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Preface

The current global policy discourse on macroecornsmaind development has created space for much-
needed re-thinking in macroeconomic policy in thekevof the Great Recession. The IMF, for example,
has suggested the need to adopt a more flexibl@agp towards inflation targeting, to broaden tbalg

of central bankers and to build up fiscal spacéndubuoyant economic times so that governments can
fortify their capacity to cope with global economiolatility and market uncertainty. Such reflecson
seemed appropriate in light of the coordinated memwnomic responses in developed and many
developing countries that prevented a global réoedsom becoming a depression. On the other hand,
the commitment to fiscal consolidation in many OE@iintries to bring back public finances to pruden
levels have re-ignited the long-standing debatethmn (causal) relationship between macroeconomic
policies, growth, employment and poverty reduction.

The weak global economic climate continues to utrdvard pressure on Asia-Pacific labour markets in
terms of employment creation and the quality ofsjoAs the ILO’s World Employment and Social
Outlook for 2015 shows, the number of vulnerablyplayed continues to increase in South-East Asia
and the Pacific and South Asia. Although overakmployment remains typically low in most Asia-
Pacific economies, young people continue to facesiderable disadvantages in terms of securing decen
employment.

This study reviews the available evidence and @sedlable statistics to assess the extent to which
macroeconomic management has helped or hinderedgdtiaé of attaining full and productive
employment, with case studies on Vietnam and Thdil@®On the basis of this assessment, the study
suggests policy options for the developing coustiiethe region. Increasingly serious concernsufibo
the benefits of focusing on a narrow definitionnadicroeconomic stability motivate this study. Ofima
concern to the study is the tendency over receradis to equate policy reform with non-interverisbn

or "neutral" macro policy.

The study, prepared by Professor John Weeks, amdefluby the ILO, is also an excellent example of
collaborative work by the ILO Regional Office fosia and Pacific and the UNESCAP’s Macroeconomic
Policy Division in Bangkok. Technical inputs to theport were provided by both ILO and UNESCAP
staff, led by Sukti Dasgupta from the ILO and Azisaman Chowdhury from UNESCAP, and a meeting
to disseminate the preliminary findings of the stugtre held in Bangkok in 2013.

We hope that this study will contribute to the oimgodiscussion on macroeconomics and development,
which is currently poised at a critical juncturepecially in the context of its labour market impac

Tomoko Nishimoto
Assistant Director General and
Regional Director for Asia and the Pacific
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Executive summary

Perhaps the most important empirical finding o$ tstiudy is the stability of quarterly and annualvgh
rates for Viet Nam and the contrasting instabildy Thailand. Evidence strongly supports the vibwatt
this contrast results from the difference in macov®mic policies in the two countries. Once policy-
makers discard the ideology calling for continugusalanced budgets, focus can shift to identifying
priorities for fiscal policies that facilitate stabgrowth. Stable growth would engender full and
productive employment and an equitable distributibgrowth for poverty reduction. These outcomes do
not result automatically from the clearing of maskéf they clear at all.

In support of full and productive employment, mamgtpolicy both can and should pursue several
objectives in addition to the stabilizing of pric8he two most obvious are: (i) facilitating protive
investment through moderate and stable real irtea¢ss; and (ii) reducing exchange rate fluctuetio
through what might be called exchange rate "smaogthiExchange rate smoothing does not imply that a
central bank attempts to maintain the nationalemay at a target rate to other currencies.

In the pursuit of full and productive employmetfiite texchange rate serves as an important instrutent.
should be part of a policy to shift resources talgaradables, if that shift is relevant. Intervens to
smooth movements in the nominal exchange rateibargrto stability of aggregate output.

Empirical analysis: Thailand

The Thai economy demonstrated a remarkable rajeowfth of output, exports and employment for more
than 36 years, from 1960 to 1996. Subsequentlypubuand employment growth have become
considerably slower and unstable, though well alibeerates for the majority of developing countries
Of more concern for employment, poverty and genevelfare, the macroeconomy has displayed
substantial instability.

There are obvious policy components to the coumtnyiacroeconomic instability. Perhaps most
important, Thai fiscal policy has been procyclisaice the Asian financial crisis of the late 1990s.
Second, the overall impact of monetary policy siB680 appears ambiguous regarding growth. Third, a
shift from mild regulation to strong deregulatiohtbe external sector, especially the capital antou
leaves the Government with few tools to cope wittaivappears to be a major source of macroeconomic
instability.

Countries do not achieve full and productive emplegnt without pursuing policies designed for this
goal. Until the global crisis of 2008, the Thai romy grew at a rate more than sufficient to provide
and productive employment for its residents. Thioagplication of appropriate policies, the Governtne
can create the tools to convert growth into fulpdmgment, rising real wages and job security.

Empirical analysis: Viet Nam

Although the macroeconomic policies of the Vietnam&overnment suffered from mistakes of timing
and execution, all evidence suggests that theyustdor the stability of growth over the past 2@
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This stability is in striking contrast to Thailasdgrowth performance. The lack of reliable emplogtme
statistics covering the two decades makes it iniplesso assess progress towards full and productive
employment. However, the rate and stability of groprovide a framework sufficient for the outcorfie i
combined with equitable wage and distribution pelic

The growth process in Viet Nam is not without sesiproblems. The frequently cited need to restractu
the financial sector and state enterprises areeodrslary importance to a flaw in the growth strateg
itself. The Vietnamese Government achieved a reatdyksmooth transition from central planning to
market regulation by pursing an export-led growtiategy. Rapidly expanding exports combined with
long-term capital inflow to stabilize the exchamgte, which facilitated price stability.

For several reasons, the economy now presses atfarsnits to an export-led strategy. First, apat-

led strategy requires the continuous transfer sbueces from non-tradables to tradables. Becauge bo
categories of goods require that labour have seagtecific skills, the productivity of the transfedr
labour is likely to decline at the margin. With fexceptions, capital is product specific, which liegp
that the labour transfer must be accompanied bineease in investment. With total investment well
over 30 per cent of gross domestic product, furthereases in investment, like greater labour feans
from agriculture, are likely to generate diminigiigrowth at the margin.

The likelihood is low that the global economy wsbbon deliver the high rates of growth of trade that
prevailed before the global crisis. A commonly exgsed hope among researchers, though less frequent
among policy-makers is that the problem of slowndloin international trade might be overcome by the
Trans-Pacific Partnership. It is not obvious ttéd tUnited States-proposed trade agreement wilkase
export opportunities for Viet Nam. The US Senatghhinot approve this treaty in the near future and
perhaps even reject it. Were it to be approvedhbydS Senate, Vietnamese policy-makers would reed t
assess the balance between trade creation and dieelsion. To be specific, it is not clear what
advantages the Partnership would bring to Viet Nlaath are not currently provided by membership & th
World Trade Organization.

There is no doubt that exports drove the rapid gramf the Viethamese economy over the past 20 years
Global economic prospects and proposed re-orgamizaif domestic finance and state enterprises
suggest that a more diversified strategy is nowired. This strategy could place greater emphasis o

equity via risking wages and domestic demand. Ecihgrthe voice of workers' organizations would be

an important aspect of the broader and more edeititategy.

About the author

John Weeks is Professor Emeritus, School of Ori@miz African Studies, the University of London.

The responsibility for opinions expressed in ar¢ig| studies and other contributions rests
solely with the authors, and publication does nainstitute an endorsement by the
International Labour Office of the opinions expredsin them, or of any products,
processes or geographical designations mentioned.
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1. Infroduction

This study uses the available analytical and gtedis evidence to assess the extent to which
macroeconomic management has helped or hinderedgohé of attaining fuller, or high, and
productive, employment. On the basis of this assess, the study suggests policy options for the
developing countries of the Asia—Pacific regioncreasingly serious concerns about the benefits of
focusing on a narrow definition of macroeconomighdlity motivated this study. Of main concern to
the study is the tendency over recent decades uatecpolicy reform with non-interventionist, or
"neutral”, macroeconomic policy.

The standard approach has been to equal macroetrsiability with inflation targets and a
combination of current account and reserve accutimmdargets. In line with its terms of reference
(see the Annex), this study takes economic growdbcial development and environmental
sustainability as the primary objectives, with pristability and the external account as flexible
constraints. Of the three objectives, this studguies on the quality and structure of economic
growth. "Quality and structure" refer specificatly the interaction of growth with employment, the
incomes generated by that employment, and incordenaalth distribution.

The central purpose of this analysis is to assessdnd whether the macroeconomic policy regimes
in Thailand and Viet Nam contributed to fuller, loigh, and productive employment. Thailand and
Viet Nam represent singularly appropriate countii@smake this assessment. Both have enjoyed
impressive growth rates over an extended periotneé, with this growth generating considerable
expansion of formal sector employment. Because h# positive growth and employment
performance in both countries, the emphasis ofatiysis centres on the quality of growth and the
employment generated by that growth.

2. Analytical framework

2.1 Clarifying definitions

To avoid confusion in the analysis that followsyeml terms require careful defining. These include
phrases commonly used to describe macroeconomicypahd ones that serve as important concepts
in analytical and empirical discussions. After défg these, the discussion can move to policies.

Central is macroeconomic stability. Formally, thiability has two aspects: a satisfactory
performance of the domestic economy (internal $tgpiand a sustainable balance of payments
(external stability). For decades, the standarthéwork to analyse the simultaneous achievement of
both was the Mundell-Fleming model. This model héhe general price level constant, thus
contradict the exchange rate flexibility mechani¢wleeks, 2012 and 2013a). In the model, an
economy achieves internal stability when it sustdima targeted unemployment rate. External
stability required that foreign exchange inflow afjautflow.

Regional Office for Asia and the Pacific 1



Internal stability sets the nominal interest ratel she nominal exchange rate brought about external
stability. In the most common version of the modfrke" capital flow required that the domestic and
"world" rates of interest be strictly linked. Itifowed from the Mundell-Fleming framework that the
exchange rate "floats" and the interest rate isr@elly determined, so neither is a policy instratme

Although the Mundell-Fleming model did not suffekpdicit rejection, a shift to emphasis on
inflation as the major macro target rendered lévant. By the 1980s, internal stability meant low
inflation.! In the analysis of the so-called Washington Cosssenlow inflation facilitated automatic
adjustment to an appropriate unemployment rate, efiomes called the "natural rate of
unemployment”. Balanced budgets and interest rdfgstments would bring inflation to its target,
though this active interest rate management coittiedti another element in the Consensus — the free
flow of capital. This framework defined the centfatus of governments and central banks to be
preventing inflation and fiscal deficits. These Wwbube achieved through demand-depressing
policies, reducing expenditures and raising interates.

A macroeconomic policy framework designed diredity achieve positive outcomes of any type
requires a redefinition of stability. This re-ddfig need not be new, just a return to the prevailin
consensus of the post-Second World War period ofadtlg that framework, | define internal stability
as. (i) the maximum achievable level of employmemid its growth over time; (ii) which is

consistent with a flexible inflation constraint; daifiii) minimizes inequality pressures originating
from the commaodity and financial markets.

At first glance, this definition may seem unmanddgaomplex. In practice, it is quite simple and
was the guideline to macroeconomic policy-makinfplbethe Washington Consensus established its
negative orthodoxy. Government and central bankslshdedicate themselves to policies that leave
the fewest people without work. This goal impliegrawth policy.

The specific characteristics of each country deteenits growth and employment goals in any
specific moment. The desired employment outcomeiireg governments to use all available policy
tools in an active manner, which is discussed ennbxt section. This pragmatic approach to policy
requires we abandon the narrow definition of macoo@mic stability.

The economic growth associated with employment tinohas three important dimensions: rate,
stability and distribution. Any rate of employmemgtowth requires a faster rate of output growth to
accommodate increases in productivity. This obvigumciple is extremely important for open
economies in order that they achieve and maintaitereal stability. The stability of growth
contributes to optimistic expectations for the ptev sector, as well as job security for employees.
Finally, the output structure and distribution betm profits and wages at the margin determines the
growth of income shares.

! This narrow treatment of stability contributedinstability in the South-East Asian countries: e tAsia—Pacific region, such
restrictive macroeconomic policies, aimed at stadiion in a very narrow, sense have led to dradéclines in public
infrastructure investment, especially in agricidtuand a rise in economic insecurity. The regios a0 hit by the worst
financial crisis, in 1997, despite reasonable mamwaomic stability (MPDD, 2013a, p. 1).
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The next concept, "full and productive employmeid"not difficult to define. There is, however, an
intrinsic ambiguity in the concept because policgkars over the past several decades have
abandoned employment as a goal. The original éijiiénnium Development Goals prove perhaps
the most shocking example. The first of these psdhe eradication of extreme poverty and hunger,
yet nowhere among the eight goals is there mentifothe means by which a government might
achieve that eradication — employment at wages @igiugh to bring households out of povérty.

Pursuing this simple idea — of employment that gates incomes above poverty level — will lead to
a working definition of "full and productive emplment” for macroeconomic policyTo reach this
definition, it is first necessary to dispel misceptions that are engrained in the Washington Causen
approach. The most important of these is the pusljonoted "natural rate of unemployment". The
analytical essence of this idea is the existenckewdls of unemployment uniquely linked to rates of
inflation (see Friedman, 1968). It carries the polmplication that the level of unemployment asatsd
with some low level of inflation is, by definitiofiyll employment. A closely related and less idgidal
terminology for the same idea is "structural unemplient". This concept of natural rate suffers fribie
fallacy of treating the inflation—unemployment tedaship as unique and monotonic, which it is not.
Especially for an open economy with imported préffects, any given level of unemployment can
exist within a range of inflation rates, and vicersa.

If we discard the ideology of the "natural rate"e wan reach the working definition of full
employment. In an economy in which the overwhelmmgjority of people are employees, full
employment refers to a policy-determined targettf unemployment rate. Argentina provides an
example of a middle-income country of this typeeThvel at which policy-makers set the target is
specific to the institutions and political econormaff each country. Thailand is in the process of
moving into this category of countries, with lingey elements of its pre-industrial economy.

No high-income country has a large agriculture @echor in any is self-employment a major

category (except for its misuse in reference toceunbracting arrangements). In the development
process, the agriculture sector becomes increasitttdracterized by wage employment. Therefore,
in countries in which a substantial portion of theéult population is in self-employment or non-

market working relations, such as family entermjstill employment takes on a more dynamic
definition. For these countries, full employmenters to the rate at which economic growth transfers
labour from low-productivity activities to thosegwiding incomes in excess of the poverty level.
Viet Nam falls into this category of countries hetprocess of transition from a mix of work relaso

to formal wage employment.

2 The emphasis on work that lifts households oytaferty can be found in the ILO and Food and Agdtize Organization's
joint programme, Decent Employment for Agricultueadd Rural Development and Poverty Reduction. Engysroductive

and decent work for rural workers is crucial if yhare to escape from poverty and have the meapsottuce or purchase
adequate and nutritious food. However, effortseduce poverty and hunger by raising on-farm andfaon incomes and
diversifying livelihoods can be hindered by emeggforms of employment relationships that are basednore flexible and
casual forms of work. See www.fao-ilo.org/ilo-deogoy/en/ [accessed 14 Nov. 2014]. See also ILO/DEZD11, p. 1).

3 The term “full and productive employment” is catetiably broader than its macroeconomic componeist.slibsumed within
the ILO socio-economic Decent Work agenda: decemkwums up the aspirations of people in their waghives. It involves
opportunities for work that is productive and defiv a fair income, security in the workplace anda@rotection for families,
better prospects for personal development and Isimtegration, freedom for people to express tlweincerns, organize and
participate in the decisions that affect their éivend equality of opportunity and treatment forwatimen and men. See
www.ilo.org/global/topics/decent-work/lang--en/indetm [accessed 14 Nov. 2014].
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From a macro perspective, productive employment thas aspects. The more familiar and more
general characteristic refers to employment tHtét heople from poverty and maintains them out of
poverty. Sustaining non-poverty employment by nsitgsrequires that it be stable. The second
characteristic derives from the macroeconomic rate®f a sustainable balance of payments. In
each country, that sustainability requires an appate balance between employment in the
production of tradables and non-tradables and mtivty growth in the former.

To summarize, full and productive employment refeéwsthe maximum feasible level of wage
employment in the short run and a target for labansfer in the medium term, both linked to an
appropriate balance between tradables and nonkiesia

At the national level, the term “sustainable depetent” will vary by country. National policies to
achieve environmentally sound growth include publieestment and the regulatory framework. The
meaning is considerably simpler for short-term maconomic policy: stability of the growth rate.
This stability facilitates the growth of public mwue that governments can allocate to induce more
environmentally sustainable practices in the pewsgctor as well as the public sector.

With the key terms defined, the next section depglthe macroeconomic framework for achieving
full, or high, and productive employment withintalsle growth path.

2.2 Analytics of country comparisons

The terms of reference for this analysis of Thallamnd Viet Nam ask for a comparison of
experiences regarding macroeconomic policies artdoowes: What policy lessons can be learned
from the comparative experiences of Thailand arat Miam in the macroeconomic policy framework
that would be needed to reduce poverty and inetyuatid promote decent work opportunities?

The terms of reference go on to recommend that dross-country comparison purposes, an
international data source may be advantageous'ulsecaf likely inconsistencies in data definitions
and collection methods among countries. This reagméent for direct comparison of Thailand and
Viet Nam raises questions regarding the purposeg@anghich issues comparisons are valid.

It is obvious that every country is different, acmuntries change over time. If difference and cleang
rendered comparisons invalid, little analytical wavould be possible. The first issue, then, is what
degree of difference renders a comparison invaliith regard to South-East Asia, a comparison of
growth determinants and macroeconomic stabilitywleen Singapore and Thailand, between
Singapore and Viet Nam or between Singapore ancd#mr South-East Asian country would not be
valid. In one case we have a city-state with nonpriy sectors of any importance. In another case we
have the interaction between agriculture and ingusthich is one of the most important dynamics
of growth and development. The determinants fomeaaic outcomes for a city are unlikely to have
much relevance for a country with a diversified re@my.
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Having eliminated the obviously non-comparable, dhestion shifts to whether the characteristics of
a pair of countries might be so different as to enalomparison invalid. One possible difference
rendering comparison invalid could be large differes in per capita income. Two considerations
cast doubt on non-comparability due to differenaesper capita income. First, in the empirical

literature there is no methodology to judge at whpaint a quantitative difference in per capita

income becomes a qualitative barrier to cross-aguahalysis (see the review of cross-country
analysis in Quah, 2000).

To use South-East Asian examples, in 2012 the geitacincome in Malaysia was $10,40@&hile in
Thailand it was $5,500 and in Viet Nam it was $D&World Bank, 2013). In assessing differences
in per capita income for comparative analysis, $thdbe absolute difference, ratios or some other
calculation be used? If the first, Viet Nam and iTdrad would seem a more valid comparison than
Thailand and Malaysia; if the ratio is used, theessment reverses. Including the Philippines, with
its per capita income of $2,600, makes the assedsmeare ambiguous. Second, it is not immediately
obvious why per capita income should render coasatrion-comparable rather than population and
size of the economy. Regarding economic structamenspection of statistics would not seem to rule
out comparison nor the export orientation of eactnemy?

In summary, it is possible to validly specify reasdor non-comparability, such as whether a country
produces petroleum. But in the absence of a cledrazcepted methodology for comparability and
non-comparability, there is no alternative to chyezase assessments. In this study, | place
considerable importance on economic stability, efineéd in the previous section. The comparability
issue then becomes specific — is it valid to compareasures of macroeconomic stability for
Thailand and Viet Nam? This is an empirical andgpratic issue that should be assessed issue by
issue.

Assessing and comparing economic stability for Tral and Viet Nam raises another analytical
issue: the impact of non-policy factors, especiatlgtural phenomena and political instability.

Considerable research has addressed the impaatuwfahdisasters, such as the flooding in Thailand,
on economic growth. An Inter-American DevelopmeranB study concluded:

“Once these political changes are controlled fegreextremely large disasters do not display
any significant effect on economic growth. It is@lfound that smaller, but still very large
natural disasters, have no discernible effect aputu’ (Cavallo et al., 2010)

A study published iWorld Developmenin 2012 reached a similar conclusion:

"Despite the tremendous human suffering caused dtyral disasters, their effects on
economic growth remain unclear, with some studégrting negative, and others indicating
no or even positive effects.” (Christiaensen et2012, p. 1317)

4 All $ currencies are US$.

51n 2012, what the World Bank, in i&orld Development Indicatorgefined as industry accounted for 44 per centDPGn
Thailand and 39 per cent in Viet Nam. Agriculturentibuted 13 per cent in Thailand and 20 per den¥iet Nam. In
Thailand, export revenue represented 75 per ceBD# and 80 per cent in Viet Nam.
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Although the people of Thailand suffered severebnf the catastrophic floods of 2011, economics
has no accepted methodology to assess the macamomnmpact. The direct cost of natural
disasters can be calculated with some accuracy.edery measuring relative impact of economic and
non-economic factors on macroeconomic indicatorsoispossible. Finally, it should be stressed that
Viet Nam has also suffered from severe weatherermgts to quantify the growth impact in each
country are unlikely to provide definitive results.

Since 2000, Thailand has shown considerably moli¢iqad instability than Viet Nam, especially in
late 2013 and into 2014 (not covered by the statigh this study). Whether this can account for
differences in macroeconomic performance for the twuntries is more difficult to assess than the
macroeconomic impact of natural disasters. Two &mental problems arise at the outset. First, there
is considerable debate over the direction of cédlysal does growth instability generate political
tensions, or the reverse (Paldam, 1998). Secondjave a consensus on the definition of a natural
disaster. No such consensus exists for "politioatability”, whose definition is likely to vary axss
countries.

To summarize, when possible, research should askeskkely impact of natural phenomena and
political events on macroeconomic behaviour. Thisessment, by its nature, will be qualitative and,
to a degree, subjective. In the following analydisieal with these ambiguities by inspecting the
likely economic factors on macroeconomic outcom@&bat does not exclude non-economic
influences that others might consider relevant. Destrating their relevance, however, should be
evidence-based rather than speculative.

2.3 Neutral and active policy regimes

Achieving socially acceptable employment and disttional outcomes within the Decent Work
framework requires a short-term macroeconomic afpathat uses all available policy instruments.
Policy-makers implement the instruments simultasfotio balance the multiple objectives within
the internal and external constraints. This balaganatches each instrument with an appropriate
outcome, to thus phase outcomes over the shortiumeaind long terms.

The non-interventionist approach to macroeconoroiicp gained ideological dominance during the

1980s. It derived from the pre-Keynesian ideologyihich market economies automatically adjust
to full employment with stable prices. This approaoeutralized or nullified each area of

macroeconomic management. The requirement thatiqgpebttor budgets should be governed by a
deficit target made fiscal policy endogenous, wiglspect to growth, rather than an instrument to
manage growth. Current and capital account deréignlacombined with the insistence that

unmanaged floats or market-determined exchanges najeresent "best practice”, removed public
policy from any effective role in influencing extel stability. So-called central bank independence
completed the nullification, leaving governmentsheiut macroeconomic policy instruments.

The combination of a balanced budget guidelineindlation target and non-intervention in foreign
exchange markets leaves little policy space. Thpr@ach might be defensible for high-income
countries with a relatively stable economic struetand efficient markets. For countries undergoing
structural change, it replaces macroeconomic maneage with micro-based nihilism. Few
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governments of Asian countries, and only for shmetiods, adopted the extreme version of the
neutral, or non-intervention, framework. This gerieration applies to the two countries chosen for
this study, Thailand and Viet Nam, though theirigiek had substantial differences. It is these
differences as well as the policies that give tbtigdy the potential to generate lessons for other
countries.

This study links fiscal policy to short- and mediterm growth, exchange rate policy to current
account outcomes, capital account management talbexternal stability, and monetary policy to
medium- and long-term domestic investment. Thisragph treats inflation as the outcome of all of
the foregoing rather than the sole preserve of nawggolicy (see the Annex, Monetary policy).

Fiscal policy

An employment-focused fiscal policy comprises coempéntary short-term and long-term

components. In the short term, the purpose of politstruments is to maintain output at near
potential, and in the long run, policy interventoseek to increase potential output. Short-term
macroeconomic management relies on the currentlfibadget and tax instruments (Hailu and
Weeks, 2009). The long-term component employs puliivestment to directly increase the

productive potential of the economy and to “crowd-private investment. The employment focus
also is both short- and long-term in nature. Thantercyclical interventions attempt to stabilize or
reduce unemployment in the labour market. The l@m1gt objectives are employment growth to
match labour force growth and economic diversifmatto shift workers to more productive

activities. Policy-makers in both Thailand and Miatm have achieved both.

When countercyclical fiscal intervention is institinalized into macroeconomic policy, as it would
in a rational strategy, it implies that the aggtegaemand effect over the economic cycle would be
neutral in the specific sense defined by Ackley@Pand Heller (1966) — as no “fiscal dr&gThe
concept of fiscal drag is central to an active rmaconomic policy. It states that for an unchanged
level of public expenditure, a fiscal deficit casult from tax rates too high rather than two low.

Consider an economy operating at below full posntiith a negative fiscal balance. Assume that,
deus ex machinghe economy moves to full potential with no chamgehe level of expenditure of
the tax structure. At full potential, there areddirpossibilities: (i) the increase in tax revenoat t
results from the increase in output is not suffitieo eliminate the negative fiscal balance; (fig t
increase in tax revenue exactly closes the fisapl gendering the balance zero; and (iii) the iasee

in tax revenue results in a fiscal surplus. Infingt outcome, fiscal drag is negative, in the setd

is zero, and in the third it is positive.

In the first case, the level of fiscal expenditisexcessively expansionary, and in the third iess
than what is required to achieve full potenfialhe implication for short-term macroeconomic

6 In testimony before the US Congress, Ackley (196&)ned fiscal drag as “a constant set of taxsratied a constant level
(total) of government expenditures exerts an irgirggly restrictive influence as time passes... [Olifer years we need to
offset much or all of the drag in order to perrhié growth of demand to keep up with the growthaigptial output”.

7 The algebra of fiscal drag is simple. Let Y bdaral income, and | and G be private investment gmgernment expenditure.
Let a be the marginal propensity to consume f@nithe marginal propensity to tax. Assume that agss than full potential
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management should be clear. At less than full gatkra fiscal deficit can indicate that taxes toe

high (low?) or expenditures are too low (high?)eTdurrent fiscal parameters generate a drag on the
level of output. This insight allows movement begomthe narrow approach that calls for
contractionary fiscal measures whenever a deffgiears.

In the specific cases of Thailand and Viet Nam, fiseal drag concept facilitates analysis of the
extent to which public expenditure and revenue haweforced or dampened the impressive growth
rates of the countries over the past 20 years.p@€ial importance is the stability of quarterly and
annual growth rates for Viet Nam and the contrasiimstability for Thailand. Once policy-makers
discard the ideology calling for continuously balad budgets, which is an impossible outcome,
discussion shifts to identifying the priorities fiiscal policy. Central among these priorities abbke
full and productive employment and an equitabldritiation of growth for poverty reduction. These
outcomes do not result automatically from the dlepof markets.

Monetary policy

Essential to the design of a rational monetary gyoln support of employment expansion is: (i)
recognition that inflation is not a purely monetgsfienomenon; and (ii) that the mandate of the
central bank should allow for multiple objectivesdanot be limited to suppressing inflatidhe
mandates of the central bank in Thailand and Vi@tnNallow for multiple objectives.

The narrow monetary interpretation of the causesnfiition suffers from two general analytical

problems (see the discussion in Choudhury, 200Bin$t, the argument that price increases result
from increases in the money supply presumes tlealatiter is exogenous and within the control, or at
least under the influence, of public sector policstruments. The simplest version of this argument
comes from the quantity theory of money, in whicloomic agents carry out all transactions with a
means of payment derivative from a monetary basterchined by the central bank. For decades,
economists have hotly contested the presumptionnioaey is exogenous with respect to changes in
output (see Lavoie, 2006; Dow, 2006). If the meahsirculation are endogenous to any extent, the
monetary interpretation of inflation collapses (Halg, 2006). For small open economies with

largely unregulated capital accounts, the practicapacity of the central bank to control the

level of income, savings equal investment and titdip budget is balanced. In the simple case dbsed economy, national
income equals: ¥ = [l + Gyl , with u=[1 -a(l - B)], the multiplier.

Given the propensity to consume, the margingb@nsity to save out of post-tax income isd} - B), so the level of saving
is: § = [(1-0)(1-P)]Y . If by magic, income rose to its full potentiabéd: Yi, then total leakages would exceed total

injections because savings would exceed investiethtthe public budget would be in surplus. Natiagnabme would fall
back to ;. Reducing tax rates eliminates the fiscal drag.

8 A United Nations Economic and Social CommissionAsia and the Pacific (UNESCAP) policy brief swathis clearly, that
monetary policy should accept "moderate inflatiod dhe use of instruments, such as credit, othen the policy rate"
(MPDD, 2013a, p. 2).

9 The mandate of the State Bank of Vietnam allowsfaltiple objectives, a heterodox approach thattir@ught criticism from
mainstream central bankers. The IMF has repeatedjgd that the State Bank be made legally independée mandate of
the State Bank can be found in its web pagesw.sbv.gov.vi [accessed 14 Nov. 2014]. Although lower in pefih its
implementation of a heterodox approach, the Bankhafiland’s flexibility of its policy is obvious oits website: “The Bank
of Thailand Act, B.E. 2485 was later amended ireotd put emphasis on BOT’s social responsibititycreate a mechanism
to guard against economic crisis, as well as toupeBOT’s decision making process to ensure goocem@nce and
transparency in the organization. Moreover, membéthe public will be able to audit and increalse tnderstanding of the
BOT's operations.” See www.bot.or.th/English/AboGB/Pages/default.aspx [accessed 14 Nov. 2014].
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monetary base is extremely limited. Thailand anetWam qualify as small in this context. Through
controls over capital flows, the Vietnamese Govezntrhas created for the central bank a degree of
flexibility in monetary policy.

Second, in practice, inflation is a complex prodasslving three types of commodities: (i) tradable
whose prices respond to global markets; (ii) n@atbles whose prices reflect domestic demand and
supply; and (iii) prices linked to institutional ris@ments that are inflexible in the short run. Both
Thailand and Viet Nam, the international price ofdiocarbons has a substantial impact on the
overall price level, completely beyond the influeref domestic policy. The de facto mechanism for
a central bank to restrain prices is through nawldbles. The most important non-tradable is likely

be unskilled labour.

From the complex, non-homogenous character of dmeponents of the price level, it follows that
policies to suppress price changes can have sulatdistributional effects. Governments can, to a
certain extent, moderate or compensate for thedectef with other polices, such as fiscal
expenditures. Therefore, an equitable, employmeatiged public policy requires the coordination of
monetary policy with fiscal policy — not pure indeqmence.

In support of full and productive employment, margtpolicy both can and should pursue several
objectives along with price stability. The two magtvious are facilitating productive investment
through moderate and stable real interest ratesraddcing exchange rate fluctuations with what
might be called exchange rate "smoothing". Excharage smoothing does not imply that a central
bank attempts to maintain the national currencg tdrgeted rate to other currencies (see Weeks and
Mungule, 2013, pp. 7-21).

Exchange rates and capital flow

The conventional approach to the external sectesymes that the government and the central bank
leave the nominal exchange rate free of interven(gee the Annex, Exchange rate policy). The
putative outcome should be an exchange rate thaluges the "correct” relative return between
traded and non-traded commodities. Even in thetbig, outcome occurs only at full employméht,
which should make it of limited interest for polioyakers.

A policy framework for the external sector aimedudt and productive employment would not leave
the current and capital accounts to market regutatiSubstantial short-term exchange rate
fluctuation provoked by global instability can hawe depressing effect on investment by both
domestic and international businesses (MPDD, 2018&h practical matter, in the short run, central
bank exchange rate policy typically seeks to redluoduations without attempting to reverse or alte

a trend. Before the 1980s, many governments ofldpireg countries practised a multiple exchange
rate regime. This approach fell out of use for bibological and practical reasons. In practice,
multiple exchange rate regimes proved difficult nmnage effectively, and governments could
achieve the desired outcome in administrativelypdémways, such as through taxation of imports or

10 The conclusion derives from the Heckscher-Ohlirdetdn which all equilibria lie on the productionssibilities frontier. The
Mundell-Fleming model treats changes in output ame-product economy and makes no such efficielaignc

Regional Office for Asia and the Pacific 9



exports. An exchange rate policy for full and protive employment pursues exchange smoothing in
the short term and manages depreciations in thgeloterm. The first aims at price and output
stability and the second at fostering tradables.

Foreign exchange monitoring is a policy of greapamance to central banks and governments with
or without foreign exchange controls. During therehulating 1990s", multilateral lenders tended to
discourage monitoring as unnecessary. As a resetitral banks had no accurate estimate of foreign
exchange flows, which made a rational exchange paliey impossible. In practice, liberalizing the
trade and capital accounts makes monitoring momoitant. It is the source of key information that
allows governments and central banks to anticipaternal shocks.

In addition, foreign exchange monitoring is botle thecessary condition for an effective capital
account policy and a policy in its own right (se®e tAnnex, Capital account management).
Monitoring should enable the public revenue autiyoto verify whether importers and exporters
obey tax regulations. Monitoring is the basis ftrraarket-based capital controls. It can take the
strong form of a requirement that all foreign exudpa transactions pass through the central bank, or
it can make the softer requirement that all onlystrhe reported to the central bank.

The policy on foreign exchange flows in Thailandtisse to the reporting end of the spectrum, while
the State Bank of Vietnam follows a considerablyicstr approach! In both countries, the
authorities pursue a policy of exchange rate mamagé. However, in Viet Nam, the Government
manages the external sector in a much more intéordst manner. In both cases, the tools exist to
integrate foreign exchange policy with fiscal andrmatary policy.

Advocating an active exchange rate policy can taaunalytical and empirical confusion because of
use of terms that carry implicit or explicit sukiige judgements. It is common to read that the
exchange rate "strengthens" or "weakens", meanpmyegiation and depreciation, respectively. In
the same vein, the phrase "improvement in the exghaate" invariably refers to an appreciation and
"deterioration" to a depreciatidf.

The terminology in which a "strong" exchange rateone whose value is high or increasing with
respect to other currencies is a serious obstactattonal policy, especially for employment. If an
exchange rate "strengthens" when it appreciatesoitid be rare to expect a policy-maker to favour

11 In practice, the State Bank of Vietham closely itms and regulates foreign exchange flows. See
www.seacen.org/GUl/pdf/publications/bankwatch/2Q726BV.pdf[accessed 14 Nov. 2014]. The Bank of Thailand gite
following instructions for people and companiesereing and sending foreign exchange. Foreign cefeancan be transferred
or brought into Thailand without limit. Any persoeceiving foreign currencies from abroad is requii@ repatriate such funds
immediately and sell to an authorized bank or diebem in a foreign currency account with an autterl bank within 360
days of receipt, except for foreigners temporasiglying in Thailand for not more than three monfiosgign embassies,
international organizations (including their staffth diplomatic privileges and immunities) and Thanigrants who are
permanent residents abroad or working abroad. Beecbf foreign currency from authorized banks isegally allowed upon
submission of documents indicating internationadé& and investment. Companies in Thailand can engaglerivatives
transactions with authorized banks to hedge agéinsign exchange risk, provided that supportingudnents indicating future
foreign currency receipts or obligations are sutgditAny person bringing into or taking out of Tlaad foreign currency bank
notes in an aggregate amount exceeding $20,000tsorequivalent must declare it to a customs officBee
www.bot.or.th/English/ForeignExchangeRegulationdRegulation/Pages/ExchangeControlLaw.agocessed 14 Nov. 2014].

12 This inference comes from interviews with seveféitials in both Viet Nam and Thailand.
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depreciation. Nominal exchange rate movements shbelassessed in the context of three types of
commodities: exportables, importables and non-tveka Figure 1 demonstrates the implications of
the three-commodity context (taken from Liang, 199%he vertical axis measures the price ratio of
exportables to non-traded commodities and the bot& axis reflects the ratio of importable prices

to non-tradable prices.

Non-tradables include most services, transport @rdmerce. The distinction between exportables
and importables is country specific and changes tiwee. For example, in Thailand and Viet Nam

currently, manufactured commodities are almosinafiortables, but over time, productivity increases
could make them internationally competitive and axable.

At some point in the two dimensional space diagrarfigure 1, the production of exportables and
importables equals their level in the absence gffailicy intervention (with X the “on-intervention”
point). Through this point pass two lines: AA, whits the locus of all points for which exportable
production is constant at the non-intervention leaad BB, which is the same locus for importables.
The locus AA shows that as the price of importahliees relatively to non-tradable prices, the
production of exportables can remain constant, dflexportable prices also rise. The same
interpretation applies to line BB.

A so-called strong currency tends to drive relativiees into the region indicated as IV, or "praano
tradables". Nominal and real currency appreciationes the ratio of exportables to non-tradables
below the non-intervention ratio and also for intpbtes. Thus, the effect of pursuing a strong
currency policy is to reduce the production of dable commodities. The decline of tradable
production implies a persistent balance of tradiécdewhich will make the strong currency policy
impossible to maintain.

The diagram shows three alternatives to the dysfoimal policy of discouraging both exports and
import substitutes. Region | represents export fiion in the strict sense, shifting resources from
both import substitutes and non-tradables into eghdes. It is probably the case that this
combination of policies applies to Thailand. Regidnis the mirror opposite, with stereotypical
import substitution, where relative prices shiftsaarces out of exportables and non-tradables.
Historical experience, especially in Latin Amerigat also in sub-Saharan Africa, indicates that this
policy approach is unsustainable because it temdeherate trade deficits, though not as extreme as
in region 1.

Finally, region Il results in relative prices thatomote both exports and import substitutes. This
corresponds to policies followed by several of itlaustrializing Asian countries, most obviously the
Republic of Korea but also Viet Nam. Achieving tliiembination requires currency depreciation in
line with domestic inflation. Figure 1 demonstratesw a strong currency policy can undermine
growth in the short run and diversification in threedium term. This conclusion does not imply its
opposite. A "weak currency" does not necessariultein a "strong economy”. To assess in more
detail the appropriate exchange rate policy fooantry, it is necessary to be country specific.

3 The lines AA and BB would pass through the origimnd only if, the economy produced no non-tradeschmodities.
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Rate management should avoid ideology of the nteriention "free market" variety and the

dysfunctional strong currency approach. The mogtoirrant guides to effective exchange rate policy
are (i) the economic objectives of the governmertt i) country-specific exchange rate dynamics.
Policy-makers in Thailand and Viet Nam have follawdifferent strategies that, in both countries,
are pragmatic rather than ideological.

Figure 1. Relative prices in a three-commodity econ  omy: exportables, importables and non-tradables (th e
Liang diagram)

Exportables

Non-tradables B

|. Pre-exportables II. Pre-tradables
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During the three decades after the Second World ¥4dernal imbalances tended to stifle growth in
developing countries, especially in Latin Ameridde shift to an emphasis on the production of
tradables, balanced between importables and expesta facilitated overcoming the external

constraints to growth, most notably in East andtBdiast Asia. This shift should not lead to a neo-
mercantilist growth strategy in which trade surpbezomes a driving objective.

On the contrary, part of the growth and diversifica in Thailand and Viet Nam has been and will be

inflows of direct investment. Except in rare caséisect investment simultaneously generates and
finances an increase in intermediate and capitploms. Thus, we would expect a rational policy

outcome to be a current account deficit financed lmapital account surplus, especially in Viet Nam,

which is considerably less developed than Thailand.

Exchange rate regimes

Another analytical issue requires clarificationgprio initiating the empirical part of the casedias
included in this paper. The standard analyticalragph to exchange rate regimes, whether in
textbooks or policy discussions, divides them itvio broad categories: "fixed" and "flexible", with
"floating" and "market determined" used as synonyorsthe latter. Both in practice and in theory,
this dichotomy is far too simplistic (Chowdhury,G8a, p. 37ff).
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The fixed/flexible dichotomy represents a holdoyeym the Bretton Woods system in which all

exchange rates other than those of countries intrdging system of the Union of Soviet Socialist
Republics were linked via membership in the Intéioral Monetary Fund (IMF), with the US dollar

the reserve currency to which all were tied. Thimmagement had the status of an internationalyreat
By formal agreement, no government would alteeishange rate to the dollar without advising the
IMF that it intended to do so (though no rationalgrnment could adhere to this obligatidh).

Under the Bretton Woods system, the link of eachrency to the US dollar was both fixed and

formal, in the sense that countries could seek supfsfom the IMF to maintain the rate. In an

interesting irony of unintended consequences, blaekket or multiple exchange rate mechanisms
supported the "fixivity" of the official currencyte. With the passing of the Bretton Woods system i
1971, exchange rate regimes differed by the exienthich governments intervened to maintain a
targeted rate, the mechanisms used for the intéorerand the policy framework to support the

intervention.

The IMF annual reports illustrate the descriptimadequacy of the dichotomy in a table — located at
the end that lists exchange rate regimes in 13goaies™ The descriptive inadequacy follows from
the theory of exchange rates. To maintain a spgecifrrency rate, or to "fix" it, a central bank rus
buy or sell foreign exchange. That action wouldurda response to a deviation of the exchange rate
from its fixed target, either an appreciation omziation. During the time requiring action to
realign the currency to the target, the exchange igain theory flexible. Thus, it is more accurate
use the term “degree of intervention”, with a spewt from high to low. Finally, countries have a
choice as to what the targeted rate will refer i(gle currency or a "basket"), making the term
"fixed" all the more problematic.

The analysis of this section reaches a conclusioilag to that for fiscal and monetary policy. lnet
pursuit of full and productive employment, the exobe rate serves as an important instrument. It
should be part of a policy to shift resources tagaradables if that shift is relevant. Interventdo
smooth movements in the nominal rate contributinéostability of aggregate output.

3. Empirical and statistical analysis

3.1 Analytical intfroduction

This study combines qualitative and quantitativéoimation to characterize the macroeconomic
practices in two South-East Asian countries (seefthnex, Collection of information). The terms of
reference mandate this approach. The study aldodes information gathered from discussions with
major stakeholders, including government policy-erak Of central importance is a clear
understanding of the major macro tendencies. O&kiquportance is the perception of policy-makers

14 For a discussion of what some call the First Breivoods and its demise, see Weeks (2013b).

15 Of the 188 members of the IMF, only 25 fell intohat could be reasonably interpreted as freely ifigat See
www.imf.org/external/np/mfd/er/2006/eng/0706.hmecessed 14 Nov. 2014].
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as to their motivations and of the outcomes of rthmilicy interventions, be those perceptions
accurate or inaccurate.

In its statistical analysis, this study separatests and long-term tendencies and dynamics. Bexaus
of the structural changes in South-East Asian egues, it is not analytically sound to seek long-
term parametric estimates of behavioural dynamiceng-term and even many short-term
interactions are appropriately treated with quéility non-parametric techniques. For the short term
econometric techniques are potentially useful. §hiling principle for all the statistical analysss
that it should be clear and understandable to mmm@mists and directly relevant to policy
discussions. In this context, it is extremely intpot to form a clear impression of the prioritiesla
major stakeholders within and outside governments.

A central theme of the case studies is the extinard difference in the stability of the growth eat

of the two countries. Figure 2 reflects this diffece clearly. Over 19 years (74 quarters), the
Vietnamese economy grew at an annual equivaleetaf¥ per cent, with a coefficient of variation
of 0.2. By contrast, the Thai economy grew at 38 gent, a rate associated with a coefficient of
variation of 1.6 (standard deviation of 60 per clemger than the mean). To a great extent, thisshug
difference in variability can be explained by thearoeconomic policies of the governments of the
two countries.

Figure 2. Annualized quarterly growth rates in Thai  land and Viet Nam, 1995q1-201392 (period average an d
coefficient of variation in legend)
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Sources: See Figures 4 and 16.

3.2 Case study of Thailand

Economic trends pre- and post-global crisis

Twenty years ago, the World Bank published its oowdrsial Asian Miraclesreport (World Bank,

Regional Office for Asia and the Pacific 14



1993), in which Thailand had a major role as a nhadeapid growth with an equitable distribution
of that growth. During the subsequent two decadesgeral major regional and global crises have cast
doubt upon some of the policies and outcomes pusWohailed as "best practice"”, all the more as
the global recovery appears sluggish at best (MPEZI 3c).

Figure 3 traces two macroeconomic variables, thgregate growth rate and the overall external
balance of goods and services. The time seriesl@itiemselves into two obvious periods. During
1961-96, gross domestic product (GDP) grew at amuanaverage of 7.7 per cent, with a strikingly
low coefficient of variation of slightly less thame third. During these 36 years, the trade balance
was negative in all but three (1961, 1986 and 19B@éy capita income increased by a factor of 6.5,
growing at 5.6 per cent per annum.

After these years of rapid and steady growth, tbenemy plunged into severe growth instability,
averaging barely 3 per cent per annum during 190622with a coefficient of variation five times

what it had been in the previous period. This ib#ity and slow growth coincided with a dramatic
shift from trade deficits to trade surpluses. B¥inidéon, the trade balance reversal manifestdlfiige

a capital account reversal. From experiencing aeital inflows during 1961-96, the Thai economy
became a net capital exporter.

Figure 4 takes a closer look at GDP performancgenting quarterly movements during 1994-2013.
Here the statistics suggest three periods: fingt, 116 quarters from 199592 through 199991, inckisiv
of the Asian financial crisis. These years incladeversal of the growth by more than 25 percentage
points, from 11.6 per cent (1995¢2) to -14.9 arsl p&r cent (199892 and 1998q3). The next period,
1993-2000, almost eight full years, the growth rateraged 5 per cent after an initially uneven
recovery. However, the instability during the Asiarisis returned in 2008 in a more extreme
manifestation. The continuing instability into tB810s suggests that the enthusiasm over the 2010
recovery was premature, reflecting excessive ogtimi?

Table 1 indicates that the two external crisis @dsiwere simultaneous, with little shift in the it
structure between tradables and non-tradables.y€hes of recovery and relatively stable growth,
1999-2007, included a substantial rise in the treaectors' contribution to aggregate value added.
Even though employment statistics are less likelype& accurate than national income statistics, the
numbers seem consistent with sector-output growithe statistics indicate that agricultural
employment grew at a trend rate of 0.4 per ceningut995-2012, while output increased at 2.7 per
cent. The implied labour productivity, at 2.3 pernt, is consistent with an agriculture sector’s
ongoing technological modernizatioh.

If accurate, the higher rate of productivity grovithmanufacturing, at 3.6 per cent, indicates a rat
of employment expansion that would be insufficiembring a substantial shift of people out of low-
productivity activities. However, annual employmexpansion, at 1.8 per cent in manufacturing, is
more than sufficient to provide employment for mrents in the labour force, given the country's

16 |n an IMF article entitled "Thailand, Roaring BaBkosted by Trade and Sound Economics”, the festence reads: "After
suffering the double blow of a collapse in globalde and domestic political disturbances, Thailaretonomy has staged a
remarkable comeback”. Sesvw.imf.org/external/pubs/ft/survey/so/2010/car1008.htm[accessed 14 Nov. 2014].

17 Labour productivity is discussed in more detailli®, 2013, pp. 44-47.
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low rate of population increase (less than 1 pert geer annum). The contraction of the economy
after 2007 substantially reduced the rate of grositmanufacturing employmeft.

Earnings statistics indicate more complicated oue®. Figures 5 and 6 reflect quarterly average
monthly earnings in constant prices. The deflarthe private consumption index from GDP
statistics for 2001-10. To reduce seasonal fluginatin the quarterly statistics, the original time
series are converted to four-quarter moving averadeach quarter's values are measured as
percentage-point deviations from the previous aurath the legend, the baht (THB) figures for the
previous quarter are converted to US dollars.

In Figure 5, earnings are divided between privatd public employees. After stagnating during
2001-04, private sector earnings began a steadytgishe end of 2008. Earnings fell during 2009,
then recovered in 2010. At the end of 2010, privedenings in real terms were less than 5 per cent
above their value at the beginning of the decad#li® sector earnings rose rapidly and began a
decline after early 2005. Nevertheless, public e@snwere more than double the private earnings by
the end of 2010.

Within the private sector, as shown in Figure @&l rearnings rose substantially in agriculture but
stagnated in the other major sectors of manufawgurconstruction, and trade and vehicle repairs.
For the non-agriculture sector, real earnings atehd of 2010 were less than their peak during the
decade. Particularly striking is the real earnisgsgnation for manufacturing, the country's most
dynamic sector. During 2001-2010, manufacturingigaddded increased at an annual average of 5.7
per cent. Over the same period, real earningslrgsightly less than 0.1 per cent per annum.

The stagnation of non-agricultural wages while ottpnd productivity rose rapidly implies a
substantial redistribution of value added from emypks to employers in the private sector. Jiyuan
Wang, Director for the ILO Country Office for Thaild, Cambodia and the Lao People’s Democratic
Republic, cited this redistribution and the assmaadecline in the aggregate income share of labour
as a present and future constraint on equitablevtgro"Wages are a vital component of domestic
demand, making wage policy central to this debate,well as to a more equitable future for
Thailand.® Despite the obvious stagnation in wages duringfitise decade of this century, the IMF
warned the Bank of Thailand to be "vigilant" foflation-generating wage increas@3.he following
discussion on monetary policy demonstrates thedoabability of Thailand suffering from a rate of
inflation sufficient to cause policy concern.

The stagnation of non-agricultural wages and thplied redistribution from labour to capital casts
some doubt on the statistics in Table 3 for povedgd count ratios and the national Gini coeffitien

18 Son and San Andres (2009, p. 24) comment on #iibné: “In Thailand, as exports declined due t@akveonsumer demand
abroad, workers in the industrial sector were filst fo get laid off as early as the first quartér2008. At the same time,
employment in agriculture significantly increassdggesting that laid-off workers returned to thed.”

¥ The full text of his article on wage policy in Tlad in the global context is found at
www.ilo.org/asia/info/public/lWCMS_161480/lang--emdiex.htm[accessed 14 Nov. 2014].

20 The IMF made the warning in a press release odube 2013: “The Bank of Thailand’s accommodativenatary stance is
appropriately supporting the economy. However, Baak of Thailand should continue to be vigilantdemand and wage
pressures, and stand ready to normalize intergss rf overheating pressures emerge or inflatiookiup.” See
www.imf.org/external/np/sec/pr/2013/pr13212.Hewcessed 14 Nov. 2014].
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Even without considering the possible wage imp#u, numbers in the first two columns indicate a
non-credible decline in head count ratios for th&iinational and national measures from 2006 to
2010, which includes the global crisis. The comboraof five consecutive quarters during 2008-09,
when GDP contracted in real terms with stagnant vesges, does not render a fall in poverty
impossible, but certainly unlikely.

For the same reasons, the reported decline intkeath Gini coefficient, from 42 in 2006 to 39 in
2010, defies explanation. Easier to rationalize 4tilt not entirely credible are the urban and tura
Gini coefficients in the final two columns. In tltase of the latter, its decline after 2006 coinside
with falling agricultural wages after several yeafdncrease (see figure 6). The near constantrurba
Gini coefficient would not seem consistent withgstant real wages in manufacturing, construction,
and trade and repairs (again, figure 6).

If the statistics in table 3 are valid, they shobhlcomplemented by other measures of inequalitly an
well-being. There can be no reasonable doubt tmatirmpressive growth performance of Thailand

has not in recent years been equitably distributedgenerate greater equity at the margin, the role
and strength of trade unions needs enhancing. Tévef@ment could use the minimum wage to

enhance inclusive growth (MPDD, 2013d). Althoughtppt and employment growth have been

sufficient for the objective of full and productivemployment that would reduce poverty, the

instability of that growth and the stagnation ofg&a have served as a constraint on achievement.

Table 1. Major tradable sectors, share of national income in Thailand, 1995-2011

Year Agriculture Mining  Manuf acturing Tradables
1995 9.3 14 27.0 37.7
1996 9.3 16 26.6 375
1997 9.4 1.9 27.6 38.9
1998 10.7 2.0 28.5 41.2
1999 9.2 2.0 29.3 40.5
2000 8.7 24 29.2 40.3
2001 8.8 25 28.9 40.2
2002 9.0 25 29.8 413
2003 9.9 2.6 31.1 435
2004 9.7 2.6 31.0 43.4
2005 9.7 31 31.3 44.0
2006 9.8 3.2 31.6 4.7
2007 9.7 3.2 32.0 44.9
2008 10.5 34 31.9 45.7
2009 10.2 33 30.9 443
2010 11.0 3.3 32.8 47.2
2011 11.8 34 30.6 45.8

Source: ADB, 2013, www.adb.org/statistics [accessed 14 Nov. 2014].
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Table 2. Employment and constant price output in Th  ailand, 1995-2012

Employ ment (‘000) CP output ( THB billion )

Year Agriculture Manufacturing  Agric ulture  Manuf acturing
1995 14 389 4608 412 118
1996 13 986 4329 433 126
1997 14 145 4303 431 135
1998 13 407 4264 434 137
1999 13804 4274 455 136
2000 13830 4 650 486 151
2001 13612 4927 501 165
2002 14 042 5052 502 177
2003 13 880 5299 562 184
2004 13634 5476 555 198
2005 13617 5588 555 208
2006 14171 5504 577 216
2007 14 306 5619 588 228
2008 14 699 5453 605 240
2009 14 693 5374 597 249
2010 14 547 5350 593 265
2011 14 619 5480 627 269
2012 15 142 5733 n.a. n.a.
Growth

rate 04 1.8 2.7 5.4

Notes: CP=output in constant prices of 2002. Growth rates are from simple linear
regression lines. THB=Thai baht. n.a.= not available.
Source: ADB, 2013, www.adb.org/statistics [accessed 14 Nov. 2014].

Table 3. Poverty head count ratios and the Gini coe fficient in Thailand, 1988-2010

PHCR (%) Gini coefficient
Year $2/day NPL National Urban Rural
1988 41.0 65.3 44
1990 371 58.1 45
1992 30.0 50.1 48
1994 20.5 42.7 44
1996 14.6 35.3 43
1998 15.3 38.7 42
2000 18.1 42.6 43 47 45
42 44
2002 134 32.6 47
n.a. 44
2004 n.a. 26.9 46
42 47
2006 7.6 23.4 47
41 45
2008 5.0 20.5 47
39 44
2010 4.1 16.9 47

Note: PHCR=poverty head count ratio; $2/day=% living below; NPL=national poverty
line.

Sources: Poverty head count ratios are from World Bank, 2013, as are the Gini
coefficients for 1988-98, which are for the entire country. The urban and rural Gini
coefficients are from ILO, 2013, p. 66. The last two from the ILO reference are for 2007
and 2009.
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Figure 3. GDP growth and overall trade balance in T  hailand, 1961-2012 (% GDP)
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Figure 4. Quarterly GDP growth in Thailand, 1994q1- 201392
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Figure 5. Average monthly earnings in constant pric es in Thailand, 200191-2010g4 (all employees, four-
quarter moving average, percentage point deviations from 2010g4)
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Note: Numbers in the legend are monthly earnings, four-period average for 2010qg4, using the official exchange rate of THB29.9 to the US dollar,
deflated using private consumption price index.

Source: Bank of Thailand, Table EC_RL_014: Average wage classified by industry, www.bot.or.th/English/Statistics/Standard/SDDS/Pages/sdds.aspx
[accessed 14 Nov. 2014].

Figure 6. Average monthly earnings in constant pric es by sector in Thailand, 2001g1-2010g4 (four-quart er
moving average, percentage point deviations from 20 10g4)
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Note: Numbers in the legend are monthly earnings, four-period average for 2010qg4, using the official exchange rate of THB29.9 to the US dollar,
deflated using private consumption price index.

Source: Bank of Thailand, Table EC_RL_014: Average wage classified by industry, www.bot.or.th/English/Statistics/Standard/SDDS/Pages/sdds.aspx
[accessed 14 Nov. 2014].

Fiscal policy

Over the past 20 years, Thailand experienced twmmeconomic contractions, both coming from
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the global economy: the Asian financial crisiska £nd of the 1990s and the global financial casis
the end of the 2000s. The principle task of thistisa is to assess the response of fiscal policy to
those crises.

Figure 7 shows the annual Thai fiscal balancesnduti995-2012, divided between the current and
capital accounts. Over those 18 years, the balahebaved as would be expected — a relatively
stable capital account balance and a current a¢dzalance responding to the short-term movements
in national income. The chart relates a simpleyst@apital expenditure was financed in part by

borrowing and current expenditure covered by reesralosely linked to the current level of output.

Figure 8 compares the growth of GDP to that forstant-price public expenditure and the overall
deficit as a share of GDP. The movement in thecitefias a cyclical pattern, becoming negative
during the two crises periods (1997-99 and afted720The 2010World Economic Situation and
Prospectsreport listed Thailand as one of more than 30 ld@weg countries to introduce a fiscal
stimulus in response to the global financial cri$ise report assigned the stimulus a value of $ifierh
which implied the largest stimulus relative to GbPany country in the table (at 14.3 per cent, see
UNDESA, 2010, p. 20). However, Thailand does ngdesp in a much shorter list of countries initiating
stimuli in theTrade and Development Report 2QUNCTAD, 2011, p. 43).

The percentage changes in real fiscal expenditufégure 8 support the United Nations Conference on
Trade and Development (UNCTAD) finding rather thdmat of the United Nations Department of
Economic and Social Affairs (UNDESA).Whether matched for the same year or with a oae-iag
(not shown), the changes in expenditure and GDBesiiga procyclical relationship. This interpretatio
clearly applies to 1997-98 and 2010-13. However, IMF interpreted fiscal policy as expansionary
during 2011-12:

“Against the backdrop of the global financial csisand the devastating 2011 floods, the
expansionary fiscal policy pursued in recent yesas justified, aimed at supporting aggregate
demand and reconstruction activities. But now, gtiength of the ongoing economic recovery
provides an opportunity to gradually withdraw tiscél stimulus, create fiscal space for priority
infrastructure spending, and rebuild policy buffdécs address future possible shocks.” See
www.imf.org/external/np/sec/pr/2013/pr13212.Hamcessed 14 Nov. 2014].

The IMF provides no statistical evidence in supmdran expansionary fiscal policy. An IMF Working
Paper in 2013 refers to fiscal expansion in Indiznasd the Philippines but not Thailand (IMF, 2048,
1-2). The annual data in Figure 8, as well as tartgrly data from the same source, indicate that
movements in the growth rate and expenditure waraeilaneous. Given the well-documented lag
between fiscal expenditure and the output respdngeovokes, simultaneity implies a procyclical not
countercyclical policy.

The IMF optimism about the post-crisis recoverydat their optimistic assessment of the impacthef t
global economics crisis on the Thai economy. Thigw is summarized in a chapter title in the 2008

21 No specific sources are given for the statisticshie table of stimuli in the UNDESA report. BotietUNDESA and the
UNCTAD sources note that fiscal policy does notude all forms of economic stimuli. Both seek tade on the fiscal policy
affect, narrowly defined as central government exiitere.
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Selected Issuazport, "Much ado about nothing?" (IMF, 2008). Awwn in Figure 4, the downturns
proved considerably more severe than the IMF donat policy-makers anticipated, at a negative B pe
cent in 2008 and even greater in 2011. In conte@tbtthe IMF, the Asian Development Banksitlook
Update 2013efers to the likelihood of fiscal contractionhat than expansion (ADB, 2013, pp. 164—
167).

The ADB interpreted the Government's fiscal poliegponse to the Asian financial crisis of the sdcon
half of the 1990s as expansionary: "The recoveay biegan in 1999 continued in 2000, stimulated by
strong export growth and three fiscal packages"BARO0O, p. 3752 Inspection of Figure 8 provides
some support for this judgement, with real fiscgbenditure increasing by about 5 per cent in 1998,
followed by a reversal from GDP contraction to engian in 1999.

To summarize, the Thai Government may have usezhlfipolicy actively to counter the severe
contraction during the Asian financial crisis. lantrast, no strong evidence supports its use oélfis
policy as a countercyclical tool after 2007. Pagbya result of the procyclical nature of fiscaliqo
GDP growth was extremely unstable. This instab#itywed the growth of employment and real wages.
As a result, little progress was made towards &utmefull and productive employment.

Figure 7. Annual fiscal balances in Thailand, 1995—- 2012
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Source: ADB, 2013; National Statistical Office of Thailand (NSO), http://eng.nesdb.go.th/Default.aspx?tabid=95, Table 2 [accessed 14 Nov. 2014].

22 Again, one finds a contrast with the IMF positiéBespite uncertainty about the evolution of thebgll economy, the Thai
economy is expected to rebound sharply." (IMF, 2@12)
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Figure 8. Percentage change in GDP growth rate and  fiscal expenditure and the fiscal deficit as a shar e of
GDP in Thailand, 1994-2012
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Note: Expenditure for 2013 was estimated from the first two quarters, applying a seasonal adjustment multiplier.
Source: NSO, http://feng.nesdb.go.th/Default.aspx?tabid=95, Table 2 [accessed 14 Nov. 2014].

Monetary policy

In contrast to its fiscal policy, it appears thla¢ Bank of Thailand applied monetary instruments in

countercyclical fashion. Such was the judgementhef IMF in 2013 when it said, "The Bank of
Thailand's accommodative monetary stance is apfaigby supporting the economy." However, it is not
clear that, in Thailand, the accommodating monepadicy on its own had a substantial countercytlica
impact.

Recent monetary statistics appear to support the dssessment that monetary policy was "supporting
the economy". Figure 9 shows nominal interest ritethe Thai one-month treasury bill (T-bill), ften-

year bonds and the London interbank offer rate QR3. Through mid-2009, the T-bill rate tracked the
LIBOR down, before rising in 2010-11. Figure 10 whothe rate of change of the price-deflated
monetary base (M1) and the ten-year bond ratestadjufor inflation. Although the real growth of the
monetary base could be interpreted as accommodaitieig2008, its impact during 2005-08 is lessrclea
The movement of the bond rate shows the opposttés-more favourable to economic expansion before
2008 than after. During the first 15 quarters ia ¢hart, the real bond rate averaged slightlytiess 0.5

per cent and only once rose above 2 per cent. Pihi@ subsequent 18 quarters, the average was 1 per
cent, rising above 2 per cent in six quarters.

More important than real interest rates and the etasg base, following the Asian financial crisi® th
Thai Government adopted an inflation-targeting @plfor the central bank (IMF, 2006, p. 2). In
principle, inflation targeting need not subvertatimacroeconomic objectives. If the inflation tdrgas
set in the low teens, for example, it should besjiibs in most developing countries to pursue adiseal
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policy and purposeful exchange rate managementinfiation target of 10 per cent would, in most
circumstances, allow for moderate real wage inegasd nominal depreciation to foster a shift from
non-tradables to tradabl&s.

In practice and almost without exception, inflatitargeting seeks to maintain inflation rates that
constrain growth. For 36 years, from 1961 to 1986, Thai economy grew at an average rate of alBiost
per cent, with 7.3 per cent in the 1980s the lowlesade averadgé During the seven years from 1990 to
1996, growth averaged 8.6 per cent (see the discussWeeks, 2010, pp. 172-174). When the economy
recovered from the Asian financial crisis, the giowate for 2000-07 fell to 5 per cent under the
inflation-targeting regime.

It is not difficult to understand why a low inflati target resulted in a reduction of growth. Frdd@to
2007, the rate of change of the GDP aggregate bdgfiator averaged 2.9 per cent. As is well known,
the measured rate of inflation overstates actu@epincreases because of changes in the quality of
products and the introduction of new products (ldamn1980). In the United States, the congressipnall
mandated Boskin Commission concluded that aboutpértentage points of the United States’ GDP
deflator represented quality change and new pred{&oskin, 1996). On the website of the European
Central Bank, a non-technical discussion of inflatistates that 2 per cent per annual should be
interpreted as price stability.

If the contribution of quality change and new prouis slightly more than 1 percentage point in the
United States, which has a mature economy withivelg slow changes in the structure of output and
consumption, it would be considerably higher inildral, perhaps closer to 2 percentage points. Eyrth

in a market economy, the mechanism by which ressuace reallocated among sectors is through price
increases that signal rising profits. These twosaerations alone suggest that an annual rateicg pr
increases in the 3—4 per cent range would implyinfationary growth. Therefore, it is probable thiae
actual rate of inflation during 2000-07, at 2.9 pent, reflected a deflationary pressure forcedhen
economy by the inflation-targeting regime, as staddheory would predict.

In addition to the possibility that monetary poliegs been deflationary since the Asian financislisr
the effect of low inflation has probably contribditéo growing inequality. As Chowdhury has argued
(2005b), contrary to oft-repeated assertions, Ioflation harms those at the lower end of the income
distribution, most obviously but not only througipressing nominal wage growth (see also Nidhiprabha
2013, pp. 5-6); her argument was verified empindal a paper by Galli and van der Hoeven (2001).

In addition to the direct distributional effect aflow inflation policy, it appears that in Thailaritie
successful attempt to repress inflation was astatiaith an inequality that reinforced change ilatiee
prices. From 1995 through 2012, the food compowérthe consumer price index rose by almost 120
percentage points, while non-food items increasetéfs than 50 percentage points (Figure 11). At th

23 The 10 per cent rate represents a conservatiggietation of Bruno and Easterly (1998), who est@that considerably high
inflation has no statistically significant impact growth. This is supported by the Ayisi study dfa@a (2013).

24 |nflation, by decades, was relatively low, at et cent (in the1960s), 7.2 per cent (1970s), BrZpnt (1980s) and 4.9 per
cent (1990-96) in th&/orld Development Indicators 20{®/orld Bank).

25 See European Central Bank, www.ecbh.europa.eubhatdtional/html/index.en.html [accessed 14 Nov.4201
26 If an economy is at less than full employment viitiperfectly adjusting markets, monetary restraiitittend to depress out.
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same time, producer prices rose at a similar @tlad prices, another inequality generating redati
price change. Rising food prices reduced real irerand rising producer prices raised profits of

producers. This pattern follows the analysis irtisac2.

To repeat that analysis, in an open economy, theetaoy authorities have little impact on the prate
tradables. Therefore, non-tradables must bear aidke weight of adjustment. It follows that in apen

economy, reducing inflation in practice often meamage restraint.

In summary, it is unlikely that monetary policy ithailand made a contribution towards full and

productive employment. To the extent that policgmessed the overall inflation rate, it also supped
nominal wage growth. Subsumed within the loweratidin calculations were relative price changes

unfavourable to poverty reduction and presentimgiticrease of inequality. The Thai Government gthoul
reconsider its inflation-targeting policy and redest into a more flexible approach (see MPDD, 21011

Figure 9. Quarterly interest rates, LIBOR, T-billa nd ten-year bond rate in Thailand, 2005q1-2013q2
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Source: Bank of Thailand, www.bot.or.th/English/Statistics/Pages/index1.aspx [accessed 14 Nov. 2014].
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Figure 10. Quarterly price deflated M1 and ten-year  bond rate in Thailand, 200591 to 2013q2
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Figure 11. Price indices in Thailand, 1995-2012 (pe rcentage point deviation from 1995)
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Source: ADB, 2013.

External policies

The Thai economy has been extremely successfidrniargting exports. This section suggests thatygolic
makers have shown less success in preventing theneps of the economy from generating internal
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instability. The instability provides a prima faaase for policy action on the capital accountdditon
to measures introduced in the mid-2000s.

As Figure 12 shows clearly, since 2000 the bahtumakergone an almost continuous appreciation, with
the official dollar rate and the trade weightea rattually the same. Nominal appreciation is nebarce

of concern. On the contrary, if productivity indeble sectors grows faster in one country, compaitd

its trading partners, its exchange rate should eagiggie. To prevent it from doing so would imply a
mercantilist trade policy.

In an open economy such as Thailand's, the relewaasure of the real exchange rate is the price oft
tradables to non-tradables. Figure 13 presentsntieigsure, treating agriculture and manufacturing as
tradables and construction and services as noa#tesl (services include the financial sector). This
measure raises policy concerns, especially focaljure, whose price index fell continuously froarlg
1993 through 2008, after which it stabilized befdeelining again. In contrast, the internal terrhzade

for the manufacturing sector have fluctuated arcauteh-year average, with no trend.

The downward trend for the agriculture sector cduddcause for concern because employment in that
sector in 2012 was three times employment in matwfag, although it grew slower over the past
decade. And even though a shift of labour fromadiire to industry in the process of Thailandjsida
growth is expected, this does not explain a fathiminternal terms of trade of the sector. Thadris all

the more puzzling because food prices rose falsgar prices for non-food (see figure 11). Thesedsen
might imply lagging productivity in the food-prodag sectors.

The external sector has functioned as the drivimgef in Thailand’s growth and development. Over the
past decade, it has also been the driver of indtal@specially in the growth rate. Figure 14 dtrates
that the terms of trade, measured as the ratiomfdn prices of exports to imports, manifest a proced
cyclical patterrf’

More important has been the instability of the tapccount. Figure 15 shows the most volatile eletm

in the capital account — net portfolio flows — ajomith the GDP growth rate. The former is measagd

a percentage of the eight-year average and ther last a percentage of the growth rate. Most of the
guarters of stable growth, from 20051 to 2008qinaded with relatively low and stable portfolio
flows (until the last quarter of 2007). Subsequentie severe fluctuations in the growth rate, mgvef

20 percentage points during 2009, occurred simedtasly with large reversals in portfolio flows.

The destabilizing effect of capital flows promptdte Government to introduce regulations in 2006.
Perhaps the most important of these was the regairethat banks hold reserves at 30 per cent of the
short-term inflows, which would be released whee fands had remained in Thailand for one year.

27 The measure in Figure 13 is not seasonally adjuster the purpose of assessing its impact on dier&sbility, seasonal
adjustment is not appropriate.

28 The even larger change in the growth rate afté180 was, in great part, the result of the seMealfing during the monsoon
season.

Regional Office for Asia and the Pacific 27



However, subsequent deregulation probably lefGbeernment less able to influence short-term fl&s.

Although considerable more research is requiredioitld appear that an extremely liberalized externa
sector has contributed to macroeconomic instakitityhailand and not to welfare gains, as some have
suggested (Townsend and Ueda, 2007). This indtahiis weakened the ability of the Government and
the economy to generate full and productive emptaywnAlso, the external instability has strengtliene
tendencies to greater inequality, because thostheathigher income levels can take advantage of
speculative opportunities created by macroeconamstability.

Figure 12. Two measures of the nominal exchange rat e in Thailand, 1995-2012 (percentage-point deviatio ns
from period average)
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Source: ADB, 2013.

2% An IMF working paper on capital controls in thegi@ summarizes the de-regulation as follows: “Euehorities also
extensively liberalized capital outflows to stenpegeiation pressures. During 200708, the BOT datke limit on overseas
portfolio investments by residents, including certastitutional investors and Thai-listed compani€he ceiling on outward
foreign direct investment (FDI) was also raised iforestments in affiliated companies in January 720Dhe deadline for
repatriating foreign exchange proceeds was extemd€&eabruary, allowing residents to keep their pexts abroad in foreign
currency longer, thereby relieving some of the suwes on the exchange market. In the same veinJatémus governing
residents’ foreign currency deposits and real esiatestments were relaxed in July 2007 and Fepr@@f8” (Baba and
Koykenyne, 2011, p. 10).
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Figure 13. Two measures of the real exchange rate i n Thailand, by quarter, 1993q1-2013q2 (percentage-p oint
deviations from period average)
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Figure 14. Monthly terms of trade between export an  d import prices in Thailand, January 2000-September
2013 (percentage-point deviations from period avera  ge)
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Source: Bank of Thailand, excel file (EC_EI_019: Trade Indices and Terms of Trade).

Regional Office for Asia and the Pacific 29



Figure 15. GDP growth rate (%) and net portfolio fl  ows in Thailand, 200591 to 2013q2 (relative to its  average
for the period)
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Source: Bank of Thailand, www.bot.or.th/English/Statistics/Pages/index1.aspx [accessed 14 Nov. 2014].

Summary and assessment

The Thai economy demonstrated a remarkable rajeowfth of output, exports and employment for more
than 30 years, from 1960 to 1996. Subsequentlypubuand employment growth have become
considerably slower, though well above rates ferimjority of developing countries. Of more concern
for employment, poverty and general welfare, thenmaconomy has displayed substantial instability.

There are obvious policy components to the instgbHirst and perhaps most important, since tha\s
crisis, fiscal policy has been procyclical. Secotitk overall impact of monetary policy since 2000
appears, at best, ambiguous regarding growth. Thishift from mild regulation to strong deregudati
of the external sector, especially the capital antdeaves the Government with few tools to effelott
appears to be a major source of macroeconomiditista®

Countries do not achieve full and productive emplegt without pursuing policies designed for this
goal. Until the global crisis of 2008, the Thai Bomy grew at a rate more than sufficient to provide
and productive employment for its residents. Thtougpplication of appropriate policies, the
Government can create the tools to convert gromtth fuller or high employment, rising real wagesl an
job security.

30 To quote from a UNESCAP policy brief, “Asia—Paciftountries have already introduced several messiremanage
excessive short-term capital flows while still enaging FDI. Therefore, capital account opennessilshnot be viewed as an
all-or-nothing proposition. Capital account candpen to equity flows — both portfolio and FDI, ewshen money and bond
flows are managed.” (MPDD, 2013a, p. 2)
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3.3 Case study of Viet Nam

Economic trends pre- and post-global crisis

With few exceptions, general discussions with pelitakers and researchers in Viet Nam have focused
on a perception of declining growth potential foe £conomy. The explanations given for this dedire

a weak financial sector burdened with non-perfogrgans and failure by the Government to restrectur
state-owned enterprises. The argument concludesf ttheese structural obstacles were to be overcome
further export growth would be the driving force fagher growth rates.

Some discussions extended a pejorative assessinemntrent growth rates to the entire period sirfee t
re-orientation of the economy under théi Mai policy (explained in Vuong et al2011). The central
contention is that economic growth in Viet Nam other past two decades compares unfavourably to the
performance of China. The simplest statement af oisition is: China grew consistently at 10 petce
why not Viet Nam?

An assessment of the health of the financial santbliet Nam and of the need for change in stateaxiv
enterprises lies beyond the scope of this papeneder, some general comments apply. First, for atmo
20 years, bilateral and multilateral developmerrages predicted that the lack of fundamental cesng
in the financial sector and state enterprises ptedean imminent barrier to rapid growth. Duringainu
of that time, Viet Nam enjoyed a growth rate faowb the average for low- and medium-income
countries.

Second, citing the financial sector and state prises as obstacles to faster growth requires ar cle
explanation of the nature of these obstacles amdgroposed structural changes would overcome them.
Without specifics, the argument for changes inrfgial institutions and state enterprises is of tiahi
usefulness, rather like past assertions that "padcat reforms" would automatically result in faster
growth.

Finally, the argument that China's faster growtbvjates prima facie evidence of an inadequate growth
performance in Viet Nam should not be taken seljouis effect, the argument poses the question, why
did Viet Nam not grow faster than the fastest-grmycountry in the world? The simple answer to that
guestion is, by definition, only one country cavdighe fastest-growth rate, and which country acse

it reflects many influences, some of them domeatid others external. The more complex answer
involves identifying the sources of China's rapidvgh rather than treating that growth as the nbrma
outcome to which every other country can or shaslaire.

The comparison of China to Viet Nam, or any otheurtry, raises a fundamental issue. What is the
appropriate growth target for policy-makers in eaohntry? Seeking the fastest achievable growth rat
cannot be justified by either economic or sociguanents. Basic economic theory informs us thaefast
growth requires a larger share of investment ifonat income. As rapid growth continues, the ecopom
approaches full capacity, and increasing investmagires foregoing current expenditure by housihol
or the public sector. A rational economic desiggmiwth policy thus requires assessment of thestcdtl
between current expenditure and future expenditOrdy by chance would that assessment result in
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policy-makers choosing the maximum achievable gnaate.

The social costs of growth can be quite high, as&$ performance over the past 20 years demoastrat
The most obvious of these costs are environmensgahage, income and wealth inequality and
unmanageable rates of urbanization. For exampeseakiere level of air pollution in Hanoi demonstsat
clearly a major cost of growth.

An assessment of the growth performance in Viet IShould be placed in the context of four principles
(i) Seeking the maximum achievable growth ratedsrational policy; (i) Comparisons to China arfe o
limited relevance; (iii) Structural changes in fima and state enterprises should be assesseeifooumn
sake, not their growth impact; and (iv) The conitibn of growth to generating full and productive
employment is more important than the rate of ghoitetelf. These considerations provide the guidslin
to interpret figure 16. It is important to strebe tthird point. Reform of the financial sector skdobe
designed to address its specific internal weakisesteone successfully, this will contribute tcogith

and development. If done for some derivative reasaoh as the probable impact on growth, the result
might contribute to the goal in the short run whidlging the basis for future financial instability.

In the early and mid-1990s, economic growth in \Nam proceeded at an extremely rapid rate, in exces
of 10 per cent in 1995. The Asian financial crisis1997-99 brought a sharp decline in growth, altio
the impact on Viet Nam proved considerably lessitha any other country in the region, with the
possible exception of China (Weeks, 2010). Follgntimat crisis, growth recovered, averaging more tha
7 per cent per annum from 1999 to 2006. In 200¥ gthbal economic crisis again caused a sharpraecli
in the growth rate, followed by recovery to a leaebbout 1.5 percentage points below the presargge.

The growth performance shown in Figure 16 promptgesal conclusions. First, compared with most
countries in the region, especially Thailand, eeoicogrowth in Viet Nam over the past 20 years was
rapid and stable. Second, the growth performanoeodstrates a clear pattern of adjustments to lower
sustainable growth, in excess of 8 per cent peuranim the early 1990s, to about 7 per cent in tlee p
crisis 2000s, and 5-6 per cent after the globalsri

A United Nations Development Programme (UNDP) repam the Vietnamese economy in 2004
predicted this pattern of step-wise movements stower sustainable level, on the basis of the g
analysis (Weeks et al.,, 2004). In the first yeafsth® transition from central planning to market
regulation, the Vietnamese economy expanded rapdlyhouseholds and businesses exploited the
advantages of greater flexibility in production amhsumption. Government policies in favour of axpo
growth provided a strong external growth stimulge€ks, 2001). At the same time, labour migration
from low-productivity agriculture to industry raitbeoutput per worker. Large inflows of private
investment supplemented domestic sources of cdpitaktion.

Through the 2000s, the impact of growth-enhancaugors associated with structural transition dedljn
leaving investment in capacity and improvementh@labour force as the central sources of inceeimse
economic potential. As in the 1990s, the exterpata provided a major stimulus on the demand side.
Figure 17 indicates that domestic capital formatieached its peak of almost 40 per cent of GDP just
before the global crisis of 2008, then returnedearly that level in the 1990s and early 200080a85

per cent. If net capital formation were about 5cpatage points lower and the capital output ratithe
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range of 4-5 per cent, the implied growth of cayasiould be 5-6 per cent, the actual rate after the
crisis.

Inspection of Figure 17 also suggests that it wdaddhighly unlikely that the external sector wibintinue

to be a major source of demand stimulus. In 20480® earnings reached 80 per cent of GDP the
external sector were to continue to function agmagine of growth, this would imply that exports wer
growing faster than GDP and that the export-GDlb natas approaching 100 per cent. While this is
conceivable, it would be unprecedented for a cquamith Viet Nam's population and would be subject t
diminishing returns at the extensive margin.

These key statistics for the investment and expberes indicate that 5-6 per cent represents the
sustainable growth rate for Viet Nam. With a popala growth rate of 1 per cent, this growth rate
implies a doubling of per capita income in 15 ye&isice 2006, this rate of growth has been comgiste
with a stable distribution of income (ILSSA, 2012,79), which contrasts with the strong trend taisar
inequality in the 1990s and first half of the 20@@¢eeks et al., 2004, pp. 47-49). If this growttera
remains consistent with no increase in inequailityhould be sufficient to provide for full and piactive
employment, with declining poverty rates.

Figure 16. Quarterly GDP growth in Viet Nam, 1994q1 -2013q2
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preceding quarters of same time series.
Source: ADB, http://aric.adb.org/indicators/Real_Sector_and_Prices/R_VIE_Q_Real_Sector_and_Prices.htm [accessed 14 Nov. 2014].
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31 The ratio of export value added to GDP was comaldg smaller.
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Figure 17. Gross domestic capital formation and exp  orts of goods and services, percentage of GDP in Vi et
Nam, 1995-2012
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Source: ADB, www.adb.org/statistics [accessed 14 Nov. 2104]

Fiscal policy

As in other transition countries, Viet Nam sufferiedm large public sector deficits with the end of
central planning. These deficits occurred becauske central planning period, revenue derived ftoen
surpluses of state enterprises whose profitabddfapsed with the change to market regulation. The
Vietnamese Government achieved a shift to a tagébesvenue system relatively smoothly.

Figure 18 shows the current and overall fiscal mzda. For the 19 years from 1994 to 2012, only once
did the overall balance exceed 3 per cent of GDP2(01). The current account balance averaged a
surplus of more than 6 per cent of GDP. This lasgmlus financed public sector investments, which
made a major contribution to growth, accounting dprto 20 per cent of the demand stimulus in the
1990s (Weeks et al., 2004, p. 33). This is in @sitto Thailand, where public investment was neddi
small and the current account surplus over the seaies was just 1 per cent of GDP.

The major role of public investment in Viet Nam atelcomparative absence in Thailand partly exglain
the stability of growth in the former country, coanpd with the latter. In every country, private
investment displays a procyclical pattern and, glaith external demand, is the major cause of cgtli
output instability. Public investment is inherentiyuntercyclical, and its absence strengthens plicay
disturbances. Unlike current expenditure, the oenaytlical role of public investment is non-
discretionary. Because investment projects typidalke several years to construct, they impartil#tab
to aggregate demand over the cycle.

Current expenditure was also considerably morelest@bViet Nam than in Thailand. The stability of
public sector current demand in Viet Nam is demmastl in figure 19, which should be compared with
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the same chart for Thailand (figure 8). During 198@12, the coefficient of variation of current
expenditure in Viet Nam was 0.3; that is, the staddleviation was only a third of the mean variatio
By contrast, for Thailand the coefficient of vaitat exceeded 3.

In summary, growth stability in Viet Nam resultedrh the stability of public expenditure, both cutre
and capital. Stability of public expenditure praaitcountercyclical smoothing of aggregate demand to
compensate for external shocks to exports andtpringestment. Stability of growth maintained sliai

in revenue flows, which maintained low variabilitythe public sector fiscal balances. The Vietnamnes
case demonstrates the effectiveness of sound,aroyalical fiscal policy.

Figure 18. Fiscal balances in Viet Nam, 1994-2012
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Figure 19. Percentage change in constant price curr  en
Nam, 1995-2012
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Monetary policy

The State Bank of Vietnam functions as the coumtrgntral bank and takes responsibility for moryetar
policy. Unlike all the other central banks in thegion, the State Bank operates under guidance thhem
Government. The absence of so-called independabitetes the coordination of the monetary and
fiscal policies.

Experts from the State Bank describe monetary pag supportive of fiscal policy. During the global
crisis of 2008-09, the State Bank implemented graesionary monetary policy in an attempt to mitgat
the impact of external shocks. The internal assesstny State Bank officials was that the monetary
policy was successful overall, though in some cagesssively expansionary.

Figure 20 tends to support the State Bank narraliie chart shows the ratio of domestic creditotalt
GDP and to "private GDP" (total GDP minus agricrgdfypublic administration and the "other" category)
The second measure seeks to approximate the ratoedit to private enterprises, organized along
capitalist principles. The credit measures are @retgh with movements in the GDP deflator. The slow
growth of the credit to GDP ratios in the 1990snca@ed with a fall in the GDP price deflator. Dugin
2001-07, the continuous rise in the credit rati@sctmed a similar trend in the deflator.

The domestic credit ratios rose rapidly during 2a@Band then declined in 2011 and 2012. The highest
rates of inflation occurred during 2008-12, thotigh annual movements do not match those of thétcred
ratios. Comparing the changes in the GDP priceatt@flwith the credit ratios suggests a considerably
more complex inflationary process than in the uaimanifestations of the quantity theory of money
hypothesis. Nonetheless, credit expansion appedravie been unnecessarily expansionary after 2807,
State Bank officials suggest. This excessive cedgiinsion was associated with sharp fluctuationisa

rate of inflation rather than an inflationary sjif2espite the moments of excessive monetary expans
the accommodating monetary policy could be judgesigEcessful.

Figure 21 reflects another indicator of monetargomemodation of fiscal policy — the inflation-defat
deposit rate, which is not a policy instrument datoutcome. With this in mind, it would appear ttiegt
measures implemented by the State Bank resultedviand negative interest rates after 2007. Thergxt

to which these low rates mitigated falls in privatt@estment cannot be assessed with the available
statistics. The rates, however, provide furthempsupfor the conclusion that the State Bank impleted

a countercyclical monetary policy that supported gnowth of the real economy without generating
destabilizing inflation.
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Figure 20. Domestic credit and the GDP deflator in Viet Nam, 1995-2012
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Source: ADB, 2013.

Figure 21. Change in the real borrowing rate and GD P growth in Viet Nam, 1995-2012
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Note: The real borrowing rate is the 12-month deposit rate minus the GDP deflator.
Source: ADB, 2013.

External policies

The most striking aspect of the external accountiet Nam is the extraordinary growth of trade. In
1994, exports of goods and services were $4 billioth rose in 2012 to $115 billion (figure 22). Elyua
striking, the increase in export revenue did nstiltein sustained trade surpluses. On the conteatgde
balance in 1999 was followed by 12 consecutive sy@dirdeficits, until a tiny surplus of $1 billiom i
2012.

To a great extent, the growth of exports in the0k9&sulted from a conscious state trading pohiey t
sought to avoid the extreme instability of the does of central Europe and the former Soviet Union
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Policy-makers in Viet Nam attributed much of thecne@conomic instability in those countries to a
combination of sudden price deregulation and massade deficits. For Viet Nam, the solution tcsthi
apparently intractable dilemma was a trade polasdering on mercantilism that resulted in the count
becoming the world's third-largest rice exportere@is et al., 2004). Export promotion continuedrafte
2000, stronger than before. By 2010-12, exportiegsireached 80 per cent of GDP.

The rapid growth of exports did not result primafilom the exchange rate policy. As Figure 23 shows
the nominal exchange depreciated almost continudusin 1994 to 2012, as measured by the official
rate and the implicit export and import rates. FégR4 provides the real exchange rates associdthd w
the nominal movements. The commonly used measurpuofhasing power parity (PPP) shows a
substantial and continuous appreciation of 40 pat from 1994 to 2012.

The PPP rate provides little insight into compegitiess in trade. More relevant are the ratiosaofatoles
to non-tradables, which indicate relative domestarns. These show trends quite different fromRR@
rate. The relative price of agricultural produaisnon-tradables substantially depreciated, whist tor
manufacturing remained almost constant. Real degire for agriculture might account for the export
growth of that sector. But this does not explaim ghowth of manufacturing exports.

It is possible that non-agricultural exports insexh so rapidly due to more rapid productivity imses in
Viet Nam, compared with its export competitors. sTekplanation seems unlikely for two reasons. First
such a phenomenal growth of exports would implyass-country advantage in productivity growth that
is hardly credible. Second, rapid productivity gtibwin tradables is typically associated with a ¢rad
surplus — not the deficits experienced by Viet Nam.

Government policy interventions provide a probabiglanation of the growth of trade rather than
relative prices. If this is a correct interpretatidrade promotion policies may be approachingrthei
practical limit. Further growth of exports wouldjrére further transfer of resources from non-tréaeksio
tradables. As the share of resources in non-tradaiéclines, the productivity of further transfeyud

be expected to decline. Viethamese policy shoultsider a growth strategy more focused on domestic
investment, both public and private.

As a final observation on external policies, thecdssion returns to the theme of the stability adtV
Nam's growth rate. Figure 25 shows the three n&jternal balances: for trade, the current accondt a
the capital account. These are complemented byré-ig6, which presents long-term capital flows and
foreign reserves in months of imports. The extetrmlbnces demonstrate shocks to exports, which
resulted in a substantial trade deficit in 2008tHa short term, a large increase in the capitaebumat
balance covered the current account deficit, foldwoy a rapid increase in exports to re-establish
external stability in the medium term.

Figure 26 elaborates on the external adjustmerib@@008-12. A sharp de-accumulation of reserves in
2008 mitigated the potential short-term instabilifyie capital account surplus resulted from in@sas
direct investment and other long-term flows (indhgdofficial inflows from bilateral and multilatekra
sources). The Vietnamese adjustment to externakshgtands in marked contrast to the Thai adjudtmen
in which severe fluctuations in the trade and edpiccounts reinforced each other to destabilize th
growth rate (see Figures 3 and 15).
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The contrast between smooth and unstable adjustmé¢im global shocks at the end of the 2000s has a
obvious explanation: regulated versus liberalizater@al accounts. In Viet Nam, limitations on the
convertibility of the dong combined with relativegmall portfolio flows. This combination had two

important policy consequences: (i) It imparted be texternal account an automatic countercyclical
mechanism; and (i) it facilitated management ok tbapital account by policy-makers. The
countercyclical mechanism resulted because theatimis on convertibility prevented capital outfio

when the external account weakened.

Figure 22. Exports, imports and trade balance in Vi
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Figure 23. Nominal exchange rates in Viet Nam, 1994
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Figure 24. Real exchange rates in Viet Nam, tradabl
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Figure 25. External balances in Viet Nam, 1995-2012  ($ hillion)
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Figure 26. Long-term capital flows and reserves in Viet Nam (months of imports), 1995-2012
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Summary and assessment

Although the macroeconomic policies of the Vietnamm&overnment suffered from mistakes of timing
and execution, evidence suggests that they cotgdbio the stability of growth over the past 20rgea
This stability is in contrast to the growth perfamnee in Thailand. The lack of reliable employment
statistics covering the two decades makes it iniplesso assess progress towards full and productive
employment. Any attempt to assess the employmepadtof growth by necessity is speculative. With
this in mind, | assessed that the rate and stalfitgrowth provided a framework sufficient for the
outcome, if combined with equitable wage and distion policies.

The growth process in Viet Nam is not without itelgems. The frequently cited need to restructhee t
financial sector and state enterprises may prowseobndary importance to a flaw in the growth styat
itself. As explained in previous sections, the Washese Government achieved a remarkably smooth
transition from central planning to market reguatby pursing an export-led growth strategy. Rapidl
expanding exports combined with long-term capitafloiv to stabilize the exchange rate, which
facilitated price stability.

For several reasons, the economy may now presasaghe limits of the export-led strategy. An expor
led strategy requires the continuous transfer séueces from non-tradables to tradables. Becaude bo
categories of goods require that labourers havéoisspecific skills, the productivity of the labour
transfer is likely to decline at the extensive niardVith few exceptions, capital is product spexifi
which implies that the labour transfer must be amganied by an increase in investment. With
investment well over 30 per cent of GDP in Viet Naow, more investment is likely to generate
diminishing growth.
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Second, the likelihood is low that the global eaogowill soon deliver the high rates of growth cdide

that prevailed before the global crisis. A commoakpressed hope among researchers in Viet Nam,
though less frequent among policy-makers, is that groblem of slow growth in international trade
might be overcome by the proposed Trans-PacifitnBeship. It is not obvious that this US-proposed
trade agreement will increase export opportunities/iet Nam. The US Senate might not approve this
treaty in the near future and perhaps even rejediere it to be approved by the US Senate, Vietsmm
policy-makers would need to assess the balancesbeattvade creation and trade diversion. It is tesrc
what advantages the Partnership would bring to Man that are not currently provided by membership
in the World Trade Organization.

There can be no question that exports as well gdogment creation drove the rapid growth of the
Vietnamese economy over the past 20 years. Glaoaioenic prospects and proposed re-organization of
domestic finance and state enterprises suggestatimabre diversified strategy is now required. This
strategy could place greater emphasis on equityisiag wages and domestic demand. Enhancing the
voice of workers' organizations would be an impatresspect of the broader and more equitable sirateg
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Annex. Relevant extracts from
the terms of reference

1. Fundamental objectives and constraints

“...[A]n approach that focuses on engendering praditity and stability in key nominal aggregatesttha
are used to depict bothternal balance (inflation, fiscal sustainability) andxternal balance(current
account deficits and external indebtedness) usthgremplicit or explicit prudential thresholdsuh as
low, single digit inflation or pre-determined lirsibn fiscal deficits regardless of understandingntges
existing economic structures and conditions) remdisconnected from the broader economic goals of
growth, structural transformation, employment amygrty reduction. Furthermore, the conventional
focus on macroeconomic stability has not adequaglyipped policy-makers — both in rich and poor
countries — to either anticipate or readily copéhvglobal economic volatility and interdependentiee
Survey 2013 highlighted that a long-term macroeatinsimulation exercise showed that governments
could pursue inclusive and sustainable developmdrilie maintaining fiscal sustainability and price
stability at the same time. The report suggested there was not necessarily a trade-off between
economic growth, social development and environalesustainability. The three pillars of sustainable
development can support and strengthen each dlusrchallenging the ‘grow first’ paradigm.”

2. Policy areas

“The country-level studies will seek to establishexaminingfour policy areas— monetary policy, fiscal
policy, exchange rate policy and capital accounhagament — the alignment between macroeconomic
management and the broader economic goals of grastiictural change, employment and poverty
reduction, and their potential impact on macroeatincsustainability since the 1990s. A list of satie
issues — and the pertinent methods of enquiry -ghatild be applied in the country studies by each
policy area is enumerated below, especially by drguessons from the 1997-98 Asian financial crisis
and the 2008-09 global financial and economic <rilsithese two countries under consideration. The
relevant policy recommendations will then followrin such an investigation.”

3. Policy instruments

“(A) Overall, identification of key macroeconomic aitcomes of concern in the country, from the
perspectives of macroeconomic management, employmieand labour market outcomes and
inclusive growth

1. Some broad assessment should be made on witetheoncerns are of short- or longer-term nature,
and whether the current macroeconomic policy respoand framework are adequate in addressing such
macroeconomic concerns. By macroeconomic policynénaork, it is meant to address cases where
certain macroeconomic instruments may not be ‘éffet and play a secondary role to other
macroeconomic policy targets and key instrumengsl tig attain these targets (e.qg. fiscal policy mpiay

a secondary adjustment-oriented role, as agaimsicpive allocative or redistributive role, to irtftm-
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targeting monetary policy). In the case of Thailardl Viet Nam, the macroeconomic outcomes of
concern may include: fiscal sustainability, curractount deficits asset price, inflation, and exdearate
movements, among others.

2. An assessment of the mechanism by which macnoecic outcomes affect employment and labour
market outcomes, as well as the likely extent ofhsimpact. In other words, to what extent are
macroeconomic outcomes and policy framework actiaga constraint or an enabler to generation of
decent work and enhancement of productivity (withire existing sectors and mobility towards

productive employment opportunities)?

3. An assessment of the compatibility of macroeatinopolicy framework and macroeconomic
outcomes with the objectives of poverty reductiaolusive growth and decent work for all.

4. To what extent can differences in macroeconopulicy framework and responses explain the
differences in outcomes between the 1997-98 ang8-A¥crises in terms of poverty and decent work?

5. What policy lessons can be learned from comparaxperiences of Thailand and Viet Nam in the
macroeconomic policy framework that would be neettededuce poverty and inequality and promote
decent work opportunities?”

4. Monetary policy

“(B) Key macroeconomic policy instruments and theirimpact on employment and poverty:
monetary policy

1. What are the current de jure and de facto gaadktargets of monetary policy with respect to: (a)
inflation; (b) growth; and; (c) employment and pay@

2. What are the salient institutional and socioreroic forces (both domestic and externalll) thatha
shaped the de jure and de fagtals and targets since the 1990s?

3. Has the central bank been actively engagedandifected credit allocation to influence struatur
transformation; (e.g. through designation of ptioindustries/sectors); (b) promoting initiativesat
enhance access to credit by small and medium-s&nestprises (SMEs) and microenterprises; and (c)
promoting microfinance institutions? Has the cdnbank’s policy on these changed as a result of
financial sector deregulation in the 1990s?

4. Does the central bank use any early warningassgio anticipate external shocks and/or monitsetas
price bubbles, especially after its experiencdn@é1990s?
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5. Does the central bank systematically use anyitoramy and evaluation system to gauge the imp#ct o
their policies on employment and poverty?

6. Did the central bank use expansionary monetaligypin coping with the consequences of the Great
Recession of 2008-09? How does that differ fromstiimce during the 1997-98 Asian financial crisis?

7. What is the current and projected stance of taop@olicy?

8. After taking stock of (1) to (7) above, is itgsible to arrive at an overall assessment on tteneto
which monetary policy either helped or hindered ghecess of durable and productive employment
creation, poverty reduction and lower income indityia

9. What needs to change for monetary policy to naffectively support the process of employment
creation, poverty reduction and lower income indityid

5. Fiscal policy

“C) Key macroeconomic policy instruments and theirimpact on employment and poverty: fiscal
policy

1. What are the current de jure and de fayals and targets of fiscal policy with respect(&): fiscal
sustainability and avoidance of ‘fiscal dominangb); growth; and (c) employment and poverty?

2. What are the salient institutional and socioreroic forces (both domestic and externall3) thatha
shaped the de jure and de fagtals and targets since the 1990s?

3. Does the analysis of public finances enabletorascertain the extent to which: (a) expenditune tax
policy is being used to support the process ofctiral transformation (e.g. through designation of
priority industries/sectors); and (b) promoting amdorcing labour market policies and institutievighin

the context of a social floor, especially for SM&®l young entrepreneurs that require sustainadaalfi
resource allocations?

4. What is the current government spending/experadiprofile on the key elements of productive
employment creations, health care, education, imwat education and training systems, employment
services, and other labour market institutions?

5. Does the finance ministry use any early warmiggals to anticipate external shocks and/or emgagi
in “stress tests” to assess the capacity of fipotity to respond to external shocks, especiallgrahe
experience in the 1990s?
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6. Does the finance ministry systematically use mioyitoring and evaluation system to gauge the ainpa
of their policies on employment, poverty and indijya

7. Have proactive measures been put in place taneehfiscal space during buoyant periods of economi
growth to finance various components of the sqmiatection system including policies to reduce labo
market inequalities by improving unemployment petitthn schemes and public investment in physical
infrastructure?

8. Did the finance ministry use expansionary fiqualicy in coping with the consequences of the Grea
Recession of 2008—09? How does this differ from ftheal policy stance during the 1997-98 Asian
financial crisis?

9. What is the current and projected stance oéfigolicy? Is there evidence of fiscal consolida®io

10. After taking stock of (1) to (9) above, is dgsible to arrive at an overall assessment onxtemeto
which fiscal policy either helped or hindered thiegess of durable and productive employment creatio
poverty reduction and lower income and labour imdiu11. What needs to change for fiscal policy to
more effectively support the process of employnweation, poverty reduction and lower income and
labour market inequality?”

6. Exchange rate policy

“(D) Key macroeconomic policy instruments and theirimpact on employment and poverty:
exchange rate policy

1. What are the current de facto and de goels and targets of exchange rate policy witheetsip (a)
international competitiveness; (b) protecting doticeand import-competing sectors; and (c) using
exchange rate policy as part of an ant inflatioategy?

2. How can one characterize the current exchanigeegime: (a) fixed; (b) floating; and (c) managed

3. What are the salient institutional and sociorecnic forces (both domestic and external) that have
shaped the de jure and de facto goals and targdttha evolution of the exchange rate regime sihee
1990s?

4. Was exchange rate policy systematically usesipport the process of structural transformatioostm
notably by stimulating the development of expoiented sectors, especially for the SMEs?

5. Have policy-makers systematically made use dfitodng and evaluation system to assess the impact
of exchange rate policy on employment and poverty?
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6. Was exchange rate policy used (e.g. a significame-off devaluation) as part of counter-cyclical
policies to deal with the Great Recession? How dibasdiffer from the exchange rate policies during
the 1997-98 Asian financial crisis?

7. After taking stock of (1) to (6) above, is itgsible to possible to arrive at an overall assessorethe
extent to which exchange rate policy either helpetiindered the process of durable and productive
employment creation and poverty reduction?

8. What needs to change for exchange rate policyae effectively support the process of employment
creation and poverty reduction?”

7. Capital account management

“(E) Key macroeconomic policy instruments and theirimpact on employment and poverty: capital
account management

1. What are the current de facto and de jure garadstargets of capital account management withertsp
to: (a) encouraging financial integration througipital flows; and (b) enhancing national policy gz

2. How can one characterize the current capitalaacregime: (a) open; and (b) regulated?

3. What are the salient institutional and sociorecnic forces (both domestic and external) that have
shaped the de jure and de facto goals and targéttha evolution of the capital account regime esithe
1990s?

4. What has been the interaction between exchaatgepolicy and capital account management? What
are the consequences — both direct and indiremt emiployment and poverty? How does this policyhel
to stabilize financial sector?

5. Have capital controls and other prudential messsbeen used to cope with global economic vdiatili
and during the Great Recession? How does that diiffen the capital account policies during the 1997
98 Asian financial crisis?

6. After taking stock of (1) to (5) above, is itgsible to arrive at an overall assessment on tteneto
which capital account management has either hedpdidndered the process of durable and productive
employment creation and poverty reduction?

7. What needs to change in the sphere of capitaiuat management to more effectively support the
process of employment creation and poverty redn@tio
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“(F) Institutional arrangements for design and delvery of macroeconomic policies

The country studies should also offer a succincbant of the institutional arrangements for theigles
and delivery of macroeconomic policies at the coulgvel. While the mandate for such policies ugual
lies with the Central Bank and the Ministries ofi&ice, to what extent is there an attempt at policy
coherence through interministerial coordinationthése any agency within the government that mesito
such coherence? To what extent are contemporatifutitnal arrangements (such as central bank
independence) shaped by external forces (such &sdiyteements)? Has there been any policy and
institutional change after the 1997-98 Asian finaherisis and/or the Great Recession of 2008—-08@ A

if so, what is the format of the new institutiomatangements in Thailand and Viet Nam?”

8. Collection of information

“Multiple methods of analysis and assessment wilubed. These include (but are not limited to):

1. Literature review on macroeconomic policy delmtthe global level and in the context of the ¢oun
under review, including evaluation of official poji documents and guidelines, especially incorpagati
the policy stance during 1997-98 Asian financiadisrand the Great Recession of 2008-09.

2. Consultations with at least 10-15 key informahte institutions that can be covered include: Migis
of Finance, Ministry of Planning, Central Bank, kitny of Labour, Ministry of Education, Ministry of
Health, trade unions, employers’ organizations,t&thiNations system, including UNDP, IMF, ADB,
World Bank, key research institutes (on macroecaoa@nlicy, development studies, employment and
labour), business media and members of the civiesn These consultations should seek to highligét
diversity of views on macroeconomic policy in theuntry under review. The consultation should be
guided by the issues specified above under eadtypoktrument.

3. Use of online global databases, especially Iid§easments. There is a growing literature tharesil
IMF country assessments (such as article IV coasoits and IMF agreements with Member States) to
delineate and evaluate both actual and projectectaeaonomic policy developments at the country
levelX In addition, one can use such global databasest &#om the United Nations Economic and
Social Commission for Asia and the Pacific and [la3,the global competitiveness surveys maintained
by the World Economic Forum, which usually includesintry-specific data on macroeconomic stability.

4. Use of national appropriate national data saur@n the main macroeconomic indicators (inflation,

growth, etc.), there can be notable variations betwindicators derived from national data sourcses a

against those published in international data basesissessment and a decision need to be madeon t
choice of data sources. For cross-country comparBaposes, an international data source may be
advantageous. At the same time, on labour marlditdtors, national sources may provide greater
information content that are not available in thietinational databases.

5. Analysis, using appropriate empirical techniquet the link between macroeconomic policies,
conventional policy targets and broader economilsggpertaining to growth, employment, structural
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change, poverty reduction and lower income anduab@arket inequality using national and internagion
data sources.”
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Macroeconomic policies for full and productive employment: Case
studies of Thailand and Viet Nam

Perhaps the most important empirical finding of this study is the stability of quarterly and annual
growth ratesfor Viet Nam and the contrasting instability for Thailand. Evidence strongly supports the
view that this contrast results from the difference in macroeconomic policies in the two countries.
Once policy-makers discard the ideology calling for continuously balanced budgets, focus can shift to
identifying prioritiesfor fiscal policiesthat facilitate stable growth. Stable growth would engender full
and productive employment and an equitable distribution of growth for poverty reduction. These
outcomes do not result automatically from the clearing of markets, if they clear at all.

In support of full and productive employment, monetary policy both can and should pursue several
obj ectivesin addition to the stabilizing of prices. The two most obvious are: (i) facilitating productive
investment through moderate and stablereal interest rates; and (ii) reducing exchange rate fluctuations
through what might be called exchange rate "smoothing". Exchange rate smoothing does not imply
that a central bank attempts to maintain the national currency at atarget rate to other currencies.

In the pursuit of full and productive employment, the exchange rate serves as an important instrument.
It should be part of apolicy to shift resources towards tradables, if that shift isrelevant. Interventions
to smooth movements in the nominal exchange rate contribute to stability of aggregate output.
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