to a reduction in demand for n-
vestment of firms. Accordingly, there is no need
of external funds for investment and thus firm
financial condition is not important determinant

on firm’s investment decision any longer.
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Causes of Nonperforming Loans in

the "Heisei Depression”

In this paper, we use panel data on city banks,
long-term credit banks, trust banks, and regional
banks from 1992 to investigate empirically the
causes of nonperforming loans in the Heisei De-
pression. We analyze loans to borraversin legal
bankruptcy (LBB) and past due loans (PDL), and
examine not only announced outstanding non-
performing loans but also the estimated amount
newly arising. The results suggest the following.
First, the estimated amount of PDL newly arising
is not reasonable, suggesting that there is a prdo-
lem either in estimating PDL or in applying the
model to the amount of PDL newly arising.
Second, the Heisei Depression and bank policies
in the bubble period greatly affected the amount
of nonperforming loans. Third, management
policy in the Heisei Depression did not play an

important role in reducing nonperforming loans.
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Irreversible Investment under Un-

certainty with Regime Shifts

This paper analyzes a model of the optimal tim -
ing of the irreversible investment in which the
growth rate and the volatility shift between dif-
ferent states at random time. Recent empirical
analysis has shown that the importance of sto-
chastic regime shifts in a number of contexts.
Though the irreversibility of investment under
uncertainty and the resulting gptimal investment
timing problem have caught considerable atten-
tion, the burgeoning literature on the irreversible
investment under uncertainty under the real op-
tion approach has not incorporated this feature,
and has assumed that they do not vary over time.
In this paper we explore the investment decision
over the business cycle with regime stochastically
shifting between two states, characterized by

boom and slump.

10 25

Real Options in a Duopoly Market
with General Volatility Structure

This paper considers strategic entry decisions
in a duopoly market when the underlying state
variable follows a diffusion with volatility that
depends on the current state variable. The e-
tension to this case is more than marginal, since
empirical studies have suggested that the volatil-
ity is indeed non-constant in real options prac-
tices. It is shown that, even in the extended
model, three types of equilibrium exist in the case
of strategic substitution, as for the geometric
Brownian case, when the revenue functions are
linear. Also, the presence of strategic interac-
tions may push a firm with cost advantage to in-
vest earlier, and the firm value as well as the op-
timal threshold for the investment decision n-
creases as the market uncertainty increases.
Keywords: Investment decision, resolving
operator, volatility, diffusion process, Nash equi-
librium, strategic substitution, strategic cample-

ment
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The Present Problems Facing Chinese Ru-

ral Financial Reform

After the entry into WTO, the agricultural

product market will be further expanded. The
government set up the tactic of developing to-
ward modern agriculture with the emphasis on
agricultural structure adjustment in order to
speed up the agricultural and rural economic
development and increase the peasant’s income.
For this, the adequate supply of funds by the
financial institutions is of key importance.

The satisfaction of THE financial demands in

rural areas has become the most important
problem of reform in the rural financial institu-
tion.

Since 1996, besides those informal folk f-
nancial institutions, the rural financial system is
mainly composed of the following three organiza-
tions. the Agricultural Development Bank of
China (ADBC), as a policy bank to supply credit,

the Agricultural Bank of China (ABC), which
concentrates on maximization of profits as a
commercial bank, and the Rural Credit
Co-operatives (RCC), as a co-operative financial
institution on behalf of its members. They carry
out their own responsibilities and cooperate with
each other under the guidance and supervision of

the People’s Bank of China (PBC).
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As to the Chinese rural financial reform, the main
focuses of the present day research is that the
reform concluded the past situation of confusion
and conflicting benefits among the different func-
tions of policy, cooperation in the financial insti-
tutions. This is studied from the historical n-
stitutional changes of rural finance. No analysis
has been made of different enterprise systems,
structures and managements as to how the rural
finance can better satisfy the fund needs of rural
development. As economic entries, their inner
economic features and relevancy determine their
efficiency. This report, using the industrial a -
ganization theory, analyses the characteristics of
the structure, conduct and performance of the
three entities — the ADBC, ABC and RCC, thereby
clarifying the relationship between them. From
that analysis, the present problems in the three
organizations and the reasons for whether they
can satisfy the capital needs of the rural devd-
opment are concluded as follows:

First, as the policy bank, the ADBC mainly

deal with providing capitals for the state-owned

enterprises to purchase, process and store gains.

But the capital is always insufficient for being
provided only b y the PBC. On the other hand,
the business scope of ADBC is too narrow and
lack of financing capacities, their support to the
underdeveloped area in the northwest is also in-
complete. Second, as the ABC is gradually
changing into commercial banks, they also put

their emphasis on profit-catering. From 1998,

they began to reduce their branches in townships
and enlarge their business in cities, and almost
don't provide direct loans to peasants, private
business and enterprises. Third, although the
RCC becomes the only formal financial institution
that can provide loans to peasants, private busi-
ness and enterprises, due to the traditional tu-
reaucratic characteristics, as well as its large
guantities of bad loans, they can’t perform their
function of cooperation, their management is
always in a dilemma and can't satisfy the farmers’
capital demands, so the farmers had to turn to

high-rate loans and other informal loans.
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Non-Neutrality of Indexed Government
Bond Issue:

Lessons from the UK and US Experiences

We discuss non-neutrality of indexed gov-
ernment bonds, typically issued in the UK since
1981 and the US since 1997(Fischer(1983)). Our
motivation is to extract from these experiences
policy -oriented lessons for prolonged deflation in
Japan, where a small amount of indexed bond
issue waits till the fiscal year of 2003. Extend-
ing further a comprehensive work of Campbell
and Shiller(1996), the following empirical issues
are addressed; How different the indexed bonds
in the UK and US would be from nominal debts?;
How much costs of government's fund raising
reduced, especially under deflation?; How 'dem-
onstrating' gosernment issue for private ones?;
How beneficial for monetary policy deci-
sion-makings? The empirical results, taken into
account institutional differences in the UK and
US, are 'scorecards' for designing indexed bonds

forthcomingin Japan.

Reference:
[1] Campbell, Y. John, and Robert J. Shiller.
1996. "A Scorecard for Indexed Government

Debt" in the NBER Macroeconomics Annual 1996,
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edited by Ben S. Bernanke and Julio J. Rotem- 10 25
berg, Cambridge: MIT Press, pp.155-208.
[2] Fischer, Stanley. 1983. "Welfare Aspects i i i A
Credit Crunch in East Asia: A Retrospective
of Government Issue of Indexed Bonds" in Infla-
tion, Debt, and Indexation, edited by Rudiger
Dornbusch and Mario Henrique Simonsen.

Cambridge: MIT Press, pp.247-66. Mervin L. Pobre

This paper investigates possible credit
crunch in East Asia from 1980 to the present.
While economic recovery has been achieved by
these economies after the 1997 crisis, it seems
fairly fragile. As we emphasized in the last Asian
Crisis conference in Taipei, the recovery after the
crisis has not been supported by the recovery of
domestic credit. While there is literature on
credit crunch in the region immediately after the
crisis, contradicting results were dotained as to
the existence of credit crunch. With more or less
stagnant investment, this paper re-investigates
whether credit crunch can be a major factor in
hampering economic growth. Our particular
concern lies on the difference in the factors that
lead to shifts in the supply of loans during these
periods and on the effectiveness (or ineffective-
ness) of conventional monetary policy as an ad-
justment tool. Also, in this paper, we compare
the situation of credit crunch in the 1980s with
the recent experience. We are well aware that
financial liberalization has changed the financial
environments of these countries in the last two

decades. Our concerns are with changes in
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transmission mechanisms of monetary policy
during the periods. Unfortunately we have not
enough literature on these aspects. Unless we
better understand the differential impacts of
conventional monetary policy in different envi-
ronments, we may fall into the same trap of an-
other yet worse financial crisis.

We start with an analysis of the develop-
ments in the credit markets of the East Asian
countries. We then turn to the factors that lead to
shifts in the demand and supply of loans in the
next section. We estimate the extent of excess
demand for loans and identify periods of possible
“credit crunch” using the market disequilibrium
framework. From these results we proceed with
the comparative analysis of the different credit
crunch periods highlighting the differences in
terms of the factors that caused the credit crunch
and the possible role of monetary policy across
economies and time. In the analysis, we dem-
onstrate the differential patterns and the need for
different policy tools for different environments.
We are concerned with where and when struc-
tural changes occurred in monetary policy trans-
mission and its impact on our recent experience
as well as its implication for our future monetary

management against financial crises.

10 25

Who drives Russian Emerging Market?

Abstract

In general, the emerging market returns
behave in a way, which seems to be driven by
some stronger foreign factors such as US Dollar,
UK Pond, Japanese Yen, and Euro. There are
several studies on other emerging markets, but
less on Russian market.

The purpose of this paper is to investigate
who drives Russian emerging market returns by
focusing on Russian Trade System index returns.
This paper takes US Dollar, Deutsch Mark and
Euro exchange rates against Russian Ruble, as
the exchange rates of the main non-CIS (Com-
m onwealth of Independent States) Russia’s trade
partners. This paper assumes that international
investors are hedged against foreign exchange
risk. Then, the parity for other foreign market
returns is not affected by the foreign echange
rates. The foreign exchange rates will play the
index of factors which influence the Ru ssian
companies and their stocks. Moreover, this paper
considers that one d the features of emerging
markets is news-full, which disturb the markets.
Then, it is shown that the news plays a role of
im portant independent variable driving the stock

returns.
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The Russian Trade System (hereinafter
RTS), an electronic trading system, was estab-
lished in September 1995 in order to combine
regionally separated security markets most of
which were established in early 1990s, into an
organized curing industry. The establishment
of RTS is full of stories, for more details see
online hamepage of the RTS. After establishing
the RTS set up its own index called the Russian
Trade System Index, which is calculated daily
beginning from September 1,1995. Historical
movement of RTS index shows that dynamics of
the index is influenced by various factors, for in-
stance, government changes, price on oil and in-
ternational monetary institutions. Especially after
Russian crisis in 1998 RTS became popular
among scholars and investments as an important
indicator for entire Ru ssian economy.

This paper is organized as follows. Section
2 briefly overviews Russian stock exchange
structure and presents methodology. Section 3
describes the data and explains the testable hy-
potheses. Section 4 consists of findings and dis-

cussions. Finally, Section 5 presents con clusions.

10 25

One Money for Europe?
- On the Adoption of the Euro in the New Acces-

sion Countries -

The biggest to date enlargement in the his-
tory of the European Union is due to be cam-
pleted in May 2004 when, after having accepted
the conditions of the enlargement and after the
ratification of the accession treaties, ten accession
countries (AC) will formally become members of
the Union. The AC'’s, joining the European Union,
have to join the Exchange Rate Mechanism
(ERM-I11) before their adoption of the euro. This,
lasting at least two years, ‘probation’ at the
ERM-I1 will constitute a period of an extremely
high vulnerability to financial instability for the
AC’s that simultaneously will have to cope with
the burden of humerous convergence tasks. With
limited exchange rate flexibility esulting from
the ERM-I1 participation, disinflationary condi-
tions resulting from attempts to meet the Maas-
tricht criteria, and no exemptions from full capi-
tal mobility, the AC’s are likely to experience large
capital inflows that alarmingly resemble the
characteristics of virtually every financial crisis of
the 1990's.

It is argued here that a widespread informal
euroization will be one of the likely outcomes of

the participation in the ERM-II. Risk averse EU
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enterprises and individuals, in order to reduce
negative effects of the financial turbulence re-
sulting from the dangerous combination of high
capital mobility and an intermediate exchange
rate peg, will prefer transactions in euro and
avoid rather dealing in local currencies. This,
combined with deeply rooted distrust towards
local currencies among the AC's population
(partly resulting from the hyperinflation exper i-
enced at the beginning of the market reforms in
the formerly centrally planned economies) and
domination of the euro area financial institutions
at the AC’'s domestic financial markets, will
greatly impair the AC’s abilities to perform opti-
mal monetary policies at the early stages of the
EU membership’ Moreover, because this infor-
mal euroization will not be approved by the ECB,
the AC’swill not r eceive any assistance to address
the problem of euroization and will have to bear
themselves all the resulting costs (the loss of
seigniorage and so on). Needless to say, the re-
sources could be better used for other conver-
gence policies.

The danger of financial crisis and high costs
associated with the informal euroization could be
avoided if the AC’s were allowed either to adopt
the euro unilaterally before becoming full mem-
bers of the euro area or to join the euro area on
each country’s individual pace without obligatory

ERM-II probation period.

1 The merits of being able to perform independent
monetary policies and thus reducing the burden of
convergence with the EU are one of the main arguments
raised by the EU and ECB officials against an early

adoption of the euro in the AC's.
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Currency Devaluation and Price Expecta-

tion:Lessons from Okinawa in the 1970s
Satoshi Shimizutani (Economic and Social Re-
search Institute, Cabinet Office)

Tatsuhiro Yogi  (Bank of the Ryukyus)

Abstract

Yen depreciation is often proposed to com bat
the deflation in Japan. However, there has been
surprisingly little empirical research on how price

expectation is affected by currency depreciation.

This paper focuses on an unusual experience
in Okinawan history to evaluate the effect of de-
valuation on inflation expectations. Until the
handover of Okinawa to the mainland of Japan in
May, 1972, Okinawa's legal currency was the U.S.
dollar. During the period, the Nixon shock of
August, 1971 caused a dramatic devaluation of the

dollar.

Our estimates demonstrate that the devalua-
tion increased price expectations by 5 to 7%. The
lesson from this experience is that currency de-
valuation affects price expectation significantly.
Although there are certainly differences in the
economic situation of Okinawa in the 1970s and
present day Japan, our findings suggest that yen
depreciation could be an effective way to over-

come the current deflationary pressure in Japan.
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