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The monetary policy can affect the economy through the monetary transmission
mechanism. Two channels that the monetary.policy can affect the economy via stock prices
are through a credit channel in whicthhe change in short term policy rate will affect the
companies’ cost of borrowings as well as abilities to access source of funds and a further
result in companies’ retum and through an asset price channel in which the change in policy
rate can affect demand for Stocks antli further the stock return. This study analyzes the
impact of unanticipated ¢hanges in‘monetary policy in Thailand on the monthly SET index
return and firm individual stock return during business cycles. I find that response of
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CHAPTER |
INTRODUCTION

1.1 Background and problem reviews

According to Bank of Thailand and The Federal Reserve statements®, goals of
monetary policy under inflation targeting framework are the same which mainly are price
stability, maximum employment and moderate leng-term interest rates in each country in
turn to create sustainable output in economy. in“Order to do that, monetary authorities
have to set the country’s mongtary policy to help promote these objectives. The central
bank will set the policy rate at"a level that they believe it is suitable to economic
circumstance and consisteat with its objective as well as to signal the future direction of
monetary policy to econamic participanté."zA change in policy rate and a change in
expectations about the future interest rate cxén..build up a chain of circumstances that will
affect market interest rate; the foreign exchénge _and asset prices and the real sector of the
economy. By mean of studying the, link be:';.w-éen monetary policy and asset prices is

hence important for understanding-the policy transmission mechanism.

This paper is_an empirical study of relationship between the most important
financial market, a stock-market-and-monetary-poticy.—=rom theory of monetary policy
transmission, there are a-great number of ways® that the action from the central bank will
significantly influence areal sector. However, there are two important channels which
stock prices respend,to monetary policys First, through the.asset-price channel, when the
monetary authorities decide to use“an expansionary policy, downward adjustments in
short-term money market rates occur. People will“feallocate their ‘savings towards non-

interest bearing assets such as real estate and equity. This_situation causes demand for

! Statements published in Bank of Thailand website; www.bot.or.th and The Federal Reserve website;
http://www.federalreserve.gov

2 According to Bank of Thailand, The impact of monetary policy through the real sector is transferred by 5
main channels including: 1. Interest rate channel 2.Asset price channel 3. Exchange rate channel 4. Credit
channel 5. Expectations channel. Through these channels, adjustments in consumption and investment
would take place and ultimately affect production and inflation.



stocks to rise, and a further result in higher stock prices. According to wealth effect
theory, Mishkin (2004) states that even if no cash is realized, people will feel like they
are wealthier, thus they will tend to consume more and dampen savings as a consequence.
This idea is the same as the life-cycle hypothesis of Modigliani (1971) which states that
the consumption is determined by consumers' lifetime resources. This hypothesis also
introduces wealth as an additional factor of the consumption function and consumption
can be financed either through income ori through the sale of assets. Nonetheless, the
important component of wealth is financial \wealth, which mainly derived from common
stock. Hence, an increase of stock prices, which. possibly come from an activated
expansionary policy, should improve consumption..Furthermore, higher stock prices also
increase market value of firmsy thus making it more worthwhile to invest. Hence, if
demand for stock keeps growing; consumption and investment then keeps developing,
finally they will be large part that contributes economic.growth. Up to the present, we
can see that asset price Chagneliis @ very impartant way to connect people to a monetary
policy action and there 4S a hegative relationship between policy rate and stock price.
Therefore, stock prices will play an important role, and thus an announcement of any

policy changes will certainly affect economic activities of the real sector.

Another important mongétary transmission mechanism is credit channel. Bernanke
and Gertler (1995) argue-thai-the-direct-effecis-of monetary policy on interest rates are
enlarged by external finance premium which Is the difference in cost between funds
raised externally and funds generated internally. The premium is defined as the difference
between the cost'to @ borrower when they berrew money, fromsfinancial markets and the
opportunity cost .of ‘internal funds. The size of the“external finance premium reflects
imperfections_ in the credit markets. It is the fact that because of asymmetric information
between lender and>borrower, the more-tightenedccredit imarket:conditions, the larger
external finance premium. In addition, two linkages of credit channel that act like a
conduit which contain an effect of a central bank action to credit market, are the balance
sheet channel and the bank lending channel. The balance sheet channel will focus on
financial position of borrower. It stresses an effect of changes in monetary policy; both

contractionary and expansionary policy, on borrowers' financial statement such as



balance sheets and income statement. A lender will look closer to borrowers' net worth,
cash flow and liquid asset to see ability to pay back of borrower. Thus, the greater net
worth, the lower the external finance premium should be. Mishkin (2001) also states that
the lower the firms' net worth, the more severe is the adverse selection and moral hazard
problems in lending to these firms. On the other hand, the bank-lending channel aspect
focuses on lenders’ financial status and assumes that banks play a special role in
provisioning external funds to the ecenomy. The supplies of loans are affected by
macroeconomic cycles and monetary policy as well. In recessions, banks and other
financial institutions may tighten eredit standara-because of higher cost of funds, reduce a
supply of loans to dependent berrowers, especially low-graded or riskier borrowers and
increase the external finanee premium. Consistent with Melzer (2007), they state that
because of a reduction inpanksreserves-caused by the restrictive monetary policy, banks
not only sell securities but.alsocut the foan 'éupply as banks view loans and securities as
imperfect substitutes, “andthese will lead « bank-dependent borrowers reduce their
investment expenditure.#These factions will worsen situation of firms in recessions
because they will probably not have'enough fund to fun the business or invest in an
important project, which that project mightli:ée,r__lerate revenue for them in the future.
Moreover, this will also decrease aggregate,Sp’ending because of a significant fall in
investment spending. Up to the present, we will see that macroeconomic cycles are keys
in this transmission. This is proved by study of Basistha and Kurov (2008) using U.S.
data, in which they argue that there is significant cyclical variation in the impact of
monetary policy on stockeprice. Moreover, their results show that when economy is in
recession and tight credit conditions, the response of;stock prices to unexpected change in
monetary policy 1S'more than twice larger than that in expansions. In addition, this result
is considered, worthwhile, andy the 'central’ bank should: consider these along with
policymakers’ judgment in forecasting and analyzing the effect of monetary policy in

order to construct the appropriate monetary policy going forward.

Furthermore, when considering the firm specific characteristics, no matter what
macroeconomics cycles they face, the response of stock returns to monetary policy partly
should also depends on individual credit characteristic of firms. Thus, | use disaggregated



firm-level data to analyze the response of stock return to surprise in monetary policy in
the cross-section of firms. Basistha and Kurov (2008) find that stocks which are issued by
companies that are likely to be credit or financially constrained will react more strongly
to monetary news —whether it is positive or negative news-, especially when economy is
in contractions or in recessions and also that in tight credit market conditions than stocks
of relative unconstrained firms. Theoretically, this result supports the credit channel
hypothesis and Bernanke and Gertler (1995) which states that market in weakening
economy and in tightening credit market consiraints, which all lead to the fall in asset
prices, can worsen borrowers' balance sheets and hieighten the probability to default of
any borrowers. These will give-rise to the finaneial accelerator which is a mechanism
through which small initialsshocks ean account for big fluctuations in output by means of
amplifying the effect of negative monetary shock on the economy by inducing higher
market borrowing interest fates. An initial-adverse monetary shock, which will squeeze
firms’ cash-flows especially financially constrained firms, thereby increasing their need
for external finance, incorporate with the deterioration of their financial position which
makes it more difficult and more costly for them to raise external funds. Hence, these
affect value of firms and finally results in a fUrthr contraction in aggregate spending and
further a real sector of economy.

To sum up, I'wit-examine-effecis-of-monetary-policy while there are business
cycle variations and tighten credit markets as well as firm=dependent variation amplified
by the macro cycles. Blanchard (1981) states that the value of stock market is determined
as a discount valderof (real)ysfitm’suprofit swhere|the; discountirate is the (real) market
interest rate. Thus, change in"monetary policy-both anticipated and unanticipated- affect
(real) value of stock market by path of the (real). market interest rate“and (real) profit. As
Bernanke "and" Kuttner (2005) cpeint: aut, estimating 'the .response of stock prices to
monetary policy actions is complicated by the fact that market participants are unlikely
respond to the actions that were already anticipated. Because nowadays a great number of
equity information are publicly published, so traders in equity markets should normally
obtain that information, especially information about factors that tend to affect stock
prices. Since policy rate is a well-known factor that can affect economy, most



participants will forecast and anticipate its movement. Therefore, any policy decision that
is largely anticipated will be used to discounted into stock prices already and will be

unlikely to affect stock prices much when it is truly announced.

In this paper, | will distinguish the effect of changes in monetary policy to
markets from anticipated and unanticipated changes in monetary policy to measure its
effect precisely. By means of doing this, | adapt the technique proposed by Bernanke and
Kuttner (2005) which uses federal funds futurgs data to create a measure of unexpected
changes in monetary policy. However findings.of this study present that the response of
monthly SET index return.to-imonetary-‘policy surprise is not statistically significant.
Moreover, | do not find statistically significant impact of unanticipated monetary policy
change on stock return whensthe.credit market is constraint and during recession period.
Literature reviews are presented in Section2, Section 3 describes data, measurement of all
dependent and independent variables and inodel specification for this study. Sections 4

reports the empirical results. Section 5-provides a conclusion.

1.2 Objectives

To investigate the impact of changes ih'm'i)netary policy on stock prices during
macroeconomic cycles: both reeessions. and expansions and its effect on financially

constrained firms, the purpese-of-this-paperis-aiied-to-answer the following questions:

1. To test whether unexpected changes in monetary policy announcement or policy
surprises have a sighificant impact ongtocks’ returns.

2. To examine whether stock market reactions t0 monetary news are dependent to
the state of'economy.

3. Tolexamine the effect of credit market conditions on the stock-market reaction to
maonetary news.

4. To test the effect of macroeconomic cycles and firm-specific credit conditions on
the response of disaggregated stock returns to unanticipated changes in monetary

policy actions.



1.3 Hypothesis

In order to examine and analyze the effect of monetary surprises on stock price
during in a variation in business cycle and in different credit market conditions. The

hypotheses are as followed:
Hypothesis 1:

The effect of monetary policy to ¢hanges in stock return composes of two
components, anticipated expectation in which.market participants have already forecasted
the monetary policy movement themselves and. unanticipated expectation which is
reflected as surprise to those partieipants. The monetary policy that has already been
anticipated their direction wili‘be tised to discount in order to value stock prices and will
unlikely to affect stock pricessmuch at the time it is actually announced compare to policy
that surprises market’s cxpectation. Therefore, response of monthly SET index return to
monetary surprise should pe statistically signi:ficant. Moreover, from asset price channel
theory, SET index return and unexpected changes in policy rate should have negative
relationship. When there are negative shocksfin policy rate (higher policy rates than that

of market’s expectation), SET index should mrovéf"down and vice versa.
Hypothesis 2:

According to the credit channel hypothesis, stock market reactions to monetary
news should be dependént to the state of economy. If there are negative surprises in
policy rate during: recession,~firms whieh-are- borrowers will tend to have poor balance
sheets because of lower-income and-higher floating-rate debtas well as lower present
value of collaterals. Moreover, financial intermediaries may also tighten credit standard
because of higher icost of funds and reduce a supply of loans to dependent borrowers in
this period. Banks might require higher premium from firms compare to rates that they
use in expansion which will increase the external finance premium for firm. Stock
investors might request higher rate of returns in order to compensate with credit risk and

costs e.g. agency costs that lenders have to bear when they purchase firm’s share.



Therefore, SET index returns should react more to monetary shocks in recessions relative

to expansions.
Hypothesis 3:

As stated in the credit channel hypothesis, SET index returns should be more
affected from changes in monetary news in tight credit market conditions as well as in
economic downturn relative to loose credit market conditions. When an economy is in
these periods, the lenders do not want to supplyloan to borrowers. If they would extend
loan to the firm, higher lending standard or credit'worthiness of borrowers are required. It
is all because a probability of default risk; the risk that firms or individuals will be unable
to pay the contractual interest or principal back to lenders, should be greater in these
periods relative to good of relaxed credit market condition period. Hence, the tighter
credit market conditions, the more effecis-of SET index returns react to monetary policy

shocks.
Hypothesis 4:

To see whether the ‘reaction of st(;t::I"(a.’[eturns to monetary policy actions is
sensitive to financial characteristics of the firms,. the disaggregated panel data on SET
firm will be used to test this reaction. The firrr-]sywith higher financial constraints should
be more affected from unexpected changes in monetary policy than firms with relatively
less constrained. According to credit channel theory, when there are negative policy
shocks, market interest rates elimb up, so supply of loan is hardly ever provided. If firms’
balance sheet 10oks poor because of poor financial characteristics such as small firm
sizes, low payout ratio, high trade credit and low interest coverage ratio, that firms should

not be able ¢4 obtaii}lodnTor ‘be ablé to obtdin With thigher cast-of €duity®. Therefore,

3 By assume that financial constraints translate entirely into higher costs of external funds same as Kaplan
and Zingales (1997) and Fazzari, et al. (1988) since there is a presence of asymmetric information between
creditor and borrower as well as problems of contract enforcement, Schiantarelli (1995). Therefore, the
Modigliani Miller Theorem (1958) can not hold. The MM theorem tells that a firm’s capital structure is
irrelevant to its value. , then internal and external funds are perfect substitute and firm investment decision
are independent from its financing decisions. Because problems of information asymmetry and contract
enforcement can lead to agency cost occurring to creditor side. Myers and Majluf (1984) points out that
there is some obstacle to firms’ equity financing and increase cost of equity. These occur because outside



stock returns of those firms should be more affected to monetary shocks compare to firms
with better financial characteristics because of higher external finance premium. The
worse financial characteristics, the more effects of stock return to negative monetary

policy shocks.
1.4 Scope of the Study

In this paper, | will use monthly;time series data from June 1%, 2000 to June 30",
2009. | start collecting the data from June /¥ 2000 since it is the period that Bank of
Thailand first adopts inflation targeting frameWwerk and this framework has been used up
to present. | include all scheduled announcement, 82 announcements, of The Monetary
Policy Committee (MPC) ofthesBank of Thailand. In addition, Thailand surfaced both
economic upturn as wellsas econemic-downturn during this time period. Therefore,
effects of the monetary authorities’ actionto stock markets from 2000 to 2009 should be

clearly revealed.
1.5 Benefit of the Study

Results about cyclicalvariation in thelr:é-sp’_onse of stocks to monetary news should
be useful to both Thai policy makers.and investors by helping them predict the effect of
changes in monetary pelicy on the stock marke’t. Furthermare, in the point of view of
investors; retails, institutional and foreign investors, these results will be useful to them to
be able to anticipate the effect of the central bank announcement during different
economic conditions. Moreoyver, surfacing any economics cycles, investors will be able to
predict, plan and"make better investment decision: In-addition, this can be another way to
evaluate the effectiveness of monetary.policy since the stock price movement do have an
important impact on-dggregate demand‘and-thereby leading to an{iicrease or decrease in

output of economy. Therefore, it is essential for policy makers to clearly understand what

investors; who have less information about firm information will demand some premium to induce them to
purchase firm’s shares in order to offset the agency cost e.g. monitoring cost and incentive fee or any costs
that occur because of adverse selection and moral hazard problem.



determines the magnitude of the stocks' market reaction to the monetary authorities'

action.
1.6 Contributions

This paper seeks to strengthen the international out-of-sample evidence of the

validity of the credit channel of monetary policy transmission. In addition, these out-of-

sample results | obtain, will be an additi vidence to investigate whether prior studies
about reaction of stocks' market to ch y policy and credit channel and asset
price channel theory of ,--u..;::; ied to the Thailand which is an

. ! | ——
emerging market and has a bank-based financial system.

AULINENTNEINS
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CHAPTER II
LITERATURE REVIEW

2.1 Channels of monetary policy transmissions

There are several channels that stock prices can be affected by monetary policy
action. Basistha and Kurov (2008) states that there are two channels which stock prices
respond to monetary news. Those transmissions.are the credit channel and the interest
rate channel. A cut in interest rate will lead to-lower cost of borrowing for investment as
well as lower cost of capitalfor firths, increasing the present value of future cash flows
and hence higher stock prices«In.addition, Ehrmann and Fratzscher (2004) examine the
effects of US monetary policy0nstock markets and focus on the relative contributions of
the credit channel and the inierest rate chaﬁnel of monetary policy transmission. They
find that, on average, an unexpected tightening of 50 basis points decreases returns by
about 3% on the day of thesmanetary. policy. announcement. Furthermore, the effect of
monetary policy on equity markets is.stronger when unexpected changes in the fed funds
target rate occur and at that time-market surfaces a period of high volatility. The results
show that a negative surprise has-farger effe’étthhan a positive surprise. Moreover, by
looking at firm-specific effects, they find that firms with financial constraint have strong
significantly respond t0_monetary policy more than firms with less financial constraint.
They also prove that firms with low cash flows, small size, poor credit ratings, low debt
to capital ratios, high price-earnings,ratios, or.a high.Tobin's.qg (Tobin, 1969) are affected

significantly more by-US.monetary policy.

Muareover, \Bernanke-and-Gertler, (1995)also, explainjabout-credit channel theory
which includes both“balance ‘sheet'channel and bank lending channel."The balance sheet
channel of monetary policy arises because changes in Fed policy affect not only market
interest rate but also the borrowers' financial position. The obvious evidence is that
tightening policy will decrease firms' interest coverage ratio. In addition, for bank lending
channel, an increase in the cost of funds to banks could make a supply of loan shrink,

squeezing out bank-dependent borrowers and increasing the external finance premium.
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Moreover, Bernanke and Gertler (1995) agree that monetary policy action can
significantly affect the course of real economy in the short run. They also show that
although unanticipated tightening in monetary policy has only transitory effects on
interest rates, final demand drops earliest and sharpest, leads the decline in aggregate

production or real GDP with sustained declines in real GDP and the price level.

Then, in order to clarify an effective of bank lending channel, Driscoll (2004)
uses a panel of state-level data to examine whether changes in bank lending affect income
as well as output of economy. He finds that thisimechanism can partially work through a
monetary policy transmission- By a credit channel-or.an interest rate channel to a real

sector.

Furthermore, the Eederal Reserve can affect banks’ lending decisions and banks
play a role in economic fluetuations, bui more broadly as part of the financial accelerator
or broad credit channel mechanism. (However, given United States are small open
economies with fixed exchange rates, statt_a-specific shocks to money demand are
automatically accommodated, lead to'changes -in lending if banks rely on deposits as a
source of fund. Using these shocks as an intsrt;umental variable, he finds that shocks to
money demand have strong significant effec@s_ on the supply of bank loans, but
proportion of loans are small, thus their impact to. output are often statistically

insignificant.
2.2 Effects of monetary policy announcement to stock price.

Several studies have examined the stock: market's reaction to economic news.
Kuttner (2001) tries to understand clearly about the effect of changes in Federal Reserve
policy on market inierest rates-by-estimating the impact of mangiary policy actions on
bill, note,and bond yields, using Fed funds futures rates to disentangle expected from
unexpected policy actions. The results have been shown that a relationship between
surprise policy actions and market interest rates are very strong. However, the response
of bond’s rate to anticipated actions is generally small. On the other hand, the response to

unanticipated movements is large and highly significant. In addition, surprise policy
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actions-or unexpected changes in the target rate- have little effect on near-term
expectations of future actions. Thus, these findings can both support and explain the

failure of the expectations hypothesis on the short end of the yield curve.

Basistha and Kurov (2008) also find a much stronger response of stock returns to
monetary shock or unexpected changes in the federal funds target rate in recessions and
in tight credit market conditions than that in expansions or any good economics times.
Moreover, using firm-level data, they show;that firms that face financial constraints are
more affected by monetary. shocks in tighi*credit conditions than the relatively
unconstrained firms. This.is.0pposite te'Andersen-et-al. (2007). Bernanke and Kuttner
(2005) also find that the stock.makket reaction to monetary policy is primarily driven by
the effect of unexpected Changes'in fed funds target rate on the equity risk premium. On
average, using fed funds futures data to, gauge policy expectations, a hypothetical
unanticipated 25-basis-point.cutinthe fedéral funds rate target is associated with about a
one percent increase in broad stock indices.-'-NevertheIess, those reactions to monetary
policy surprises tend to differ across industry<based portfolios, with the high-tech and
telecommunications sectors exhibiting a res’ﬁbﬂse half again as large as that of the broad
market indices. Instead, the impact of moneta{ry '['j'olicy surprises on stock prices seems to
come either through its effects on expected future excess returns or on expected future
dividends. Adapting a-methodotogy-from-Campbeti-and Ammer (1993), who uses a
vector autoregression (VAR) to calculate revisions in expectations of these key variables
(Campbell and Ammer n.d.)s. They find that the effects of unanticipated monetary
policy actions onfexpected excess returmns account for the largest part of the response of
stock prices. However,“according 'to Kurov (2009), these "results are consistent with
investor_overreaction or excess sensitivity of stock*prices to monetary. shocks. In other
words, investor psychology may ‘play+a significant role in! the response of equity
investors to monetary news. Notwithstanding, the effect of monetary news on sentiment
depends on market conditions which it is in bull or bear market. If it is in bear market
periods, the monetary policy actions have a larger effect on stocks that are more

sensitive to changes in investor sentiment and credit market conditions.
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Nevertheless, although using estimator which is based on the heteroskedasticity
that exists in high frequency data, Rigobon and Brian Sack (2002) also indicate that an
increase in short-term interest rates which come from contractionary policy lead to a
decline in stock prices. On the contrary, when central bank activates the expansionary
policy, Thorbecke (1997) indicates that there are increases ex post stock returns. Results
from estimating a multifactor model also indicate that exposure to monetary policy

increases an asset's ex ante return.

However, there are some studies also analyze whether the stock markets' reaction
to monetary policy action. depends on the state of .economy. Davig and Gerlach (2006)
find that during the low=volatility.regime, the S&P 500 index exhibits a significantly
negative response to unexpeeted.changes in the target federal funds rate which are less
volatile. However, the“mogdel ddentifies.a second regime from September 1998 to
September 2002, in whigh the response of;stock prices to policy shocks which are very
volatile is insignificant. McQueen and Roie)}- (1993) also find that when we surface an
economic growth, the stockimarket will resﬁonds significantly to news about price level
and real economic activities. However, And'e'j;sen et al. (2007) find no evidence of state-

A

dependence in the stock market’s'response to inOﬁetary news.
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CHAPTER 11
DATA AND METHODOLOGY

3.1 Data Measurement
1. Measures of the unexpected change in the target rate

In this study, | use congept of anticipated and unanticipated component of
changes of monetary policy action as i Kutther (2000). However, unexpected
components can not be observed, so we need to replicate a proxy. In Thailand, we do not
have any future contracts on.interest rate as that of United States to construct a proxy for
measuring surprise component<of the target rate changes. Therefore, | use implied
forward rates derived from.4 month THBEEX and 2 month THBFIX or THB-THBFIX-
REUTERS * (Thai BahiInterest Rate Fixing) in each period to be a key variable in order
to test the first hypothesis.” Agcording.io SI'-ijebsiteS, in the event that either: (a) such
display rate does not appear; or (b) the Cai"(':ljiation Agent reasonably determines that
such display rate is not representative, 1 moh'f-_hfalr.l_.d 2 month THBFIX shall mean the rate
determined by the Calculation Agent in its quej!c-'iiscretion (acting in good faith and in a
commercially reasonable manner), as being-j Vfﬁé_average of quotes it obtains from 5
domestic leading commercial banks (namely, Bangkok "Bank, Kasikorn Bank, Siam

Commercial Bank, Krung Thal Bank, and Bank of Ayudhya). Rate-quote calculation

* From the 2000 ISDA Definitions, THB: THBRIX-REUTER means|that thelrate for a Reset Date will be
the synthetic rate for!deposits in Thai Baht derived from the swap offered points for a period of the
Designated.Maturity.which appears on.the Reuters Screen THBFEIX Page as 0f.11:00,a.m., Bangkok time
on the day that is tw@ Bangkok BankingyDays preceding that Reset Date with the day count fraction of
actual/365. Theoretically, this rate is the rate as determined by the Calculation Agent; BARCLAYS
CAPITAL SECURITIES (THAILAND) LIMITED, two business days before the start of each interest
period as being the rate displayed on Reuters THBFIX=TH (Implied offered side of on-shore USD/THB

forward market).

® www.sec.or.th
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which is calculated by each bank will be computed from Singapore Interbank Offered
Rate or SIBOR in dollar term and then using swap rate to convert it into Thai baht.
Moreover, THBFIX can be called Thai Baht implied interest rates or reference floating
short-term interest rates® because simplicity, it is quoted everyday by banks which are
leading dealers in Bangkok and Reuters further collects that information, then calculate
and publish to public. This can be shown that this THBFIX has already carried dealers’
expectation in short-term interest rate within itself. Furthermore, it contains credibility
because its movement is dynamic; both up anc.down all the time it is quoted. Typically,
this movement follows by circumstance in meney..market. Therefore, it is used as a
reference rate or benchmark ef-interest rate in Tthali bond market and the derivatives
market’ as well as lending” market ' From Fabozzi (2007), according to the pure
expectations theory, forwards rate.can represent expected future spot rates. Therefore, the
entire term structure at giyen times tefleets the market’s current expectations of future
short-term interest rates. Henge, impliediforward derived from THBFIX should be
qualified to be used as a proxy of market’s €xpectation 1n future interest rate. In addition,
| also use 1 and 2-month yields of Treasury_bil-lr8 as an alternative; however, the result is
the same as the finding from THBEEX.

Following Kuttner (2001); the month-t unexpected changes in policy rate will be

computed from this following fermuila

. 1'<p . 1
Al = BZd:llt,d = fi—1p (1)

® This information is obtained from wwwiset.or.th
" Thai Baht P.M. Fixing (THB/USD) is used as reference data in the derivatives market.

® Problem using yields of Treasury bill as a proxy of market’s expectation about future interest rate arises
from there are no data of 1-month and 2-month yields but only 1-month and 3-month yields. Therefore, |
have to interpolate 2-month Treasury yields from 1-month and 3-month Treasury yields in order to
calculate 1-month implied forward rates whereas THBFIX rates are given both 1 and 2-month yields
already. Relationships between policy rate and THBFIX rates as well as Treasury yields are plotted and
shown in Figure 2 and Figure 3 in Appendices.
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Whereftl_LD is the implied forward rate computing from the THBFIX-REUTERS rate

on the last (Dth) day of month t-1, i, 4 is the policy rate on day d of month t and D is the

number of days in the month. The expected policy rate change is defined as
Aif = filap —ie—1p (2)

The implied forward interest rate fgd is calculated from the following equations.

(1+8F )" = (Lo ) (1 + L) 3)
(1 o fl ) a | M (4)
7 (1+TF1e4)
s 14TF5, )2
e O TR )

Where TF,; and TFy, arg'the2- month andd-month THBFIX-REUTERS rate in month t

respectively.
2. Measures of macroeconomic cycles -

To investigate this hypothesis concerhihg' the state-dependent in the stock market
reaction to monetary policy news, a proxy for the state of economy is required. | adapt
procedure of Sikamat and Buranathanung (2000), which use two criteria to define that
economy is in downturn and recession possibly occur in next few months by using
Leading Econofnic ‘Indi¢dter? (LEI) since“this/indicator ‘car~be used to analyze the
economic trend and short-term economic forecasting. First, 6-month percent change

computing frem~LEhas toydeerease 2 percents or meresinthat-menth. Moreover, 6-

® According to BOT website; www.bot.or.th, the leading economic indicators as well as the coincident
economic indicator(CEl) are especially useful in the determination of the turning points or the peaks and
troughs of business cycles as well as the short—term (3 — 4 months) forecast of the economy. LEI is
constructed from 7 components including authorized capital of newly registered companies, new
construction area permitted, real exports, number of foreign tourists, SET index, real broad Money, and oil
price inverse index (Oman). CEI is constructed from 5 components including real imports, manufacturing
production index, real gross value added tax, volume sales of automobiles and real debit to demand deposit
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month smoothed growth rate™ will be used incorporate with 6 month percent change to
consider the sign of recession in next two or three months. Second, half or more of its
components have to decline in that period. Thus, a month which has two prior
characteristics, there is a sign that recession can occur in next two or three months.
Hence, | use this concept apply to Coincident Economic Indicator (CEl) to identify the
current state of economy instead of LEI which is correlated with future economic
activity. Since CEIl is an economic indicator that its trend, phrase and turning points often
vary directly, simultaneously, and correlated. with the current level of economic activity
which can be approximately.measured by real- GDP.or Manufacturing Product Index™, it
can thus indicate the current.state of the econemy. | also use both prior criteria to
examine recession in each.montn. Which month that has 2 percents or more decrease in
6-month smoothed growthsrate.and 6-menth percent change, incorporates with a decrease
in a half or more than a half of its components, that month will be categorized to be in
recession. Finally, we can tefing when if, isfrecession. and expansion, then we will be
able to specify recession‘dummy. If economy is in recession in that month, that month
will have a dummy value of onge, and.zero oth_erWise.

3. Measures of credit market conditions ,

To test this hypothesis, | will use the default spread or the difference between the

yield of a corporate BBB' bond and a Treasury yield** as a proxy for credit market

19 The Foundation for International Business and Economic Research (FIBER) uses a twelve- month
moving average that convert to compound annualized rate (six -month smooth growth rate) to be a criterion
of economic trends, AfisiX -manth smooth growth rate of LE| continually decrease three months in a row,
these is a sign that economy is'in downturn and recession possibly occur in next few months.

Six -month.smooth growth rate of-X can be.computed from [ £(X/12-MA 0f.X)12/6.5 } -1] *100 , where
X is current month LEIL, " 12MA of X is a twelve- manth moving average of X.

1 Sikamat and Buranathanung (2000)

2 BBB rating or approximately Baal rating is the latest Thailand bond ratings from Moody's:
www.moodys.com on January, 2009. Moreover, BBB rating is the lowest grade of corporate bond | can
obtain from ThaiBMA.

13 |_ess-than 3-year corporate BBB and Treasury yield are used to see effect of monetary policy in short
run.
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conditions. Getler and Lown (1999) show that the higher spread, the stronger effect of
financial accelerator. Hence, this is a good measure of the external finance premium. It is
true that corporate bonds are considered riskier than government bonds. As a result,
interest rates or yields are almost always higher than that of government bond to
compensate that risk even for top-flight credit quality companies. Furthermore, when
corporate bonds are riskier than government bond, higher spreads follow. This shows a
higher default risk in corporate bonds, and can be a reflection of the overall corporate
economy (and therefore credit quality) and/er a broader weakening of macroeconomic

conditions.
4. Measurement of firm financial constraints

Following Baristhatand' Kuwrov’s study (2008), | use trade credit (computed as
account payable divided by iotal /[liabilities), firm or asset size (THB million) and
dividend payout ratio as measurement of firm-financial constraints to separate the sample
into unconstrained and constrained subsamplf_es._ | also use an average interest coverage
ratio and total firm capitalization as financiélly constrained measurement which are
proposed by Minton and Schrand (1999). | follow these general literatures in this area to
cope with the error in variables critique of ,firm-_specific financial constraints by using
multiple financial constraint proxies. For every criterion of financially constrained firms,
stocks in SET will befranked into quartiles in each moath based on each financial
constrained measurement. Then, 1 will create mutually exclusive dummy variables for
every firms listed in SET based on each criterion. These dummies are defined to be equal
to one if that firm |is classified as-financially constrained firm, and zero otherwise.
Therefore, the firm-specific credit characteristics can be treated as exogenous to monthly

stock returns.

To classified financial constrained firm based on criteria of trade credit, the higher
trade credit, the higher financial constraints, since trade credit is an alternative source of
financing offered by the firm’s suppliers so higher account payable means there are large
proportion of this financing compare to total liabilities. Basistha and Kurov (2008) state

that given the large discounts offered when firms pay bills to their suppliers quickly, the
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implied annual interest rates on trade credit financing are often as high as 40%. This
makes trade credit financing a costly source of fund. Hence, firms with high capability to
access fund will not likely to use this alternative to finance their firms. Moreover,
Petersen and Rajan (1997) find that firms use more trade credit when credit from
financial institutions such as bank is unavailable. Moreover, suppliers tend to lend to
constrained firms relative to unconstrained firm. Thus, firms which are ranked in the top

quartile of high trade credit will be categorized into financially constrained firm.

Following Almeida, Campello, and Weisbach (2004), to sort out firms with
financial constraint based on.criteria of lew payoutratio, in every month over the 2000 to
2009 period, firms which are~ranked in the bottom quartiles of the pay out ratio
distributions will be classified as financially constrained because low payout ratio can
imply that company can‘not affordto pay dividend since the dividend payout ratio gives
an intuition about how well earnings suppoirt the dividend payments as well as provides a
credible signal of management’s private inf&rmation as stated in Minton and Schrand
(1999). Moreover, Omran and Bolbol (2004) also find that low payout firms have a high
leverage and lower cash to current Iiabilitiegfratio than all other firms. Therefore, firms

with this characteristic are assigned to-be finaﬁciaf ly constrained.

Firm size is anather criterion that | use i-n this paper/in order to classify financially
constrained firms. Two‘alternative proxies of firm size have been used; total asset and
market capitalization. Firm with small asset size compared to others will be ranked in the
bottom quartile. Firm sizeris-also a proxy fersinformation asymmetry. Botosan (1997)
states that greater information reduced transaction costs as well as agency cost which
creates greater demand for a firm’s stock. The higher demand leads to higher liquidity as
well as firm"s stock ‘price and its value."Atiase (1985) and ‘Collins et al.(1987) report that
large firms have less information asymmetry than a small firm. Consistent with Gilchrist
and Himmelberg (1995), who state that small firms are typically young, less well known
for lenders so there is more asymmetric information. Borrower knows about firm
characteristics more than lenders do. Because of problems of adverse selection and moral

hazard arising from information asymmetry, it is more difficult to firms with small asset
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sizes to obtain a loan from lenders. Therefore, | will assign firm in the bottom quartile

group based on asset size as financially constrained firms.

Last, a criterion of interest coverage ratio is adopted to sort out constrained firms
from unconstrained firms. The ratio measures the number of times a firm’s EBIT could
cover its interest payments. A lower interest coverage ratio indicates weaker solvency,
offering lesser assurance that the firm can service its debt from operating earnings.
Hence, by ranging the value of firms’ interest coverage ratio from maximum to
minimum, which one is in the lowest quarties of.this ratio, it will be classified as a

financially constrained firm.
3.2 Model Specification and Hypothesis Testing

I will create multiplesregressions and use the ordinary least squares method of
estimation in order to A6ok’ for /estimators that reflect relationship between given
dependent and independent variables so asto minimize the sum of squared errors. From
the objectives, they are following regressions toinvestigate results.

1. To test whether changes in monetary policy announcement or policy surprises
have a significant impact on stocks’ returns. = .
R, = a+ BAi} + & (6)
)
Where R, = the monthly SET Index return

Aif*= the unexpected change in.the target rate

According to_asset_price channel of menetary transmission, the coefficient
estimate Of the unexpected changesinithe-target ratecshould be negative. When a positive
surprise occurs, lower policy rate than market’s expected rate, people will allocate their
savings to stock as an alternative asset that can generate them high rate of return, so the
demand for stocks will increase as well as their prices. The more surprise of lower
(higher) policy rate, the more increase (decrease) in stock price. Consistent with

Bernanke and Kuttner (2003) explain that an unanticipated tightening monetary policy
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will tend to increase the riskiness of stocks and then reduce people's willingness to bear
risk, hence when demand for stock declines, stock prices go down. Moreover, according
to credit channel hypothesis, this sign should be negative also. When positive surprise
occurs it means that interest payment of firms will decrease and strengthen their balance
sheet. Therefore, riskiness of firms will drop. Firm can obtain a loan with lower cost of
capital and be able to spend the money in profitable investment which can lead to higher
future income. In the shareholders’ point of view, this firm will be able to generate them

higher dividend, so demand for firm’s stock williinerease as well as their price.

2. To examine whether stock market reactions-to-monetary news are dependent to
the state of economy.
Rff*=s0 4 B Ai RE, +5,4i (1T — RE,) + &, (7)
() AARNK
Where R, = the monthly SET Index:return
Ai} = the unexpected change in ihe target rate
RE; = the recgssign dummy: which—'REt: 1, If economy is in recession.

RE, =0, otherwise 2

According to credit channel of monetary transmission, overall stock prices should
react negatively to tightening monetary shocks because of ‘finms’ poor balance sheet and
difficulty of bank lending in these periods incorporates with asymmetric information
problems. These will make firms harder to borrow money in the same cost of capital
since lenders will demand‘higher rate of retutn- higher cost of capital. The situation will
be worse in recessiony so the coefficient estimate '0f, the unexpected change in target rate

in recession should be negatively larger than that in_expansion.

3.To examine the effecttof credit"market conditions-on the'stock market reaction
to monetary news.
R, = a + BiAiY + B AiCMC, + &, (8)
) Q)
Where R, = the monthly SET Index return

Ai} = the unexpected change in the target rate
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CMC, = the difference between the yield of a corporate BBB bond and a

Treasury yield used as a proxy for credit market conditions

The coefficient of the interactive term between monetary surprise and credit
market conditions should be negative. When the spread between the yield of a corporate
bond and government bond is widen. It reflects a higher default risk in corporate bonds as
well as overall corporate economy and/or a broader weakening of macroeconomic
conditions. Firm’s assessment of fund is harder This can affect in a decrease in operating
cash flow of firm or firm’s investment spending.as well as firm future income. This leads

to lower demand in stocks and-finally lower stock prices.

4.To test for the credit channgl effects, by using disaggregated panel data on SET

index firms.
4.1 To examine the effect/of firm-specific financial constraint and unexpected
changes in policy rate and the effect.of matroeconomic cycle and unexpected changes in

policy rate on firm stock price.

Rir = o + AU B AGEFC,, + BsAlYRE, + B FCyp + &, ©)
®) G 0 0

Where, R; . "y=the monthly stock; return
Aif* =the unexpected change in the target rate

FC;, = a dummy variable geferred to firm-specific financial constraint
which, FC,¢ =1 If firm; is classified asa financially constrained firm
onmonth t. FC;, = 0, Otherwise,

RE; = the recession dummy which, ~RE.= 4, il economy is in

recession. RE, = 0, Otherwise.

| have additional coefficients of B, , f3 and S, to test validity of credit channel.
The coefficient S, reflects additional response of financially constrained firm to policy
surprises. Since financial constraints can prevent firms from undertaking profitable

investment, this coefficient should have negative sign. When firms are classified as
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financially constrained firms, cost of capital will be higher-because of firms’ poor
balance sheet- compare to firms without the constraints and firms will find it harder to
obtain fund to run business. Accompanied with negative policy shocks, these financially
constrained firms will look unattractive to invest, hence demand for these firms’ stock
will fall as well as their price. The coefficient 83 shows the effect of macroeconomic
cycle accompanied with policy shocks. The effect to stock price should be negative
according to credit channel hypothesis, soi 3; should be negative which reflects a negative
relationship between stock returns and interaction.term of recession and policy surprise.
The coefficient B, should alse be negative sinee firms with financial constraint will have
problem in funding. In stock-market, demand for these financially constrained firms’
stock will be decrease and-their price will be fall eventually. In lending market, these
firms should be more aifected 4n funding and investing more than non-financially

constrained firms.

4.2 To examine / the effect. of firm-specific financial constraint,

macroeconomic cycle and the unexpected chénge In the policy rate on firm stock price

Ry = a; + P1AiY + B Al FGp+ ﬁsAigREi+ﬁ4FCi,t + BsAif FC;i RE +€;, (10)
) () O G ()

Where, R; » /= the monthly stock; return
Ai}* = the unexpected change in the target rate

FC;, = a dummy variable referred to firm-specific financial constraint
which, FC;, = 1 If.firm; is classified as a financially constrained firm
ommenth t FC;; = 0, Otherwise.

RE, = the recession dummy which, RE,= 1, If economy is in

recession. RE, = 0, Otherwise.

The coefficient S5 is additional coefficient I put in this equation to see the effect
of policy surprise depending on the interaction of firm—specific financial constraints and

macroeconomic cycles on stock prices. The coefficient s is expected to be negative
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according to credit channel hypothesis and financial accelerator theory. If firms are
classified as financially constrained firm in recession which is the period that aggregate
demand is low, output is low, workers are unemployed, factories sit idle and firms’ profit
decrease, Mankiw (2003), these make firm difficult to raise fund. Announcement of
restrictive policy surprise in recession will worsen firm’s net worth. Poor firms’ balance

sheet accompanies with higher credit standard of lenders contribute more difficulty to

firms to finance themselves. Moreov: stock market demand for these firms’ stock
price should drop as well a@

ﬂ‘lJEJ’JVIEWﬁWEJ’]ﬂ‘i
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CHAPTER IV
EMPIRICAL RESULTS AND RESULT DISCUSSION

This chapter exhibits the statistic results of all hypotheses and attempts to answer
and explains the impact of changes in monetary policy on stock prices during
macroeconomic cycles; both recessions, and expansions and effect on financial
constrained firms. Thus, | begin at the effectsiof:monetary policy decisions on the stock
market. Since expected changes in policy ratessheuld not affect stock prices as much as
unexpected changes because people will anticipate their directions and use them to
evaluate stock prices beforghand«Therefore, a change in stock price should be mainly

driven by unexpected change'inpolicy rate. **

4.1 Response of monthly stockireturns t(j,.imexpected changes in policy rate.

From Eq. (6), the results are reported'j,arfd shown in Table 1. This finding explains
that a hypothetical unexpecied 100-basis pb__i_nt_.increase of policy rate, leads to -2.994
percent decrease in overall'stock price. This gives us the correct direction as stated in the
asset price channel theory although- they a@ not consistent with the hypothesis that
stock’s return should react significantly to uﬂéXﬁected changes in monetary policy. The
negative relationship.Between the unexpected change in policy action and monthly
returns on SET index is also evidently shown in the scatter plot of figure 1.

' All variables used in calculation have already tested unit roots and took 1% and 2™ difference if there
were unit roots. Regressors which are tested by Augmented Dickey-Fuller (ADF) and found that series
were I(1), that regressions were run in first differences.
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Figurel: Scatterplot of monthly stock returns and unexpected change in monetary policy.

| also estimate eifect of hoth antiuiipated and unanticipated to SET return to see
their individual effects precisely. Tabl__e 2.1eports the results from regressions of the one-
month SET return on theSurprise and _expécied components of the one-month change in
the policy rate, all expressed in peré’én,taget‘;_tef‘rns. There is a strong negative response to
unexpected rate, and less response Ao tﬁéi_.aﬂticipated action but this result is not
statistically significant. The magnitu'dfe of tﬁé—;gasponse to surprise components is -3.002
which is greater than expected c’é)h’ip,onents o__f,G‘OOS Moreover, this negative response

of stock return is consistent with hiypothesis i;;’\';vhfch | have predicted in Sectionl.

However, the-‘-_réﬁson for insignificance in this sto_c_:;'lgi:-market’s reaction to policy
surprise can be explaineq by a lag in monetary policy trarjsmission mechanism. Table 3
provided the result of u;ing distributed lag madel to test’effect of monetary surprise on
the response of SET index return, With' lagilength-equals'to 3, | find that unexpected
changes in moneétary policy statistically and negatively affect stock’s return after 2
months .of, policyannouncement.<The tmagnitude~of iresponsey is+5:361 at 95 percent
confident interval. This is consistent to Disyatat and Vongsinsirikil (2003) who state that
interest rate pass-through in Thailand is generally lower than the developed countries.
Moreover, financial system in Thailand is bank-based financial system- Thai firms are
heavily rely on bank lending- opposite from U.S. market which is market-based system,
Levine (2000). Demirguc-Kunt and Levine (1999) and Schmukler and Vesperoni (2001)

indicate that the stock market plays an important and powerful role to financial market in
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a market-based system. The direction of economy is dependent on movement of stock
market. On the other hand, a bank-based financial system finds the economic
environment dependent on how well or poorly the banking sector is doing. Lending from
banks in this system plays an important role to financial market as well as direction of
business in economy. Demirguc-Kunt and Levine (1999) state that stock markets also
become more active and efficient than banks in market-based countries. According to the
efficient market hypothesis (EMH), as new information about equity becomes available,
the price of equity in higher efficient market will tend to quickly adjust by the change in
market’s perception relative.to less-efficient market. Hence, this is possible explanation
explains the difference between-the result obtaining from stock market in Thailand which
does not consistent with_ihe finding from prior studies such as Basistha and Kurov
(2008), which using U.S sieck market as-empirical evidence.
Table 1

Response of monthly stoek returns tohnexpected changes in policy rate.

. Full sample

. 0Ls

Intercept ~ . 0.014**
< (0.006)

Unexpected change -2.994
(2.45)

R’ 0.0162
N 105

The table reports coefficient for the following regression: R, = a + BAL'+ &, where R, is the
monthly SET Index return‘and Aiz is the unexpected change in the target'rate./ The full sample is
from June 2000 trough June 2009 and contains 105 observations. The regression is estimated
using OLS with White Heteroskedasticity-Consistent Standard Errors & Covariance. Standard

errors are shown in parentheses.

* ** *** indicate that the coefficient is statistically significant at 10%, 5% and 1% levels,

respectively.
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Table 2
Response of monthly stock returns to expected and unexpected changes in policy rate.

Full sample
OLS
Intercept 0.014**
(0.006)
Unexpected ch -3.002

(2.479)

, / .003
11)
(4 lm-

The table reports coefficientfor / }XH\ a + B1Aif + By Aif + &, where

R, is the monthly SET Indexuré A \ s hange in the target rate. Aif is the
f(iﬂ'

expected change in the targetira

\ 0 1 une 2000 trough June 2009 and

contains 105 observations. The regr. smnﬁ& 2" nated \n S with White Heteroskedasticity-
Consistent Standard Errors& 0V mﬁc ai o\ hown in parentheses.

XN
* ** *** indicate that the coeffic “E"p significant at 10%, 5% and 1% levels,

respectively. J"-‘?'{j. 2/

r —-—

A 3

y
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Table 3

An unrestricted finite distributed lag model of stock return’s response to unexpected
change in monetary policy with lag length n=3

Full sample
OLS

Intercept 0.016***
(0.007)
Unexpected change -3.503
(2.422)
1-month lag in unexpected change -0.594
(2.443)

2-month lag in upexpected change -5.361**
, (2.534)
3-month lagan unexpected change -0.058
- (2.413)

R? L 4 0.054212

N / 109

The table reports coefficient for the folloMng regression: R;; = a + B1Aif + BrAif 4 +
B3Aif 5 + ByAit 3+¢; ., Where R; . is the quarterﬂéétgcki return, Aif is the unexpected change in
the target rate in a month t. Aif q-is-t-month Iag,in'-l,l.nexpected change in target rate. Aif* , is 2-
month lag in unexpected-change in target rate. Aif* - is 3-month lag in unexpected change in
target rate. N refers to nimber of observations. The sample period is from June 2000 through
June 2009. The regression is estimated using OLS with White Heteroskedasticity-Consistent

Standard Errors & Covariance. Standard errors are shown in parentheses.

*** *x** indicate .that the_ coefficient is statistically ‘significant at 10%;, 5% and 1% levels,
respectively.
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4.2 Effect of business cycle on the response of monthly stock returns to unexpected

changes in monetary policy

According to a credit channel of monetary transmission mechanism which states
that effect of monetary policy action will be enlarged by higher external finance premium
when economy is in recession and tight credit market conditions, this paper thus
examines whether stock market’s reaction to change in monetary policy is dependent to
the state of economy and credit market constraint respectively. The results presented in
Table 4 show that stock market tend to react.mare strongly to monetary policy surprised
in recession relative to expansion at 10 percent significant level. The coefficients of the
monetary surprise in expansion~and recession are about -5.18 and -9.86 respectively.
These imply that a hypothetigal unexpected 1 percent or 100-basis point cut of policy rate
when economy experiences expansion leads to a 5.18 percent increase in the SET index
return. When economy is‘In recession-a cu:t of 100-basis point in policy rate will lead to
an increase about 9.86 pemcent; which is alm(;ét double the magnitude of stock market’s
reaction in expansion, of SET index return’: However, the difference between the
regression coefficients representing “SET reéponse In recession and expansion is not

Ad

statistically significant. =
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Table 4

Effect of business cycle on the response of monthly stock returns to unexpected changes in

monetary policy

Full sample
OLS
Intercept 0.013

(0.006)

/// -9.862*

608)
==
W

-;.- (e l \
The table reports coefficient, for ession: R, = a + B1Aif RE. +B,Aif (1 —
REt+¢et, where £¢ is the mont SEﬂ;ﬁdex o n an Aztu is the unexpected change in the
target rate. RE, is the recessio -- Amy’ db‘t ine )m Coincident Economic Indicator which

equals to 1 if economy is in recessE’E—_x ;.H\, q

2000 through June 2009 WW assion is estimated using OLS
with White Heteroskedastic '

als to 0. The sample period is from June

, Covariance. Standard errors are
oty (] W) ko i EJ [ir) {35011
q W'](;Nﬂ‘iﬁu UAIINYAY

shown in parentheses. E
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4.3 Effect of credit market conditions on the response of monthly stock returns to

unexpected changes in policy

In addition to business cycle proxy, | also use measure of aggregate credit market
conditions to show impact of frictions in credit markets posited by financial accelerator
theory on stock market’s return to unexpected change in monetary policy. The estimation
results of Eq. (8) are reports in Table 5. The coefficient of the interaction term between
policy surprise and the credit market condition is negative but not statistically significant,
with the coefficient -0.427 as the magnitudeof response. This magnitude does not
generate larger effect of surprised policy-in restrictive eredit market compare to -1.367 a
coefficient of measuring the efieci-of surprise policy only. Thus, I can conclude that
although Thai economyis iastightening credit market, financial accelerator mechanism
does not magnify effect of monetary: surprise to overall stock return significantly.
Nonetheless, | can not gonclude that priof findings can completely support the credit
channel theory although the result of Eg.(7) étates that effect of monetary surprises are
stronger in recession than that of expansion.' This is because the level of significance is
barely 10 percent which is notistrong €noughte guarantee the existence of credit channel,
incorporating with no evidence of stronger r;es:pi’bnse of SET index return to monetary
shock in tight credit market conditions in £q.(8) .

To sort out this-issue;-t-perform-a-test-for-credit hannel by using response of
individual firm’s stock teturn to unexpected changcs m monetary policy instead of
overall stock return like SET return. Moreover, | also hypothesize that response of stock
returns to monetary policyjshouldralsojdepend anmindividual-eredit characteristic of firms.
According to the, credit“channel” of monetary policy transmiission, stock returns of
financially constrained firms should react more-'strongly. to unexpected change in
monetary ‘palicy especially ‘whem ‘econamy! is!int recession than returns of relative
unconstrained firms. The pool OLS estimation using fixed effect technique with panel-
corrected standard errors with results of Eq. (9) without the interaction of firm—specific
financial constraints and macroeconomic cycles are reported in Table 6. Panel A, B, C, D
and E are shown the disaggregated results from each criterion of financial constraints;
low market capitalization, low total assets, high trade credit, low payout ratio and low
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interest coverage ratio. In 3 out of 5 case reported™, the unexpected changes in monetary
policy give strong and significant negative effect to individual SET listed firm’s stock
returns consistent with the asset price channel theory. The coefficients are significant at 1
and 5 percent level. Using a reaction to monetary surprise of individual SET listed firms’
returns in Panel E as an illustration, a surprise increasing in 100 basis point of policy rate
will lead to 3.555 percent decline in those firms’ stock price. The result is different from
using overall stock return because in this section, | hypothesize that different firms’
characteristics should give different responses to'monetary surprises-some firms can give
higher response relative to others- especially financial distressed firms.™ This result tells
that there are some firms that reaet strongly negative to monetary surprise thus these lead

to significant response in fism-lgvel data.

15 Reactions firms’ returns on unexpected changes in monetary policy in Panel A and Panel D are excluded.
Although the coefficients give negative signs, those are not significant.

18 Because fixed effects technique which are used in OLS estimation.
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Table 5

Effect of credit market conditions on the response of monthly stock returns to unexpected
changes in policy

Full sample

OLS

Intercept 0.016
(0.007)

Unexpected ch ' -1.367
, ,’/ - (3.067)
Unexpt ex -0.427
D il 719)
R, | N

95

The table reports coefficientfor the ' _ ession: Ryv= a + B1AiY + B Aif CMC, + &,

where R, is the monthly S 7 unexpected change in the target

rate. CMC, is the difference betwegn *f yield of a corporate Baal bond and a Treasury yield
L if vl LA

which their maturities are less for credit market conditions. Higher

and included 95 observations after adjustr e regression is estimated using OLS with
White HeteroskedastlC|t§ConS|stenf/t?iﬁ'dard' Er s & ari . Standard errors are shown in

parentheses.

I ' g
*,** *** indicate that the gefficient is statistically significant at 10%, 5% and 1% levels,

ﬂumwﬂmwmm
ammﬂmum'zwmaa
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4.4 Effect of the macroeconomic cycles and firm-specific credit characteristics on
the response of monthly disaggregated stock returns to unexpected changes in

monetary policy

| find that each firm credit characteristics are matter to their stock returns. The
coefficient of firm-specific financial constraint dummies gives statistically significant
negative sign. If firms are classified to be financially constrained firms; for example,
financial distressed firms which are classified by low market capitalization and high trade
credit, firms’ return will decline about -0.122 and-0.067 percent respectively.

Another coefficient.of interest is‘the estimates of the interactive term between
unexpected changes in policy raies.and firm-specific financial constraint dummies which
state in Eq. (9) and (10)"in Table6: Ranging from panel A to panel E, these coefficients
give negative sign which mean that policy surprises give negative effects to credit
constrained firms consisient with credit cﬁannel hypothesis. However, only coefficients
of financially constrained firms that classified by low total assets and high trade credit are
negatively significant at 10 percent level. :

In addition, the coeffiCient:of interaétive term between firm specific financial
characteristics and recession dumimies are also iﬁ'troduced in Table 6. However, | do not
find any evidence to support that financially constrained firms react more to unexpected
changes in monetary policy-than-relatively-unconsirained-firms in recession.

There is a reasonwhich can explain the finding which states that the overall credit
channel effect does not appear in a month-to-month sample in firm-level data. According
to Bernanke and-Gertlen (1995), the icountercyclical jdemand«for credit can occur and
perverse short-run movements in credit aggregate and lead to inConsistent result with the
credit channel hypothesis. When restrictive.monetary policy is.applied, short-run interest
rate as well as'thelexternal’ finance premium will increase. .Firm’siincome and cash flow
which tends to be squeezed during a period of monetary tightening or recession tends to
drop more quickly than cost; such as employment compensation. Interestingly, cash

squeeze does not occur immediately’” hence it is possible that firms will increase their

7" According to Bernanke and Gertler (1995), cash squeeze will peak about in six or nine month after
tightening monetary policy.
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borrowing in the early cycle in order to smooth the impact of cyclical variations in
production; or to temporarily maintain their level of production (as well as employment).
As point of Bernanke and Gertler (1995) and Blinder (1980) who state that firms often
attempt to finance an inventory buildup following a monetary policy tightening which
means that they may attempt to increase their borrowing- even they have to face higher
lending rate- and further aggregate credit during tight credit market conditions or

recession. Hence firms should not be much from changes in monetary policy as

well as higher external finance

AULINENTNEINS
RINNIUUNIININY
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Effect of the macroeconomic cycles and firm-specific credit characteristics on the response
of monthly disaggregated stock returns to unexpected changes in monetary policy

Full Sample
OoLS
Unexpected Unexpected
Unexpected change *
change * Financial financial
cycle constraint  constraint*cycle R2
Panel A. Market
Capitalization
Eq.(9) -0.122%* - 0.026
(0.021) - -
Eq.(10) -0.121 %% 5.008 0.026
(0.021) (9.495) -
Panel B. Total Asset
Eq.(9) 0.036**% -0.048* - 0.023
(0.009) (0.025) - -
Eq.(10) 0.036*** -0.048** 12.818 0.024
(0.025) (9.640) -
Panel C. Trade Credit -
Eq.(9) -1.778** -8.007* 5.63£ -0.067*** - 0.023
6f 0.9 4% 028) - -
Eq.(10) E ﬂ w E] igi ﬂ im*** -7.780 0.023
0.006)  (0.924) © (4.663)  4(4.556) (0.028)/ (11.061) -
am ANNIUANRTINE QY
Eq.(9) i 0.081*** -1.479 -2.300 5.639 -0.121%** - 0.026
(0.008)  (1.043) (2.117) (4.095) (0.021) - -
Eq.(10) 0.081*** -1.457 -2.394 4.260 -0.120*** 5.520 0.026
(0.008)  (1.043) (2.123) (4.736) (0.021) (9.527) -
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Panel E. Interest
Coverage Ratio

Eq.(9) 0.064*** -3 555%** .5 5g80* 6.133 -0.051%** - 0.026
(0.008)  (1.054) (2.104) (4.095) (0.017) - -

Eq.(10) 0.064*** -3568%** -5 640* 6.902 -0.052%** -3.143 0.026
0.008) (1. 055) 2.110) (4.728) (0.017) (9.659) -

The table reports coefficient for-thefol wmjregmasm-:q (9): Ry = a+ B1Aif + BLAIFFC; +
B3Ai'RE, + B4FCiy + &,  al gl20): R y +ﬂ2Al§‘FClt + B3 At REt+ﬁ4FClt +

target rate, FC;, is a dun ariable/ refer | : financial constraint which, FC;,
equals to 1 if firm; is classified as a finan a 7 irm on month t. FC;, equals to 0
otherwise. RE, is the recessig iy’ i nt Economic Indicator which equals
i he sample period is from June 2000
through June 2009. The reg is "_1 i nel Lease Squares method with fixed
Effects. Fixed effects are consi {--based on assuf that each firm has its own systematic
baseline. Panel corrected standard 3?19_ arentheses.

* ** *** indicate that t 0%, 5% and 1% levels,

respectively.
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CHAPTER V
CONCLUSION

There are two important channels which stock prices respond to monetary policy.
First, through the asset price channel, the lower interest rate will tend to increase asset
prices such as stocks and real estates since they are now relatively more attractive
investment than others. Therefore, stock prigés continually to rise. Another important
monetary transmission mechanism Is credit-Channel. It states that direct effects of
monetary policy on interest rates are enlarged by external finance premium which is the
difference in cost between funds-raised externally and funds generated internally. The
higher external finance premium, the higher imperfections arise from the information
asymmetry in the credit markets.. These lead to firms’ higher cost of borrowing. Two
linkages of credit channel that act like a conduit which contain an effect of a central bank
action to credit market, are the balance sheet channel and the bank lending channel. The
balance sheet channel will stress on the effec_t of change in monetary policy to financial
position of borrower. The bank-lending ché;iﬁell_focuses more on the bank’s supply of
loan. If there are negative surprises in policy ;ate during recession, firms which are
borrowers should be mare affected from chahg'és’ ih monetary policy action due to firms’
poor balance sheets ingorporating with banks® tighten credit standard and a fall in a
supply of loans to dependent borrowers. Therefore, stock prices should react more to
monetary shocks in recessions relative to expansions. Moreover, financially constrained
firms should bes more “impacted  from: policy surprised .components. Since financial
constraints can prevent firms from obtaining loans and undertaking profitable investment.
Therefore;, stack rettrns)ofthose:finms shouldybey moresaffectedy ter monetary shocks
compare to firms with better financial characteristics because of higher external finance
premium. The worse financial characteristics, the more effects of stock return to negative

monetary policy shocks.

This paper aims to investigate the impact of changes in monetary policy on stock

prices during macroeconomic cycles; both recessions and expansions as well as during
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tightening credit market and effect on financial constrained firms, by distinguish the
effect to markets from anticipated and unanticipated changes in monetary policy to
measure its effect precisely. | find that response of monthly SET index return to
monetary surprise is not significant; in contrast to the reactions of most disaggregated
firms’ returns which give significant result. By using methodology of fixed effect, this
finding proves that there are some firms that react strongly negative to monetary surprise
thus these lead to significant response in firm-level data. Moreover, | find a little
evidence supporting a credit channel of menetary. policy transmission for overall stock
price but | do not find significant eyclical variation.in the impact of monetary policy on
individual firm’s returns. Notwithstanding, the behavior of countercyclical demand for
credit can helps to explain.ihe result that credit aggreogate are slower to react to a change
in monetary policy. However, both SET Index return and unexpected change in policy
rate have negative relationship as stated in the asset price channel of monetary policy
transmission. Furthermore, /I find a stroné negative response to stock returns of firm
which is classified as financially constrained firm relative to unconstrained firm, but a
little evidence which show that'stock.returns of those firms are more affected to monetary

shocks compare to firms with'better financial characteristics.
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APPENDIX A

Table 7

Summary Statistics

Dependent Variable Independent Variables

SET Index return  Disaggregate firm return  Unexpected changes in monetary policy

Credit market constraint

Descriptive Statistics

Mean 0.016 0.056 -0.003 0.012
Median 0.012 0.000 -0.003 -0.099
Maximum 0.196 19.571 0.006 1.758
Minimum -0.173 -0.016 -1.840
Std. Dev. 0.067 0.003 0.998
Observations 95 1641 95 95
Summary Statistics for the financial constraint measur . | —
Interest coverage ratio iq S, S ; . t Ratio Total asset Trade Credit
\ ( THB million )
Panel A. Descriptive Statistics
Mean 32.770 11417.940 0.174
Median 33.230 2480.557 0.195
Std. Dev. 30.739 41597.760 4.124
Panel B. Correlation of Financial constraint dummy vari
Low Interest Coverage Ratio
Low Market Capitalization
Low Payout 1
Low Total Asset ; 0.520 1
High Trade Credit et il . 0.033 0.080 1

The sample period is from June 2000 through June
payments. Market capitalization computed as share n%"
divided by operating income. Trade credit is calculated as.acco

AULINENTNEINS

AN TUNNINGA Y

St-coverage ratio computed as EBIT divided interest
{ 1‘,! alculated as cash dividends plus stock repurchases
ancial firms are omitted in all calculation.
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APPENDIX B

Table 8
Response of monthly stock returns to unexpected changes derived from T-Bill in policy
rate.

Full sample
OLS

\

) N: R, = a + BAif + &, where R, is the

monthly SET Index return and Ai is% expected change in the target rate. The full sample is

The table reports coefficient for

from June 2000 trough June 20 "°,.:-:'—~: observations. The regression is estimated

using OLS with White Heterosked onsistent Standard Errors & Covariance. Standard
AN LI

errors are shown in parentheses.  ~ =~

-
bl

* ** *** indicate that Vﬁ f" at 10%, 5% and 1% levels,
respectively. Iﬂ — m
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APPENDIX C
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