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Part 2 (Chapters 6 through 8) focuses on critical relationships pertaining to exchange rates. Chapter 6
explains how governments can influence exchange rate movements and how such movements can
affect economic conditions. Chapter 7 explores the relationships among foreign currencies. It also
explains how the forward exchange rate is influenced by the differential between interest rates of any
two countries. Chapter 8 discusses prominent theories regarding the impact of inflation on exchange

rates and the impact of interest rate movements on exchange rates.
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As explained in Chapter 4, government policies affect
exchange rates. Some government policies are specifi-
cally intended to affect exchange rates. Other policies
are intended to affect economic conditions but indirectly
influence exchange rates. Because the performance of
an MNC is affected by exchange rates, financial manag-
ers need to understand how the government influences
exchange rates.
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The specific objectives of this chapter are to:

B describe the exchange rate systems used by various
governments,

B explain how governments can use direct intervention
to influence exchange rates,

B explain how governments can use indirect intervention
to influence exchange rates, and
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B explain how government intervention in the foreign
exchange market can affect economic conditions.

Exchange Rate Systems

Exchange rate systems can be classified according to the degree by which exchange
rates are controlled by the government. Exchange rate systems normally fall into one
of the following categories:

e Fixed

e Freely floating
e Managed float
e Pegged

Each of these exchange rate systems is discussed in turn.

Fixed Exchange Rate System

In a fixed exchange rate system, exchange rates are either held constant or allowed to
fluctuate only within very narrow boundaries. A fixed exchange rate would be benefi-
cial to a country for the following reasons. First, exporters and importers could en-
gage in international trade without concern about exchange rate movements of the
currency to which their local currency is linked. Any firms that accept the foreign cur-
rency as payment would be insulated from the risk that the currency could depreci-
ate over time. In addition, any firms that need to obtain that foreign currency in the
future would be insulated from the risk of the currency appreciating over time. An-
other benefit is that firms could engage in direct foreign investment, without concern
about exchange rate movements of that currency. They would be able to convert their
foreign currency earnings into their home currency without concern that the foreign
currency denominating their earnings might weaken over time. Thus, the manage-
ment of an MNC would be much easier.

In addition, investors would be able to invest funds in foreign countries, without
concern that the foreign currency denominating their investments might weaken over
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time. A country with a stable exchange rate can attract more funds as investments be-
cause the investors would not have to worry about the currency weakening over time.
Funds are needed in any country to support economic growth. Countries that attract
a large amount of capital flows normally have lower interest rates. This can stimulate
their economies.

If an exchange rate begins to move too much, governments intervene to main-
tain it within the boundaries. In some situations, a government will devalue or reduce
the value of its currency against other currencies. In other situations, it will revalue
or increase the value of its currency against other currencies. A central bank’s actions
to devalue a currency in a fixed exchange rate system is referred to as devaluation. The
term devaluation is normally used in a different context than depreciation. Devalua-
tion refers to a downward adjustment of the exchange rate by the central bank. Con-
versely, revalution refers to an upward adjustment of the exchange rate by the central
bank. The methods used by governments to alter the value of a currency are discussed
later in this chapter.

Bretton Woods Agreement. From 1944 to 1971, exchange rates were
typically fixed according to a system planned at the Bretton Woods conference (held in
Bretton Woods, New Hampshire, in 1944) by representatives from various countries.
Because this arrangement, known as the Bretton Woods Agreement, lasted from 1944
to 1971, that period is sometimes referred to as the Bretton Woods era. Each currency
was valued in terms of gold; for example, the U.S. dollar was valued as 1/35 ounce
of gold. Since all currencies were valued in terms of gold, their values with respect to
cach other were fixed. Governments intervened in the foreign exchange markets to
ensure that exchange rates drifted no more than 1 percent above or below the initially
set rates.

Smithsonian Agreement. During the Bretton Woods era, the United
States often experienced balance-of-trade deficits, an indication that the dollar’s value
may have been too strong, since the use of dollars for foreign purchases exceeded the
demand by foreign countries for dollar-denominated goods. By 1971, it appeared
that some currency values would need to be adjusted to restore a more balanced flow
of payments between countries. In December 1971, a conference of representatives
from various countries concluded with the Smithsonian Agreement, which called for
a devaluation of the U.S. dollar by about 8 percent against other currencies. In addi-
tion, boundaries for the currency values were expanded to within 2.25 percent above
or below the rates initially set by the agreement. Nevertheless, international pay-
ments imbalances continued, and as of February 1973, the dollar was again devalued.
By March 1973, most governments of the major countries were no longer attempt-
ing to maintain their home currency values within the boundaries established by the
Smithsonian Agreement.

Advantages of Fixed Exchange Rates to MINCs. In a fixed
exchange rate environment, MNCs may be able to engage in international trade, di-
rect foreign investment, and international finance without worrying about the future
exchange rate. Consequently, the managerial duties of an MNC are less difficult.

Disadvantages of Fixed Exchange Rates to MNCs. One
disadvantage of a fixed exchange rate system is that there is still risk that the govern-
ment will alter the value of a specific currency. Although an MNC is not exposed to
continual movements in an exchange rate, it does face the possibility that its govern-
ment will devalue or revalue its currency.
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A second disadvantage is that from a macro viewpoint, a fixed exchange rate sys-
tem may make each country and its MNCs more vulnerable to economic conditions
in other countries.

Assume that there are only two countries in the world: the United States and the United

Kingdom. Also assume a fixed exchange rate system and that these two countries trade
frequently with each other. If the United States experiences a much higher inflation rate than
the United Kingdom, U.S. consumers should buy more goods from the United Kingdom and
British consumers should reduce their imports of U.S. goods (due to the high U.S. prices). This
reaction would force U.S. production down and unemployment up. It could also cause higher
inflation in the United Kingdom due to the excessive demand for British goods relative to the
supply of British goods produced. Thus, the high inflation in the United States could cause
high inflation in the United Kingdom. In the mid- and late 1960s, the United States experi-
enced relatively high inflation and was accused of “exporting” that inflation to some European
countries.

Alternatively, a high unemployment rate in the United States will cause a reduction in U.S.
income and a decline in U.S. purchases of British goods. Consequently, productivity in the
United Kingdom may decrease and unemployment may rise. In this case, the United States
may “export” unemployment to the United Kingdom. Bl

Freely Floating Exchange Rate System

In a freely floating exchange rate system, exchange rate values are determined by mar-
ket forces without intervention by governments. Whereas a fixed exchange rate system
allows no flexibility for exchange rate movements, a freely floating exchange rate sys-
tem allows complete flexibility. A freely floating exchange rate adjusts on a continual
basis in response to demand and supply conditions for that currency.

Advantages of a Freely Floating Exchange Rate System.
One advantage of a freely floating exchange rate system is that a country is more insu-
lated from the inflation of other countries.

Continue with the previous example in which there are only two countries, but now as-
sume a freely floating exchange rate system. If the United States experiences a high rate
of inflation, the increased U.S. demand for British goods will place upward pressure on the
value of the British pound. As a second consequence of the high U.S. inflation, the reduced
British demand for U.S. goods will result in a reduced supply of pounds for sale (exchanged
for dollars), which will also place upward pressure on the British pound’s value. The pound will
appreciate due to these market forces (it was not allowed to appreciate under the fixed rate
system). This appreciation will make British goods more expensive for U.S. consumers, even
though British producers did not raise their prices. The higher prices will simply be due to the
pound’s appreciation; that is, a greater number of U.S. dollars are required to buy the same
number of pounds as before.

In the United Kingdom, the actual price of the goods as measured in British pounds may
be unchanged. Even though U.S. prices have increased, British consumers will continue to
purchase U.S. goods because they can exchange their pounds for more U.S. dollars (due to
the British pound’s appreciation against the U.S. dollar). B

Another advantage of freely floating exchange rates is that a country is more insu-
lated from unemployment problems in other countries.

EXAMPLE Under a floating rate system, the decline in U.S. purchases of British goods will re-
flect a reduced U.S. demand for British pounds. Such a shift in demand can cause the

pound to depreciate against the dollar (under the fixed rate system, the pound would not be
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allowed to depreciate). The depreciation of the pound will make British goods look cheap to
U.S. consumers, offsetting the possible reduction in demand for these goods resulting from a
lower level of U.S. income. As was true with inflation, a sudden change in unemployment will
have less influence on a foreign country under a floating rate system than under a fixed rate
system. H

As these examples illustrate, in a freely floating exchange rate system, problems
experienced in one country will not necessarily be contagious. The exchange rate ad-
justments serve as a form of protection against “exporting” economic problems to
other countries.

An additional advantage of a freely floating exchange rate system is that a cen-
tral bank is not required to constantly maintain exchange rates within specified
boundaries. Therefore, it is not forced to implement an intervention policy that may
have an unfavorable effect on the economy just to control exchange rates. Further-
more, governments can implement policies without concern as to whether the poli-
cies will maintain the exchange rates within specified boundaries. Finally, if exchange
rates were not allowed to float, investors would invest funds in whatever country
had the highest interest rate. This would likely cause governments in countries with
low interest rates to restrict investors’ funds from leaving the country. Thus, there
would be more restrictions on capital flows, and financial market efficiency would be
reduced.

Disadvantages of a Freely Floating Exchange Rate
System. In the previous example, the United Kingdom is somewhat insulated
from the problems experienced in the United States due to the freely floating ex-
change rate system. Although this is an advantage for the country that is protected
(the United Kingdom), it can be a disadvantage for the country that initially experi-
enced the economic problems.

If the United States experiences high inflation, the dollar may weaken, thereby insulating
the United Kingdom from the inflation, as discussed earlier. From the U.S. perspective,
however, a weaker U.S. dollar causes import prices to be higher. This can increase the price
of U.S. materials and supplies, which will in turn increase U.S. prices of finished goods. In ad-
dition, higher foreign prices (from the U.S. perspective) can force U.S. consumers to purchase
domestic products. As U.S. producers recognize that their foreign competition has been re-
duced due to the weak dollar, they can more easily raise their prices without losing their cus-
tomers to foreign competition. M

In a similar manner, a freely floating exchange rate system can adversely affect a
country that has high unemployment.

If the U.S. unemployment rate is rising, U.S. demand for imports will decrease, putting

EXAMPLE .
upward pressure on the value of the dollar. A stronger dollar will then cause U.S. con-
sumers to purchase foreign products rather than U.S. products because the foreign prod-

ucts can be purchased cheaply. Yet, such a reaction can actually be detrimental to the United
States during periods of high unemployment. B

As these examples illustrate, a country’s economic problems can sometimes be
compounded by freely floating exchange rates. Under such a system, MNCs will need
to devote substantial resources to measuring and managing exposure to exchange rate
fluctuations. Nonetheless, since exchange rate movements can affect economic condi-
tions within a country, most governments want the flexibility to directly or indirectly
control their exchange rates when necessary.
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Managed Float Exchange Rate System

The exchange rate system that exists today for some currencies lies somewhere be-
tween fixed and freely floating. It resembles the freely floating system in that exchange
rates are allowed to fluctuate on a daily basis and there are no official boundaries. It
is similar to the fixed rate system in that governments can and sometimes do inter-
vene to prevent their currencies from moving too far in a certain direction. This type
of system is known as a managed float or “dirty” float (as opposed to a “clean” float
where rates float freely without government intervention). The various forms of inter-
vention used by governments to manage exchange rate movements are discussed later
in this chapter.

At times, the governments of various countries including Brazil, Russia, South
Korea, and Venezuela have imposed bands around their currency to limit its degree of
movement. Later, however, they removed the bands when they found that they could
not maintain the currency’s value within the bands.

Criticism of a Managed Float System. Critics suggest that a man-
aged float system allows a government to manipulate exchange rates in a manner that
can benefit its own country at the expense of others. For example, a government may
attempt to weaken its currency to stimulate a stagnant economy. The increased ag-
gregate demand for products that results from such a policy may reflect a decreased
aggregate demand for products in other countries, as the weakened currency attracts
foreign demand. Although this criticism is valid, it could apply as well to the fixed ex-
change rate system, where governments have the power to devalue their currencies.

Pegged Exchange Rate System

Some countries use a pegged exchange rate arrangement, in which their home cur-
rency’s value is pegged to a foreign currency or to some unit of account. While the
home currency’s value is fixed in terms of the foreign currency (or unit of account) to
which it is pegged, it moves in line with that currency against other currencies.

Some governments peg their currency’s value to that of a stable currency, such as
the dollar, because that forces the value of their currency to be stable. First, this forces
their currency’s exchange rate with the dollar to be fixed. Second, their currency will
move against nondollar currencies by the same degree as the dollar. Since the dollar
is more stable than most currencies, it will make their currency more stable than most
currencies.

Limitations of a Pegged Exchange Rate. While countries with
a pegged exchange rate may attract foreign investment because the exchange rate is
expected to remain stable, weak economic or political conditions can cause firms and
investors to question whether the peg will hold. For example, if the country suddenly
experiences a recession, it may experience capital outflows as some firms and inves-
tors withdraw funds because they believe there are better investment opportunities
in other countries. These transactions result in an exchange of the local currency for
dollars and other currencies, which places downward pressure on the local currency’s
value. The central bank would need to offset this by intervening in the foreign ex-
change market (as explained shortly) but might not be able to maintain the peg. If the
peg is broken and the exchange rate is dictated by market forces, the local currency’s
value could decline immediately by 20 percent or more.

If foreign investors fear that a peg may be broken, they quickly sell their invest-
ments in that country and convert the proceeds into their home currency. These
transactions place more downward pressure on the local currency of that country.
Even the local residents may consider selling their local investments and converting
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their funds to dollars or some other currency if they fear that the peg may be broken.
They can exchange their currency for dollars to invest in the United States before the
peg breaks. They may leave their investment in the United States until after the peg
breaks, and their local currency’s value is reduced. Then they can sell their invest-
ments in the United States and convert the dollar proceeds back to their currency at a
more favorable exchange rate. Their initial actions to convert their money into dollars
placed more downward pressure on the local currency.

For the reasons explained here, countries have difficulty maintaining a pegged
exchange rate when they are experiencing major political or economic problems.
While a country with a stable exchange rate can attract foreign investment, the inves-
tors will move their funds to another country if there are concerns that the peg will
break. Thus, a pegged exchange rate system could ultimately create more instability in
a country’s economy. Several examples of pegged exchange rate systems follow.

Creation of Europe’s Snake Arrangement. One of the best-
known pegged exchange rate arrangements was established by several European
countries in April 1972. Their goal was to maintain their currencies within estab-
lished limits of each other. This arrangement became known as the snake. The snake
was difficult to maintain, however, and market pressure caused some currencies to
move outside their established limits. Consequently, some members withdrew from
the snake arrangement, and some currencies were realigned.

Creation of the European Monetary System (EMS). Due to
continued problemswith the snake arrangement, the European Monetary System (EMS)
was pushed into operation in March 1979. The EMS concept was similar to the snake,
but the specific characteristics differed. Under the EMS, exchange rates of member
countries were held together within specified limits and were also tied to the European
Currency Unit (ECU), which was a unit of account. Its value was a weighted average
of exchange rates of the member countries; each weight was determined by a mem-
ber’s relative gross national product and activity in intra-European trade. The curren-
cies of these member countries were allowed to fluctuate by no more than 2.25 percent
(6 percent for some currencies) from the initially established values.

The method of linking European currency values with the ECU was known as
the exchange rate mechanism (ERM). The participating governments intervened in the
foreign exchange markets to maintain the exchange rates within boundaries estab-
lished by the ERM.

Demise of the European Monetary System. In the fall of
1992, however, the exchange rate mechanism experienced severe problems, as eco-
nomic conditions and goals began to vary among European countries. The German
government was mostly concerned about inflation because its economy was relatively
strong. It increased local interest rates to prevent excessive spending and inflation.
Other European governments, however, were more concerned about stimulating their
economies to lower their high unemployment levels, so they wanted to reduce inter-
est rates. In October 1992, the British and Italian governments suspended their par-
ticipation in the ERM because they could not achieve their own goals for a stronger
economy while their interest rates were so highly influenced by German interest rates.

In 1993, the ERM boundaries were widened substantially, allowing more fluc-
tuation in exchange rates between European currencies. The demise of the exchange
rate mechanism caused European countries to realize that a pegged system would
work in Europe only if it was set permanently. This provided momentum for the sin-
gle European currency (the euro), which began in 1999 and is discussed later in this
chapter.


http://europa.eu.int/index_en.htm
http://europa.eu.int/index_en.htm

160

Part 2: Exchange Rate Behavior

How Mexico’s Pegged System Led to the Mexican Peso
Crisis. In 1994, Mexico’s central bank used a special pegged exchange rate sys-
tem that linked the peso to the U.S. dollar but allowed the peso’s value to fluctuate
against the dollar within a band. The Mexican central bank enforced the link through
frequent intervention. In fact, it partially supported its intervention by issuing short-
term debt securities denominated in dollars and using the dollars to purchase pesos in
the foreign exchange market. Limiting the depreciation of the peso was intended to
reduce inflationary pressure that can be caused by a very weak home currency. Mexico
experienced a large balance-of-trade deficit in 1994, however, perhaps because the
peso was stronger than it should have been and encouraged Mexican firms and con-
sumers to buy an excessive amount of imports.

Many speculators based in Mexico recognized that the peso was being main-
tained at an artificially high level, and they speculated on its potential decline by
investing their funds in the United States. They planned to liquidate their U.S. in-
vestments if and when the peso’s value weakened so that they could convert the dol-
lars from their U.S. investments into pesos at a favorable exchange rate. Ironically, the
flow of funds from Mexico to the United States that was motivated by the potential
devaluation in the peso put even more downward pressure on the peso because the
speculators were converting pesos into dollars to invest in the United States.

By December 1994, there was substantial downward pressure on the peso. On
December 20, 1994, Mexico’s central bank devalued the peso by about 13 percent.
Mexico’s stock prices plummeted, as many foreign investors sold their shares and
withdrew their funds from Mexico in anticipation of further devaluation of the peso.
On December 22, the central bank allowed the peso to float freely, and it declined
by 15 percent. This was the beginning of the so-called Mexican peso crisis. In an at-
tempt to discourage foreign investors from withdrawing their investments in Mexico’s
debt securities, the central bank increased interest rates, but the higher rates increased
the cost of borrowing for Mexican firms and consumers, thereby slowing economic
growth.

As Mexico’s short-term debt obligations denominated in dollars matured, the
Mexican central bank used its weak pesos to obtain dollars and repay the debt. Since
the peso had weakened, the effective cost of financing with dollars was very expen-
sive for the central bank. Mexico’s financial problems caused investors to lose confi-
dence in peso-denominated securities, so they liquidated their peso-denominated se-
curities and transferred their funds to other countries. These actions put additional
downward pressure on the peso. In the 4 months after December 20, 1994, the value
of the peso declined by more than 50 percent. Over time, Mexico’s economy im-
proved, and the paranoia that had led to the withdrawal of funds by foreign investors
subsided. The Mexican crisis might not have occurred if the peso had been allowed
to float throughout 1994 because the peso would have gravitated toward its natural
level. The crisis illustrates that central bank intervention will not necessarily be able to
overwhelm market forces; thus, the crisis may serve as an argument for letting a cur-
rency float freely.

The Break in China’s Pegged Exchange Rate. From 1996
until 2005, China’s yuan was pegged to be worth about $.12 (8.28 yuan per U.S.
dollar). During this period, the yuan’s value would change against nondollar curren-
cies on a daily basis to the same degree as the dollar. Because of the peg, the yuan’s
value remained at that level even though the United States was experiencing a trade
deficit of more than $100 billion per year with China. U.S. politicians argued that the
yuan was being held at a superficially low level by the Chinese government, and if it
was allowed to float, its value would rise by 10 to 20 percent. The politicians were be-
ing pressured by U.S. firms that lost business to Chinese exporters. In 2005, some
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politicians argued that an explicit tariff (tax) of about 30 percent should be imposed
on all products imported from China. In response to the growing criticism, China re-
valued its yuan by 2.1 percent in July 2005. It also agreed to allow its yuan to float
subject to a .3 percent limit each day from the previous day’s closing value against a set
of major currencies. This adjustment by China seemed to reduce the criticism about
the yuan being held to a superficially weak level, but it did not have a major impact on
the trade imbalance between China and the United States. In May 2007, China wid-
ened its band so that the yuan’s value could float subject to a .5 percent limit each day.

Even though the yuan is now allowed to float (within limits), the huge balance-
of-trade deficit will not automatically force appreciation of the yuan. Large net capital
flows from China to the United States (purchases of U.S. securities) could offset the
trade flows.

Currency Boards Used to Peg Currency Values. A currency
board is a system for pegging the value of the local currency to some other specified
currency. The board must maintain currency reserves for all the currency that it has
printed. The large amount of reserves may increase the ability of a country’s central
bank to maintain its pegged currency.

EXAMPLE Hong Kong has tied the value of its currency (the Hong Kong dollar) to the U.S. dollar
(HK$7.80 = $1.00) since 1983. Every Hong Kong dollar in circulation is backed by a U.S.
dollar in reserve. In 2000, El Salvador set its currency (the colon) to be valued at 8.75 per U.S.

dollar. B

A currency board can stabilize a currency’s value. This is important because in-
vestors generally avoid investing in a country if they expect the local currency will
weaken substantially. If a currency board is expected to remain in place for a long pe-
riod, it may reduce fears that the local currency will weaken and thus may encour-
age investors to maintain their investments within the country. However, a currency
board is worth considering only if the government can convince investors that the ex-
change rate will be maintained.

When Indonesia was experiencing financial problems during the 1997-1998 Asian cri-

sis, businesses and investors sold the local currency (rupiah) because of expectations
that it would weaken further. Such actions perpetuated the weakness, as the exchange of
rupiah for other currencies placed more downward pressure on the value of the rupiah. In-
donesia considered implementing a currency board to stabilize its currency and discourage
the flow of funds out of the country. Businesses and investors had no confidence in the Indo-
nesian government’s ability to maintain a fixed exchange rate, however, and feared that eco-
nomic pressures would ultimately lead to a decline in the rupiah’s value. Thus, Indonesia’s gov-
ernment did not implement a currency board. B

A currency board is effective only if investors believe that it will last. If investors
expect that market forces will prevent a government from maintaining the local curren-
cy’s exchange rate, they will attempt to move their funds to other countries where they
expect the local currency to be stronger. When foreign investors withdraw their funds
from a country and convert the funds into a different currency, they place downward
pressure on the local currency’s exchange rate. If the supply of the currency for sale con-
tinues to exceed the demand, the government will be forced to devalue its currency.

In 1991, Argentina established a currency board that pegged the Argentine peso to the
U.S. dollar. In 2002, Argentina was suffering from major economic problems, and its

government was unable to repay its debt. Foreign investors and local investors began to trans-

fer their funds to other countries because they feared that their investments would earn poor
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returns. These actions required the exchange of pesos into other currencies such as the dollar
and caused an excessive supply of pesos for sale in the foreign exchange market. The govern-
ment could not maintain the exchange rate of 1 peso = 1 dollar because the supply of pesos
for sale exceeded the demand at that exchange rate. In March 2002, the government deval-
ued the peso to 1 peso = $.71 (1.4 pesos per dollar). Even at this new exchange rate, the sup-
ply of pesos for sale exceeded the demand, so the Argentine government decided to let the
peso’s value float in response to market conditions rather than set the peso’s value. B

Exposure of a Pegged Currency to Interest Rate
Movements. A country that uses a currency board does not have complete
control over its local interest rates because its rates must be aligned with the interest
rates of the currency to which it is tied.

Recall that the Hong Kong dollar is pegged to the U.S. dollar. If Hong Kong lowers its in-
terest rates to stimulate its economy, its interest rate would then be lower than U.S. in-
terest rates. Investors based in Hong Kong would be enticed to exchange Hong Kong dollars
for U.S. dollars and invest in the United States where interest rates are higher. Since the Hong
Kong dollar is tied to the U.S. dollar, the investors could exchange the proceeds of their invest-
ment back to Hong Kong dollars at the end of the investment period without concern about
exchange rate risk because the exchange rate is fixed.
If the United States raises its interest rates, Hong Kong would be forced to raise its inter-
est rates (on securities with similar risk as those in the United States). Otherwise, investors in
Hong Kong could invest their money in the United States and earn a higher rate. &

Even though a country may not have control over its interest rate when it estab-
lishes a currency board, its interest rate may be more stable than if it did not have a
currency board. Its interest rate will move in tandem with the interest rate of the cur-
rency to which it is tied. The interest rate may include a risk premium that could re-
flect either default risk or the risk that the currency board will be discontinued.

While the Hong Kong interest rate moves in tandem with the U.S. interest rate, specific

investment instruments may have a slightly higher interest rate in Hong Kong than in the
United States. For example, a Treasury bill may offer a slightly higher rate in Hong Kong than in
the United States. While this allows for possible arbitrage by U.S. investors who wish to invest
in Hong Kong, they will face two forms of risk. First, some investors may believe that there is
a slight risk that the Hong Kong government could default on its debt. Second, if there is sud-
den downward pressure on the Hong Kong dollar, the currency board could be discontinued.
In this case, the Hong Kong dollar’s value would be reduced, and U.S. investors would earn a
lower return than they could have earned in the United States. B

Exposure of a Pegged Currency to Exchange Rate
Movements. A currency that is pegged to another currency cannot be pegged
against all other currencies. If it is pegged to the U.S. dollar, it is forced to move in
tandem with the dollar against other currencies. Since a country cannot peg its cur-
rency to all currencies, it is exposed to movements of currencies against the currency
to which it is pegged.

As mentioned earlier, from 1991 to 2002, the Argentine peso’s value was set to equal
one U.S. dollar. Thus, if the dollar strengthened against the Brazilian real by 10 percent

in a particular month, the Argentine peso strengthened against the Brazilian real by the ex-

act same amount. During the 1991-2002 period, the dollar commonly strengthened against

the Brazilian real and some other currencies in South America; therefore, the Argentine peso
also strengthened against those currencies. Many exporting firms in Argentina were adversely
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affected by the strong Argentine peso, however, because it made their products too expensive
for importers. Now that Argentina’s currency board has been eliminated, the Argentine peso is
no longer forced to move in tandem with the dollar against other currencies. B

Dollarization

Dollarization is the replacement of a foreign currency with U.S. dollars. This process
is a step beyond a currency board because it forces the local currency to be replaced
by the U.S. dollar. Although dollarization and a currency board both attempt to peg
the local currency’s value, the currency board does not replace the local currency with
dollars. The decision to use U.S. dollars as the local currency cannot be easily re-
versed because the country no longer has a local currency.

From 1990 to 2000, Ecuador’s currency (the sucre) depreciated by about 97 percent
against the U.S. dollar. The weakness of the currency caused unstable trade condi-

tions, high inflation, and volatile interest rates. In 2000, in an effort to stabilize trade and eco-

nomic conditions, Ecuador replaced the sucre with the U.S. dollar as its currency. By Novem-

ber 2000, inflation had declined and economic growth had increased. Thus, it appeared that
dollarization had favorable effects. l

Classification of Exchange Rate Arrangements

Exhibit 6.1 identifies the currencies and exchange rate arrangements used by various
countries. Many countries allow the value of their currency to float against others but
intervene periodically to influence its value. Several small countries peg their curren-
cies to the U.S. dollar.

The Mexican peso has a controlled exchange rate that applies to international
trade and a floating market rate that applies to tourism. The floating market rate is
influenced by central bank intervention. Chile intervenes to maintain its currency
within 10 percent of a specified exchange rate with respect to major currencies. Ven-
czuela intervenes to limit exchange rate fluctuations within wide bands.

Eastern European countries that have opened their markets have tied their cur-
rencies to a single widely traded currency. The arrangement was sometimes tempo-
rary, as these countries were searching for the proper exchange rate that would stabi-
lize or enhance their economic conditions. For example, the government of Slovakia
devalued its currency (the koruna) in an attempt to increase foreign demand for its
goods and reduce unemployment.

Many governments attempt to impose exchange controls to prevent their ex-
change rates from fluctuating. When these governments remove the controls, how-
ever, the exchange rates abruptly adjust to a new market-determined level. For exam-
ple, in October 1994, the Russian authorities allowed the Russian ruble to fluctuate,
and the ruble depreciated by 27 percent against the U.S. dollar on that day. In April
1996, Venezuela’s government removed controls on the bolivar (its currency), and the
bolivar depreciated by 42 percent on that day.

After the 2001 war in Afghanistan, an exchange rate system was needed there. In
October 2002, a new currency, called the new afghani, was created to replace the old
afghani. The old currency was exchanged for the new money at a ratio of 1,000 to 1.
Thus, 30,000 old afghanis were exchanged for 30 new afghanis. The new money was
printed with watermarks to deter counterfeits.

In 2003, three different currencies were being used in Iraq. The Swiss dinar (so
called because it was designed in Switzerland) was created before the Gulf War but
had not been printed since then. It traded at about 8 dinars per dollar and was used
by the Kurds in northern Iraq. The Saddam dinar, which was used extensively be-
fore 2003, was printed in excess to finance Iraq’s military budget and was casy to
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Country

Afghanistan
Argentina
Australia
Bolivia
Brazil
Canada
Chile

Euro participants
Hungary
India
Indonesia
Israel
Jamaica
Japan

Mexico

Exhibit 6.1 Exchange Rate Arrangements

Floating Rate System

Currency

new afghani
peso
dollar
boliviano
real

dollar

peso

euro

forint
rupee
rupiah

new shekel
dollar

yen

peso

Country

Norway
Paraguay
Peru

Poland
Romania
Russia
Singapore
South Africa
South Korea
Sweden
Switzerland
Taiwan
Thailand
United Kingdom

Venezuela

Currency

krone
guarani
new sol
Zloty
leu
ruble
dollar
rand
won
krona
franc
new dollar
baht
pound

bolivar

Pegged Rate System

The following currencies are pegged to the U.S. dollar.

Country Currency Country Currency
Bahamas dollar Hong Kong dollar
Barbados dollar Saudi Arabia riyal
Bermuda dollar

counterfeit. Its value relative to the dollar was very volatile over time. The U.S. dollar
was frequently used in the black market in Iraq even before the 2003 war. In 2004,
the new Iraqi dinar was created and replaced the Swiss dinar and Saddam dinar to be-
come the national currency. Its initial value was set at about $.0007. The new dinar’s
value is allowed to fluctuate in accordance with market forces but has been somewhat
stable over time.

A Single European Currency

In 1991, the Maastricht Treaty called for the establishment of a single European cur-
rency. As of January 1, 1999, the euro replaced the national currencies of 11 Euro-
pean countries for the purpose of commercial transactions executed through elec-
tronic transfers and other forms of payment. By June 1, 2002, when the national
currencies were to be withdrawn from the financial system and replaced with the euro,
a twelfth country had qualified for the euro.
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Membership

The agreement to adopt the euro was a major historical event. Countries that had pre-
viously been at war with each other at various times in the past were now willing to
work together toward a common cause. Of the 27 countries that are members of the
European Union (EU), 13 countries participate in the euro: Austria, Belgium, Fin-
land, France, Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands, Por-
tugal, Slovenia, and Spain. Together, the participating countries comprise almost 20
percent of the world’s gross domestic product, a proportion similar to that of the
United States. Three countries that were members of the EU in 1999 (the United
Kingdom, Denmark, and Sweden) decided not to adopt the euro at that time. The 10
countries in Eastern Europe (including the Czech Republic and Hungary) that joined
the EU in 2004 are eligible to participate in the euro if they meet specific economic
goals. Slovenia adopted the euro in 2007. Countries that participate in the EU are
supposed to abide by the Stability and Growth pact before they adopt the euro. This
pact requires that the country’s budget deficit be less than 3 percent of its gross do-
mestic product. However, there are frequent allegations that some of the existing EU
countries that presently participate in the euro have a budget deficit that exceeds their
allowable limit.

Impact on European Monetary Policy

The euro allows for a single money supply throughout much of Europe, rather than
a separate money supply for each participating currency. Thus, European monetary
policy is consolidated because any effects on the money supply will have an impact on
all European countries using the euro as their form of money. The implementation
of a common monetary policy may promote more political unity among European
countries with similar national defense and foreign policies.

European Central Bank. The European Central Bank (ECB) is based in
Frankfurt and is responsible for setting monetary policy for all participating European
countries. Its objective is to control inflation in the participating countries and to
stabilize (within reasonable boundaries) the value of the euro with respect to other
major currencies. Thus, the ECB’s monetary goals of price stability and currency sta-
bility are similar to those of individual countries around the world, but differ in that
they are focused on a group of countries instead of a single country.

Implications of a European Monetary Policy. Although a sin-
gle European monetary policy may allow for more consistent economic conditions
across countries, it prevents any individual European country from solving local eco-
nomic problems with its own unique monetary policy. European governments may
disagree on the ideal monetary policy to enhance their local economies, but they
must agree on a single European monetary policy. Any given policy used in a particu-
lar period may enhance conditions in some countries and adversely affect others. Each
participating country is still able to apply its own fiscal policy (tax and government
expenditure decisions), however. The use of a common currency may someday create
more political harmony among European countries.

Impact on Business within Europe

The euro enables residents of participating countries to engage in cross-border trade
flows and capital flows throughout the so-called euro zone (of participating countries)
without converting to a different currency. The elimination of currency movements
among European countries also encourages more long-term business arrangements
between firms of different countries, as they no longer have to worry about adverse
effects due to currency movements. Thus, firms in different European countries are
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increasingly engaging in all types of business arrangements including licensing, joint
ventures, and acquisitions.

Prices of products are now more comparable among European countries, as the
exchange rate between the countries is fixed. Thus, buyers can more easily determine
where they can obtain products at the lowest cost.

Trade flows between the participating European countries have increased be-
cause exporters and importers can conduct trade without concern about exchange
rate movements. To the extent that there are more trade flows between these coun-
tries, economic conditions in each of these countries should have a larger impact on
the other European countries, and economies of these countries may become more
integrated.

Impact on the Valuation of Businesses in Europe

When firms consider acquiring targets in Europe, they can more easily compare the
prices (market values) of targets among countries because their values are denomi-
nated in the same currency (the euro). In addition, the future currency movements of
the target’s currency against any non-European currency will be the same. Therefore,
U.S. firms can more easily conduct valuations of firms across the participating Euro-
pean countries because when funds are remitted to the U.S. parent from any of the
participating countries, the level of appreciation or depreciation will be the same for a
particular period and there will be no differences in exchange rate effects.

European firms face more pressure to perform well because they can be measured
against all other firms in the same industry throughout the participating countries,
not just within its own country. Therefore, these firms are more focused on meeting
various performance goals.

Impact on Financial Flows

A single European currency forces the interest rate offered on government securities
to be similar across the participating European countries. Any discrepancy in rates
would encourage investors within these European countries to invest in the currency
with the highest rate, which would realign the interest rates among these countries.
However, the rate may still vary between two government securities with the same
maturity if they exhibit different levels of credit risk.

Stock prices are now more comparable among the European countries because
they are denominated in the same currency. Investors in the participating European
countries are now able to invest in stocks throughout these countries without concern
about exchange rate risk. Thus, there is more cross-border investing than there was in
the past.

Since stock market prices are influenced by expectations of economic conditions,
the stock prices among the European countries may become more highly correlated
if economies among these countries become more highly correlated. Investors from
other countries who invest in European countries may not achieve as much diversifi-
cation as in the past because of the integration and because the exchange rate effects
will be the same for all markets whose stocks are denominated in euros. Stock mar-
kets in these European countries are also likely to consolidate over time now that they
use the same currency.

Bond investors based in these European countries can now invest in bonds is-
sued by governments and corporations in these countries without concern about ex-
change rate risk, as long as the bonds are denominated in euros. Some European
governments have already issued bonds that are redenominated in euros because the
secondary market for some bonds issued in Europe with other currency denomina-
tions is now less active. The bond yields in participating European countries are not
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necessarily similar even though they are now denominated in the same currency; the
credit risk may still be higher for issuers in a particular country.

Impact on Exchange Rate Risk

One major advantage of a single European currency is the complete elimination of
exchange rate risk between the participating European countries, which could en-
courage more trade and capital flows across European borders. In addition, foreign
exchange transaction costs associated with transactions between European countries
have been eliminated. The single European currency is consistent with the goal of the
Single European Act to remove trade barriers between European borders since ex-
change rate risk is an implicit trade barrier.

The euro’s value with respect to the U.S. dollar changes continuously. The euro’s
value is influenced by the trade flows and capital flows between the set of partici-
pating European countries and the United States since these flows affect supply and
demand conditions. Its value with respect to the Japanese yen is influenced by the
trade flows and capital flows between the set of participating European countries and
Japan.

European countries that participate in the euro are still affected by movements in
its value with respect to other currencies such as the dollar. Furthermore, many U.S.
firms are still affected by movements in the euro’s value with respect to the dollar.

Status Report on the Euro

The euro has experienced a volatile ride since it was introduced in 1999. Its value ini-
tially declined substantially against the British pound, the U.S. dollar, and many other
currencies. In October 2001, for example, 33 months after it was introduced, its value
was $.88, or about 27 percent less than its initial value. The weakness was partially at-
tributed to capital outflows from Europe. By April 2007, however, the euro was valued
at $1.35, or 53 percent above its value in October 2001. The rebound in the euro was
triggered by the relatively high European interest rates compared to U.S. interest rates
in the 2001-2003 period, which attracted capital inflows into Europe.

Government Intervention

Each country has a central bank that may intervene in the foreign exchange markets
to control its currency’s value. In the United States, for example, the central bank
is the Federal Reserve System (the Fed). Central banks have other duties besides in-
tervening in the foreign exchange market. In particular, they attempt to control the
growth of the money supply in their respective countries in a way that will favorably
affect economic conditions.

Reasons for Government Intervention
The degree to which the home currency is controlled, or “managed,” varies among
central banks. Central banks commonly manage exchange rates for three reasons:

e To smooth exchange rate movements

e To establish implicit exchange rate boundaries

¢ To respond to temporary disturbances

Smooth Exchange Rate Movements. Ifacentral bankis concerned
that its economy will be affected by abrupt movements in its home currency’s value,
it may attempt to smooth the currency movements over time. Its actions may keep
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business cycles less volatile. The central bank may also encourage international trade
by reducing exchange rate uncertainty. Furthermore, smoothing currency movements
may reduce fears in the financial markets and speculative activity that could cause a
major decline in a currency’s value.

Establish Implicit Exchange Rate Boundaries. Some central
banks attempt to maintain their home currency rates within some unofficial, or im-
plicit, boundaries. Analysts are commonly quoted as forecasting that a currency will
not fall below or rise above a particular benchmark value because the central bank
would intervene to prevent that. The Federal Reserve periodically intervenes to re-
verse the U.S. dollar’s upward or downward momentum.

Respond to Temporary Disturbances. In some cases, a central
bank may intervene to insulate a currency’s value from a temporary disturbance. In
fact, the stated objective of the Fed’s intervention policy is to counter disorderly mar-
ket conditions.

News that oil prices might rise could cause expectations of a future decline in the value
EXAMPLE .
of the Japanese yen because Japan exchanges yen for U.S. dollars to purchase oil from
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oil-exporting countries. Foreign exchange market speculators may exchange yen for dollars
in anticipation of this decline. Central banks may therefore intervene to offset the immediate
downward pressure on the yen caused by such market transactions. B

Several studies have found that government intervention does not have a per-
manent impact on exchange rate movements. In many cases, intervention is over-
whelmed by market forces. In the absence of intervention, however, currency move-
ments would be even more volatile.

Direct Intervention

To force the dollar to depreciate, the Fed can intervene directly by exchanging dollars
that it holds as reserves for other foreign currencies in the foreign exchange market.
By “flooding the market with dollars” in this manner, the Fed puts downward pres-
sure on the dollar. If the Fed desires to strengthen the dollar, it can exchange foreign
currencies for dollars in the foreign exchange market, thereby putting upward pres-
sure on the dollar.

The eftfects of direct intervention on the value of the British pound are illustrated
in Exhibit 6.2. To strengthen the pound’s value (or to weaken the dollar), the Fed ex-
changes dollars for pounds, which causes an outward shift in the demand for pounds
in the foreign exchange market (as shown in the graph on the left). Conversely, to
weaken the pound’s value (or to strengthen the dollar), the Fed exchanges pounds for
dollars, which causes an outward shift in the supply of pounds for sale in the foreign
exchange market (as shown in the graph on the right).

During carly 2004, Japan’s central bank, the Bank of Japan, intervened on sev-
eral occasions to lower the value of the yen. In the first 2 months of 2004, the Bank
of Japan sold yen in the foreign exchange market in exchange for $100 billion. Then,
on March 5, 2004, the Bank of Japan sold yen in the foreign exchange market in
exchange for $20 billion, which put immediate downward pressure on the value of
the yen.

Direct intervention is usually most effective when there is a coordinated effort
among central banks. If all central banks simultaneously attempt to strengthen or
weaken the currency in the manner just described, they can exert greater pressure on
the currency’s value.
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Exhibit 6.2 Effects of Direct Central Bank Intervention in the Foreign Exchange Market

Fed Exchanges $ for £ Fed Exchanges £ for $

Sy

Value of £
Value of £

Quantity of £ Quantity of £

Reliance on Reserves. The potential effectiveness of a central bank’s di-
rect intervention is the amount of reserves it can use. For example, the central bank
of China has a substantial amount of reserves that it can use to intervene in the for-
eign exchange market. Thus, it can more effectively use direct intervention than many
other countries in Asia. If the central bank has a low level of reserves, it may not be
able to exert much pressure on the currency’s value. Market forces would likely over-
whelm its actions.

As foreign exchange activity has grown, central bank intervention has become less
effective. The volume of foreign exchange transactions on a single day now exceeds
the combined values of reserves at all central banks. Consequently, the number of di-
rect interventions has declined. In 1989, for example, the Fed intervened on 97 difter-
ent days. Since then, the Fed has not intervened on more than 20 days in any year.

Nonsterilized versus Sterilized Intervention. When the Fed
intervenes in the foreign exchange market without adjusting for the change in the
money supply, it is engaging in a nonsterilized intervention. For example, if the Fed
exchanges dollars for foreign currencies in the foreign exchange markets in an at-
tempt to strengthen foreign currencies (weaken the dollar), the dollar money supply
increases.

In a sterilized intervention, the Fed intervenes in the foreign exchange market and
simultaneously engages in offsetting transactions in the Treasury securities markets.
As a result, the dollar money supply is unchanged.

If the Fed desires to strengthen foreign currencies (weaken the dollar) without affecting

EXAMPLE ) : .
the dollar money supply, it (1) exchanges dollars for foreign currencies and (2) sells some
of its holdings of Treasury securities for dollars. The net effect is an increase in investors’ hold-

ings of Treasury securities and a decrease in bank foreign currency balances. B

The difference between nonsterilized and sterilized intervention is illustrated
in Exhibit 6.3. In the top section of the exhibit, the Federal Reserve attempts
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Exhibit 6.3 Forms of Central Bank Intervention in the Foreign Exchange Market

Nonsterilized Intervention Sterilized Intervention
to Strengthen the Canadian Dollar to Strengthen the Canadian Dollar
Federal Reserve Federal Reserve
Treasury Securities
$ Financial
Institutions
Banks Participating Banks Participating :I'hat Invest
in the Foreign in the Foreign in Trea_s_ury
Exchange Market Exchange Market Securities
Nonsterilized Intervention Sterilized Intervention
to Weaken the Canadian Dollar to Weaken the Canadian Dollar
Federal Reserve Federal Reserve
$ |
Treasury Securities

$ Cc$

Banks Participating

in the Foreign
Exchange Market

Financial
Institutions
That Invest

Banks Participating
in the Foreign
Exchange Market

in Treasury
Securities

to strengthen the Canadian dollar, and in the bottom section, the Federal Reserve
attempts to weaken the Canadian dollar. For each scenario, the graph on the right
shows a sterilized intervention involving an exchange of Treasury securities for U.S.
dollars that offsets the U.S. dollar flows resulting from the exchange of currencies.
Thus, the sterilized intervention achieves the same exchange of currencies in the for-
cign exchange market as the nonsterilized intervention, but it involves an additional
transaction to prevent adjustments in the U.S. dollar money supply.

Speculating on Direct Intervention. Some traders in the foreign ex-
change market attempt to determine when Federal Reserve intervention is occurring,
and the extent of the intervention, in order to capitalize on the anticipated results of
the intervention effort. Normally, the Federal Reserve attempts to intervene without
being noticed. However, dealers at the major banks that trade with the Fed often pass
the information to other market participants. Also, when the Fed deals directly with
numerous commercial banks, markets are well aware that the Fed is intervening. To
hide its strategy, the Fed may pretend to be interested in selling dollars when it is ac-
tually buying dollars, or vice versa. It calls commercial banks and obtains both bid
and ask quotes on currencies, so the banks will not know whether the Fed is consider-
ing purchases or sales of these currencies.

Intervention strategies vary among central banks. Some arrange for one large or-
der when they intervene; others use several smaller orders equivalent to $5 million to
$10 million. Even if traders determine the extent of central bank intervention, they
still cannot know with certainty what impact it will have on exchange rates.
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Indirect Intervention

The Fed can also affect the dollar’s value indirectly by influencing the factors that
determine it. Recall that the change in a currency’s spot rate is influenced by the fol-
lowing factors:

¢ = AAINF, AINT, AINC, AGC, AEXP)

where
¢ = percentage change in the spot rate

AINF = change in the differential between U.S. inflation and the foreign
country’s inflation

AINT = change in the differential between the U.S. interest rate and the
foreign country’s interest rate

AINC = change in the differential between the U.S. income level and the
foreign country’s income level

AGC = change in government controls
AEXP = change in expectations of future exchange rates

The central bank can influence all of these variables, which in turn can affect the ex-
change rate. Since these variables will likely have a more lasting impact on a spot
rate than direct intervention, a central bank may use indirect intervention by in-
fluencing these variables. Although the central bank can influence all of these vari-
ables, it is likely to focus on interest rates or government controls when using indirect
intervention.

Government Adjustment of Interest Rates. When countries ex-
perience substantial net outflows of funds (which places severe downward pressure on
their currency), they commonly intervene indirectly by raising interest rates to dis-
courage excessive outflows of funds and therefore limit any downward pressure on the
value of their currency. However, this strategy adversely affects local borrowers (gov-
ernment agencies, corporations, and consumers) and may weaken the economy.

The Fed can attempt to lower interest rates by increasing the U.S. money supply (as-
EXAMPLE , o . .
suming that inflationary expectations are not affected). Lower U.S. interest rates tend to
discourage foreign investors from investing in U.S. securities, thereby placing downward pres-
sure on the value of the dollar. Or, to boost the dollar’s value, the Fed can attempt to increase

interest rates by reducing the U.S. money supply. It has commonly used this strategy along
with direct intervention in the foreign exchange market. B

In October 1997, there was concern that the Asian crisis might adversely affect Bra-
zil and other Latin American countries. Speculators pulled funds out of Brazil and rein-
vested them in other countries, causing major capital outflows and therefore placing extreme
downward pressure on the Brazilian currency (the real). The central bank of Brazil responded
at the end of October by doubling its interest rates from about 20 percent to about 40 percent.
This action discouraged investors from pulling funds out of Brazil because they could now
earn twice the interest from investing in some securities there. Although the bank’s action was
successful in defending the real, it reduced economic growth because the cost of borrowing
funds was too high for many firms.

In another example, during the Asian crisis in 1997 and 1998, central banks of some
Asian countries increased their interest rates to prevent their currencies from weakening. The
higher interest rates were expected to make the local securities more attractive and therefore
encourage investors to maintain their holdings of securities, which would reduce the exchange
of the local currency for other currencies. This effort was not successful for most Asian coun-
tries, although it worked for China and Hong Kong.
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As a third example, in May 1998, the Russian currency (the ruble) had consistently de-
clined, and Russian stock prices had fallen by more than 50 percent from their level 4 months
earlier. Fearing that the lack of confidence in Russia’s currency and stocks would cause mas-
sive outflows of funds, the Russian central bank attempted to prevent further outflows by tri-
pling interest rates (from about 50 to 150 percent). The ruble was temporarily stabilized, but
stock prices continued to decline because investors were concerned that the high interest
rates would reduce economic growth. l

Government Use of Foreign Exchange Controls. Some gov-
ernments attempt to use foreign exchange controls (such as restrictions on the ex-
change of the currency) as a form of indirect intervention to maintain the exchange
rate of their currency. Under severe pressure, however, they tend to let the currency
float temporarily toward its market-determined level and set new bands around that
level.

EXAMPLE During the mid-1990s, Venezuela imposed foreign exchange controls on its currency
(the bolivar). In April 1996, Venezuela removed its controls on foreign exchange, and the
bolivar declined by 42 percent the next day. This result suggests that the market-determined

exchange rate of the bolivar was substantially lower than the exchange rate at which the gov-
ernment artificially set the bolivar. i

Intervention as a Policy Tool

The government of any country can implement its own fiscal and monetary policies
to control its economy. In addition, it may attempt to influence the value of its home
currency in order to improve its economy, weakening its currency under some condi-
tions and strengthening it under others. In essence, the exchange rate becomes a tool,
like tax laws and the money supply, that the government can use to achieve its desired
economic objectives.

Influence of a Weak Home Currency
on the Economy

A weak home currency can stimulate foreign demand for products. A weak dollar, for
example, can substantially boost U.S. exports and U.S. jobs. In addition, it may also
reduce U.S. imports.

Though a weak currency can reduce unemployment at home, it can lead to higher
inflation. In the early 1990s, the U.S. dollar was weak, causing U.S. imports from
foreign countries to be highly priced. This situation priced firms such as Bayer, Volks-
wagen, and Volvo out of the U.S. market. Under these conditions, U.S. companies
were able to raise their domestic prices because it was difficult for foreign producers to
compete. In addition, U.S. firms that are heavy exporters, such as Goodyear Tire &
Rubber Co., Northrup Grumman, Merck, DuPont, and Whirlpool, also benefit from
a weaker dollar.

Influence of a Strong Home Currency
on the Economy

A strong home currency can encourage consumers and corporations of that country
to buy goods from other countries. This situation intensifies foreign competition and
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forces domestic producers to refrain from increasing prices. Therefore, the country’s
overall inflation rate should be lower if its currency is stronger, other things being
equal.

Though a strong currency is a possible cure for high inflation, it may cause higher
unemployment due to the attractive foreign prices that result from a strong home cur-
rency. The ideal value of the currency depends on the perspective of the country and
the officials who must make these decisions. The strength or weakness of a currency
is just one of many factors that influence a country’s economic conditions.

By combining this discussion of how exchange rates affect inflation with the dis-
cussion in Chapter 4 of how inflation can affect exchange rates, a more complete pic-
ture of the dynamics of the exchange rate—inflation relationship can be achieved. A
weak dollar places upward pressure on U.S. inflation, which in turn places further
downward pressure on the value of the dollar. A strong dollar places downward pres-
sure on inflation and on U.S. economic growth, which in turn places further upward
pressure on the dollar’s value.

The interaction among exchange rates, government policies, and economic fac-
tors is illustrated in Exhibit 6.4. As already mentioned, factors other than the home
currency’s strength affect unemployment and/or inflation. Likewise, factors other
than unemployment and the inflation level influence a currency’s strength. The cy-
cles that have been described here will often be interrupted by these other factors and
therefore will not continue indefinitely.

Exhibit 6.4 Impact of Government Actions on Exchange Rates

Government Monetary
and Fiscal Policies

Relative Interest Rates Relative Inflation Rates Relative National

Income Levels

International Capital Flows Exchange Rates International Trade

Government Purchases
and Sales
of Currencies

Government Intervention in
Tax Laws, etc. Foreign Exchange Market Quotas, Tariffs, etc.
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B Exchange rate systems can be classified as fixed
rate, freely floating, managed float, and pegged. In a
fixed exchange rate system, exchange rates are either
held constant or allowed to fluctuate only within very
narrow boundaries. In a freely floating exchange rate
system, exchange rate values are determined by mar-
ket forces without intervention. In a managed float
system, exchange rates are not restricted by bound-
aries but are subject to government intervention. In
a pegged exchange rate system, a currency’s value is
pegged to a foreign currency or a unit of account and
moves in line with that currency (or unit of account)
against other currencies.

B Governments can use direct intervention by pur-
chasing or selling currencies in the foreign exchange
market, thereby affecting demand and supply condi-
tions and, in turn, affecting the equilibrium values of
the currencies. When a government purchases a cur-
rency in the foreign exchange market, it puts upward
pressure on the currency’s equilibrium value. When a
government sells a currency in the foreign exchange
market, it puts downward pressure on the currency’s
equilibrium value.

B Governments can use indirect intervention by in-
fluencing the economic factors that affect equilib-
rium exchange rates.

B When government intervention is used to weaken
the U.S. dollar, the weak dollar can stimulate the
U.S. economy by reducing the U.S. demand for im-
ports and increasing the foreign demand for U.S. ex-
ports. Thus, the weak dollar tends to reduce U.S. un-
employment, but it can increase U.S. inflation.

When government intervention is used to
strengthen the U.S. dollar, the strong dollar can in-
crease the U.S. demand for imports, thereby intensi-
fying foreign competition. The strong dollar can re-
duce U.S. inflation but may cause a higher level of
U.S. unemployment.

Should China Be Forced to Alter the Value of Its Currency?

Point U.S. politicians frequently suggest that China
needs to increase the value of the Chinese yuan against
the U.S. dollar, even though China has allowed the
yuan to float (within boundaries). The U.S. politicians
claim that the yuan is the cause of the large U.S. trade
deficit with China. This issue is periodically raised not
only with currencies tied to the dollar but also with
currencies that have a floating rate. Some critics argue
that the exchange rate can be used as a form of trade
protectionism. That is, a country can discourage or
prevent imports and encourage exports by keeping the
value of'its currency artificially low.

Counter-Point China might counter that its
large balance-of-trade surplus with the United States
has been due to the difference in prices between the
two countries and that it should not be blamed for the
high U.S. prices. It might argue that the U.S. trade
deficit can be partially attributed to the very high prices
in the United States, which are necessary to cover the

excessive compensation for executives and other em-
ployees at U.S. firms. The high prices in the United
States encourage firms and consumers to purchase
goods from China. Even if China’s yuan is revalued up-
ward, this does not necessarily mean that U.S. firms
and consumers will purchase U.S. products. They may
shift their purchases from China to Indonesia or other
low-wage countries rather than buy more U.S. prod-
ucts. Thus, the underlying dilemma is not China but
any country that has lower costs of production than the
United States.

Who Is Correct? Usc the Internet to learn
more about this issue. Which argument do you sup-
port? Offer your own opinion on this issue.
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SELF TEST

Answers are provided in Appendix A at the back of the
text.
1. Explain why it would be virtually impossible to set
an exchange rate between the Japanese yen and the
U.S. dollar and to maintain a fixed exchange rate.

2. Assume the Federal Reserve believes that the dol-
lar should be weakened against the Mexican peso.

QUESTIONS AND APPLICATIONS
3 = ' 3 T T T 4 9 4 ; i

1. Exchange Rate Systems. Compare and contrast the
fixed, freely floating, and managed float exchange
rate systems. What are some advantages and disad-
vantages of a freely floating exchange rate system
versus a fixed exchange rate system?

2. Intervention with Euros. Assume that Belgium, one
of the European countries that uses the euro as its
currency, would prefer that its currency depreciate
against the U.S. dollar. Can it apply central bank
intervention to achieve this objective? Explain.

3. Direct Intervention. How can a central bank use di-
rect intervention to change the value of a currency?
Explain why a central bank may desire to smooth
exchange rate movements of its currency.

4. Indirect Intervention. How can a central bank
use indirect intervention to change the value of a
currency?

5. Intervention Effects. Assume there is concern that
the United States may experience a recession. How
should the Federal Reserve influence the dollar to
prevent a recession? How might U.S. exporters re-
act to this policy (favorably or unfavorably)? What
about U.S. importing firms?

6. Currency Effects on Economy. What is the impact
of'a weak home currency on the home economy,
other things being equal? What is the impact of a
strong home currency on the home economy, other
things being equal?

7. Feedback Effects. Explain the potential feedback
effects of a currency’s changing value on inflation.

8. Indirect Intervention. Why would the Fed’s indirect
intervention have a stronger impact on some cur-
rencies than others? Why would a central bank’s in-
direct intervention have a stronger impact than its
direct intervention?

9.

10.

11.

12.

13.

Explain how the Fed could use direct and indirect
intervention to weaken the dollar’s value with re-
spect to the peso. Assume that future inflation in
the United States is expected to be low, regardless
of the Fed’s actions.

. Briefly explain why the Federal Reserve may at-

tempt to weaken the dollar.

=%

Effects on Currencies Tied to the Dollar. The
Hong Kong dollar’s value is tied to the U.S.
dollar. Explain how the following trade patterns
would be affected by the appreciation of the
Japanese yen against the dollar: (a) Hong Kong
exports to Japan and (b) Hong Kong exports to
the United States.

Intervention Effects on Bond Prices. U.S. bond
prices are normally inversely related to U.S. in-
flation. If the Fed planned to use intervention
to weaken the dollar, how might bond prices be
affected?

Direct Intervention in Europe. If most countries
in Europe experience a recession, how might the
European Central Bank use direct intervention to
stimulate economic growth?

Sterilized Intervention. Explain the difference be-
tween sterilized and nonsterilized intervention.

Effects of Indirect Intervention. Suppose that
the government of Chile reduces one of its key
interest rates. The values of several other Latin
American currencies are expected to change sub-
stantially against the Chilean peso in response to
the news.

a. Explain why other Latin American currencies
could be affected by a cut in Chile’s interest rates.

b. How would the central banks of other Latin
American countries likely adjust their interest rates?
How would the currencies of these countries re-
spond to the central bank intervention?

c. How would a U.S. firm that exports products to
Latin American countries be affected by the central
bank intervention? (Assume the exports are de-
nominated in the corresponding Latin American
currency for each country.)
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14.

15.

Freely Floating Exchange Rates. Should the gov-
ernments of Asian countries allow their currencies
to float freely? What would be the advantages of
letting their currencies float freely? What would be
the disadvantages?

Indirect Intervention. During the Asian crisis, some
Asian central banks raised their interest rates to
prevent their currencies from weakening. Yet, the
currencies weakened anyway. Offer your opinion as
to why the central banks’ efforts at indirect inter-
vention did not work.

Advanced Questions

16.

17.

18.

Monitoring of the Fed’s Intervention. Why do for-
eign market participants attempt to monitor the
Fed’s direct intervention efforts? How does the Fed
attempt to hide its intervention actions? The media
frequently report that “the dollar’s value strength-
ened against many currencies in response to the
Federal Reserve’s plan to increase interest rates.”
Explain why the dollar’s value may change even be-
fore the Federal Reserve affects interest rates.

Effects of September 11. Within a few days after
the September 11, 2001, terrorist attack on the
United States, the Federal Reserve reduced short-
term interest rates to stimulate the U.S. economy.
How might this action have affected the foreign
flow of funds into the United States and affected
the value of the dollar? How could such an effect
on the dollar have increased the probability that
the U.S. economy would strengthen?

Intervention Effects on Corporate Performance. As-
sume you have a subsidiary in Australia. The sub-
sidiary sells mobile homes to local consumers in
Australia, who buy the homes using mostly bor-
rowed funds from local banks. Your subsidiary pur-
chases all of its materials from Hong Kong. The
Hong Kong dollar is tied to the U.S. dollar. Your
subsidiary borrowed funds from the U.S. parent,
and must pay the parent $100,000 in interest each
month. Australia has just raised its interest rate in
order to boost the value of its currency (Austra-
lian dollar, A$). The Australian dollar appreciates
against the U.S. dollar as a result. Explain whether
these actions would increase, reduce, or have no ef-
fect on:

a. The volume of your subsidiary’s sales in Australia
(measured in AS$).

b. The cost to your subsidiary of purchasing materi-
als (measured in A$).

19.

20.

21.

c. The cost to your subsidiary of making the inter-
est payments to the U.S. parent (measured in AS$).

Briefly explain each answer.

Pegged Currencies. Why do you think a country
suddenly decides to peg its currency to the dollar or
some other currency? When a currency is unable to
maintain the peg, what do you think are the typical
forces that break the peg?

Impact of Intervention on Currency Option
Premiums. Assume that the central bank of the
country Zakow periodically intervenes in the for-
eign exchange market to prevent large upward or
downward fluctuations in its currency (called the
zak) against the U.S. dollar. Today, the central
bank announced that it will no longer intervene in
the foreign exchange market. The spot rate of the
zak against the dollar was not affected by this news.
Will the news affect the premium on currency call
options that are traded on the zak? Will the news
affect the premium on currency put options that
are traded on the zak? Explain.

Impact of Information on Currency Option
Premiums. As of 10:00 .M., the premium on a
specific one-year call option on British pounds is
$.04. Assume that the Bank of England had not
been intervening in the foreign exchange markets
in the last several months. However, it announces
at 10:01 aA.m. that it will begin to frequently inter-
vene in the foreign exchange market in order to
reduce fluctuations in the pound’s value against
the U.S. dollar over the next year, but it will not
attempt to push the pound’s value higher or lower
than what is dictated by market forces. Also, the
Bank of England has no plans to affect economic
conditions with this intervention. Most participants
who trade currency options did not anticipate this
announcement. When they heard the announce-
ment, they expected that the intervention will be
successful in achieving its goal. Will this announce-
ment cause the premium on the one-year call op-
tion on British pounds to increase, decrease, or be
unaffected? Explain.

Discussion in the Boardroom

This exercise can be found in Appendix E at the back
of this textbook.

Running Your Own MINC

This exercise can be found on the Xtra! website at
http://maduraxtra.swlearning.com.
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BLADES, INC.

s

Assessment of Government Influence on Exchange Rates

Recall that Blades, the U.S. manufacturer of roller
blades, generates most of its revenue and incurs most

of its expenses in the United States. However, the
company has recently begun exporting roller blades

to Thailand. The company has an agreement with
Entertainment Products, Inc., a Thai importer, for a
3-year period. According to the terms of the agreement,
Entertainment Products will purchase 180,000 pairs

of “Speedos,” Blades’ primary product, annually at a
fixed price of 4,594 Thai baht per pair. Due to qual-

ity and cost considerations, Blades is also importing
certain rubber and plastic components from a Thai ex-
porter. The cost of these components is approximately
2,871 Thai baht per pair of Speedos. No contractual
agreement exists between Blades, Inc., and the Thai ex-
porter. Consequently, the cost of the rubber and plastic
components imported from Thailand is subject not only
to exchange rate considerations but to economic condi-
tions (such as inflation) in Thailand as well.

Shortly after Blades began exporting to and im-
porting from Thailand, Asia experienced weak eco-
nomic conditions. Consequently, foreign investors
in Thailand feared the baht’s potential weakness and
withdrew their investments, resulting in an excess
supply of Thai baht for sale. Because of the resulting
downward pressure on the baht’s value, the Thai gov-
ernment attempted to stabilize the baht’s exchange
rate. To maintain the baht’s value, the Thai govern-
ment intervened in the foreign exchange market. Spe-
cifically, it swapped its baht reserves for dollar reserves
at other central banks and then used its dollar reserves
to purchase the baht in the foreign exchange market.
However, this agreement required Thailand to reverse
this transaction by exchanging dollars for baht at a fu-
ture date. Unfortunately, the Thai government’s in-
tervention was unsuccessful, as it was overwhelmed
by market forces. Consequently, the Thai government
ceased its intervention efforts, and the value of the
Thai baht declined substantially against the dollar over
a 3-month period.

When the Thai government stopped intervening in
the foreign exchange market, Ben Holt, Blades’ CFO,
was concerned that the value of the Thai baht would
continue to decline indefinitely. Since Blades generates
net inflow in Thai baht, this would seriously affect the
company’s profit margin. Furthermore, one of the rea-
sons Blades had expanded into Thailand was to appease
the company’s shareholders. At last year’s annual share-
holder meeting, they had demanded that senior man-
agement take action to improve the firm’s low profit
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margins. Expanding into Thailand had been Holt’s
suggestion, and he is now afraid that his career might
be at stake. For these reasons, Holt feels that the Asian
crisis and its impact on Blades demand his serious at-
tention. One of the factors Holt thinks he should con-
sider is the issue of government intervention and how
it could affect Blades in particular. Specifically, he won-
ders whether the decision to enter into a fixed agree-
ment with Entertainment Products was a good idea un-
der the circumstances. Another issue is how the future
completion of the swap agreement initiated by the Thai
government will affect Blades. To address these issues
and to gain a little more understanding of the process
of government intervention, Holt has prepared the fol-
lowing list of questions for you, Blades’ financial ana-
lyst, since he knows that you understand international
financial management.

1. Did the intervention effort by the Thai government
constitute direct or indirect intervention? Explain.

2. Did the intervention by the Thai government con-
stitute sterilized or nonsterilized intervention?
What is the difference between the two types of
intervention? Which type do you think would be
more effective in increasing the value of the baht?
Why? (Hint: Think about the effect of nonsteril-
ized intervention on U.S. interest rates.)

3. If the Thai baht is virtually fixed with respect to
the dollar, how could this affect U.S. levels of in-
flation? Do you think these effects on the U.S.
economy will be more pronounced for companies
such as Blades that operate under trade arrange-
ments involving commitments or for firms that do
not? How are companies such as Blades affected by
a fixed exchange rate?

4. What are some of the potential disadvantages for
Thai levels of inflation associated with the floating
exchange rate system that is now used in Thailand?
Do you think Blades contributes to these disadvan-
tages to a great extent? How are companies such as
Blades affected by a freely floating exchange rate?

5. What do you think will happen to the Thai baht’s
value when the swap arrangement is completed?
How will this affect Blades?
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MALL BUSINESS DILEMMA

Assessment of Central Bank Intervention by the
Sports Exports Company

Jim Logan, owner of the Sports Exports Company, is 1. Forecast whether the British pound will weaken or
concerned about the value of the British pound over strengthen based on the information provided.
time because his firm receives pounds as payment for 2. How would the performance of the Sports Exports

footballs exported to the United Kingdom. He recently
read that the Bank of England (the central bank of the
United Kingdom) is likely to intervene directly in the
foreign exchange market by flooding the market with
British pounds.

Company be affected by the Bank of England’s
policy of flooding the foreign exchange market
with British pounds (assuming that it does not
hedge its exchange rate risk)?

EL EX

TSRS — i

/E

INTERNET

ERCISES

]

The website for Japan’s central bank, the Bank of 2. Review the minutes of recent meetings by Bank of
Japan, provides information about its mission and its Japan officials. Summarize at least one recent meet-
policy actions. Its address is http://www.boj.or.jp/en. ing that was associated with possible or actual in-
1. Use this website to review the outline of the Bank tervention to affect the yen’s value.
of Japan’s objectives. Summarize the mission of the 3. Why might the foreign exchange intervention strat-
Bank of Japan. How does this mission relate to in- egies of the Bank of Japan be relevant to the U.S.

tervening in the foreign exchange market? government and to U.S.-based MNCs?


http://www.boj.or.jp/en

APPENDIX 6

Government Intervention

during the Asian Crisis

From 1990 to 1997, Asian countries achieved higher economic growth than any other
countries. They were viewed as models for advances in technology and economic im-
provement. In the summer and fall of 1997, however, they experienced financial prob-
lems, leading to what is commonly referred to as the “Asian crisis,” and resulting in
bailouts of several countries by the International Monetary Fund (IMF).

Much of the crisis is attributed to the substantial depreciation of Asian curren-
cies, which caused severe financial problems for firms and governments throughout
Asia, as well as some other regions. This crisis demonstrated how exchange rate move-
ments can affect country conditions and therefore affect the firms that operate in
those countries.

The specific objectives of this appendix are to describe the conditions in the for-
cign exchange market that contributed to the Asian crisis, explain how governments
intervened in an attempt to control their exchange rates, and describe the conse-
quences of their intervention efforts.

Crisis in Thailand

Until July 1997, Thailand was one of the world’s fastest growing economies. In fact,
Thailand grew faster than any other country over the 1985-1994 period. Thai con-
sumers spent freely, which resulted in lower savings compared to other Southeast
Asian countries. The high level of spending and low level of saving put upward pres-
sure on prices of real estate and products and on the local interest rate. Normally,
countries with high inflation tend to have weak currencies because of forces from
purchasing power parity. Prior to July 1997, however, Thailand’s currency was linked
to the U.S. dollar, which made Thailand an attractive site for foreign investors; they
could earn a high interest rate on invested funds while being protected (until the cri-
sis) from a large depreciation in the baht.

Bank Lending Situation

Normally, countries desire a large inflow of funds because it can help support the
country’s growth. In Thailand’s case, however, the inflow of funds provided Thai
banks with more funds than the banks could use for making loans. Consequently,
in an attempt to use all the funds, the banks made many very risky loans. Commer-
cial developers borrowed heavily without having to prove that the expansion was fea-
sible. Lenders were willing to lend large sums of money based on the previous suc-
cess of the developers. The loans may have seemed feasible based on the assumption
that the economy would continue its high growth, but such high growth could not
last forever. The corporate structure of Thailand also led to excessive lending. Many
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corporations are tied in with banks, such that some bank lending is not an “arms-
length” business transaction but a loan to a friend that needs funds.

Flow of Funds Situation

In addition to the lending situation, the large inflow of funds made Thailand more
susceptible to a massive outflow of funds if foreign investors ever lost confidence in
the Thai economy. Given the large amount of risky loans and the potential for a mas-
sive outflow of funds, Thailand was sometimes described as a “house of cards” wait-
ing to collapse.

While the large inflow of funds put downward pressure on interest rates, the supply
was offset by a strong demand for funds as developers and corporations sought to capi-
talize on the growth economy by expanding. Thailand’s government was also borrow-
ing heavily to improve the country’s infrastructure. Thus, the massive borrowing was
occurring at relatively high interest rates, making the debt expensive to the borrowers.

Export Competition

During the first half of 1997, the U.S. dollar strengthened against the Japanese yen
and European currencies, which reduced the prices of Japanese and European im-
ports. Although the dollar was linked to the baht over this period, Thailand’s prod-
ucts were not priced as competitively to U.S. importers.

Pressure on the Thai Baht

The baht experienced downward pressure in July 1997 as some foreign investors rec-
ognized its potential weakness. The outflow of funds expedited the weakening of the
baht, as foreign investors exchanged their baht for their home currencies. The baht’s
value relative to the dollar was pressured by the large sale of baht in exchange for dol-
lars. On July 2, 1997, the baht was detached from the dollar. Thailand’s central bank
then attempted to maintain the baht’s value by intervention. Specifically, it swapped
its baht reserves for dollar reserves at other central banks and then used its dollar re-
serves to purchase the baht in the foreign exchange market (this swap agreement re-
quired Thailand to reverse this exchange by exchanging dollars for baht at a future
date). The intervention was intended to offset the sales of baht by foreign investors in
the foreign exchange market, but market forces overwhelmed the intervention efforts.
As the supply of baht for sale exceeded the demand for baht in the foreign exchange
market, the government eventually had to surrender in its effort to defend the baht’s
value. In July 1997, the value of the baht plummeted. Over a 5-week period, it de-
clined by more than 20 percent against the dollar.

Damage to Thailand

Thailand’s central bank used more than $20 billion to purchase baht in the foreign
exchange market as part of its direct intervention efforts. Due to the decline in the
value of the baht, Thailand needed more baht to be exchanged for the dollars to repay
the other central banks.

Thailand’s banks estimated the amount of their defaulted loans at over $30 bil-
lion. Meanwhile, some corporations in Thailand had borrowed funds in other cur-
rencies (including the dollar) because the interest rates in Thailand were relatively
high. This strategy backfired because the weakening of the baht forced these corpo-
rations to exchange larger amounts of baht for the currencies needed to pay off the
loans. Consequently, the corporations incurred a much higher effective financing rate
(which accounts for the exchange rate effect to determine the true cost of borrowing)
than they would have paid if they had borrowed funds locally in Thailand. The higher
borrowing cost was an additional strain on the corporations.
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Rescue Package for Thailand

On August 5, 1997, the IMF and several countries agreed to provide Thailand with
a $16 billion rescue package. Japan provided $4 billion, while the IMF provided $4
billion. At the time, this was the second largest bailout plan ever put together for a
single country (Mexico had received a $50 billion bailout in 1994). In return for this
monetary support, Thailand agreed to reduce its budget deficit, prevent inflation from
rising above 9 percent, raise its value-added tax from 7 to 10 percent, and clean up the
financial statements of the local banks, which had many undisclosed bad loans.

The rescue package took time to finalize because Thailand’s government was
unwilling to shut down all the banks that were experiencing financial problems as a
result of their overly generous lending policies. Many critics have questioned the effi-
cacy of the rescue package because some of the funding was misallocated due to cor-
ruption in Thailand.

Spread of the Crisis throughout Southeast Asia

The crisis in Thailand was contagious to other countries in Southeast Asia. The
Southeast Asian economies are somewhat integrated because of the trade between
countries. The crisis was expected to weaken Thailand’s economy, which would result
in a reduction in the demand for products produced in the other countries of South-
east Asia. As the demand for those countries’ products declined, so would their na-
tional income and their demand for products from other Southeast Asian countries.
Thus, the effects could perpetuate. Like Thailand, the other Southeast Asian coun-
tries had very high growth in recent years, which had led to overly optimistic assess-
ments of future economic conditions and thus to excessive loans being extended for
projects that had a high risk of default.

These countries were also similar to Thailand in that they had relatively high in-
terest rates, and their governments tended to stabilize their currencies. Consequently,
these countries had attracted a large amount of foreign investment as well. Thailand’s
crisis made foreign investors realize that such a crisis could also hit the other countries
in Southeast Asia. Consequently, they began to withdraw funds from these countries.

Effects on Other Asian Currencies

In July and August of 1997, the values of the Malaysian ringgit, Singapore dollar,
Philippine peso, Taiwan dollar, and Indonesian rupiah also declined. The Philippine
peso was devalued in July. Malaysia initially attempted to maintain the ringgit’s value
within a narrow band but then surrendered and let the ringgit float to a level deter-
mined by market forces.

In August 1997, Bank Indonesia (the central bank) used more than $500 mil-
lion in direct intervention to purchase rupiah in the foreign exchange market in an
attempt to boost the value of the rupiah. By mid-August, however, it gave up its ef-
fort to maintain the rupiah’s value within a band and let the rupiah float to its natu-
ral level. This decision by Bank Indonesia to let the rupiah float may have been in-
fluenced by the failure of Thailand’s costly efforts to maintain the baht. The market
forces were too strong and could not be offset by direct intervention. On October 30,
1997, a rescue package for Indonesia was announced, but the IMF and Indonesia’s
government did not agree on the terms of the $43 billion package until the spring
of 1998. One of the main points of contention was that President Suharto wanted to
peg the rupiah’s exchange rate, but the IMF believed that Bank Indonesia would not
be able to maintain the rupiah’s exchange rate at a fixed level and that it would come
under renewed speculative attack.

As the Southeast Asian countries gave up their fight to maintain their curren-
cies within bands, they imposed restrictions on their forward and futures markets to
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prevent excessive speculation. For example, Indonesia and Malaysia imposed a limit
on the size of forward contracts created by banks for foreign residents. These actions
limited the degree to which speculators could sell these currencies forward based on
expectations that the currencies would weaken over time. In general, efforts to pro-
tect the currencies failed because investors and firms had no confidence that the fun-
damental factors causing weakness in the currencies were being corrected. Therefore,
the flow of funds out of the Asian countries continued; this outflow led to even more
sales of Asian currencies in exchange for other currencies, which put additional down-
ward pressure on the values of the currencies.

Effects on Financing Expenses

As the values of the Southeast Asian currencies declined, speculators responded by
withdrawing more of their funds from these countries, which led to further weakness
in the currencies. As in Thailand, many corporations had borrowed in other countries
(such as the United States) where interest rates were relatively low. The decline in the
values of their local currencies caused the corporations’ effective rate of financing to
be excessive, which strained their cash flow situation.

Due to the integration of Southeast Asian economies, the excessive lending by
the local banks across the countries, and the susceptibility of all these countries to
massive fund outflows, the crisis was not really focused on one country. What was ini-
tially referred to as the Thailand crisis became the Asian crisis.

Impact of the Asian Crisis on Hong Kong

On October 23, 1997, prices in the Hong Kong stock market declined by 10.2 per-
cent on average; considering the 3 trading days before that, the cumulative 4-day ef-
fect was a decline of 23.3 percent. The decline was primarily attributed to speculation
that Hong Kong’s currency might be devalued and that Hong Kong could experience
financial problems similar to the Southeast Asian countries. The fact that the market
value of Hong Kong companies could decline by almost one-fourth over a 4-day pe-
riod demonstrated the perceived exposure of Hong Kong to the crisis.

During this period, Hong Kong maintained its pegged exchange rate system
with the Hong Kong dollar tied to the U.S. dollar. However, it had to increase inter-
est rates to discourage investors from transferring their funds out of the country.

Impact of the Asian Crisis on Russia

The Asian crisis caused investors to reconsider other countries where similar effects
might occur. In particular, they focused on Russia. As investors lost confidence in the
Russian currency (the ruble), they began to transfer funds out of Russia. In response
to the downward pressure this outflow of funds placed on the ruble, the central bank
of Russia engaged in direct intervention by using dollars to purchase rubles in the for-
cign exchange market. It also used indirect intervention by raising interest rates to
make Russia more attractive to investors, thereby discouraging additional outflows.

In July 1998, the IMF (with some help from Japan and the World Bank) orga-
nized a loan package worth $22.6 billion for Russia. The package required that Rus-
sia boost its tax revenue, reduce its budget deficit, and create a more capitalist envi-
ronment for its businesses.

During August 1998, Russia’s central bank commonly intervened to prevent the
ruble from declining substantially. On August 26, however, it gave up its fight to
defend the ruble’s value, and market forces caused the ruble to decline by more than
50 percent against most currencies on that day. This led to fears of a new crisis, and
the next day (called “Bloody Thursday”), paranoia swept stock markets around the
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world. Some stock markets (including the U.S. stock market) experienced declines of
more than 4 percent.

Impact of the Asian Crisis on South Korea

By November 1997, seven of South Korea’s conglomerates (called chaebols) had col-
lapsed. The banks that financed the operations of the chaebols were stuck with the
equivalent of $52 billion in bad debt as a result. Like banks in the Southeast Asian
countries, South Korea’s banks had been too willing to provide loans to corporations
(especially the chaebols) without conducting a thorough credit analysis. The banks
had apparently engaged in such risky lending because they assumed that economic
growth would continue at a rapid pace and therefore exaggerated the future cash
flows that borrowers would have available to pay off their loans. In addition, South
Korean banks had traditionally extended loans to the conglomerates without assess-
ing whether the loans could be repaid. In November, South Korea’s currency (the
won) declined substantially, and the central bank attempted to use its reserves to pre-
vent a free fall in the won but with little success. Meanwhile, the credit ratings of sev-
eral banks were downgraded because of their bad loans.

On December 3, 1997, the IMF agreed to enact a $55 billion rescue package for
South Korea. The World Bank and the Asian Development Bank joined with the IMF
to provide a standby credit line of $35 billion. If that amount was not sufficient, other
countries (including Japan and the United States) had agreed to provide a credit line
of $20 billion. The total available credit (assuming it was all used) exceeded the credit
provided in the Mexican bailout of 1994 and made this the largest bailout ever. In
exchange for the funding, South Korea agreed to reduce its economic growth and to
restrict the conglomerates from excessive borrowing. This restriction resulted in some
bankruptcies and unemployment, as the banks could not automatically provide loans
to all conglomerates needing funds unless the funding was economically justified.

Impact of the Asian Crisis on Japan

Japan was also affected by the Asian crisis because it exports products to these coun-
tries, and many of its corporations have subsidiaries in these countries so their busi-
ness performance is affected by the local economic conditions. Japan had also been
experiencing its own problems. Its financial industry had been struggling, primarily
because of defaulted loans. In November 1997, one of Japan’s 20 largest banks failed.
A week later, Yamaichi Securities Co. (a brokerage firm) announced that it would shut
down. Yamaichi was the largest firm to fail in Japan since World War II. The news
was shocking because the Japanese government had historically bailed out large firms
such as Yamaichi because of the possible adverse effects on other firms. Yamaichi’s
collapse made market participants question the potential failure of other large finan-
cial institutions that were previously perceived to be protected (“too big to fail”). The
continued weakening of the Japanese yen against the U.S. dollar during the spring of
1998 put more pressure on other Asian currencies; Asian countries wanted to gain a
competitive advantage in exporting to the United States as a result of their weak cur-
rencies. In April 1998, the Bank of Japan used more than $20 billion to purchase yen
in the foreign exchange market. This effort to boost the yen’s value was unsuccessful.
In July 1998, Prime Minister Hashimoto resigned, causing more uncertainty about
the outlook for Japan.

Impact of the Asian Crisis on China

Ironically, China did not experience the adverse economic effects of the Asian crisis
because it had grown less rapidly than the Southeast Asian countries in the years prior
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to the crisis. The Chinese government had more control over economic conditions
because it still owned most real estate and still controlled most of the banks that pro-
vided credit to support growth. Thus, there were fewer bankruptcies resulting from
the crisis in China. In addition, China’s government was able to maintain the value
of the yuan against the dollar, which limited speculative flows of funds out of China.
Though interest rates increased during the crisis, they remained relatively low. Conse-
quently, Chinese firms could obtain funding at a reasonable cost and could continue
to meet their interest payments.

Nevertheless, concerns about China mounted because it relies heavily on exports
to stimulate its economy; China was now at a competitive disadvantage relative to the
Southeast Asian countries whose currencies had depreciated. Thus, importers from
the United States and Europe shifted some of their purchases to those countries.
In addition, the decline in the other Asian currencies against the Chinese yuan en-
couraged Chinese consumers to purchase imports instead of locally manufactured
products.

Impact of the Asian Crisis on
Latin American Countries

The Asian crisis also affected Latin American countries. Countries such as Chile,
Mexico, and Venezuela were adversely affected because they export products to Asia,
and the weak Asian economies resulted in a lower demand for the Latin American ex-
ports. In addition, the Latin American countries lost some business to other coun-
tries that switched to Asian products because of the substantial depreciation of the
Asian currencies, which made their products cheaper than those of Latin America.

The adverse effects on Latin American countries put pressure on Latin Ameri-
can currency values, as there was concern that speculative outflows of funds would
weaken these currencies in the same way that Asian currencies had weakened. In par-
ticular, there was pressure on Brazil’s currency (the real) in late October 1997. Some
speculators believed that since most Asian countries could not maintain their curren-
cies within bands under the existing conditions, Brazil would be unable to stabilize
the value of'its currency.

The central bank of Brazil used about $7 billion of reserves in a direct interven-
tion to buy the real in the foreign exchange market and protect the real from depre-
ciation. It also used indirect intervention by raising short-term interest rates in Bra-
zil. This encouraged foreign investment in Brazil’s short-term securities to capitalize
on the high interest rates and also encouraged local investors to invest locally rather
than in foreign markets. The adjustment of interest rates to maintain the value of the
real signaled that the central bank of Brazil was serious about maintaining the cur-
rency’s stability. The intervention was costly, however, because it increased the cost of
borrowing for households, corporations, and government agencies in Brazil and thus
could reduce economic growth. If Brazil’s currency had weakened, the speculative
forces might have spread to the other Latin American currencies as well.

The Asian crisis also caused bond ratings of many large corporations and govern-
ment agencies in Latin America to be downgraded. Rumors that banks were dump-
ing Asian bonds caused fears that all emerging market debt would be dumped in the
bond markets. Furthermore, there was concern that many banks experiencing finan-
cial problems (because their loans were not being paid back) would sell bond holdings
in the secondary market in order to raise funds. Consequently, prices of bonds issued
in emerging markets declined, including those of Latin American countries.

Impact of the Asian Crisis on Europe

During the Asian crisis, European countries were experiencing strong economic
growth. Many European firms, however, were adversely affected by the crisis. Like
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firms in Latin America, some firms in Europe experienced a reduced demand for their
exports to Asia during the crisis. In addition, they lost some exporting business to
Asian exporters as a result of the weakened Asian currencies that reduced Asian prices
from an importer’s perspective. European banks were especially affected by the Asian
crisis because they had provided large loans to numerous Asian firms that defaulted.

Impact of the Asian Crisis on the United States

The effects of the Asian crisis were even felt in the United States. Stock values of
U.S. firms, such as 3M Co., Motorola, Hewlett-Packard, and Nike, that conducted
much business in Asia declined. Many U.S. engineering and construction firms were
adversely affected as Asian countries reduced their plans to improve infrastructure.
Stock values of U.S. exporters to those countries fell because of the decline in spend-
ing by consumers and corporations in Asian countries and because of the weakening
of the Asian currencies, which made U.S. products more expensive. Some large U.S.
commercial banks experienced significant stock price declines because of their expo-
sure (primarily loans and bond holdings) to Asian countries.

Lessons about Exchange Rates and Intervention

The Asian crisis demonstrated the degree to which currencies could depreciate in re-
sponse to a lack of confidence by investors and firms in a central bank’s ability to sta-
bilize its local currency. If investors and firms had believed the central banks could
prevent the free fall in currency values, they would not have transferred their funds
to other countries, and Southeast Asian currency values would not have experienced
such downward pressure.

Exhibit 6A.1 shows how exchange rates of some Asian currencies changed against
the U.S. dollar during one year of the crisis (from June 1997 to June 1998). In par-
ticular, the currencies of Indonesia, Malaysia, South Korea, and Thailand declined
substantially.

The Asian crisis also demonstrated how interest rates could be affected by flows of
funds out of countries. Exhibit 6A.2 illustrates how interest rates changed from June

Exhibit 6A.1 How Exchange Rates Changed during the Asian Crisis (June 1997-June 1998)
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Exhibit 6A.2 How Interest Rates Changed during the Asian Crisis (Number before slash rep-
resents annualized interest rate as of June 1997; number after slash represents annualized interest
rate as of June 1998)

APPENDIX 6

1997 (just before the crisis) to June 1998 for various Asian countries. The increase
in interest rates can be attributed to the indirect interventions intended to prevent
the local currencies from depreciating further, or to the massive outflows of funds, or
to both of these conditions. In particular, interest rates of Indonesia, Malaysia, and
Thailand increased substantially from their pre-crisis levels. Those countries whose
local currencies experienced more depreciation had higher upward adjustments. Since
the substantial increase in interest rates (which tends to reduce economic growth)
may have been caused by the outflow of funds, it may have been indirectly due to the
lack of confidence by investors and firms in the ability of the Asian central banks to
stabilize the local currencies.

Finally, the Asian crisis demonstrated how integrated country economies are, es-
pecially during a crisis. Just as the U.S. and European economies can affect emerging
markets, they are susceptible to conditions in emerging markets. Even if a central bank
can withstand the pressure on its currency caused by conditions in other countries,
it cannot necessarily insulate its economy from other countries that are experiencing
financial problems.

ON

;

UESTIONS

............. ; L
The following discussion questions related to the Asian several ways. They may serve as an assignment on o day
crisis illustrate how the foreign exchange market con- that the professor is unable to attend class. They are es-
ditions are integrated with the other financial markets pecially useful for group exercises. The class conld be seg-
around the world. Thus, participants in any of these mar- — mented into small groups; each group is asked to assess nll
kets must understand the dynamics of the foreign ex- of the issues and determine a solution. Each group should

change market. These discussion questions can be used in - have a spokesperson. For each issue, one of the groups will
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be vandomly selected and asked to present theiv solu-

tion, and then other students not in that group may sugy-
gest alternative answers if they feel that the answer can
be improved. Some of the issues have no perfect solution,
which allows for diffevent points of view to be presented by
students.

1.

Was the depreciation of the Asian currencies during
the Asian crisis due to trade flows or capital flows?
Why do you think the degree of movement over a
short period may depend on whether the reason is
trade flows or capital flows?

. Why do you think the Indonesian rupiah was

more exposed to an abrupt decline in value than
the Japanese yen during the Asian crisis (even if
their economies experienced the same degree of
weakness)?

. During the Asian crisis, direct intervention did

not prevent depreciation of currencies. Offer your
explanation for why the interventions did not
work.

. During the Asian crisis, some local firms in Asia

borrowed U.S. dollars rather than local currency
to support local operations. Why would they bor-
row dollars when they really needed their local cur-
rency to support operations? Why did this strategy
backfire?

. The Asian crisis showed that a currency crisis could

affect interest rates. Why did the crisis put upward
pressure on interest rates in Asian countries? Why
did it put downward pressure on U.S. interest
rates?

. Itis commonly argued that high interest rates re-

flect high expected inflation and can signal future
weakness in a currency. Based on this theory, how
would expectations of Asian exchange rates change
after interest rates in Asia increased? Why? Is the
underlying reason logical?

. During the Asian crisis, why did the discount of

the forward rate of Asian currencies change? Do
you think it increased or decreased? Why?

. During the Hong Kong crisis, the Hong Kong

stock market declined substantially over a 4-day pe-
riod due to concerns in the foreign exchange mar-
ket. Why would stock prices decline due to con-
cerns in the foreign exchange market? Why would
some countries be more susceptible to this type of
situation than others?

9.

10.

11.

12.

13.

14.

On August 26, 1998, the day that Russia decided
to let the ruble float freely, the ruble declined by
about 50 percent. On the following day, called
“Bloody Thursday,” stock markets around the
world (including the United States) declined by
more than 4 percent. Why do you think the decline
in the ruble had such a global impact on stock
prices? Was the markets’ reaction rational? Would
the effect have been different if the ruble’s plunge
had occurred in an earlier time period, such as

4 years earlier? Why?

Normally, a weak local currency is expected to
stimulate the local economy. Yet, it appeared that
the weak currencies of Asia adversely affected their
economies. Why do you think the weakening of the
currencies did not initially improve their economies
during the Asian crisis?

During the Asian crisis, Hong Kong and China
successfully intervened (by raising their interest
rates) to protect their local currencies from depre-
ciating. Nevertheless, these countries were also
adversely affected by the Asian crisis. Why do you
think the actions to protect the values of their cur-
rencies affected these countries’ economies? Why
do you think the weakness of other Asian curren-
cies against the dollar and the stability of the Chi-
nese and Hong Kong currencies against the dollar
adversely affected their economies?

Why do you think the values of bonds issued by
Asian governments declined during the Asian cri-
sis? Why do you think the values of Latin American
bonds declined in response to the Asian crisis?

Why do you think the depreciation of the Asian
currencies adversely affected U.S. firms? (There are
at least three reasons, each related to a different
type of exposure of some U.S. firms to exchange
rate risk.)

During the Asian crisis, the currencies of many
Asian countries declined even though their gov-
ernments attempted to intervene with direct inter-
vention or by raising interest rates. Given that the
abrupt depreciation of the currencies was attrib-
uted to an abrupt outflow of funds in the financial
markets, what alternative Asian government action
might have been more successtul in preventing a
substantial decline in the currencies’ values? Are
there any possible adverse effects of your proposed
solution?
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