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ABSTRACT OF THE DISSERTATION   

Explaining Competitive Currencies: Domestic Politics, International Trade, and 
Exchange Rate Valuation    

by    

Michael A. Pisa   

Doctor of Philosophy in Political Science   

University of California, San Diego, 2008    

Professor Lawrence Broz, Co-Chair 
Professor Stephan Haggard, Co-Chair    

I analyze how representative institutions affect policymaker preferences over the level of 

the domestic exchange rate. In the first chapter, I use cross-country survey data to test 

whether firm managers have strong concerns about the volatility and value of the 

exchange rate. I find that exchange rate volatility is a far more consistent concern for 

managers than the value of the domestic currency. In the second chapter, I develop a 

theory which argues that policymakers in autocratic settings are more likely than those in 

democracies to maintain misaligned exchange rates and that the direction of preferred 

misalignment will depend on the political power of the tradables sector. The cross-county 

regression analysis supports the claims that democracies are more likely to have 
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equilibrium exchange rates and that autocracies with small tradables sectors are more 

likely to have overvalued currencies. In the final substantive chapter, I provide strong 

evidence that East Asian governments have manipulated the weights of currencies in their 

exchange rate basket policies in pursuit of maintaining the competitiveness of their 

currencies.     
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Chapter 1 

Introduction   

The G7 communiqué of October 19, 2007 provides one of the clearest statements 

to date of international opposition to China’s exchange rate policy. In it, finance ministers 

from the G7 countries call for the Chinese government to allow for “an accelerated 

appreciation of its effective exchange rate," in view of the "rising current account surplus 

and domestic inflation” in the country.1 The G7’s statement came more than two years 

after Chinese authorities agreed to introduce more flexibility in their management of the 

yuan –a change in policy that was itself viewed as a reaction to political pressure from 

abroad. In the United States, pressure against China took the form of legislation 

introduced by Senators Charles Schumer (D-NY) and Lindsey Graham(R-SC) in 

February 2005, which called for a 27.5% tariff on all imported goods from China unless 

the Chinese government allowed the yuan to appreciate. The bill, which accused the 

Chinese government of pursuing an “unfairly undervalued currency advantage,” was 

never voted on, with the US Congress instead agreeing to take a “wait-and-see” approach 

with China. That patience seemed to pay off months later when the Chinese authorities 

announced their more flexible yuan policy in July 2005. However, although the yuan has 

steadily appreciated against the dollar since that time, as the G7 communiqué makes 

clear, many financial ministers outside of China view the adjustment as inadequate.  

                                                

 

1 The G7 includes Canada, France, Germany, Italy, Japan, United Kingdom, and the USA. 
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Figure 1 plots the value of the dollar, euro, and yen relative to the Chinese yuan 

from July 21, 2005 until October 21, 2007. 2 All three exchange rates are rescaled to 

equal one on July 21, 2005 (the day before the Chinese authorities announced the more 

flexible yuan policy). Changes in value therefore indicate the percentage change of a 

given exchange rate relative to its value on that day. While the yuan has steadily 

increased in value relative to the dollar, the change has not been as great as that desired 

by US policymakers; as of October 2007, the yuan had increased less than 10% from its 

July 2005 value relative to the dollar. Compared to the dollar/yuan exchange rate, the 

yuan’s relationship to the euro and yen has been far more volatile. Against the yen, the 

yuan has increased by approximately 12%, while it has depreciated by about seven 

percent against the Euro.   

The Political Salience of Currency Manipulation   

The international reaction to China’s management of the yuan highlights the 

political salience of currency manipulation in an age of tightly integrated economies. 

Governments that manage their exchange rate for competitive ends are often accused of 

using a beggar-thy-neighbor policy, i.e. a policy that is intended to help a government 

reach a domestic goal (in this case, an increase in domestic output) by shifting the costs 

of policy adjustment to another country.3 The problem of beggar-thy-neighbor policies is 

most clear when we consider competitive devaluations. In this situation, a government 

                                                

 

2 The figure is based on a similar presentation made in Frankel and Wei (2006).    

3 Across-the-board tariffs are also often referred to as a beggar-thy-neighbor policy. In this case, 
governments use tariffs to protect domestic industries from international competition, thereby reducing the 
size of the potential market for producers in other countries.   
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attempts to gain a short term competitive advantage by devaluing its currency, which 

makes its domestically-produced goods more competitive on the world market. Seeing 

this, other governments respond by devaluing their own currencies. In this way, an initial 

devaluation by one country can set off a wave of retaliatory devaluations by other 

governments, each of which seeks to stay a step ahead its competitors. This is essentially 

what occurred during the Great Depression, when after taking their currencies off the 

Gold Standard, countries attempted undercut their main trade competitors through 

devaluation (in addition to putting up high tariff walls). (Eichengreen 1992, Stiglitz 1999, 

Frieden 2006)  

The end result of retaliatory devaluations is that no country is better off: countries 

may continue to undercut one another by devaluing their respective currencies, but, in the 

end, the relative value of their currencies will likely be the same as when they started. 

Rather than improve the economic situation of either country, retaliatory devaluations 

will likely lead to an increase in protectionist demands in each of the countries involved 

and also a reduction in investment, as the loss of exchange rate stability scares away 

potential investors. In this way, competitive devaluations pose a serious threat to global 

economic stability. Because competitive exchange rate actions taken by one country can 

easily trigger a retaliatory situation that can destabilize the world economy, policymakers 

with an interest in global economic stability are continuously wary of such behavior.     

When financial authorities from the US, Great Britain, and other Allied victors 

convened in Bretton Woods, New Hampshire in 1944 to design a new financial 

architecture for the global economy, one of their chief concerns was preventing a 

reoccurrence of the type of competitive devaluations that had taken place during the 
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Great Depression. To guard against devaluations for competitive purposes under the par 

value system put into place at Bretton Woods, member countries were “supposed to 

obtain the approval of the Fund for proposed changes in exchange rates larger than 10 

percent and the Fund was to concur if it was satisfied that the change was necessary to 

correct a fundamental disequilibrium.” (Goldstein 2005). When the Bretton Woods 

system collapsed in 1971, member states were given the freedom to choose whatever 

exchange rate regime they preferred as long as they did not manipulate the currency for 

competitive advantage. That requirement was stated formally in Article IV of the IMF 

Agreement, which stated that member states shall “Avoid manipulating exchange rates or 

the international monetary system in order to prevent effective balance-payments 

adjustment or to gain unfair competitive advantage over other member countries.” Article 

IV also gave the IMF the responsibility to “oversee the compliance of each member with 

its obligations” and to “exercise firm surveillance over the exchange rate policies of its 

members.”   

In recent years, the IMF has come under heavy criticism from both national 

monetary authorities and academics (e.g., Goldstein 2005) for failing to monitor the 

exchange rate actions taken by member states. 4 In the absence of IMF monitoring, 

national governments have taken it upon themselves to fulfill this role. In the United 

States, the Omnibus Trade and Competitiveness Act of 1988 requires that the US 
                                                

 

4 The IMF Executive Board responded to these criticisms in June 2007 by adopting the Decision on 
Bilateral Surveillance, which more clearly defines what type of government actions are in violation of 
Article IV and clarifies what procedures the IMF will follow when reviewing cases of potential currency 
manipulation. The decision of 2007 states that member states are considered to be in violation of Article IV 
"if the Fund determined it was both engaging in policies that are targeted at—and actually affect—the level 
of exchange rate, which could mean either causing the exchange rate to move or preventing it from 
moving; and doing so "for the purpose of securing fundamental exchange rate misalignment in the form of 
an undervalued exchange rate" in order "to increase net exports." (IMF Website)   
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Treasury present a biannual assessment of potential cases of currency manipulation to the 

US Congress. Since the enactment of the Trade Act of 1988, the Treasury has cited only 

three countries for currency manipulation – Taiwan (1988, 1992), Korea (1988), and 

China (1992, 1993, 1994) and it has cited no country since 1994. In the period 1994-

2005, the Treasury assessments garnered little attention. That changed in 2005 with the 

uproar over China’s yuan policy. While the Treasury resisted pressures to label China a 

“currency manipulator” it did state that “China’s exchange rate is not yet sufficiently 

flexible to meet the needs of the Chinese economy or those of the global economy,” and 

that “a significant increase in flexibility is necessary.” As illustrated by their 

communiqué of October 2007, G7 finance ministers find the movement of the yuan to be 

insufficient to help bring about the desired global adjustments.  That fact and the 

continuing concerns over the size of the US bilateral trade deficit with China make it 

likely that exchange rate concerns will remain a politically salient issue in US politics in 

the near future.    

The Study of Exchange Rate Policy in Political Science  

Given the amount of recent attention paid to issues of currency manipulation, the 

paucity of work on the question of when governments are most likely to maintain an 

undervalued currency is surprising. While there is a vast literature in the field of 

international political economy focusing on the determinants of exchange rate regimes, 

attempts at explaining policymaker preferences over the level of the domestic exchange 

rate are much rarer.  
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There are several reasons why this may be the case. The first is that the focus on 

regimes in the last 10-15 years has simply been a reflection of world events. Following 

the currency crises of the 1990s, economists and political scientists alike focused on 

establishing the criteria by which governments could choose the appropriate exchange 

rate regime. In that same period, issues of exchange rate value were rarely mentioned and 

this held true until the mid-2000s when analysts and policymakers around the globe 

began to pay more attention to China’s exchange rate policy.    

A second reason the political science literature on currency manipulation has 

remained underdeveloped may be due to skepticism concerning the ability of 

governments to alter the value of the real exchange rate. While it is true that over the long 

run the real exchange rate mirrors economic fundamentals, there is ample evidence that 

governments can affect the value of the real exchange rate for time horizons of up to five 

years via manipulation of the nominal exchange rate and domestic interest rates. 

(Edwards 1989, Frieden and Stein 2001, Krugman and Obstfeld 2003) In addition, 

Dominguez (2003) finds evidence that central bank interventions in the G-3 countries – 

the United States, Japan, and Germany – were often successful over the period 1990-

2002.      

Perhaps the best explanation for the lack of political science work on the issue of 

the determinants of currency manipulation is methodological. Measuring exactly when a 

currency is under- or overvalued is quite difficult. As stated in a recent article in The 

Economist, “the awkward truth is that it is almost impossible to be sure when a currency 

is misaligned, let alone by how much.” (“Misleading Misalignments,” 2007) The article 

cites research by Dunaway and Li (2007), in which the authors estimate the misalignment 
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of the Chinese yuan using eight commonly used methods. The variation in the resulting 

estimates, which “range from zero to almost 50% depending on the methods and 

assumptions used,” indicates the difficulty of measuring misalignment. While there is no 

way to completely get around this problem, I attempt to mitigate it by using two measures 

of real exchange rate misalignment – The Economist’s Big Mac Index and David 

Dollar’s index of real exchange rate distortion –   that are calculated in very different 

ways.     

The few analysts who have examined the relationship between politics and 

exchange rate level have generally based their analyses on the framework of societal 

exchange rate preferences developed in Frieden (1991). That framework assigns 

preferences to sectors within the domestic economy over the level of the domestic 

exchange rate based on the relative price changes associated with a depreciation or 

appreciation. Because a depreciation in the real exchange rate represents a reduction in 

the price of a country’s goods relative to those produced externally, both exporters and 

import-competing producers are expected to favor a weak currency.5 Contrarily, 

producers of nontradables are expected to favor a strong currency since this raises the 

price of nontradables relative to tradable goods in the domestic market. Regardless of 

whether Frieden’s assignment of sectoral preferences is accurate (a question discussed in 

greater detail in Chapter 2), the major weakness of the approach from a political science 

standpoint, is that it is essentially apolitical. While that framework helps us to predict the 

likely cleavages within society for and against certain exchange rate policies, it does not 

                                                

 

5 Frieden’s framework assumes (at least in its original formulation) that export and import-competing 
producers do not rely on imported intermediate goods.   
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help us predict policy outcomes. In order to do so, it is necessary not only to understand 

actor (in this case, sectoral) preferences, but also how those preferences are aggregated 

by political institutions, which play a key role in the aggregation process by determining 

the structure of incentives facing policymakers. As Milner (1999) states, “different 

institutions empower different actors,” and representative institutions bias the direction of 

policy outcomes by defining the group of citizens to whom policymakers are 

accountable.    

Project Description and Chapter Outline  

In this dissertation, I develop a theory that explains how representative institutions 

affect policymaker incentives to favor the exchange rate policy preferences of some 

groups over others. The theory is based on a rational choice framework that focuses on 

the interactive relationship between political institutions and conflicting preferences 

within society. That approach, which has been referred to as an open-economy politics 

(OEP) framework, first establishes the interests of the basic units of analysis (usually 

firms, sectors, or factors of production), and then explains how the government, 

conceived of as a nexus of institutions, filters the preferences expressed by society with 

“varying degrees of bias.” (Lake 2006)  

While the OEP framework has been frequently used to describe trade policy 

outcomes, a fully-fledged OEP theory of exchange rate policy does not yet exist. This 

dissertation is a first attempt at creating such a unifying theory. The first step in using an 

OEP approach is to establish actor preferences. Rather than simply accepting Frieden’s 

framework of exchange rate preferences by default, I begin my analysis in Chapter 2 with 
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a comprehensive review of that framework and the debates surrounding it, the most 

fundamental of which is whether firms have consistent preferences over exchange rate 

policy.6 I attempt to resolve that debate by using data from the World Bank’s World 

Business Environment Survey (WBES) which allows me to directly test under what 

conditions firm managers are most likely to voice concerns about the their government’s 

exchange rate policy. I find that, in a wide variety of situations, managers have concerns 

about the stability of the domestic exchange rate and also show concern over the level of 

the exchange rate in a much more limited set of situations.    

Having established that firm managers do care about the value of the exchange 

rate under a specific set of circumstances, in Chapter 3 I develop a cohesive theory of 

exchange rate policy that seeks to unite the basic framework of exchange rate preferences 

established in Chapter 2 with the “winning coalition” theory created by Buena de 

Mesquita, Siverson, Smith, and Morrow (BDM et al.) (2003). BDM et al.’s theory argues 

that policy outcomes depend in large part on the size of coalition whose support is 

“essential for the incumbent to stay in office.” The larger the winning coalition, the more 

likely politicians are to enact policies that benefit a wider spectrum of society.   

I connect the winning coalition theory to exchange rate policy by arguing that an 

equilibrium exchange rate policy can be treated as benefitting the vast majority of 

citizens because of the close connection between equilibrium currencies and long-term 

growth. Conversely, misaligned exchange rates benefit specific sectors at the expense of 

                                                

 

6 Contra to Frieden, McNamara (1998) argues that the arcane nature of exchange rate policy prevents firms 
from knowing what exchange rate policy would be most beneficial to them and that this uncertainty keeps 
interest group activity over exchange rate policy to a minimum. Gowa (1998) argues that lobbyist pressure 
over exchange rate policy is limited to that concerning trade policy due to the non-excludable nature of the 
former.    
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the broader public:  a weak currency benefits tradables producers who do not rely on 

imported intermediate goods, while a strong currency benefits nontradables producers.  

The theory predicts that, in countries where the winning coalition is relatively 

large – and policies are therefore more likely to benefit a larger share of society – the 

domestic currency is more likely to be near its equilibrium level. In countries where the 

winning coalition is relatively small, the government is more likely to enact a policy that 

is tilted in favor of one group or another; hence, the exchange rate outcome will vary 

depending on what sectoral interests are most strongly represented in the winning 

coalition:  when the share of tradables producers in a small coalition setting is large, the 

currency is more likely to be undervalued; when the share of tradables producers is small, 

the exchange rate is more likely to be overvalued.   

The second half of Chapter 3 tests whether policymakers in certain institutional 

and socio-economic settings are more likely to pursue a competitively-valued currency, 

as predicted by the theory. Strong support is found for the claim that democracies are 

more likely to have equilibrium exchange rates and that autocracies with small tradables 

sector are more likely to pursue overvalued currencies.    

In Chapter 4, I provide another test of the theory, this time focusing on variation 

in the implicit basket weight policy of East Asian countries in the period 1980-2004. East 

Asia in many ways represents a “best-case” scenario for the theory because of the 

enduring link between externally-oriented economic policy and exchange rate 

management in the region. The dominant exchange rate policy pursued by most East 

Asian governments during the time period examined was a soft peg to the dollar. 

However, there was also significant variation in the weight given by East Asian 
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policymakers to the Japanese yen and the weight of the yen became greater and more 

significant in almost all East Asian countries following the Asian Financial Crisis of 

1997-8. I use the variation in the weight placed on the yen in East Asian implicit basket 

policies to help determine under what conditions policymakers in the region are most 

likely to manipulate their exchange rate policy with an eye towards maintaining 

competitiveness. This involves first determining whether East Asian governments 

increased the weight of the yen during periods in which the yen was weak, and second, 

examining the determinants of such a policy change.   

The data analysis in Chapter 4 provides a number of insights into the behavior of 

monetary authorities in East Asia. While there is only there is only limited evidence that 

the political theory developed in Chapter 3 helps to explain exchange rate policy behavior 

in East Asia, there is very strong evidence that East Asian governments have manipulated 

their basket regimes with competitive goals in mind.      

Conclusion  

This project is in many ways a response to the renewed political salience of 

exchange rate management. The underlying question my dissertation tries to answer is, 

under what social, political, and economic conditions are government actors most likely 

to pursue a competitively-valued exchange rate. The theory that I develop to answer this 

question emphasizes the important role played by representative institutions in shaping 

the incentives faced by politicians to respond to certain groups within the economy and in 

doing so takes an important first step in creating a political economy theory of exchange 

rate policy.  
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Figure 1-1.  Exchange Rate of CNY per USD, JPY, EUR for July 21, 2005 –      
October 21, 2007  
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Chapter 2 

Do Firms Care about Exchange Rates? An Examination of Exchange-Rate Attitudes 

Using Survey Data  

Introduction  

Since the early 1990s, international political economy (IPE) analyses of economic 

policy have largely coalesced around a single approach that based on a rational choice 

framework. This approach, which has been referred to as an open-economy politics 

(OEP) framework, focuses on the interactive relationship between political institutions 

and conflicting preferences within society. The basic units of analysis in the OEP 

framework are usually firms, sectors, or factors of production, whose interests on a given 

policy are derived from their relationship to the international economy. Generally, units 

are assumed to lobby the government in favor of their preferences. The government, 

conceived of as a nexus of institutions, then filters the preferences expressed by society 

with “varying degrees of bias.” (Lake 2006)  

One of the strengths of the OEP framework is that, rather than simply assigning 

preferences by assumption, analysts derive actor preferences from “prior, falsifiable, and 

empirically robust theory.” (Lake 2006) Assigning actor preferences is necessarily the 

first, and perhaps most important, step in using an OEP approach. OEP analyses of trade 

policy have generally attributed preferences to actors based upon two models – the 

Hecksher-Olin model and the Ricardo-Viner model. The Stolper-Samuelson model, 

which treats factors as mobile, predicts that owners of a country’s abundant factor  will 

benefit from free trade (i.e., their incomes will rise), while owners of factors that are 
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relatively less-abundant will experience a loss of real income. The Ricardo-Viner model 

applies the more realistic assumption that certain factors are sector-specific, i.e. they are 

unable to move from one sector to another in the short-run. This model predicts that free 

trade will lead to an increase in real income for owners of factors tied to the export sector 

and a decrease in income for owners of factors tied to the import-competing sector. 

Compared to the literature on trade policy, the study of exchange rate preferences 

is underdeveloped. The first and still most prominent application of the OEP framework 

to exchange rate policy is Frieden (1991). In Frieden’s model, sectors have preferences 

along two dimensions:  the value of the exchange rate– i.e., whether it is relatively 

appreciated or depreciated – and the degree of exchange rate’s flexibility. While elements 

of the basic model have been debated, IPE scholars have yet to develop an alternate 

framework for conceptualizing exchange rate preferences.  

The usefulness of using the OEP framework – whether focusing on issues of trade 

or exchange rates – necessarily depends on the accuracy of preferences attributed to 

relevant economic units. For this reason, theories of actor preferences must be rigorously 

tested. Here again, the literature on trade policy is much more advanced; while theories of 

trade preferences have been subject to extensive testing, the theory of exchange rate 

preferences has remained largely unexamined. Tests of trade theory include those based 

on lobbying behavior (Magee, 1980, Gawande 1998), voting behavior (Irwin 1995, Irwin 

and Krozner 1996, Baldwin and Magee 2000), and survey data (Balistreri 1997, Scheve 

and Slaughter 2001, Beaulieu 2002, Rodrik and Mayda 2005).  
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Empirical tests of the theory of exchange rate preferences have been much more 

limited. While a small selection of single-country case studies exists which have used 

Frieden’s theory as a framing device in their analysis (Bonomo and Terra 2001, 

Jaramillo, Steiner and Salazar 2001) few of these have looked to explicitly and 

systematically test the theory (Kinderman, 2006). A small number of papers have 

examined how well Frieden’s theory applies to interest group activity in specific regions, 

producing mixed results. While Frieden, Ghezzi, and Stein (2001) find indirect evidence 

that the lobbying power of certain economic sectors has an effect on exchange rate policy 

in many Latin American countries, McNamara (1998) finds no evidence of  organized 

interest group lobbying over exchange rate policy in OECD countries. 

Given the absence of empirical tests on exchange rate preferences, and the mixed 

support of existing work, whether firms have distinct preferences over exchange rate 

policy is still an open question. It is also an important one for the study of exchange rate 

policy. If firms do not have differentiable exchange rate preferences, this undermines a 

great deal of the recent IPE work on exchange rate policy, the majority of which has been 

based, explicitly or implicitly, on Frieden’s framework. For this reason, a cross-country 

analysis of exchange rate preferences is long overdue.  

In this chapter, I use data from the World Bank’s World Business Environment 

Survey (WBES) to (1) examine the degree to which firm managers care about the value 

of exchange rate and (2) to analyze what the main determinants of exchange rate concern 

are. Although Frieden’s theory of exchange rate preferences relates to both exchange rate 

volatility and the value of the exchange rate, my main concern, in this chapter and in the 
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dissertation as a whole is with the issue of exchange rate valuation. The work makes 

several important contributions to the literature on exchange rate policy. First, it provides 

one of the first cross-country analysis of exchange rate preferences. Second, it is one of 

the first papers to use survey data to examine questions of monetary policy. Using survey 

data allows us to directly measure exchange rate preferences rather than having to impute 

them from policy outcomes.  

The results indicate that firm managers often have concerns relating to the 

domestic exchange rate and that these concerns are often very strong. As is expected, 

both overvaluation and exchange rate volatility exacerbate concerns about the exchange 

rate. In the following section, I outline Frieden’s (1991) framework of exchange rate 

preferences in detail. In Section 3, I review challenges to that framework. In Section 4, I 

use descriptive statistics to analyze the variation in manager exchange rate concerns 

across several relevant categories. Section 5 uses an ordered probit analysis to determine 

what factors are associated with manager concerns about the exchange rate. Section 6 

offers a discussion of these results and Section 7 concludes.   

A Theory of Exchange Rate Preferences  

Since, in theory, exchange rate policy, like trade policy, has predictable and 

differentiable effects across a society it is surprising that the literature on exchange rate 

preferences is so underdeveloped relative to the literature on trade policy preferences. As 

stated above, only one model of exchange rate preferences currently exists, that 

developed in Frieden (1991). Though some scholars have debated certain aspects of 



17    

Frieden’s theory, the basic framework remains largely unchanged and it currently serves 

as the basis for the majority of work on exchange rate policy in the IPE discipline.   

Not surprisingly, economists have generally paid more attention to issues of 

exchange rate policy than political scientists. The majority of economic work on the 

exchange rate policy choice has looked to establish criteria for determining the “optimal” 

exchange rate policy for a given country. Two approaches have dominated, the optimal 

currency area (OCA) approach and the credibility approach, both of which contrast the 

benefits of pegging the exchange rate to the cost of losing monetary autonomy. The OCA 

approach emphasizes the trade-increasing effects of a stable currency. Rose (2000) shows 

that stable exchange rates tend to increase trade flows between countries. The credibility 

approach emphasizes the way in which exchange rate policy can be used to increase a 

country’s anti-inflation credibility, a need that stems from the time-inconsistency 

problem inherent to monetary policymaking.2 Pegging the exchange-rate can help a 

government increase its credibility by delegating control of its monetary policy to a more 

credible foreign central bank.  

                                                

 

2 A time-inconsistency (or dynamic-inconsistency) problem occurs when a government announces its 
intention to carry out a policy that, at the time of the announcement, is considered optimal, but that, by the 
time it comes to enact that policy, has become suboptimal. Governments face this problem when attempting 
to set monetary policy in a situation of fully flexible wages and prices, since they will always have an 
incentive to spring a “inflationary surprise” on private actors, in order to temporarily raise employment and 
output above its natural level.. (Kydland and Prescott, 1977; Barro and Gordon, 1983). Rational private 
actors, understanding the incentives facing the monetary authorities, take this knowledge into account when 
setting the terms of their contracts, regardless of prior announcements made by the government. Since 
private actors do not find the government’s announcement credible, inflationary bias becomes self-
fulfilling. Given the rational expectations of private actors, the best that a policymaker can hope to do in 
this situation is to maintain low inflation and simply accept the natural rate of employment and output. To 
achieve lower inflation, the government must find some way of bolstering its credibility in the eyes of 
private actors. (Note: this description of the time-inconsistency problem is based largely on Bernhard, Broz, 
and Clark [2003]).  
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Regardless of whether one weighs the costs and benefits of pegging via an OCA 

or credibility approach, the cost of pegging is the same – namely, the sacrifice of 

domestic monetary autonomy. As the Mundell-Fleming “trilemma” indicates, a 

government that chooses to peg the exchange rate under conditions of mobile capital 

necessarily sacrifices domestic monetary autonomy. Depending on the characteristics of 

the economy, this may be a costly sacrifice. Under a flexible exchange rate system, 

external price shocks are absorbed by changes in the exchange rate rather than changes in 

domestic prices. Therefore, countries that are subject to frequent shocks often prefer a 

flexible exchange rate in order to provide a buffer for the domestic economy. Having a 

flexible exchange rate also frees a government from having to subjugate its own 

monetary policy to the country to which it is pegged. Governments can use this autonomy 

to design monetary policy aimed at achieving certain domestic goals such as stabilization 

or demand stimulus regardless of external monetary developments. 

As mentioned above, the economics literature on exchange rate policy has 

generally focused on explaining the “optimal” exchange rate policy and is therefore 

largely apolitical. Attention is rarely given to policymakers and when it is, policymakers 

are generally are treated as benevolent social planners motivated only by their desire to 

increase aggregate economic wellbeing. The IPE literature on exchange rate policy looks 

at explaining actual rather than optimal policy choice and provides a more realistic 

treatment of the role played by policymakers. Because the positive political economy 

literature on exchange rate choice is so large, it useful to divide the literature into 

approaches that focus on “policy suppliers” – politicians and political parties – and those 
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that focus on “policy demanders” – interest groups, economic sectors and voters. 

(Bernhard, Broz and Clark 2003) Both approaches can be seen as representing separate 

and important stages in the creation of a comprehensive OEP explanation of policy 

choice.  

“Policy suppliers” are those politicians who construct and implement monetary 

policy. Depending on a country’s institutional design this group can include members of 

the executive branch, the legislative branch, or the central bank. Analysts taking the 

policy suppliers approach focus on how institutions structure the incentives facing 

policymakers. Various articles have pointed to a wide range of institutional factors 

affecting exchange rate policy outcomes. A recent special issue of International 

Organization edited by Bernhard, Broz, and Clark (Volume 56, Autumn 2002) provides 

both a good review of this literature and offers state-of-the-art examples of the approach.  

Starting from the observation that the costs and benefits of exchange rate policy 

are distributed unequally across groups in a society, the “policy demanders” approach 

focuses on explaining variation in group preferences for exchange rate policy. Here the 

focus is on how economic sectors favor one policy over another depending upon the 

expected economic effects of a given policy.  

Frieden (1991) is the most prominent example of the “policy demander” 

approach. Frieden’s framework, an overview of which is presented in Figure 1, assigns 

sectoral preferences over two dimensions of exchange rate policy: the degree of exchange 
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rate flexibility and the value of exchange rate.3 Assuming capital mobility, Frieden 

applies the lessons of Mundell-Fleming to predict sectoral exchange rate preferences. 

Sectors are predicted to vary in their preferred exchange rate policy depending upon 

whether they place more importance on domestic monetary autonomy or exchange rate 

stability. Exporters and international investors are expected to favor a more fixed 

exchange rate regime since their incomes are tied directly to foreign transactions. 

Contrarily, nontradables and import-competing producers are expected to prefer a more 

flexible exchange rate regime since they place little importance on exchange rate 

volatility and because a flexible regime affords the government domestic monetary 

autonomy, allowing it to maintain price stability.4     

Sectors also vary in their preferences over the value of the exchange rate. Frieden 

argues that preferences for a given level of the exchange rate “track the relative price 

changes involved in the depreciation or appreciation of the currency”. Here the focus is 

on the real rather than the nominal exchange rate since this is what matters for 

international trade. The real exchange rate can be defined as the relative price of foreign 

goods in terms of domestic goods. More specifically, the real exchange rate is measured 

as: 

(1) RER = e(P*/P)  
                                                

 

3 An important dimension of exchange rate policy overlooked by Frieden (1991) is the effect of the 
exchange rate policy on inflation. Because the coalition against high inflation is so broad and the number of 
actors in favor of high inflation so few, there is no real distributive battle over inflation. For this reason, 
most articles that focus on explaining exchange rate policy as it relates to exchange rate stabilization have 
taken a “policy supplier” rather than a “policy demander” approach.   
4 Because Frieden does not examine the effect of regime choice on inflation, he overlooks the fact that pegs 
are often used as the basis of exchange rate stabilization programs aimed at reducing inflation. In these 
cases, we would expect sectors that place a large emphasis on price stability – including producers of non-
tradables and import-competing producers – to favor a rigid exchange rate regime – even though Frieden 
argues that those groups are more likely to favor a flexible regime.  



21    

where e represents the nominal exchange rate –  i.e., the number of foreign 

currency units per home currency unit –  P is the price level of the home country; and P* 

is the foreign price level. A depreciation in the real exchange rate represents a reduction 

in the price of a country’s goods relative to those produced externally, thereby increasing 

their competitiveness. For this reason, both exporters and import-competing producers 

tend to favor a weak currency. Contrarily, producers of nontradables, according to 

Frieden, favor a strong currency since an appreciated currency raises the price of 

nontradables relative to tradable goods in the domestic market.5 Frieden also argues that 

international investors favor a more appreciated currency because a stronger currency 

allows them to purchase more foreign assets and because depreciation reduces the value 

of assets denominated in the domestic-currency.    

Challenges to the Framework of Exchange Rate Preferences 

Like any model, Frieden’s framework of preferences is a simplification of reality. 

Therefore, it should be judged on whether the simplifications involved help us make 

sense of complex real world phenomena without leaving out relevant factors which may 

have a crucial effect on the process under examination. Critics, and Frieden himself in 

later work, have identified several factors left out of the original theory that may be of 

significant importance and that may reduce theory’s usefulness by their absence. These 

factors include: the role of pass-through, dependence on imported intermediate goods, 

                                                

 

5 Frieden’s interpretation depends on the fact that the RER can also be “expressed as the relationship 
between the price of nontradable goods and that of tradable goods.”  Seen from this perspective, 
“depreciation makes tradables relatively more expensive in domestic currency terms, while nontradables 
become relatively cheaper.”  (J. A. Frieden 1991) 
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and trade policy.6 Another, perhaps more serious challenge to the framework is put forth 

by McNamara (1999) who argues that the very idea of sectors having exchange rate 

preferences is misguided. I analyze these critiques in turn below.    

Exchange Rate Pass-through  

Exchange rate pass-through is the degree to which changes in the exchange rate 

are passed on to consumers in the price of the final product. More technically, pass-

through can be defined as the “percentage change in local currency import prices 

resulting from a one percent change in the exchange rate between the exporting and 

importing countries” (Campa and Goldberg 2006). Certain types of goods exhibit more 

pass-through than others. Producers of specialized goods such as automobiles and 

computers often “price to market,” choosing to internalize exchange rate changes rather 

than pass them on the consumer and risking a loss in market share. For this reason, 

highly-specialized goods generally have low levels of pass-through. Less-specialized 

goods, such as agricultural commodities, raw materials, and simple manufactured goods, 

which compete on price alone, have relatively high levels of pass-through.  

Frieden (1991) does not mention pass-through. In later work, Frieden examines 

how pass-through might be expected to affect sectoral preferences. (Broz and Frieden 

2006, Frieden 2002)  He argues that, because producers of highly-specialized goods tend 

                                                

 

6 Controlling for both the degree of pass-through and the degree to which an economy is dependent on 
imported intermediate goods is extremely difficult to do within the framework of a broad cross-country 
analysis.  
Therefore, like Frieden’s own analysis, the analysis presented below does not correct for these problems.  It 
is worthwhile however to discuss the limitations of the approach, before moving on to the analysis.    
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to internalize exchange rate changes, they do not have a strong preference over the level 

of the exchange rate and place much more emphasis on exchange rate volatility. This 

argument seems to assume that the internalization of exchange rate changes by producers 

costs the same to producers regardless of whether the currency is under- or overvalued. 

This is not likely to be the case, and recent anecdotal evidence from the automotive 

industry – which is the perhaps the industry most characterized by “pricing to market” 

and which Frieden (2002) specifically cites as an example of his argument - indicates that 

producers of automotive goods do place importance on exchange rate value.7 Thus, while 

it is true that producers of standardized goods will likely have stronger preferences about 

exchange rate value than producers of specialized goods, this does not preclude the latter 

from having strong preferences on this issue as well.   

Imported Intermediate Goods  

Like pass-through, the degree to which a firm depends on imported intermediate 

inputs to the production process affects its stance towards exchange rate policy. The 

higher the degree of dependence on imported intermediate goods, the less likely a firm is 
                                                

 

7 Recent examples of high-ranking automotive executives citing the exchange rate as a major obstacle to 
business include: 
Kim Dong-jin, vice president of Hyundai Motors: `The won-dollar exchange rate (the dollar’s slide against 
the won) is a big hurdle for Hyundai Motor whose export sector is its main business.” (Korea Times, 
12/19/2006) 
Rick Wagoner, President, General Motors “A major concern is unfair trading practices, especially Japan's 
long-term initiatives to artificially weaken the yen. A leading Japanese auto maker reports that for each 
movement of one yen against the dollar, it gains 20 billion yen in additional profitability--or nearly $170 
million at today's exchange rate.”  (Wall Street Journal, 12/6/2006) 
John Devine, Chief Financial Officer, General Motors “We believe the weak yen has given the Japanese 
auto companies an unfair advantage." (Dow Jones, 10/21/2003) 
Finally, a 2004 Forbes article quotes officials from Ford, DaimlerChrysler and GM on their companies 
attempts to lobby both the Bush and Clinton administrations to drop the “strong dollar mantra”. (Forbes, 
1/07/2004) 
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to prefer an undervalued exchange rate. If a tradables producing firm is highly dependent 

on imported intermediate goods, an appreciation of the exchange rate may actually 

reduce its profits by raising its costs. A complete framework of exchange rate preferences 

should, in theory, take into account the role played by imported inputs. Country-level 

testing of that framework would be limited by the fact that it is difficult to construct 

measures of the imported input dependence at the sector, much less the country, level.8   

Trade Policy  

The degree to which tradables producers care about the exchange rate greatly 

depends on the trade policy pursued by their home country. If an industry is protected 

from competition abroad by high tariff walls, managers within the industry will place 

little emphasis on the value of the exchange rate and may actually prefer a strong 

currency since this reduces the price of imported intermediate goods (Frieden, Ghezzi, 

and Stein 2001). Tariffs can also serve as a substitute for a competitive exchange rate. As 

a country liberalizes its trade policy, the opportunity for firms to seek compensatory tariff 

protection for an overvalued exchange rate diminishes, leading firms to place more 

emphasis on the maintenance of a competitive exchange rate.9 Jaramillo, Steiner, and 

                                                

 

8 One work which takes up the challenge of measuring import dependence at the country level is Campa 
and Goldberg (1997). The authors create a measure of imported input dependence for four countries – the 
United States, Canada, the United Kingdom, and Japan – “by combining industry import data with country 
input-output data that describe the expenditures on different categories of inputs by each manufacturing 
industry in each country.” The authors warn however that this measure is not comparable across the four 
countries since the source data are measured differently in each.  
9 Not only does a liberalized trade policy tend to lead to a greater emphasis on maintaining a competitively-
valued exchange rate, a grossly overvalued exchange rate can also lead to more protectionist policies. Shatz 
and Tarr (2000) look at cases that exhibit the “classic pattern” of attempting to defend an overvalued 
exchange rate by implementing protectionist trade policies.  
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Salazar (2001) report that both coffee exporters and manufacturers in Colombia became 

increasingly vocal about the value of the exchange rate during the late 1990s as 

compensatory tariffs were dismantled.   

Uncertainty 

The critiques above focus on the ways in which factors omitted by Frieden’s 

original framework may be important in determining sectoral exchange rate preferences. 

None of them challenge the underlying motivation of the project, namely to create a 

framework of sectoral exchange rate preferences. The same cannot be said for the critique 

levied by Kathleen McNamara in The Currency of Ideas (1998) and subsequent work 

(2001). McNamara argues that the arcane nature of exchange rate policy prevents firms 

from knowing what exchange rate policy would be most beneficial to them and that this 

“uncertainty, and the dilemmas of collective action it produces, tend to keep interest 

group activity to a minimum on monetary issues,” (McNamara 1999). More specifically, 

she argues that “there has not been the type of highly differentiated sectoral demand for 

various macroeconomic and exchange-rate policies that Frieden’s specific factors 

approach predicts.” (McNamara, 2001)   

McNamara’s argument can be divided into two separate points: first, that 

uncertainty over exchange rate policy leads to an absence of strong preferences on the 

part of economic agents and second, that this uncertainty also makes collective action 

over exchange rate policy more difficult to organize. McNamara’s initial point is 

consistent with Odell (1982) and Keohane and Nye (1977), both of which argue that the 
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effects of monetary policy are often simply too arcane and confusing for non-specialists 

to grasp. While Gowa(1998) agrees that monetary policy presents more problems for 

collective action than trade policy, she attributes this to the fact that monetary policy is 

difficult to exclude, rather than to its arcane nature. As evidence that the complicated 

nature of monetary policy is not a deterrent to lobbying, Gowa points to the extensive 

lobbying done by US export- and import-competing firms against the rising dollar during 

the early 1980s and to the fact that interest groups “routinely engage on other issues as 

seemingly arcane as international monetary issues” such as banking and health 

regulations.     

Using Survey Data to Answer the Debates  

In this paper, I use data from the World Bank’s World Business Environment 

Survey (WBES) to (1) examine the degree to which firm managers care about the value 

of the exchange rate and (2) to analyze what the main determinants of exchange rate 

concern are. The main advantage of using survey data is that it provides a direct measure 

of policy preferences. Generally, studies of exchange rate preferences relied upon indirect 

measures, imputing preferences from policy outcomes. As Scheve and Slaughter (2001) 

note, indirect measures of policy preferences that have been imputed from policy 

outcomes “face the important limitation of being endogenous outcomes of the interaction 

between trade-policy (and possibly other) preferences and political institutions. Policy 

preferences and institutions together determine policy actions, so the mapping from 

preferences to actions is not unambiguous.”  
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There is now a solid body of work using survey data to directly gauge preferences 

over economic policy. Papers using survey data to examine preferences over trade policy 

include Balistreri (1997), Scheve and Slaughter (2001), Beaulieu (2002), and Rodrik and 

Mayda (2005). The first paper to use survey data to examine preferences over monetary 

policy is Broz and Weymouth (2006). Broz and Weymouth analyze whether the 

installation of either an independent central bank or an exchange rate peg has a noticeable 

effect on managers’ concerns about price stability. A more recent paper by Broz, Frieden, 

and Weymouth (forthcoming) focuses on how the annual appreciation/depreciation of the 

domestic exchange rate affects manager sentiment towards exchange rate policy. While 

the focus of this paper is quite similar to my own (though I focus is on the value of the 

domestic currency relative to the value implied by economic fundamentals rather than 

movement of the exchange rate) the analysis itself is quite distinct, as are several of the 

findings. Below I compare some of the key similarities and differences in the results of 

the two papers.13   

The WBES was administered to firms in 80 countries (and the West Bank and 

Gaza) between the end of 1998 and the middle of 2000, with the goal of better 

understanding the “constraints that hinder the development of private businesses” around 

the world. (Batra, Kaufmann and Stone 2003)  The comprehensive survey was filled out 

                                                

 

13 Note to committee members:  Lawrence originally – and graciously – gave me the idea to use the WBES 
dataset to test the competition-based arguments I had made at the outset of the dissertation project. Once I 
dropped the focus on competitiveness (mainly because incorporating it into the data analysis I conduct in 
Chapters 3 and 4 was infeasible – or at least beyond my econometric skills), my analysis using the WBES 
became quite similar to that conducted in Broz, Frieden, Weymouth (forthcoming). This similarity was of 
course unintended and when I dropped the competitiveness angle from the chapter, I did not know about 
the new paper (which I did not see until this chapter was 99% completed).   
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by  10,515 firms, with at least 100 firms surveyed in each country. Out of the 10,515 

firms filling out surveys, 37% are from the services sector, 31% are from the 

manufacturing sector, 16% are classified as "Other," 6 % are from the agriculture sector, 

and 8% are construction firms. I focus on one question from the WBES in particular: 

Please judge on a four point scale how problematic are the 
following factors for the operation and growth of your 
business. (Please do not select more than 3 obstacles as 
“major”)     

Following this question, managers were presented a list of twelve options 

including financing, infrastructure, taxes and regulation, policy instability, inflation, 

exchange rate, and corruption. Managers were asked to “score” these options using the 

following scale:  1 = no obstacle, 2 = minor obstacle, 3 = moderate obstacle, and 4 = 

major obstacle. Based on these answers in regards to the exchange rate category, I 

generate a measure of exchange rate concerns. Below I use this measure, ER Concern, to 

help resolve some – though not all – of the debates surrounding the issue of exchange rate 

preferences.   

While using ER Concern allows us to take a significant step forward in the study 

of exchange rate attitudes, the measure also has a potential weakness in that the survey 

question used to generate it only allows managers to choose three potential concerns as 

“major obstacles.” This limitation raises the possibility that, even though managers may 

have serious concerns about the value or volatility of the domestic currency, those 

worries are overshadowed by other problems in the economy. For this reason, in 
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countries where there are a number of significant economic problems, ER Concern may 

underestimate the amount of concern firm managers may have about the exchange rate.   

Do Firms Care about the Exchange Rate? The Descriptive Statistics  

Since the issue of exchange rate preferences has not been examined in a 

systematic, cross-country way, it it useful to begin our analysis with a look at the 

descriptive statistics. In this section, I analyze the data across several relevanat 

categories: country, region, level of income, exchange rate regime, and economic sector. 

I look at the data in two ways. First, I look at how the average value of ER Concern 

varies across each category. Second, I look at the percentage of managers in each 

category who view the exchange rate as a “major obstacle” (ER Concern =4).    

Since exchange rate behavior varies dramatically across countries, it is natural to 

expect concerns over the exchange rate to vary cross-nationally as well. Tables 2 and 3 

illustrate this country variation by showing the ten countries with the highest and lowest 

average values and the highest and lowest percent of managers citing the exchange rate as 

a major obstacle, respectively.   

That Ecuador leads in both categories is not surprising, given that the country 

experienced the worst financial, and currency, crisis in its history in early 1999. The 

memory of currency crisis also seems to linger in a number of East Asian countries where 

managers have relatively strong concerns over the exchange rate. Managers from 

transition economies, where overvalued exchange rates were prevelant in this period, also 

worry about the exchange rate.  
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It is more surprising perhaps that many African countries exhibit very low levels 

of concern over the exchange rate. This may result from the survey’s limitation on the 

number of categories which managers could label as “major obstacles,” or it may be that 

managers in Africa truly do place less emphasis on the exchange rate.    

Figure 2 displays the regional breakdown of exchange rate concerns by the 

average value for each region while Figure 3 displays the percentage of managers in each 

region who view their country’s exchange rate as a major obstacle. In both figures, the 

three regions with the most concern over the exchange rate are Latin America, East Asia, 

and Eastern Europe and Central Asia. This list corresponds with what we might expect. 

Both Latin America and East Asia experienced large currency crises in the mid to late 

1990s, while countries in Eastern Europe continued to battle hyperinflation and the 

related problem of exchange rate overvaluation in their transition from socialist to 

capitalist economies.  

Figures 4 and 5 show the distribution of exchange rate concerns by income group. 

In both Figures, lower-middle income countries rank highest in terms of exchange rate 

concerns, while high-income countries have the lowest exchange rate concerns by a 

significant margin. Again this variation is likely related to the recent occurrence of 

currency crises – most of which occurred in lower- and upper-middle incomes countries 

during the mid to late 1990s. This would explain why low-middle income countries have 

more concern about the exchange rate than low-income countries, since financial markets 

are not sufficiently developed in the latter to allow for the risk of currency crisis.  
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A country’s exchange rate regime – defined as the set of rules a government 

follows in influencing the exchange rate – obviously plays a large role in determining the 

behavior of the exchange rate. Figures 6 and 7 display the distribution of exchange rate 

concern for each category of de facto exchange rate regimes as coded by Reinhart and 

Rogoff (2004). Not surprisingly, managers in countries where the exchange rate is freely-

falling tend to place the most emphasis on exchange rate matters.14 Contrarily, managers 

in countries with pegged exchange rates tend to have the lowest levels of concern. This 

provides an indication that firm managers may place more importance on exchange rate 

stability than they do on having a competitively-valued exchange rate.  

Figures 8 and 9 illustrate the variation in exchange rate concerns by economic 

sector. Managers from the agricultural sector are the most concerned with the exchange 

rate with slightly over 30% of managers citing the exchange rate as a major obstacle. 

27% of manufacturing managers also mention the exchange rate as a major obstacle. It is 

perhaps surprising that 25% of respondents from the services sector cite the exchange 

rate as a major constraint since the majority of services are not exportable.    

What Are the Determinants of Exchange Rate Concern? 

Methodology 

                                                

 

14 Reinhart and Rogoff characterize an exchange rate regime as “Freely-Falling” when the “12-month rate 
of inflation equals or exceeds 40 percent” unless this is occuring durind the initial stages of an exchange-
rate stabilization program and 2) the “six months immediately following a currency crisis…for those cases 
which where the crisis marks a sudden transition from a fixed or quasi fixed regime to a managed or 
independently floating regime.” 
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The preceding analysis of descriptive statistics helps us resolve the debate 

between Frieden and Mcnamara over whether firms have strong preferences about the 

exchange rate. They clearly do; firm managers not only care about the exchange rate, 

those concerns are often quite strong. What an analysis of descriptive statistics cannot tell 

us however is what the underlying causes of exchange rate concern are. For that, we need 

to conduct regression analysis.  Because the the dependent variable, ER Concern, is 

ordinal, I use an ordered probit model to analyze the determinants of firm managers’ 

attitudes towards the exchange rate.15   

My analysis is designed to test Frieden’s most basic sectoral predictions. Both 

exporters and import-competing producers are expected to place more emphasis on the 

value of the exchange rate than producers of non-tradables. Ideally we could test this 

proposition with a variable that allowed us to differentiate not only between exporters 

and other firms but also between producers of tradables (i.e. exporters and import-

competing producers) and non-tradable producers. Unfortunately, the WBES does not ask 

a question that allows us to generate this type of variable. Instead, I use three different 

sectoral dummies, Export, Manufacturing and Agriculture to test whether firms in each of 

these sectors have stronger concerns about exchange rate policy than other firms.16 

To test whether this is the case, I estimate the following model:   

                                                

 

15 The choice between using a probit and logit is difficult to make given their close similarity. Luckily for 
this analysis, it is also inconsequential since the statistical significance of my key variables was the same 
regardless of what model was used.   
16 In previous work, Frieden and his co-authors (Frieden and Stein 2002; Broz, Frieden, and Weymouth 
forthcoming) have argued that the manufacturing and agriculture sectors can be used as proxies for 
tradables production since these sectors are often closely associated with international competition. 
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(1) ER Concern i,j = a + ß1 Sectori,j + ß2 (Sector*ER Value)j + ß3 Firmi,j + ß4 

Economyj + eij     

where the dependent variable, ER Concern, is the response of firm i in country j, 

Sector represents one of the aforementioned sectoral dummies (Export, Manufacturing, 

Agriculture), and the variable of interest is the interaction Sector*ER Value. Firm and 

Economy respectively represent firm- and country-level vectors and eij is the error term.  

The measures used for ER Value are discussed below.   

Frieden also argues that sectors within the economy differ in their concern over 

exchange rate stability. Specifically, he argues that exporters are likely to place greater 

emphasis on exchange rate stability than producers in other sectors since their incomes 

are tied directly to foreign transactions. I test this claim by estimating the following 

model:  

(2) ER Concern i,j = a + ß1 Sectori,j + ß2 (Sector*ER Volatility)j + ß3 Firmi,j + ß4 

Economyj + eij    

Where again the dependent variable, ER Concern, is the response of firm i in 

country j, Sector represents one of the sectoral dummies (Export, Manufacturing, 

Agriculture), and the variable of interest is the interaction Sector*ER Volatiliy. Firm and 

Economy respectively represent firm- and country-level vectors and eij is the error term.   

The WBES was carried out between late 1998 and early 2000. For this reason, 

each of my independent variables is averaged over the years 1998 and 1999.  Summary 

statistics are provided in Table 1. 
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I use two different measures of real exchange rate misalignment. These measures 

– like all measures of misalignment, as discussed in the introduction – have potential 

weaknesses that are discussed at the outset. The first measure comes from Dollar (1992) 

and is an index of real exchange rate distortion that estimates the ratio of the actual price 

level in a given year to the price level predicted by a country’s factor endowments.17 

Although the Dollar Index has frequently been used as a measure of exchange rate 

misalignment – perhaps most prominently by Easterly (1997, 2001, 2003) – it is not 

without its problems. As Rodriguez and Rodrik (1999) state, in order for the Dollar Index 

to be a valid measure of exchange rate distortion, three factors must hold: “(1) there are 

no export taxes or subsidies in use, (2) the Law of One Price holds continuously, and (3) 

there are no systematic differences in national price levels due to transport costs and other 

geographic factors.” Dollar’s original intention was to create a measure that picked up 

real exchange rate distortions caused by trade policy, however Rodriguez and Rodrik 

argue that the measure is actually better suited to picking up the effect of monetary policy 

on the real exchange rate because 1) even in the absence of the Law of One Price, the 

                                                

 

17 Dollar’s Index is based on domestic price level data for 121 countries from the Summers and Heston 
dataset (also referred to as the Penn-World dataset). Summers and Heston create a price level Index for 
country i based on the following equation, using  the United States as the benchmark country: 

 

where RPL is the relative price level, e is the exchange rate (dollars per unit of domestic currency), 

 

is the 
consumption price Index for country i, and is the price index for the United States. If all goods were 
tradable and no barriers to trade exist, each country’s index score would equal 100. Due to the existence of 
nontradables, the variation in price (which, by definition, cannot be arbitraged away) must be controlled 
for. Dollar “corrects” for the presence of nontradables by regressing price levels on a country’s GDP per 
capita (which is used as a proxy for a country’s basic endowments), resulting in residuals which “indicate 
the extent to which a country's prices are high or low, given its endowments.”(528)  Dollar uses these 
regression results to calculate the “appropriate” price level for each country, and then divides the actual 
price level by this predicted price level to generate the index of exchange rate distortion.    

Dollar (1992) estimates the relationship between price level and endowments using the following 
basic regression equation:   

 

Where RPL is a country’s relative price level, d’s are annual dummies, and cGDP is per capita GDP.  
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nominal exchange rate can have a distorting effect on the real exchange rate and 2)  

“trade barriers or transport costs typically play a much smaller role” relative to nominal 

exchange rate policy in producing “large and sustained swings in real exchange 

rates.”(276)  

My second measure of exchange rate misalignment is the black market premium 

(BMP), which is defined as “the percentage difference between the official exchange rate 

and the exchange rate that is used in black market transactions.” (Steinberg, 2007). 

Domestic currency black markets often occur in economies where “restrictions on 

transactions at the official exchange rate lead to the creation of an illegal market, in 

which transactions take place at a paralle rate.”(Kiguel and O’Connell, 1995) The two 

disadvantages associated with using the BMP are 1) because currency black markets only 

exist in countries with exchange rate controls, there is virtually no variation in the BMP 

amongst more developed nations (all of whom have a BMP value of “0”) and 2) the BMP  

allows us to measure overvaluation but not undervaluation, since market actors will only 

be willing to purchase the domestic currency at a parellel rate if it is less than the official 

rate. These weaknesses are outweighed – in my opinion – by the strength of the BMP, 

which is that it provides a direct and market-determined measure of exchange rate 

misalignment.   

Following Easterly (1997, 2001, 2003), I use logged values of both the Dollar 

Index and BMP. Additionally, I transform the Dollar Index so that the US dollar is 

indexed at 0, with currencies greater than 0 said to be relatively overvalued and 

currencies valued less than 0 said to be relatively undervalued. The Dollar Index and 



36    

BMP (which are correlated at .32 in the sample period) both have wide coverage, with the 

Dollar Index covering 97 countries and the  BMP covering 144.18   

Concerns about exchange rate stability are captured by RER Volatility, which 

measures the volatility of the real exchange rate by taking the annual standard deviation 

of the first difference of the logged exchange rate, with differences computed on a 

monthly basis.20  

I control for economic developments that may indirectly affect firm managers’ 

concerns about domestic exchange rate policy.  These controls include Inflation, Per 

Capita GDP  and a crisis dummy variable from Leblang (2002) which takes on a value of 

unity when the index of exchange market pressure reaches “extreme values.”   

I also control for several firm-level characteristics. Beyond the sectoral dummies 

discussed above, the firm-level variables include: Government-Owned, a dummy variable 

indicating whether the national government has an ownership stake in the firm; Foreign-

Owned, a dummy variable indicating whether the firm is owned (in part) by a foreign 

national; and Firm Size, an ordinal variable which classifies firms as being small, 

medium, or large.    

Finally, I include a measure of the general tariff level in each economy to test 

whether the effect of exchange rate valuation varies depending on the degree of 

protection provided by the government. Like all measures of tariffs, the World Bank 

                                                

 

18 While the number of countries with black market premiums shrunk greatly in the mid-1990’s, as of 1998, 
the World Bank data still counts 57 (out of 144) countries as having black market premiums (as opposed to 
94 countries with black market premiums in 1980).   
20 Wei et al. (2004) find that this is the most commonly used measure of exchange rate volatility in a survey 
of the recent economics literature on the subject.  
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measure is marred by spotty coverage and comes with the caveat that it does not take into 

account non-tariff barriers.  

Results  

Table 4 presents results from the ordered probit analysis using the Dollar Index as 

the measure of exchange rate value. Table 5 presents the same models, this time using the 

BMP as the measure of exchange rate value. In each of the tables, Model (1) focuses on 

the independent effects of each variable while Models (2), (3), and (4) add the 

(Sector*ER Value) interactions.   

Regardless of whether we use the Dollar Index or the BMP to proxy for exchange 

rate misalignment, there is no significant relationship between either measure and firm 

managers’ concerns towards the exchange rate. Nor do the interactions provide any 

evidence that the sectors analyzed (Export, Manufacturing, Agriculture) are more likely 

to have concerns about the exchange rate due to exchange rate misalignment. These 

findings call into question the idea that firm managers place a strong emphasis on 

exchange rate misalignment.    

At the same time, RER Volatility is consistently positive and significant, 

indicating that increases in the volatility of the real exchange rate are related to greater 

manager concerns about exchange rate policy.  Across the models, the coefficient for 

RER Volatility ranges from 12 to 20. To interpret the substantive effect of an increase in 

RER Volatility, I generate predicted probabilities associated with an increase in RER 
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Volatility based on the estimates presented in Table 2, Model (1).21 Figure 10 shows the 

predicted probability of a firm manager citing domestic exchange rate policy as a “major 

obstacle” based on different values of RER Volatility. The predicted probability curve is 

almost linear with a one standard deviation increase in RER Volatility associated with 

roughly a 9% increase in the probability that a manager will cite the exchange rate as a 

“major obstacle.”   

In Tables 6 and 7, I test whether sectors that are more closely tied to the world 

economy are more likely to have stronger concerns about domestic exchange rate policy 

based on real exchange rate volatility by interacting RER Volatility with the three sectoral 

dummies. Similar to the prior tables, I use Dollar Index as the measure of misalignment 

in Table 6 and the BMP in Table 7. Regardless of sector or measure of exchange rate 

misalignment, none of the interactions are significant. These results, coupled with the fact 

that, independently, RER Volatility is consistently positive and significant, indicate that, 

while higher exchange rate volatility is closely associated with firm managers concerns 

about exchange rate policy, the relationship between the two does not vary depending on 

whether a firm is more closely linked to the world economy.   

Looking back at Tables 4-7, it is interesting to note that several of the control 

variables are consistently significant and in the same direction. The coefficients for 

Inflation are always positive and almost always significant at the .01 level. Similarly, the 

coefficient on Government Ownership is consistently negative and always significant at 

the .01 level. This is consistent with Broz, Frieden, and Weymouth (forthcoming) who 

                                                

 

21 Predicted probabilities are generated using the Clarify software package from from Tomz, Wittenberg, 
and King (2003).   
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also find a strong negative relationship between government ownership and exchange 

rate concern. There are two potential explanations for this finding: 1) government-owned 

firms may have greater access of potential hedging instruments than other firms in the 

economy, and 2) managers of government-owned firms may believe that the government 

is more likely to bail them out if they experience exchange rate related problems.  

Finally, I examine whether the level of tariff protection in a country affects the 

degree to which firm managers care about the value of the exchange rate. Tariffs can 

serve as substitute for a competitive exchange rate by protecting firms from competition 

abroad. In sectors that are protected from foreign competition by high tariff walls, firm 

managers are expected to place less emphasis on maintaining a competitive value of the 

exchange rate.   

In Model (5) of Tables 4 and 5, I interact Tariff Level with Dollar Index and BMP  

respectively. Using the results from those models, Table 8 reports the estimated increase 

in the probability associated with the two highest categories of ER Concern (3=Moderate 

Obstacle, 4=Major Obstacle), given a change in the value of the specified regressor, at 

varying levels of Tariff Level. More specifically, I analyze the effect of a country’s 

moving from a highly competitive exchange rate position (10th percentile of the relevant 

regressor) to a very uncompetitive position (90th percentile of the relevant regressor) 

while holding Tariff at low (25th percentile), median, and high (75 percentile) levels. All 

other variables are held at their mean.  

The results differ depending on whether we use the Dollar Index or BMP.  Using 

the BMP measure, we see no evidence of any interactive relationship between Tariff 
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Level and exchange rate value. However, when we use Dollar Index, the predicted 

probabilities indicate that a managers are more concerned about the value of the 

exchange rate when tariffs are low.  For example, when tariffs are low, a one-unit change 

in the Dollar Index is associated with a 45% increase in the likelihood that the exchange 

rate will be cited as a “Major Obstacle.” However, when tariffs are high, a one unit 

increase in the Dollar Index is associated with a 34% decrease in the likelihood that the 

exchange rate is cited as a “Major Obstacle.”   

Discussion  

In discussing results from the above analysis, it is useful to distinguish between 

three sets of findings: those related to 1) the misalignment of the exchange rate, 2) the 

volatility of the exchange rate, and 3) the interactive relationship between exchange rate 

level and tariff protection.    

In regards to the first, the results provide little support for the idea that firm 

managers place much emphasis on the value of the exchange rate. Nor do the findings 

support the argument made by Frieden and others that concerns over the level of the 

exchange rate vary by sector. These “non-findings” should, I believe, be taken with a 

measure of caution, if only because other recent research on the issue has generated quite 

different findings. Using the same WBES dataset, Broz, Frieden, and Weymouth 

(forthcoming) find a significant relationship between the rate of annual REER 

appreciation and firm manager concerns over the exchange rate in both the export and 

manufacturing sectors.  The difference in results likely stems from the fact that those 
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authors use a much cleaner measure of exchange rate movement.  At the same time 

however, that measure does not fully capture the idea at the center of this chapter, which 

focuses on the degree of exchange rate misalignment –  i.e. whether the official exchange 

rate differs from the exchange rate implied by economic fundamentals – rather than its 

level per se. This is a much more difficult concept to measure and it may be the case – as 

referenced in the introduction – that no good measure of the concept exists.    

The results provide much stronger evidence of a relationship between exchange 

rate volatility and the likelihood that managers will cite the exchange rate as a major 

concern. In each of the models, increased exchange rate volatility is associated with 

increased concern about domestic exchange rate policy. Again however, there is no 

evidence to support the claim that sectors vary in the emphasis they place on exchange 

rate volatility depending on how closely tied they are to the world economy.  

Finally, the analysis generates interesting (albeit inconsistent) results with regards 

to the relationship between tariff protection and the level of the exchange rate.  Using one 

of our measures of misalignment, the Dollar Index, suggests that tariffs and a 

competitively-valued exchange rate may serve as substitutes in terms of their ability to 

bolster the competitiveness of traded goods.  While this finding does not hold when we 

use the BMP measure, it does offer a good jumping-off point for future research. In a 

1988 paper, Joanne Gowa discussed the potential substitutability of monetary and trade 

policy and focused on the tradeoffs of using tariffs, which can be specifically targetted to 

benefit certain sectors, versus monetary policy, which cannot. Since that time, there has 

been very little political science literature on the interrelationship between trade and 
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monetary policy. The results here suggest that this may be a promising avenue for future 

research.    

Conclusion  

In this chapter, we have examined the degree to which firm managers place 

importance on exchange rate policy. While the findings indicate that managers care about 

exchange rate stability under a broad range of conditions, the results do not support the 

claim that most firms place much weight on the relative value of the exchange rate. 

Finally, though the finding is not robust, the analysis suggests that firm managers may be 

more likely to cite the exchange rate as a concern when tariff protection is low and the 

exchange rate is relatively strong. Having established that under limited conditions firms 

are likely to have strong preferences over exchange rate policy, in the next chapter I 

analyze how political institutions affect policymakers’ responsiveness to those 

preferences.     
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Figure 2 -1: Frieden’s framework of exchange rate preferences.   
Source: Frieden (1991)   
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Figure 2-8: Average exchange rate concern, by sector.  
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Variable Observations Mean Std. Dev. Min Max Source
Exchange Rate Concern 8816 2.54 1.16 1 4 World Bank WBES Survey
Dollar Index 5610 81.86 54.98 4.19 256.43 Easterly 
Black Market Premium 3106 414.38 10685.16 0.00 413361.10 Easterly 
Exchange Rate Volatility 9260 0.03 0.03 0.00 0.19 Ghosh et al.
Inflation 9685 24.01 22.04 3.62 174.02 Easterly 
GDP per Capita 9812 6958 6268 264 40510 Easterly 
Terms of Trade 9562 97.49 11.74 45.74 123.77 Ghosh et al.
Export Firm 9371 1.64 0.48 1 2 World Bank WBES Survey
Firm Size 9914 1.79 0.74 1 3 World Bank WBES Survey
Government-Owned Firm 9552 1.88 0.33 1 2 World Bank WBES Survey
Foreign-Owned Firm 9580 1.81 0.39 1 2 World Bank WBES Survey
Tariff Level 8318 13.83 6.79 0 41 World Bank Tariff Data
Manufacturing Dummy 10046 0.33 0.47 0 1 World Bank WBES Survey
Agriculture Dummy 10046 0.06 0.24 0 1 World Bank WBES Survey

Table 2-1: Summary Statistics
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Table 2-2: Least and Most Concerned about Exchange Rate (Average Values)              

Least Concerned  

  
Most Concerned  

Country Value Country Value 

Bosnia 1.227 Ecuador 3.740 

Botswana 1.301 Thailand 3.634 

Panama 1.384 Guatemala 3.557 

Hungary 1.595 Moldova 3.525 

US 1.632 Kyrgyzstan 3.458 

Portugal 1.688 Philippines 3.450 

Germany 1.695 Kazakhstan 3.424 

Belize 1.714 Indonesia 3.360 

Sweden 1.773 Colombia 3.300 

France 1.792 Honduras 3.272 
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Table 2-3: Percentage of Managers Citing Exchange Rate as a “Major Obstacle”, 
highest and lowest values.                 

Least Concerned  

  
Most Concerned  

Country Value Country Value 

Botswana 1% Ecuador 82% 

Cote d'Ivoire 1% Guatemala 68% 

Namibia 1% Moldova 66% 

Senegal 2% Philippines 65% 

Tunisia 2% Kazakhstan 63% 

Egypt 2% Kyrgyzstan 62% 

Portugal 2% Indonesia 62% 

Panama 2% Romania 54% 

Belize 2% Honduras 54% 

Uganda 2% Colombia 52% 
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Table 2-4:  Ordered Probit Results

(1) (2) (3) (4) (5)

Dollar Index 0.161 0.226 0.180 0.153 0.761**
(0.184) (0.179) (0.178) (0.180) (0.306)

RER Volatility 12.944* 13.052* 13.253* 12.981* 14.520*
(7.463) (7.656) (7.363) (7.449) (11.831)

Inflation 0.845*** 0.842*** 0.858*** 0.843*** 0.899***
(0.211) (0.206) (0.208) (0.209) (0.207)

GDP per Capita 0.054 0.038 0.053 0.051 0.129
(0.137) (0.136) (0.135) (0.137) (0.129)

Crisis 0.030 0.039 0.017 0.026 0.066
(0.134) (0.133) (0.137) (0.134) (0.128)

Capital Controls -0.234 -0.214 -0.237 -0.233 -0.308
(0.269) (0.260) (0.267) (0.268) (0.264)

Size -0.074* -0.069* -0.085* -0.073* -0.071*
(0.044) (0.040) (0.046) (0.044) (0.042)

Government Ownership -0.425*** -0.398*** -0.422*** -0.424*** -0.445*
(0.077) (0.068) (0.076) (0.076) (0.130)

Foreign Ownership -0.062 -0.079 -0.056 -0.060 -0.087
(0.075) (0.075) (0.076) (0.075) (0.077)

Exporter 0.607
(0.636)

Exporter * Dollar Index -0.162
(0.162)

Manufacturing 0.231
(0.341)

Manufacturing * Dollar Index -0.030
(0.074)

Agriculture -1.008
(0.880)

Agriculture *  Dollar Index 0.189
(0.205)

Tariff Level 0.167***
(0.054)

Tariff Level * Dollar Index -0.045***
(0.015)

Observations 4429 4344 4429 4429 3791

Countries 51 51 51 51 44

Psuedo R2 0.056 0.057 0.058 0.056 0.048

Robust Standard errors , clustered by country, in parentheses

 * significant at 10; ** significant at 5; *** significant at 1

Dependent Variable: Exchange Rate Concern
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Table 2-5:  Ordered Probit Results

(1) (2) (3) (4) (5)

BMP 0.027 0.080 0.024 0.023 -0.082
(0.173) (0.148) (0.169) (0.171) (0.319)

RER Volatility 19.926* 20.694* 20.054* 20.170* 18.236
(11.772) (11.537) (11.724) (11.699) (13.580)

Inflation 0.419*** 0.419*** 0.414*** 0.419*** 0.481*
(0.106) (0.107) (0.107) (0.106) (0.283)

GDP per Capita 0.088 0.093 0.084 0.089 0.071
(0.081) (0.088) (0.082) (0.080) (0.155)

Crisis 0.057 0.056 0.055 0.051 0.089
(0.090) (0.091) (0.090) (0.090) (0.112)

Capital Controls 0.249 0.276 0.248 0.246 0.138
(0.262) (0.267) (0.262) (0.260) (0.310)

Size -0.020 -0.018 -0.033 -0.015 -0.011
(0.054) (0.052) (0.055) (0.053) (0.057)

Government Ownership -0.241*** -0.219*** -0.243*** -0.235*** -0.289***
(0.080) (0.079) (0.080) (0.080) (0.123)

Foreign Ownership -0.104 -0.122* -0.097 -0.102 -0.104
(0.078) (0.073) (0.076) (0.078) (0.078)

Exporter 0.167
(0.242)

Exporter * BMP -0.126
(0.141)

Manufacturing 0.090
(0.169)

Manufacturing * BMP 0.000
(0.069)

Agriculture -0.595
(0.638)

Agriculture * BMP 0.100
(0.263)

Tariff Level -0.027
(0.042)

Tariff Level * BMP 0.008
(0.017)

Observations 7616 7616 7616 7616 6103

Countries 73 73 73 73 63

Psuedo R2 0.048 0.050 0.049 0.049 0.048
Robust Standard errors , clustered by country, in parentheses

 * significant at 10; ** significant at 5; *** significant at 1

Dependent Variable: Exchange Rate Concern
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Table 2-6: Ordered Probit Results

(1) (2) (3)

Dollar Index 0.162 0.167 0.159
(0.182) (0.181) (0.183)

RER Volatility 14.947** 12.622* 13.089*
(7.137) (6.881) (7.424)

Inflation 0.836*** 0.861*** 0.840***
(0.205) (0.207) (0.210)

GDP per Capita 0.035 0.051 0.051
(0.137) (0.135) (0.137)

Crisis 0.038 0.023 0.027
(0.131) (0.133) (0.133)

Capital Controls -0.221 -0.238 -0.234
(0.261) (0.264) (0.268)

Size -0.068* -0.083* -0.073*
(0.040) (0.045) (0.044)

Government Ownership -0.398*** -0.422*** -0.424***
(0.068) (0.076) (0.076)

Foreign Ownership -0.076 -0.053 -0.061
(0.073) (0.075) (0.075)

Exporter -0.098
(0.122)

Export * RER Volatility 1.676
(5.942)

Manufacturing -0.006
(0.102)

Manufacturing * RER Volatility 5.058
(3.557)

Agriculture -0.467
(0.403)

Agriculture * RER Volatility 7.830
(13.240)

Observations 4344 4429 4429

Countries 51 51 51

Psuedo R2 0.057 0.058 0.056

Robust Standard errors , clustered by country, in parentheses

 * significant at 10; ** significant at 5; *** significant at 1

Dependent Variable: Exchange 
Rate Concern
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Table 2-7: Ordered Probit Results

(1) (2) (3)

BMP 0.028 0.027 0.026
(0.172) (0.173) (0.171)

RER Volatility 19.314* 18.636 19.886*
(11.022) (11.938) (11.549)

Inflation 0.421*** 0.418*** 0.418***
(0.108) (0.107) (0.106)

GDP per Capita 0.086 0.081 0.089
(0.090) (0.082) (0.080)

Crisis 0.057 0.059 0.052
(0.091) (0.090) (0.090)

Capital Controls 0.283 0.251 0.244
(0.267) (0.259) (0.259)

Size -0.018 -0.034 -0.016
(0.052) (0.056) (0.054)

Government Ownership -0.220*** -0.244*** -0.232***
(0.078) (0.079) (0.081)

Foreign Ownership -0.123* -0.094 -0.102
(0.071) (0.076) (0.078)

Exporter -0.134
(0.156)

Export * RER Volatility 2.546
(8.734)

Manufacturing 0.017
(0.134)

Manufacturing * RER Volatility 3.203
(4.314)

Agriculture -0.621**
(0.316)

Agriculture * RER Volatility 8.926
(12.371)

Observations 7616 7616 7616

Countries 73 73 73

Psuedo R2 0.037 0.037 0.037

Robust Standard errors , clustered by country, in parentheses

 * significant at 10; ** significant at 5; *** significant at 1

Dependent Variable: Exchange 
Rate Concern
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Low Tariffs Median Tariffs High Tariffs

dPr(exr = 3) 0.002 0.020 -0.169**
(0.058) (0.029) (0.083)

dPr(exr = 4) 0.453*** 0.101 -.347**
(0.161) (0.151) (0.133)

Low Tariffs Median Tariffs High Tariffs

dPr(exr = 3) -0.135 -0.124 -0.121
(0.099) (0.095) (0.093)

dPr(exr = 4) 0.052 0.1012 0.185
(0.382) (0.037) (0.386)

Robust Standard errors , clustered by country, in parentheses
 * significant at 10%; ** significant at 5%; *** significant at 1%

Effect of  Dollar Index

Effect of  Black Market Premium

Table 2-8: Predicted Change in Exchange Rate Concerns at Varying Levels of 
Tariff Protection
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Chapter 3 

Interests, Institutions, and Exchange Rates:  A Political Economy Analysis  

Introduction  

On December 17th 2006, the Bank of Thailand (BOT) imposed capital controls on 

foreign currency inflows into Thailand. More specifically, the BOT placed a one year, 

30% withholding requirement on all foreign currency inflows exceeding $20,000. The 

imposition of capital controls represented the first major monetary policy action taken by 

the Thai military government since it came to power as a result of the September 19, 

2006 coup of the democratically-elected Thaksin Shinawatra government. The shift in 

policy was met with alarm by the Stock Exchange of Thailand (SET); in the session 

immediately following the imposition of capital controls, the SET Benchmark Index fell 

by 15 percent. 1  On December 19th, the BOT responded to the market’s negative reaction 

by dropping the withholding requirement for equity inflows.2  

The explicit goal of the BOT’s capital control policy was to stem the rise in the 

value of the baht, which had appreciated against the dollar by 17% in 2006 alone, in order 

to reduce pressure on firms in the tradables sector. The baht’s strength was not a new 

phenomenon; the currency had appreciated slowly since its low point in July 2001 at 45 

baht/$. Throughout this period, Thai trade associations openly lodged complaints against 

                                                

 

1 Surprisingly, the Thai stock market reacted more strongly to the military government’s announcement of 
capital controls than it did to the coup itself. The day after the coup, the market shrank by only 1.42%. 
2 The BOT would go on to drop the remaining capital controls on February 28, 2007.  It is debatable 
whether the controls served their purpose.  
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the government about the baht’s strength.  The complaints often explicitly targeted the 

baht’s loss of competitiveness relative to the Chinese yuan and other regional currencies.3  

Compared to the dramatic steps taken by the newly-formed military government, 

the democratically-elected government had done relatively little to stem the recent 

strengthening of the baht. In this paper, I show that the shift towards a more aggressive 

exchange rate policy following the coup reflects the differing incentives facing monetary 

policymakers in inclusive vs. non-inclusive polities. The theory developed here illustrates 

why governments with low levels of political representation are more likely to pursue an 

undervalued exchange rate than more inclusive governments.   

Exchange rate policy, like trade policy, has predictable distributional effects. For 

this reason, groups within the economy have incentives to lobby the government in 

support of exchange rate policies that increase their welfare. In order to predict when 

policymakers are more likely to privilege the demands of one group over another’s, we 

need to understand how the structure of political representative institutions can bias 

policymakers in favor of certain groups. While a well-developed strand of the literature 

on trade policy has focused on the mediating role played by representative institutions, 

this issue has been largely neglected in the literature on exchange rate policy. In this 

chapter, I fill this void by showing how the structure of representative institutions may 

                                                

 

3 As an example of the special interest pressure facing the government, consider a report in the Thai 
Newspaper The Nation from November 11th, 2006, in which “ten export-oriented associations … threatened 
to cut their output or even shut down completely if the government failed to stabilise the US-dollar/baht 
value [following] the sharp appreciation in the Thai currency against the greenback, which has cut into their 
competitiveness against other exporting countries. They said the government must urgently implement 
appropriate measures to ensure that the baht appreciation against the dollar was no greater than the relative 
appreciation of other currencies in the region.” 
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affect policymakers’ incentives to respond to the exchange rate policy demands made by 

different groups within the economy.   

The theory outlined in this chapter combines the framework of exchange rate 

preferences analyzed in Chapter 2 with insights from the “winning coalition” theory 

developed by Buena de Mesquita, Smith, Siverson, and Morrow (2003) to generate 

predictions about when governments are most likely to pursue a competitively-valued 

exchange rate.4 The key insight of the winning coalition approach is that the degree of 

representation afforded to citizens by political institutions has a strong effect on the type 

of strategies used by politicians to maintain support. When governments are characterized 

by low levels of representation, policymakers need only appease a small coalition of 

supporters to maintain political power, and can efficiently target members of this 

coalition through the provision of particularistic policies. In more representative settings, 

the winning coalition is larger, and enacting particularistic policies becomes an inefficient 

strategy. In these situations, policymakers are more likely to create policies that benefit a 

wider segment of the society. Since undervaluation benefits the tradables sector at the 

cost of the society at large, I argue that governments with lower levels of representation 

(non-democracies) are more likely than fully-representative governments (democracies) 

to pursue a weak currency policy.    

Of course not all non-democracies choose to pursue competitively-valued 

currencies. Whether they do so also depends on the importance of the tradables sector to 

the domestic economy and the country’s history of inflation. The larger the tradables 

                                                

 

4 Hereafter, Buena de Mesquita, Smith, Siverson, and Morrow (2003) is referred to as BDM et al. (2003) 
Note that I use the term “competitively-valued currency” or “competitive currency” to denote currencies 
that are close to their equilibrium value.   



60    

sector, the greater the likelihood that tradables producers are represented in the winning 

coalition, which in turn makes undervaluation a more likely outcome. High inflation 

undermines both a government’s ability and its willingness to pursue a weak currency, 

forcing monetary policymakers in high-inflation countries to make reducing inflation a 

first priority.   

The chapter is organized as follows: Section 2 reviews how the relationship 

between representative institutions and policymaker preferences has been treated in the 

literature on both trade and exchange rate policy. Section 3 outlines the main political 

theory. I test this theory in Section 4. Section 5 concludes with a discussion of the results 

and potential avenues for future research.    

Literature Review  

In Chapter 2, we tested the basic theory of exchange rate preferences developed 

by Frieden (1991, 1994, 2002). Frieden’s framework assigns sectoral preferences over 

two dimensions of exchange rate policy: the degree of exchange rate flexibility and the 

value of exchange rate. A sector’s preferred degree of exchange rate flexibility depends 

on its demand for exchange rate stability vs. domestic monetary autonomy, while 

preferences for a given level of the exchange rate “track the relative price changes 

involved in the depreciation or appreciation of the currency”(Frieden 1991, 446). 

Because a depreciation in the real exchange rate represents a reduction in the price of a 

country’s goods relative to those produced externally – i.e., an increase in 

competitiveness – both exporters and import-competing producers favor a weak currency.  

The real exchange rate can also be conceptualized as the ratio of the price of 
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nontradable goods to the price of tradable goods. Under this approach, a depreciation of 

the real exchange rate is associated with an increase in the price of tradables to 

nontradables. As Frieden (1991) states, a depreciation therefore “tends to help producers 

of tradable goods – whose output prices rise more than the prices of the nontradables 

inputs they use – and to hurt producers of nontradables goods.” The expectation is 

therefore that tradables producers will favor a weak currency, while nontradables 

producers will favor a strong currency.5  

While Frieden’s theory provides a useful framework for understanding the 

exchange rate preferences of important actors within society, it critically ignores the role 

of politics. As Frieden states, the framework “has to do with the interests in play, not 

necessarily with the outcome of political conflict among them.” (1991). Once societal 

groups have expressed their preferences over exchange rate outcomes, those preferences 

must be aggregated through a political mechanism before becoming policy. Political 

institutions play a key role in this aggregation process by determining the structure of 

incentives facing policymakers. As Milner (1999) notes, “different institutions empower 

different actors.” More specifically, representative institutions bias the direction of policy 

outcomes by defining the group of citizens to whom policymakers are accountable.  

Without taking into account how political institutions might bias policymakers in 

favor of one group or another within the domestic economy, it is impossible to predict 

policy outcomes. This simple point has been overlooked by many IPE scholars who have 

                                                

 

5 As emphasized in Chapter 2, Frieden’s original framework largely ignores the effect of both exchange 
rate pass through and dependence on imported intermediate inputs. To the extent that a sector is dependent 
on imported intermediate goods, it will be less likely to benefit from a weak currency. Likewise, low levels 
of pass through will also serve to reduce the benefit derived by tradables producers from a depreciated 
currency.  
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attempted to predict policy outcomes based solely on an examination of sectoral interests. 

The major contribution of this chapter is therefore the development of a theory that shows 

how political institutions bias policymakers in favor of one group or another in 

constructing exchange rate policy.   

The relationship between political accountability and policy outcomes has 

received a great deal of attention in the literature on trade policy and far much less 

attention in the literature on exchange rate policy. Below, I compare how the link 

between political accountability and economic policy has been conceptualized in both 

literatures.    

Trade Policy     

Political institutions affect trade policy by determining which policymakers are 

responsible for establishing tariffs and to whom those policymakers are accountable.6  

Constituency size is a key determinant of political accountability. Larger constituencies 

lead to greater policymaker insulation from special interest groups and therefore a higher 

likelihood of trade liberalization. (Rogowksi 1987, Rogowski 1989, Mansfield and Busch 

1995, Nielsen 2003)  Rogowski (1987) explains the logic as follows:    

“When automakers or dairy farmers entirely dominate twenty small 
constituencies and are a powerful minority in fifty more, their voice 
will certainly be heard in the nation's councils. Where they constitute 
but one or two percent of an enormous district's electorate, 
representatives may defy them more freely.” (208)  

                                                

 

6 This section does not provide an exhaustive review of the literature on political institutions and trade 
policy. Instead, I focus solely on those arguments which hinge on how changes in representative 
institutions affect trade policy.  
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The resulting prediction is that, when policymakers representing small districts 

have tariff-making authority, pork-barrel politics and tariff-swapping will dominate. In 

the words of Karol (2007):  “The smaller the constituency, the narrower the interest that 

may determine the legislator’s vote; parochialism produces protectionism.”7  

This prediction is borne out by the prominent – and much studied – example of 

the Reciprocal Trade Agreements Act (RTAA), which was passed by the United States 

Congress in 1934 and is generally regarded as a major catalyst of the United States’ turn 

towards greater trade liberalization. Along with establishing reciprocity in trade 

negotiations, the major policy change embodied by the RTAA was the transfer of tariff-

making authority from Congress to the President. Moving that authority from members of 

Congress, whose constituency is limited by the size of their congressional districts, to the 

President, whose constituency is the entire national electorate, shifted the balance of 

political power in favor of trade liberalization.8 (Schattschneider 1935, Haggard 1988, 

Irwin and Kroszner 1999)    

Milner and Kubota (2005) and O’Rourke and Taylor (2006) use a similar 

argument to explain the “rush to free trade” exhibited by developing countries since the 

1970s. They argue that democratization has been the main driver behind the movement 

towards trade liberalization in developing countries. Their argument combines Stolper-

Samuelson logic with median voter theory. By enfranchising workers, democratization 

                                                

 

7 Karol (2007) goes on to challenge the argument that smaller constituencies tend to yield more 
protectionist outcomes by showing that US Senators tend to be more protectionist than their Representative 
counterparts (who represent smaller constituencies) once population size is controlled for and that state size 
does not have an effect on Senatorial preferences for protectionism.  
8 Hiscox (1999) makes a convincing argument that changes in the underlying party constituencies and 
societal preferences in the United States had a stronger effect on the country’s move towards liberalization 
than did the RTAA itself.     
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forces politicians to take into account the interests of low-skilled labor. Before 

democratization, the majority of individuals within the selectorate are capital owners. As 

the franchise is expanded, the median voter shifts from someone with a high degree of 

capital to someone with very little capital (a low-skilled worker). Because trade 

liberalization is predicted by the Stolper-Samuelson Theorem to lead to higher wages for 

laborers in developing countries, increasing the political power of laborers increases the 

incentive for policymakers to pursue more liberal trade policies.   

Exchange Rate Policy   

Although political institutions appear often in the literature on exchange rate 

policy, they usually do so in the form of either international institutions such as the Gold 

Standard or institutional mechanisms such as exchange rate pegs and central bank 

independence.9 The effect of domestic electoral institutions on exchange rate policy has 

received far less attention.  

  In a series of articles, Bernhard and Leblang (1999) and Leblang (1999, 2003) 

examine how differences across majoritarian and proportional electoral systems affect 

policymaker preferences over the exchange rate regime.10 Their argument is that, due to 

the “all-or-nothing” nature of elections in majoritarian systems, politicians in these 

systems are unwilling to have their “hands tied” by a fixed exchange rate. Knowing that 

the costs of electoral defeat are high, they prefer to maintain greater control over 

monetary policy. In a world of mobile capital, this entails using a flexible exchange rate 

                                                

 

9  For an extensive review of the political economy of exchange rate pegs and central bank independence 
see Bernhard, Broz, and Clark (2003).  
10 A closely related literature looks at the relationship between partisanship and exchange rate regime 
choice. Prominent examples include Simmons (1994) and Leblang (2002). 
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regime.11 While this prediction holds for the developed world, Leblang (1999) actually 

finds the opposite is true for developing countries, where it is politicians in proportional-

representation (PR) governments who are more likely to maintain a flexible rate. 12     

Electoral timing also affects policymaker preferences over the exchange rate. 

Elections tend to bias policymakers in favor of strong currencies by increasing the 

“political influence of consumer-voters.” (Blomberg, Frieden, and Stein 2005).13 For this 

reason, policymakers may attempt to engineer a stronger currency in the run-up to 

elections. Because doing so requires a flexible (though not freely floating) exchange rate 

regime, policymakers in countries where elections are exogenous are expected to prefer 

more flexible exchange rate regimes. (Bernhard and Leblang 1999).   

The above arguments focus on either electoral timing or electoral institutions – 

i.e., how votes are translated into seats – to explain exchange rate policy outcomes. Much 

less work has been done on how variations in political accountability per se affect 

exchange rate policy. An important exception is Bonomo and Terra (2001) who explain 

shifts in Brazilian monetary policy using a model that poses a central tradeoff for 

policymakers: namely, whether to use external monetary policy to pursue a balanced 

current account or to maintain low inflation. Because low inflation benefits a “large 

number of dispersed economic agents,” while price competitiveness benefits only 

                                                

 

11 This follows from the Mundell-Fleming “Unholy Trinity” which is reviewed in greater detail in Chapter 
2 and which holds that governments can simultaneously pursue only two of the following three policy 
goals: a fixed exchange rate, international capital mobility, and domestic monetary autonomy. This means 
that, in a world of mobile capital, politicians necessarily face a tradeoff between exchange rate stability and 
domestic monetary autonomy.  
12 Leblang explains the divergence in findings by arguing that policymakers in PR systems in developing 
countries are more likely to engage in “side payments” than their developed country counterparts, and that 
these side payments necessitate the unconstrained use of monetary policy.  No evidence is provided to back 
these claims. 
13 This is consistent with the literature on political business cycles (Nordhaus 1975, Alesina and Rosenthal 
1995, Keech 1995).  
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exporters and producers of import-competing goods, politicians in democracies are 

expected to place a higher weight on maintaining low inflation than politicians in non-

democracies. This implies that democracies are more likely than autocracies to maintain a 

strong currency.14  

While the argument that strong currencies are politically popular is made by other 

authors whose analysis centers on Latin America (e.g., Dornbusch and Edwards 1990, 

Frieden and Stein 2001), there is little evidence that this finding holds in other regions. 

For instance, in his study of African economic policymaking, Bates (1981) finds that, 

across a wide number of African authoritarian governments, policymakers pursued 

overvalued currencies as a way to gain support from a small, urban elite, much to the 

detriment of agricultural producers.   

These opposing views on how the relationship between political representation 

and the tradables sector affects policymaker preferences over the value of the exchange 

rate provide ample justification for the project undertaken in this chapter: namely, to 

develop a theory that relates the degree of political representation and importance of the 

tradables sector to exchange rate level outcomes.     

Theory 

   Following the logic used by BDM et al., I treat a politician’s ability to stay in 

power as depending on his ability to maintain the favor of a winning coalition, i.e. the 

                                                

 

14 Unfortunately, Bonomo and Terra do not take into consideration the fact that autocracies may pursue 
populist strategies that respond directly to the demands made by the working classes and that such policies 
may involve pursuing a weak currency. Clear evidence of this is provided by Diaz-Alejandro (1965), who 
argues that, in the late 1950s, the autocratic Argentine regime engineered multiple devaluations as a way to 
increase the support of laborers tied to the tradables sector.   
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group of individuals whose support is “essential for the incumbent to stay in office.” 

Individuals are assumed to remain in a politician’s winning coalition unless they feel that 

they can receive greater benefits from a potential challenger, in which case, they defect. 

How a politician goes about maintaining the favor of the winning coalition depends, in 

large part, on the size of the winning coalition relative to the size of the selectorate – 

defined as the “set of citizens who have a chance of becoming members of the ruling 

winner’s coalition.” (BDM et al. 2003) In a fully functioning democracy, the selectorate 

includes all enfranchised citizens, while in non-democracies the selectorate is generally 

limited to a much smaller proportion of the society. The larger the selectorate, the greater 

the number of potential supporters a politician can pull from in attempting to cull a 

winning coalition.   

The size of the winning coalition relative to the size of the selectorate determines 

whether policymakers enact policies that benefit a majority of citizens or some smaller 

group. When the winning coalition is relatively small, a politician only needs to satisfy, 

or “buy off”, a small number of citizens to remain in power. In this situation, it benefits 

the politician to tailor policy to the specific needs and wants of members of that coalition. 

As the winning coalition grows, gaining political support through the provision of 

particularistic policies becomes increasingly inefficient. Therefore, the larger the winning 

coalition necessary to maintain political office is, the more likely politicians are to bolster 

support by enacting policies that benefit a wider spectrum of society.   

Political institutions determine the size of the selectorate and winning coalition. In 

a fully-functioning democracy, the selectorate is quite large; all enfranchised citizens 

have the opportunity to become a member of the winning coalition. In non-democracies, 
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the selectorate is usually much smaller. Likewise, the size of the winning coalition 

depends on political institutions. BDM et al. compare the United States in 1992, in which 

the winning coalition consisted of the 43% of the electorate that voted for Bill Clinton, to 

the winning coalition in Saddam Hussein’s Iraq, which consisted of a small group of 

Hussein’s “personal kinsmen” and members of the Republican Guard.    

While democracies and non-democracies differ on more dimensions than just 

representation, this difference represents the most basic distinction between the two 

systems and it is this distinction that I emphasize here. In the remainder of the paper, I 

use the term non-democracy to refer to states requiring political leaders to maintain a 

relatively small winning coalition, and democracy to refer to states that require leaders to 

maintain the support of a large winning coalition. The expectation is that politicians in 

non-democracies will be more likely to enact particularistic policies while politicians in 

democracies will be more likely to enact policies that benefit a wider segment of society.   

There are two reasons why an exchange rate that is close to its equilibrium value 

can be viewed as a public-oriented policy. First, by definition, the distortions associated 

with misaligned exchange rates (which in turn distort the incentives for resources to flow 

into either the tradables or nontradables sectors) do not exist under an equilibrium 

exchange rate. Second, and perhaps more importantly, there is a strong empirical 

association between competitive exchange rates and long-term growth.15   

If competitive currencies lead to higher levels of economic growth, it may seem 

natural for all governments to pursue a such a policy. Eichengreen (2007) invokes 

                                                

 

15 On this second point, recent empirical work by Rodrik (2007) adds to what was already strong evidence 
(Krueger 1980, Sachs 1985, Dollar, 1992, World Bank 1993) that a competitively-valued exchange rate 
leads to higher levels of long-run economic growth. 
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Olson’s theory of collective action to explain why more governments do not do so. He 

argues that the benefits of a competitively-valued exchange rate are diffuse, while the 

costs are concentrated and therefore the incentive to lobby the government is stronger 

among those who benefit from a misaligned currency. Eichengreen’s arguments are 

consistent with the logic put forth in this chapter. Since political action is less costly in 

democracies, democratic governments are more likely to maintain policies that benefit a 

wider segment of the society, however diffuse this benefit may be.    

While equilibrium exchange rates are expected to receive broad-based support, 

misaligned exchange rates benefit specific sectors at the expense of the broader public. 

More specifically, a weak currency benefits tradables producers who do not rely on 

imported intermediate goods, by raising the relative price of tradables to nontradables. 

Likewise, a strong currency benefits nontradables producers by lowering the relative 

price of tradables to nontradables.    

Combining this treatment of exchange rate policy along with the political logic 

outlined above allows us to predict how exchange rate policies will vary depending on 

cross-country differences in political representation. The theory predicts that, in countries 

where the winning coalition is relatively large, currencies are more likely to be in 

equilibrium. In countries where the winning coalition is relatively small, the government 

is likely to enact a policy that is tilted in favor of one group or another; hence, the 

exchange rate outcome will vary depending on what sectoral interests are represented in 

the winning coalition. In small coalition settings, the higher the share of tradables 

producers within the winning coalition, the more likely the currency will be weak. 
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Conversely, the higher the share of non-tradables producers within the winning coalition, 

the more likely the currency will be strong.   

Up to this point, we have emphasized the idea that political leaders in non-

democracies are more likely than their democratic counterparts to prefer maintaining a 

misaligned exchange rate. It should also be noted that, beyond their preference to 

maintain a misaligned exchange rate, non-democracies, and especially autocracies, also 

have a greater capability to do so. Since a weak currency entails one group benefiting at 

the cost of the majority, coercive force may be necessary to keep that majority in line. As 

Haggard and Kaufman (1995) note, autocratic governments have often employed 

“repressive tactics…to ‘manage’ public protests against deteriorating economic 

conditions.” The ability to use repressive force therefore allows autocracies to better cope 

with the potential popular backlash that a misaligned exchange rate may lead to.    

To summarize the argument:  In large coalition polities, the domestic currency is 

expected to be close to its equilibrium level. In small coalition polities, the predicted 

value of the currency depends on the importance of tradable goods for the domestic 

economy: if an economy is highly dependent on tradable goods, a weak currency is 

predicted, if it is not, the predicted outcome is a strong currency.   

Other Considerations  

Several other factors (in addition to electoral timing as mentioned above) can 

affect both the willingness and the ability of policymakers to pursue a competitively 

valued currency. These include the following:  
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Recent Inflation History  

Perhaps the most important factor guiding monetary policymakers is a country’s 

recent history of inflation. In countries that have recently experienced a bout of high 

inflation, reestablishing price stability is a first-order problem that must be solved before 

policymakers can move on to pursuing other economic goals. Although the relationship 

between inflation and the value of the exchange rate is complex, there is strong evidence 

that weak currencies are correlated with higher inflation (Kamin 1997, Calvo et al. 1994). 

This inverse relationship between a currency’s strength and the level of the inflation 

poses “a serious dilemma for policymakers wishing to achieve both price stability and 

export competitiveness.” (Kamin 1997)     

Central Bank Independence  

One way a government can curb inflation is by increasing the independence and, 

in turn, the credibility of its central bank. Since the early 1990s, there has been a 

movement, in both developed and developing countries, towards greater central bank 

independence. (Bernhard, Broz, and Clark 2002 , Maxfield 1997, Cukierman, Miller, and 

Neyapti 2001). Delegating policy control to a central bank raises a government’s anti-

inflationary credibility since central banks tend to be staffed by technocrats that are more 

inflation-averse than their counterparts in government. (Hibbs 1982, Issing 1993) In 

addition, the more independent a central bank is, the more insulated policymakers will be 

from the demands made by interest groups. The increased power of an inflation-averse 

policymaking elite reduces the likelihood that a government will maintain a 

competitively-valued currency.   
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Exchange Rate Regime  

Fixing the exchange rate represents another way in which governments can 

bolster their anti-inflation credibility.16  Although exchange rate pegs have been largely 

successful at reducing inflation (Ghosh, Gulde, Ostry and Wolfe 1997), it is still often the 

case that the pegging country will have a higher rate of inflation than the country to 

which it is pegged; in these cases, the exchange rate will tend to be overvalued. Although 

there are exceptions (predominantly in low-inflation East Asia) where pegs do not lead to 

overvaluation, the expectation is that, in general, countries that peg will be more likely to 

have overvalued exchange rates.   

Trade Policy  

The degree to which producers (and the politicians who represent them) care 

about the value of the exchange rate depends on the trade policy pursued by government. 

If a country’s industries are protected from foreign competition by high tariff walls, 

industry leaders are less likely to pressure the government to pursue a competitively-

valued exchange rate. In fact, they may prefer a strong currency in order to reduce the 

price of imported intermediate goods. Contrarily, as a country liberalizes its trade policy, 

the opportunity for firms to seek compensatory tariff protection for an overvalued 

exchange rate diminishes, leading firms to place more emphasis on the maintenance of a 

                                                

 

16 A government that pegs its exchange-rate fixes the value of its own currency to the value of a foreign 
currency and, in doing so, grants autonomy to the foreign central bank that issues it. By pegging to the 
currency of a more credible foreign central bank, the government limits its own discretion to manipulate 
monetary policy – i.e., it “ties its hands” – and thereby reduces the inflationary expectations of private 
actors in the domestic economy. This benefit comes at a cost however since it is predicated on the loss of 
domestic monetary autonomy. 
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competitive exchange rate.17 The analysis conducted in Chapter 2 suggests that, 

depending on the measure of exchange rate misalignment used, firm managers may be 

more likely to have concerns over the value of the domestic currency when tariffs are 

low. The expectation is that, in countries where tariffs are high, policymakers will face 

less lobbying pressure from the tradables sector relating to the value of the domestic 

currency and they will therefore be more likely to look to maintain a strong currency.    

Balance Sheet Effects    

Much of the recent work in economics on exchange rate policy concerns the 

effect of currency volatility on firms’ balance sheets. (Mishkin 1996, Calvo and Reinhart 

2002, Eichengreen and Hausmann 2005). When firms within a country have a high 

degree of foreign-currency denominated debt, their balance sheets are vulnerable to 

changes in the value of the domestic currency. This problem is most acute when debts are 

denominated in foreign currency but assets remain denominated in local currency. When 

this is the case, currency depreciation leaves firms facing more onerous debts and 

increases their risk of default. Monetary policymakers must take into account this risk. 

Therefore, in countries where the stock of foreign-denominated debts is large, 

policymakers will be less willing to allow their currency to depreciate, and will therefore 

be less likely to pursue a competitively-valued currency.18     

                                                

 

17 Causation may run in the other direction as well, Shatz and Tarr (2000) argue that overvalued exchange 
rates are often “the root cause of protection.”   
18 I attempted to include data on foreign-denominated debts, but even the most expansive dataset – from 
Levy-Yeyati (2006) – was too incomplete to allow for cross sectional regressions for the time period 
analyzed.  
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Data Analysis  

In order to test whether policymakers in certain institutional and socio-economic 

settings are more likely to pursue a competitively-valued currency, we first need to work 

through several measurement issues relating to both the dependent variable (exchange 

rate value) and key independent variable (the degree of political representation).    

Dependent Variable – Exchange Rate Value  

Our focus is on how a country’s exchange rate relates to its trade competitiveness, 

therefore we are concerned with the behavior of the real, rather than the nominal, 

exchange-rate. The nominal exchange rate is the rate at which a currency from one 

country can be traded for the currency of another. What matters for trade however is the 

real exchange rate (RER), which incorporates both the nominal exchange-rate and price 

differentials across countries. The real exchange rate is commonly defined as: 

(1) )  

where e is the nominal exchange-rate, P is the price level of the home country and 

P* the foreign price level.   

As established in the Introduction, measuring exchange rate misalignment is an 

inexact science at best. As stated in a recent article in The Economist, “the awkward truth 

is that it is almost impossible to be sure when a currency is misaligned, let alone by how 

much.” (“Misleading Misalignments,”2007) The article cites a recent study by Dunaway 

and Li (2007), in which the authors estimate the misalignment of the Chinese yuan using 

eight commonly used methods. The resulting estimates “range from zero to almost 50% 

depending on the methods and assumptions used,” indicating the difficulty of coming up 
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with consistent measures of exchange rate misalignment. Perhaps the biggest problem 

facing traditional models of exchange rate value is their failure to account for cross-

border capital flows, which are now an important factor affecting the value of the 

exchange rate in the short-term. Without taking into account the effect of such flows, 

conventional models can only predict the equilibrium behavior of the exchange rate in the 

very long run.19  

In this chapter, I use the same measures of exchange rate value as used in Chapter 

2, namely the Dollar Index and the Black Market Premium (BMP) (which are correlated 

at .65). The sample period for regressions using both measures is 1985-2000.   

Independent Variables 

Political Accountability   

My theory argues that whether policymakers pursue a competitively-valued 

currency depends largely on the size of the winning coalition. The size of the winning 

coalition is determined by the degree of representation afforded to citizens by political 

institutions. In order to test the theory, we therefore need a measure of the inclusiveness 

of the political process.    

When assessing governance characteristics in a cross-country setting, most 

political scientists use variables from the Polity dataset, most frequently a country’s 

Polity score. A country’s Polity score is a composite variable based on several indicators: 

the competitiveness of political participation, the openness and competitiveness of 

                                                

 

19 Ideally, I would be able to use exchange rate estimates produced by a model that took into account 
international capital flows. Morgan Stanley uses several such models but their data is proprietary. I was 
unable to locate a publically-available measure of exchange rate value that took into account cross-border 
capital flows.  
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executive recruitment, and constraints placed on the chief executive. (Marshall and 

Jaggers 2006). The latter component, “Constraints on the Chief Executive” – which is 

measured by the presence of checks and balances placed on the executive (usually in the 

form of legislative bodies and laws) – receives the greatest weight. For this reason, the 

Polity score is particularly good at capturing differences in political constraints across 

governments.20     

Trade Dependence   

The theory predicts that tradables groups are more likely to have their exchange 

rate demands met when they make up a significant portion of the winning coalition. 

Because determining the exact composition of a winning coalition is difficult (especially 

in autocracies, given their lack of transparency), I approximate the importance of a given 

sector within the winning coalition by the sector’s importance to the economy as a whole, 

as measured by its share of GDP. The assumption is that the more dependent a country is 

on tradables production, the higher the share of tradables producers within the winning 

coalition. I measure the size of the tradables sector as equaling (Exports+Imports)/GDP, 

                                                

 

20 Hicken, Satyanath, and Sergenti (2005) argue that a country’s Polity score underemphasizes the 
importance of institutions that determine the size of a politician’s accountability group; namely, rules 
relating to how a chief executive is selected and the competitiveness of elections, if they exist. Gleditsch 
and Ward (1997) state that a country’s Polity score treats “the recruitment and participation dimensions” as 
being “empirically extraneous despite their centrality in democratic theory.”20  A more appropriate measure 
of coalition size comes directly from BDM et al., whose measure of winning coalition size, W, is based on 
several of the lesser weighted elements in the Polity dataset (competitiveness of executive recruitment, 
openness of executive recruitment, and competitiveness of participation) and also on the “Civilian 
Character of the Regime” variable from Banks (1996). Because they are more interested in capturing 
variation in representative institutions than variation in institutional constraints, BDM et al. purposefully 
exclude Polity’s “Constraints on the Executive” measure in their calculation of W. Even so, Polity and W 
are correlated relatively highly at 0.83. W ranges from 0 to 1, with higher values signifying a larger winning 
coalition.   
For the reasons laid out above, I ran regressions using both Polity and W as my measure of the level of 
representation. However, since there was virtually no difference in the results, I report only the regressions 
using Polity here.   
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using trade data from the IMF’s Directions of Trade Dataset and GDP data from the Penn 

World Tables.21  

Endogeneity is a legitimate concern when considering the relationship between 

the level of the exchange rate and the size of the tradables sector. The relationship 

between the two is potentially endogenous because governments that pursue a 

competitively-valued exchange rate are likely to see a substantial growth in the tradables 

sector. To correct for the possible endogeneity of trade openness with the dependent 

variable, I create a gravity instrument based on the approach laid out in Frankel and 

Cavallo (2007). The gravity approach predicts bilateral trade flows based on the distance 

between the two countries and the size (both in terms of GDP and population) of the two 

countries and then aggregates these predictions across a country’s trade partners to 

produce an instrument for actual trade openness.22 Since there is very little chance that 

geographic factors are related to the level of a country’s exchange rate –  except through 

the size of the tradables sector – “to the extent that the “predicted” trade to GDP ratio is 

highly correlated with the actual trade to GDP ratio, it is a good instrument.” (Frankel 

and Cavallo 2007) The instrument I produce has a slightly lower correlation than the 

instrument produced by Frankel and Cavallo: while their instrument correlates with their 

trade/GDP measure at 0.52, my instrument correlates with the trade/GDP ratio at 0.45. I 

provide further details on the construction of the gravity instrument in Appendix 1.   

                                                

 

21 I also tried running the regressions with imports and exports measured separately. The results did not 
differ from those reported below: coefficients on both sectors always had the same direction and usually 
had the same level of significance.       
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Recent Inflation History  

To calculate a country’s recent history of inflation, I create a moving average of 

inflation that runs backwards ten years, with each subsequent year weighted more than 

the previous. For instance, calculating a country’s recent history of inflation for the year 

1990 would involve weighting a country’s level of inflation in 1980 by approximately 

2%, its level of inflation in 1981 by approximately 4% and so on up until its level of 

inflation in 1989 which is weighted approximately 20%. In this way, the measure places 

more weight on recent bouts of high inflation than it does ones that have occurred farther 

in the past.23  

Control Variables  

The baseline model includes eight control variables – all of which come from 

Ghosh et al. (2002) unless otherwise indicated – and regional dummy variables. The 

controls include a standard set of factors that can affect both an economy’s recent 

performance and the value of the domestic currency. These variables include: GDP, GDP 

Growth, and Per Capita GDP. To control for extreme economic events, I include a 

dummy variable for the occurrence of currency crises.   

I control for a country’s exchange rate regime using the dummy variable Peg 

from Reinhart and Rogoff (2004). The variable takes the value of 1 if a country has a pre-

announced peg or a pre-announced band that is narrower than or equal to +/- 2%.  

                                                

 

23 Substituting this measure of inflation history with a simple measure of lagged inflation has virtually no 
effect on the results.   
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Data on presidential elections comes from Golder (2005). Because the Executive 

Election dummy is coded annually, it is impossible to determine whether an election was 

held early or late in a year, and in turn, whether the run-up to an election occurred in the 

year in which the election occurs or the year prior.24 For this reason, I include both 

contemporaneous and lagged values of the variable.    

Finally, I include a measure of the general tariff level from the World Bank’s 

World Development Indicators dataset to test whether a government is more likely to 

maintain a competitively valued currency when tariffs are high. This measure does not 

take into account non-tariff barriers.   

Data Analysis  

Analysis of panel data presents two distinct challenges for researchers: issues of 

autocorrelation and issues of heteroskedasticity. Using OLS regressions techniques when 

either exists will result in an inaccurate calculation of standard errors, leading us to 

misinterpret the statistical significance of the coefficients. In order to avoid this problem, 

we need to use a more appropriate estimation technique. I follow the advice of Beck and 

Katz (2004) by employing a panel corrected standard error (PCSE) model. By using a 

PCSE model with heteroskedastic panels that allows the error processes to vary across 

country, I am able to minimize concerns about the influence of heteroskedasticity. Given 

the dynamic nature of the dataset, autocorrelation is also likely to be a problem. I test for 

autocorrelation using the “Wooldridge test for autocorrelation” and find significant 

                                                

 

24 Note that I do include this variable in the reported regressions because it had no independent effect in any 
of the models.   
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evidence that it exists in the model. For this reason, I control for a first order correlation 

(AR1 process) when running the model. Finally, all independent variables (except Crisis 

and measures of political representation) are lagged one year. All continuous variables 

are also logged.     

I run three separate sets of regressions. In Table 2, I test whether democracies are 

more likely than autocracies to maintain an equilibrium exchange rate. In Tables 3 and 4, 

I isolate cases of under- and overvaluation, respectively, to determine whether the theory 

helps us to predict when policymakers are most likely to pursue a misaligned currency.    

I begin with Table 2, where the dependent variable is the absolute value of the 

deviation from equilibrium (as measured by the Dollar Index). Because greater values of 

the dependent variable mean greater misalignment, negative coefficients indicate a 

decrease in the expected gap between the actual exchange rate and its equilibrium level.  

Looking at the control variables, we see that, perhaps not surprisingly, wealthier 

countries tend to have currencies that are close to their equilibrium levels. In terms of the 

variables of interest, note that the size of the tradables sector has a negative coefficient, 

regardless of whether we use the regular or instrumented measure of openness. This 

indicates that countries with larger tradables sectors tend to have currencies with smaller 

deviations from the equilibrium.   

The coefficients on Polity are also consistently significant and negative, 

indicating that currencies are less likely to deviate from their equilibrium levels in 

countries with higher levels of political representation. This finding supports the 

expectation that policymakers in democracies are less likely to pursue a misaligned 

currency policy.    
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In Table 3, I test whether the basic model can help us to explain outcomes of 

currency undervaluation. In this regression, I drop all cases of overvaluation from the 

sample and then take the absolute value of the degree of undervaluation. This means that 

higher values indicate an increase in the degree of undervaluation. None of the variables 

included in the model have a statistically significant coefficients across the models. Not 

only does the interactive relationship between Polity and Tradables not come up as 

significant, neither do the constituent elements of the interaction. While the relationship 

between the size of the tradables sector and the degree of undervaluation is consistently 

negative, it lacks statistical significance.    

In Table 4, I run the same model, this time focusing only on cases of 

overvaluation. Here the results are consistent with the theory outlined above. As 

expected, Tradables has a negative relationship with the degree of overvaluation. The 

coefficients for Polity are also consistently negative and significant, indicating that 

political regimes with higher levels of representation are associated with less 

overvaluation.   

The interactive relationship between Tradables and Polity is also significant and 

in the expected positive direction, regardless of whether we use the regular or 

instrumented measure of tradables sector size. Because the estimated coefficients and 

standard errors of an interaction vary depending on the values of the conditioning 

variables, graphs are often the most effective way of examining interactive effects. Figure 

1 displays the marginal effect of a one percent decrease in Tradables at various levels of 
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Polity on the degree of overvaluation.25 It shows that, across all political systems, a 

decrease in the size of the tradables sector is associated with an increase in the expected 

degree of overvaluation. However, the expected marginal increase in overvaluation 

associated with a decrease in the size of the tradables sector is significantly larger in 

autocracies.   

In Table 5, I substitute Black Market Premium for Dollar Index to again test 

whether the model helps us to predict overvaluation. In terms of the variables of interest, 

the findings are generally similar to the Dollar Index model. Once again, Tradables has a 

consistent negative relationship with overvaluation. Unlike the Dollar Index model, here 

the statistical significance of Polity and the Polity*Tradables interaction depends on 

whether we use the regular measure of the size of the tradables sector or the instrumented 

version. In the former case, both Polity and the Polity*Tradables interaction are in the 

expected direction and consistent with the findings in Table 4. However, when we use the 

Tradables instrument, the significance of these results disappears.    

Discussion   

The analysis has produced three findings of note. First, the findings indicate a 

negative relationship between democratic accountability and the degree to which the 

domestic currency deviates from its equilibrium value. This is consistent with the 

expectation that, in more accountable governments where policymakers are by necessity 

                                                

 

25 I report the effect of a decrease in the size of the tradables sector because it makes the exposition of the 
findings slightly easier to understand.  The figure is based on the model in column 2.   
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more responsive to a larger share of the population, policymakers are more likely to 

maintain policies that keep the domestic currency close to its equilibrium level.    

Second, in regards to undervaluation, there is no evidence that the hypothesized 

relationship between political representation and the importance of the tradables sector 

has any effect on the level of the exchange rate. Perhaps surprisingly, larger tradables 

sectors are not associated with higher levels of undervaluation. While this finding is 

unexpected, it is consistent with the results from Table 2, which suggest that, when the 

tradables sector is large, currencies are more likely to be in equilibrium than misaligned.  

Third, in accord with the theory, findings from the models of overvaluation 

suggest that, in societies where there is a lack of democratic accountability and where the 

tradables sector is small, policymakers are more likely to pursue an overvalued currency. 

This finding holds in all of the models except those that use the both the Black Market 

Premium as the dependent variable and the gravity instrument as the measure of the size 

of the tradables sector. These findings are consistent with the theory and suggest that, in 

terms of constructing exchange rate policy, policymakers in autocracies are more 

responsive than their democratic counterparts to changes in the importance of the 

tradables sector.     

Conclusion  

The main contribution of the chapter lies is the application of a political economy 

approach to explain determinants of policymaker preferences over the value of the 

exchange rate. By developing one of the first theories to grapple with the political 
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economy determinants of exchange rate management, the hope is that this chapter will 

help to pave the way for future work on the subject  

The theory developed in this chapter stresses the way in which variations in 

political accountability affect the incentives of policymakers to respond to large versus 

small interest groups within society. Consistent with the theory, the findings suggest that 

more representative governments are less likely to have misaligned exchange rates and 

that autocracies with small tradables sectors are most likely to maintain overvalued 

currencies.  

In the next chapter, I approach the issue of exchange rate management from a 

different angle. More specifically, I use daily exchange rate data to examine whether 

governments in East Asia manipulate the weight of currencies in their exchange rate 

baskets with an eye towards maintaining export competitiveness.     
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Figure 3-1: The marginal effect of a decrease in the size of the tradables sector on 

exchange rate overvaluation.     
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Variable Obs Mean Std. Dev. Min Max Source
Black Market Premium 1509 414.38 10685.16 0.00 413361.10 Easterly 
Central Bank Independence 1660 -0.24 0.26 -1.40 0.00 Ghosh et al. (2002)
Currency Crisis 1837 0.06 0.24 0.00 1 Ghosh et al. (2002)
Current Account 1689 896.29 18.99 359.08 943.40 Ghosh et al. (2002)
Dollar Index 1299 -3.70 65.92 -98.57 1073.18 Easterly Website
Executive Election 2086 0.11 0.31 0.00 1.00 Golder (2005)
GDP per capita 2064 7723.64 7604.60 225.65 44449.88 Ghosh et al. (2002)
Inflation 1798 5.03 8.00 3.86 241.59 Ghosh et al. (2002)
Polity Score 1902 2.22 7.12 -10.00 10.00 Polity 
Tariff 1162 2.25 1.04 0.00 4.34 World Bank WDI
Tradables 2148 80.65 45.63 1.53 294.65 World Bank WDI
Winning Coalition Size 1853 0.63 0.29 0.00 1.00 BDM et al. (2003)

Table 3-1: Summary Statistics 
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Table 3-2:  Exchange Rate Deviation Regressions

Dependent Variable: ER Deviation (Dollar Index)

Regular IV

(1) (2)

Inflation 0.622 -1.335

(5.121) (3.942)

GDP per Capita -8.313*** -8.132***

(2.407) (2.406)

Current Account -26.130 -19.622

(17.470) (13.980)

Terms of Trade 15.438** 7.268

(7.177) (5.617)

Crisis 3.131* 1.577

(1.668) (1.226)

Tradables  (Regular/IV) -16.077*** -62.987*

(3.868) (34.920)

Polity Score -0.406* -0.469*

(0.214) (0.261)

Observations 1038 1444
Countries 91 92
Psuedo R2 0.236 0.152
Robust Standard errors , clustered by country, in parentheses

 * significant at 10%; ** significant at 5%; *** significant at 1%
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Table 3-3:  Undervaluation Regressions

(1) (2) (3) (4)

Inflation -6.082 -6.128 -6.750* -6.750*

(3.857) (3.862) (3.529) (3.540)

GDP per Capita -4.106 -4.191 -1.915 -1.177

(3.386) (3.362) (2.369) (2.394)

Current Account -50.368 -51.510 -65.546 -72.725

(109.685) (111.143) (94.936) (94.188)

Terms of Trade -6.264 -6.164 -8.574** -8.386**

(4.033) (4.070) (4.067) (4.106)

Crisis 6.264 0.697 0.877 0.904

(1.421) (1.420) (1.075) (1.071)

Tradables  (Regular/IV) 4.435 4.281 27.218 35.158

(3.046) (3.057) (22.410) (25.872)

Polity Score 0.491 0.552 0.301 0.362

(0.324) (0.452) (0.204) (0.330)

Polity * Tradables -0.004 -0.005

(0.005) (0.005)

Observations 808 1142 808 1142

Countries 86 90 86 90

Psuedo R2 0.191 0.167 0.193 0.172

Robust Standard errors , clustered by country, in parentheses

 * significant at 10%; ** significant at 5%; *** significant at 1%

Dependent Variable: Undervaluation (Dollar Index)

Regular IV
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Table 3-4:  Overvaluation Regressions

(1) (2) (3) (4)

Inflation 4.698 6.820 3.318 4.097

(6.639) (6.920) (4.642) (4.718)

GDP per Capita -6.023 -6.660 -9.858 -9.562*

(5.399) (6.110) (5.343) (5.387)

Current Account -72.476** -69.547** -81.172*** -81.490***

(32.452) (34.038) (24.869) (24.104)

Terms of Trade 34.777** 33.980** 27.161 24.148

(17.398) (17.512) (17.270) (15.915)

Crisis -7.833** -7.479** -8.021** -8.054**

(3.476) (3.542) (3.256) (3.287)

Tradables  (Regular/IV) -32.096** -28.957* -17.831*** -24.260***

(15.952) (15.739) (6.358) (7.294)

Polity Score -1.244** -2.431*** -1.804*** -0.968*

(0.504) (0.941) (0.495) (0.536)

Polity * Tradables 0.017** 0.031**

(0.008) (0.013)

Observations 544 619 544 619

Countries 69 70 69 70

Psuedo R2 0.265 0.206 0.273 0.228

Robust Standard errors , clustered by country, in parentheses

 * significant at 10%; ** significant at 5%; *** significant at 1%

Dependent Variable: Overvaluation (Dollar Index)

Regular IV
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Table 3-5:  Overvaluation Regressions (BMP)

(1) (2) (3) (4)

Inflation 0.042 0.147 0.112 0.118

(0.257) (0.259) (0.259) (0.259)

GDP per Capita -0.499*** -0.473*** -0.529*** -0.494***

(0.111) (0.113) (0.113) (0.112)

Current Account -6.065 -4.762 -4.997 -5.006

(5.654) (6.026) (6.065) (6.070)

Terms of Trade 0.486** 0.526** 0.483** 0.509**

(0.229) (0.230) (0.231) (0.232)

Crisis 0.229** 0.286*** 0.266*** 0.267***

(0.094) (0.094) (0.096) (0.096)

Tradables (Regular/IV) -0.262** -0.384*** -37.440* -37.393*

(0.120) (0.108) (22.170) (21.260)

Polity Score -0.021* -0.271*** -0.017 13.963

(0.011) (0.064) (0.011) (20.860)

Polity * Tradables 0.064*** -1.613

(0.016) (2.408)

Observations 996 996 996 996

Countries 92 92 91 91
Psuedo R2 0.386 0.39 0.395 0.412

Robust Standard errors , clustered by country, in parentheses

 * significant at 10%; ** significant at 5%; *** significant at 1%

Dependent Variable: Overvaluation (BMP)

Regular IV
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Appendix 1 

Instrument Construction   

To construct an instrument for trade openness, I use the method used by Frankel 

and Cavallo (2007) to obtain gravity estimates. For each year in the dataset, regressions 

are computed in the following form:  

,
, , ,

,

  

“Where “Ti,j” is the bilateral trade value between countries “i” and “j”; “Yi” is 

the real GDP of country “i”; “c” is a constant term; “logdisti,j” is the log of the distance 

between the economic centers of countries “i” and “j”; “comlang” is a dummy variable 

that takes value one if “i” and “j” share a common language and is zero otherwise; 

“border” is a dummy variable that takes value one if “i” and “j” share a border and is zero 

otherwise; “areapi,j” is the log of the product of the areas (in km2) of countries “i” and 

“j”; and “landlock” takes values two if “i” and “j” are both landlocked, one if either “i” or 

“j” are landlocked, and zero otherwise; and “_” is the error term.” (Frankel and Cavallo 

2004)  

The predictions are generated using bilateral trade flow data from the IMF’s 

Directions of Trade dataset and real data from the Penn World Tables (both of which are 

available online). All of the dummy variables come from the Frankel and Rose (2002) 

dataset, which is publically available on Andrew Rose’s website.  
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As mentioned in the chapter, the correlation between my created instrument and 

trade ratio measure is .45, which is significantly less than the correlation between Frankel 

and Cavallo’s instrument and their trade ratio measure, which is .52. 
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Chapter 4 

The Political Economy of Exchange Rate Management in East Asia: An Empirical 

Analysis   

Introduction  

Exchange rate management is often cited as having played a key role in the 

miraculous growth achieved by East Asian countries since the 1950s (Krueger 1980, 

Sachs 1985, Dollar 1992, World Bank 1993). Monetary authorities in the region have 

both been credited with prudent management of external monetary policy and, at times, 

accused of maintaining artificially weak currencies to undercut their competitors. While a 

policy of deliberate competitive undervaluation may have existed in only a small number 

of cases (with Korea in the late 1980s and China in the current period being the most 

well-known), it is certainly the case that governments in East Asia have been able to 

avoid the type of sustained overvaluation of their currencies that occurred in Africa and 

Latin America during the same period.   

One of the ways in which East Asian governments have been able to maintain 

competitively-valued currencies is through active intervention in the foreign exchange 

market. Instead of letting market forces dictate the movement of their respective 

currencies, most East Asian governments have, over the last thirty years, based their 

exchange rate policy on the movement of the US dollar; a region-wide policy McKinnon 

(2001) labeled “The East Asian Dollar Standard.” While the US dollar has played the 
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dominant role in East Asian exchange rate policy, monetary authorities have also, at 

times, taken into account the movement of the Japanese yen when intervening in the 

foreign exchange market and the role of the yen has increased in almost all East Asian 

basket policies since the AFC.   

In this chapter, I attempt to explain the variation of the weight given to the yen by 

East Asian governments in their implicit basket exchange rate regimes. My predictions 

are based on the political economy theory of exchange rate management developed in 

Chapter 3. That theory argues that less representative governments will look to maintain a 

competitively-valued currency when tradables producers make up a significant 

proportion of the domestic economy. Contrarily, representative democracies, and less-

representative governments in countries with a small share of tradables producers, will 

prefer a strong currency. The main prediction is therefore that policymakers in countries 

characterized by low levels of political representation and high dependence on tradable 

goods will be more likely to increase the weight of the yen when the yen is weak relative 

to the dollar.   

The analysis involves two distinct steps. The first uses the approach developed in 

Frankel and Wei (1992) to uncover the implicit weights East Asian governments have 

assigned to currencies in their implicit basket exchange rate policies. The second step sets 

the “uncovered” implicit weight of the yen as the dependent variable and examines under 

what political, social, and economic conditions policymakers are most likely to alter the 

yen weight.    

The chapter is organized as follows: Section 2 reviews the literature on exchange 

rate regime choice with special attention given to intermediate regimes, the regime type 
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most widely used in East Asia. Section 3 examines the evolution of exchange rate policy 

in East Asia in the last thirty years. In Section 4, I carry out both steps of the data 

analysis. Section 5 provides a discussion of these results and Section 6 concludes.    

Choosing an Exchange Rate Regime – The Intermediate Option   

Since the collapse of the Bretton Woods system of adjustable pegs, policymakers 

have been free to choose their exchange rate regime according to their own preferences. 

This freedom has led to a large variation in regimes. The most important characteristic by 

which exchange rate regimes differ is their degree of fixity/flexibility. Frankel (1999) 

differentiates between nine different exchange rate regimes, ranging from the most rigid 

(a currency union) to the most flexible option (a free or “pure” float).   

Like all economic policy decisions, the choice to establish a fixed versus a more 

flexible exchange rate regime entails necessary tradeoffs. Recent work on the optimal 

choice of exchange rate regimes has largely been based on one of two approaches. The 

first, the optimal currency area (OCA) approach, examines when it is advantageous for 

countries with close economic ties to join together in a currency union (Mundell 1960, 

Alesina and Barro 2002). More broadly, the approach emphasizes how currency stability 

promotes economic openness, a view that has received empirical support in recent work 

by Rose (2000) and Frankel and Rose (2002). The second approach focuses on the 

potential credibility-enhancing effect of a fixed exchange rate.1 This approach 

emphasizes how governments can use exchange rate policy to increase a country’s anti-

                                                

 

1 For a thorough review of the political economy literature on the credibility approach refer to Bernhard, 
Broz, and Clark (2003). 
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inflation credibility, a need that stems from the time-inconsistency problem inherent to 

monetary policymaking.2 By delegating control of its monetary policy to a more 

inflation-averse foreign central bank, pegging the exchange rate can help a government 

increase its anti-inflation credibility.   

Regardless of whether one weighs the benefits of pegging via an OCA or 

credibility approach, the cost of pegging is the same – namely, the sacrifice of domestic 

monetary autonomy. As indicated by the work of Mundell (1960) and Fleming (1962), a 

government that chooses to peg the exchange rate under conditions of mobile capital 

necessarily sacrifices domestic monetary autonomy. The cost of foregoing monetary 

autonomy largely depends on the similarity of the domestic economy to that of the 

potential anchor. As noted by Alesina, Barro, and Tenreyro (2002) “countries that have 

the largest co-movements of outputs and prices with potential anchors are those with the 

lowest costs of abandoning monetary independence.”   

At the most basic level, the OCA and credibility approaches respectively predict 

that governments will choose a more rigid exchange rate when the benefits of either 

increased trade or enhanced credibility outweigh the costs associated with a loss of 

domestic monetary autonomy. How then have governments resolved this choice 

empirically?   

To answer this question, it is necessary to first distinguish between a country’s 

announced policy (its de jure policy) and the policy it actually carries out (its de facto 

policy). Until recently, analysts determined a country’s exchange rate regime based on 

                                                

 

2 Footnote 2 in Chapter 2 provides a brief overview of the time-inconsistency problem in monetary 
policymaking. 
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government announcements made directly to the IMF and presented in the IMF’s Annual 

Report on Exchange Arrangements and Exchange Restrictions.3 Although it has been 

known for some time that governments have “cheated” at the margins of their exchange 

rate regime policies, the issue was not analyzed empirically until recently when two sets 

of authors – Reinhart and Rogoff (2004) and Levy-Yeyati and Sturznegger (2003) – 

classified exchange rate regimes by the actual behavior of the exchange rate, rather than 

government announcements. While their methodologies differed, their key finding was 

the same: many more governments than had been previously thought stray from their 

exchange-rate commitments. Indeed, the practice is so common that Reinhart and Rogoff 

(2004) state that a country’s announcement of its exchange rate policy is only a weak 

predictor of its actual exchange-rate policy.   

Once scholars shifted their focus from de jure to de facto exchange rate policy, it 

became apparent that the number of governments using intermediate regimes was far 

higher than had been previously believed. This was especially the case in the developing 

world where, in 2000, 50% of all countries chose to use an intermediate exchange rate 

(even though only 31% announced such a policy). (Reinhart Rogoff 2004) The reluctance 

of policymakers in developing countries to shift their exchange rate policies to either a 

pure float or hard peg has been dubbed “fear of floating” by Calvo and Reinhart (2002), 

and they attribute it to the damaging effect nominal volatility has in emerging markets. 

Nominal exchange rate volatility tends to be more disruptive in developing countries 

because of the prevalence of currency and maturity mismatches, both of which are 

                                                

 

3 The IMF began to classify exchange-rate regimes based on observed exchange-rate behavior starting in 
1999. 
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common in emerging markets because borrowers are often unable to borrow in their 

domestic currency – a problem referred to as “original sin” by Eichengreen and 

Hausmann (1999). In these conditions, volatility in the nominal exchange rate makes it 

more difficult for borrows to repay their liabilities.    

While Calvo and Reinhart (2002) argue that policymakers prefer intermediate 

exchange rate regimes because it allows them to better control the stability of the 

domestic currency, intermediate exchange rate regimes are also an attractive option 

because they allow for a modicum of control over the value of the currency (while at the 

same time providing enough flexibility to allow for limited domestic monetary 

autonomy). Unlike intermediate regimes, both pegging and floating require that 

governments relinquish the ability to manipulate the value of the domestic currency. In 

the case of a pure float, the government allows market forces to determine a currency’s 

value while, in the case of a peg, the government ties its own hands by pledging to 

maintain the value of the currency at an announced parity. Intermediate exchange rate 

regimes fall between these two “corner solutions” and allow governments greater (albeit 

limited) control over the value of the domestic currency. Under intermediate regimes the 

exchange rate can therefore be conceptualized as a “decision variable,” i.e., a policy tool 

that policymakers can affect directly and that can be used to help achieve internal and 

external balance. (Williamson 2000)      

The major disadvantage of using intermediate exchange rate regimes is their 

susceptibility to speculative pressure, a fact illustrated by the currency crises of the 

1990s. In the wake of these crises, the literature on exchange rate regime choice 

coalesced upon a single dominant prescription: that governments avoid the “intermediate 
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option” and instead choose one of two corner solutions – a free float or a rigidly fixed 

exchange rate.4 This recommendation rested not only on the inherent susceptibility of 

intermediate arrangements to speculative attack but also on the difficulty faced by 

developing country governments in maintaining a credible commitment to a soft peg. 

(Eichengreen 1994, Obstfeld and Rogoff 1995, Mussa et al. 2000)   

While the vast majority of experts advocated the bipolar solution, there were 

skeptics as well. Two of the most prominent, Frankel (1999) and Williamson ( 2000), 

both argued that intermediate regimes provide certain benefits that cannot be replicated 

by either corner solution, the most important of which is the ability to “avoid 

misalignments without a major sacrifice of domestic economic objectives.” (Williamson 

2000) The ability to avoid large overvaluations, which “can lead to either unemployment 

or a buildup of foreign debt and an erosion of the incentive to invest in the tradable goods 

industries” and large undervaluations, which can undermine financial solvency, makes 

intermediate regimes extremely attractive to most policymakers. (Williamson 2000)  

Both floats and hard pegs are more prone to misalignment than intermediate 

regimes. Although it is perhaps counterintuitive that floating exchange rates (which are 

by definition determined by market forces) can become misaligned, history indicates that 

this is indeed the case. Perhaps the most prominent example of a misaligned floating 

currency is the US dollar in the 1980s, when it was viewed by most observers as being 

significantly overvalued with relation to economic fundamentals. (Cline 1989) In regards 

to the experience of floating rates since the end of Bretton Woods more broadly, Obstfeld 

and Rogoff (1995) state that it is extremely difficult “to divine any systematic connection 

                                                

 

4 This policy prescription was dubbed the “bipolar solution” by Fischer (2001). 
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between exchange rate movements and underlying changes in economic fundamental, 

even at fairly long horizons.”  

Hard pegs are even more likely to lead to misalignment. While fixed exchange 

rates have frequently been used to successfully reduce inflation, the rate of inflation in 

the pegging country can still exceed that of the anchor country, leading to an appreciation 

of the real exchange rate. When a pegged exchange rate regime is matched with a 

currency that is chronically overvalued, devaluation becomes almost inevitable. As the 

Argentine devaluation of 2001 shows, even countries with exchange rate regimes as 

(supposedly) irrevocable as a currency board struggle to maintain their exchange rate 

commitment in the face of chronic overvaluation and speculative pressure. (Alberola, 

López, and Servén 2004).   

Unfortunately, it is empirically difficult to determine whether governments that 

intervene do so in order to prevent the misalignment of the real exchange rate or prevent 

volatility in the nominal exchange rate. For example, Park and Wyplosz (2004) find 

evidence that the patterns of intervention of East Asian governments are consistent with 

both objectives. Regardless of whether policymakers in developing countries have used 

intermediate regimes to control nominal exchange rate volatility or the value of the 

domestic currency – or, as is most likely the case, both – it is clear that intermediate 

regimes have been a popular choice for developing countries and this is especially the 

case in East Asia where soft pegs and basket policies have dominated. In the following 

section, I provide a brief history of exchange rate policy in the region.    

Exchange Rate Policy in East Asia 
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Throughout the period of the “East Asian Miracle,” most East Asian governments 

carried out exchange rate policies different than their official (de jure) policies. In most 

cases, the disparity between announced and actual policy in East Asia has been minor: 

e.g., during the 1980s, the Malaysian government characterized their approach as a basket 

peg when, in fact, the ringgit was pegged solely to the US dollar. In other cases however, 

the disparity has been more significant: e.g., since 1984, the Philippines has classified its 

regime as a free float even though the Filipino government pursued a flexible band 

around the US dollar from 1984 to 1997. The most egregious example from recent 

history is, of course, the case of China.   

Regardless of announced policy, informal pegging to the dollar – at both high and 

low frequencies – was the dominant approach prior to the AFC for all countries in the 

region with the exception of Japan. While this system of informal pegging benefitted the 

region in many ways throughout the “Miracle” period, the financial crisis revealed its 

inherent weakness –susceptibility to speculative pressure – in stark terms.5  

Following the crisis, most experts believed that the informal dollar pegs that had 

been in place prior to the AFC were no longer a suitable option, given their inherent lack 

of credibility. In keeping with this assessment, experts advised East Asian monetary 

authorities to avoid a return to their soft pegs to the dollar. For a short time, policymakers 

in the region seemed to follow this advice by allowing greater flexibility in the movement 

of their domestic currencies (Malaysia, which chose to formally peg the ringgit to the US 

dollar, and Taiwan being notable exceptions). However, ten years after the crisis, debate 

                                                

 

5 For an excellent review of the both the political and economic dimensions of the AFC, refer to Haggard 
(2000). 
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exists as to whether exchange rate policy is any different today than it was prior to the 

AFC. Some economists, like McKinnon (2002) (and McKinnon and Schnabl 2004), view 

the limited volatility exhibited by East Asian currencies today as an indication that East 

Asian governments have reinstated the dollar standard. Others, most notably Hernandez 

and Montiel (2003), analyze the same data and conclude that East Asian exchange rate 

regimes have become significantly more flexible since the crisis.   

A quick glance at the data largely supports McKinnon’s view that East Asia has 

returned to a soft peg regime. Figure 1 presents data on East Asian bilateral exchange 

rates with the US dollar for the period January 1995 - April 2007.  The data suggests that, 

even by early 1999, most East Asian currencies were once again heavily managed.  

Indeed, the only currency which shows any significant signs of volatility in the post-crisis 

period is the Singapore dollar. All other East Asian currencies have experienced very 

limited volatility. This does not necessarily mean that the exchange rate policies have 

been exactly the same as they were prior to the crisis: as I discuss in greater detail below, 

one significant change in exchange rate policy in the region has been the increased use of 

basket policies that give weight not only to the US dollar, but also to the yen and Euro.    

Whether exchange rate policies in East Asia are different today than they were 

prior to the AFC, one aspect of policy that has been the same in both periods is the lack 

of transparency exhibited by exchange rate regimes in the region. Transparency affects 

the ability of market observers to verify whether a government is implementing its 

announced policy. (Frankel, Schmukler and Serven 2000) A hard peg is the most 

transparent exchange rate regime because market actors have only to observe a change in 

the parity to determine whether the government is carrying out its de jure policy. 
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Contrarily, basket pegs – which have been widely used in East Asia – are inherently non-

transparent. Under a basket regime, policymakers fix the value of the domestic currency 

not to any one currency but instead to a “basket” of major currencies. Governments 

generally do not announce either the currencies that are in the basket or the weights 

attached to each of those currencies, greatly reducing the ability of market observers to 

verify whether a government is carrying out its de jure policy.   

Though bemoaned by most analysts, the lack of transparency inherent to basket 

regimes can benefit policymakers in two ways. Most obviously, when a regime lacks 

transparency, it is easier for policymakers to deviate from their announced policy without 

incurring the notice (and punishment) of market observers. Relatedly, because weights 

are rarely disclosed to the public, basket regimes allow “authorities to take advantage of 

the fluctuations in major currencies to camouflage an effective depreciation of their 

exchange rate, thus avoiding the political repercussions of an announced devaluation.” 

(Aghevli and Montiel 1991) In the analysis below, I test to what degree East Asian 

governments manipulated the weights of their basket currencies for competitive ends and 

whether political, social, and economic factors affected this behavior in any systematic 

way.     

Analyzing the determinants of exchange rate policies in East Asia  

The theory developed in Chapter 3 extends Buena de Mesquita (BDM) et al.’s 

“winning coalition” theory to help explain when governments are most likely to pursue a 

competitively-valued currency. BDM et al.’s theory holds that the type of policies a 

government pursues depends upon the size of the winning coalition, i.e. the group of 
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individuals whose support is necessary to maintain political power. In representative 

settings, the number of citizen’s whose approval is needed to maintain political power is 

relatively large and policymakers are therefore likely to provide public goods that benefit 

a wide segment of society. In less representative settings, where the winning coalition is 

small, policymakers need to appease a much smaller group of individuals to remain in 

power. In this situation, it is more efficient for policymakers to enact policies that are 

tailored to benefit specific groups within society, i.e. to provide private goods.   

I connect the winning coalition theory to exchange rate policy by arguing that 

moderate overvaluation of the domestic currency can be considered a “public-oriented” 

policy since it benefits the majority of citizens by increasing their purchasing power. 

Conversely, an undervalued exchange rate benefits only a small sector of society 

(tradables producers) at the expense of the broader public, and can therefore be regarded 

as a private good. More specifically, an undervalued exchange rate benefits tradables 

producers who do not rely on imported intermediate goods at the expense of the broader 

public.   

The theory predicts that, in countries where the winning coalition is relatively 

large, exchange rates are more likely to be strong. In countries where the winning 

coalition is relatively small, the government is likely to enact a policy that is tilted in 

favor of one group or another; hence, the exchange rate outcome will vary depending on 

what sectoral interests are most strongly represented in the winning coalition. For this 

reason, in small coalition settings, the higher the share of tradables producers within the 

winning coalition, the more likely the exchange rate will be undervalued. Conversely, the 

higher the share of consumers and non-tradables producers within the winning coalition, 
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the more likely the exchange rate will be overvalued. Since nontradables producers and 

consumers generally make up the largest groups within a society, as the winning coalition 

grows, the exchange rate is more likely to be modestly overvalued. The theory suggests 

that governments in East Asia (and elsewhere) are most likely to pursue a competitively 

valued currency when they afford a relatively low level of representation to their citizens 

and when their domestic economy is marked by a high share of tradable producers.   

East Asia offers a good testing ground for the theory for several reasons. First, 

although most East Asian regimes now use some form of basket exchange rate regime, 

there is significant variation in the specific basket policies used across the region. 

Second, political regimes in the region have varied both within and across countries in 

the last twenty five years. Table 1 presents variation in Polity scores across the region 

since 1980.6 While, in 1980 the majority of East Asian countries could be classified as 

autocracies, today all but China and Malaysia (and Thailand which has fallen back since 

the coup of 2006) are fully-fledged democracies. Finally, and perhaps most importantly 

for this study, the region has a reputation for using the exchange rate for competitive 

purposes. As noted above, exchange rate management is often cited as having played a 

key role during the East Asian Miracle. Further, since 1988, when the United States 

enacted the Omnibus Trade and Competitiveness Act and required the Treasury 

Department to present an annual assessment of currency manipulation, the only countries 

cited for currency manipulation have been from East Asia – Taiwan (1988), Korea 

(1988), and China (1992). Given the reputation of East Asian governments for pursuing 

                                                

 

6 A country’s Polity score is a composite variable based on several indicators: the competitiveness of 
political participation, the openness and competitiveness of executive recruitment, and constraints placed 
on the chief executive. (Marshall and Jaggers 2006). 
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competitive advantages via external monetary policy, the region in many ways represents 

a “most likely” case for the theory.   

To understand the determinants of exchange rate policy behavior in East Asia we 

must first examine the evolution of actual policy in the region. Because de facto policies 

have differed significantly from announced policy in East Asia and because of the lack of 

transparency in East Asian monetary policymaking, it is has been left to economists to 

determine the actual rules that policymakers have followed in conducting exchange rate 

policy. One of the most simple and effective methods used to measure exchange rate 

behavior in East Asia was introduced by Frankel and Wei (1992). The approach 

characterizes exchange rate regimes in the region by uncovering the weights placed on 

major currencies in a country’s implicit basket. Implicit weights are inferred by the co-

movement of the domestic currency with other major currencies. The basic equation used 

by Frankel and Wei is: 

   

Where e denotes the logarithmic value of each currency in terms of the Swiss 

Franc and the superscripts i, USD, DM, JY, refer respectively to an East Asian country, 

the US Dollar, Germany Deutschemark (or Euro), and the Japanese yen.7 The coefficient 

values from the regression represent the implicit weights assigned to currencies in a 

                                                

 

7 To apply the Frankel and Wei approach, all currencies must be expressed in terms of a single numeraire 
currency. Frankel and Wei (1992) use the Swiss Franc as the numeraire currency and most authors have 
followed this approach, although a few have used the SDR, the Australian Dollar, or the Pound Sterling (Ito 
2007). 
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country’s exchange rate basket.8 Researchers using the Frankel and Wei approach (Kawai 

2002, Esaka 2003, Ito 2006) have found that the coefficients on the US dollar are 

generally close to unity and highly significant for most East Asian countries while those 

of the yen and Euro (or deutschemark) are usually close to zero and not statistically 

significant. However, variations exist both across and within countries and in the post-

crisis period the weight placed on the dollar has diminished, while that of the yen and 

Euro have risen.    

I use the Frankel and Wei methodology presented in Equation (1) to isolate the 

implicit weights assigned to the dollar, yen, and Euro for nine countries:  China, Hong 

Kong, Indonesia, Korea, Malaysia, the Philippines, Singapore, Taiwan, and Thailand.9 

The sample extends from December 1980 to July 2007. To calculate how much weight is 

given to each currency on a monthly basis, I use a rolling regression that predicts the 

weight given to each currency in a country’s exchange rate basket based on the 

correlation between daily movement in the home country’s currency/Swiss Franc 

exchange rate and the movement in the ¥/Franc,$/Franc , and €/Franc exchange rates. 

Table 6 and Figure 2 present the coefficients derived from this approach for each 

individual country.  

                                                

 

8 Although I treat the coefficients as representing the implicit weight of a currency in a government’s 
basket policy, it should not be assumed that this is always the case. As Ito (2007) states, “even without 
explicit policy responses (monetary policy or intervention), the exchange rate may behave as if it is on the 
basket system by policy choice, because the market may move the exchange rate in the direction that would 
be consistent with the explicit basket system. In that sense, the exchange rate that behaves like the basket 
system may be market-driven basket system.” 
9 Prior to 1999, movement in the Euro is based on the following Euro conversion rate taken from Ito 
(2007): 1 euro = ATS13.7603 (Austria), BEF40.3399 (Belgium), FIM5.94573 (Finland), FRF6.55957 
(France), 
DEM1.95583 (Germany), GRD340.750 (Greece), IEP0.787564 (Ireland), ITL1936.27 (Italy), LUF40.3399 
(Luxemburg), NLG2.20371 (the Netherlands), ESP166.386 (Spain), and PTE200.486 (Portugal). 
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Here I provide a brief review of the evolution of both de jure and de facto 

exchange rate policy in each country, as indicated by the data10:    

China   

Since 1994, China has officially categorized its exchange rate regime as a 

managed float, even though it has clearly pegged to the dollar during most of this period. 

The data confirm that China maintained an absolute peg to the dollar from 1995 until July 

2005, when the Chinese authorities agreed to introduce more flexibility in their 

management of the yuan. However, even though the dollar weight dropped to .445 in 

2005Q3, since that time the weight of the dollar has returned to a range of .87 to 1.0, 

signaling that China still manages the yuan with a eye towards maintaining close parity 

with the US dollar.   

Hong Kong   

Since the fall of Bretton Woods, Hong Kong has officially maintained a peg to the 

US Dollar and it was able to maintain this peg without devaluing through the AFC. Since 

2003Q3, the yen has received a significant basket weight several times, though always 

under .01 – which indicates that the Hong Kong policy is still essentially a dollar peg.  

Indonesia  

                                                

 

10 Sources for information on country de jure regimes include: Reinhart and Rogoff (2004), IMF Annual 
Report on Exchange Arrangement and Exchange Restriction (Various Editions), "Historial Exchange Rate 
Regime of Asian Countries” at http://intl.econ.cuhk.edu.hk/exchange_rate_regime/index.php?cid=6 (2007) 

http://intl.econ.cuhk.edu.hk/exchange_rate_regime/index.php?cid=6
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From 1978 to the AFC, the Indonesian government officially pursued a managed 

float based on a basket of undisclosed currencies. However, analysis of the data reveals 

that, through most of the 1980s, the rupiah was simply pegged to the dollar. Starting in 

the early 1990s, more flexibility was allowed in the movement of the rupiah, though the 

weight of the dollar remained high and significant.   

Following the crisis, the Indonesian government was forced to float the rupiah 

and, at least officially, the free-floating system is still in place today. While the rupiah 

experienced high volatility in the late 1990s following the crisis, Kawai (2002) argues 

that the increased volatility of the rupiah in the immediate aftermath of the crisis was the 

result of the social and political unrest rather than an explicit policy change. Still, the 

lower R2 of the model for estimates after 2000 indicates that the rupiah has experienced 

more movement around the dollar than it had prior to the crisis. In addition, the weight 

given to the yen, though usually not significant, has grown continually since the crisis.  

Korea   

Korea’s official exchange rate regime from 1990 until the AFC was the market 

average exchange rate (MAR) system. Under that system the won was (supposedly) 

determined solely by market forces in the interbank market – with the major caveat being 

that the Bank of Korea was a major player in the interbank market and could affect the 

value of the won through intervention. A second aspect of the MAR system was that 

movement of the won-dollar exchange rate was constrained by a 2.25% band.   

During the crisis, Korean authorities first tried to maintain the MAR system in the 

face of speculative pressure by widening the band by 10%. In the end, the band and the 
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MAR system were abandoned altogether. From that point on, Korea has officially 

allowed the won to float freely.  

The actual movement of the won indicates that, prior to the crisis, Korean 

authorities maintained a regime that was a virtual peg of the dollar. Following the AFC, 

the movement of the won has been more volatile and the model’s R2 has accordingly 

dropped. Unlike the Indonesian case, Korean authorities have consistently weighted the 

yen in their basket policy since the crisis; in the post-crisis period, the yen has generally 

received a statistically significant weight between .2 and .4.   

Malaysia   

From 1975 to the AFC, the official regime of Malaysia was a peg to a basket of 

undisclosed currencies. Along with Taiwan, Malaysia is the only other country in the 

region whose exchange rate regime following the AFC was significantly less flexible 

than the one it had in place prior to the crisis. This change occurred in September 1998 

when, in response to speculative pressure against the ringgit, Prime Minister Mahathir 

introduced both capital controls and officially pegged the ringgit to the US dollar. That 

policy remained in place until July 2005, when the Malaysian authorities dropped the 

ringgit from its peg in reaction to (and only hours after) the Chinese government’s 

announcement that it would allow for a reevaluation of the yuan. Since that time, the 

ringgit has remained heavily managed and the dollar still appears to be significantly 

weighted, although the yen weight is also significant on several occasions, albeit at a 

much lower level.   
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Philippines   

Since 1983, the Philippines government has officially maintained a freely-floating 

exchange rate regime. While there is evidence of exchange rate management on the part 

of the Filipino government, the peso was more volatile than other East Asian currencies 

in the period 1980-1997.  Accordingly, throughout the 1980s and 90s, the estimated R2 

for the Philippines is somewhat lower than it is other for other countries in the sample, 

reflecting the fact that although the dollar was heavily weighted, large movements around 

the basket existed. The goodness-of-fit of the model has actually increased for the 

Philippines since the crisis. While the yen weight is now consistently significant at a 

range of 0-.26, the dollar is still by far the dominant currency with a weight that ranges 

from .7 to (in one case) 1.6.   

Singapore   

In 1985, the Singapore government switched to a floating regime which it 

maintains to this day, although it also reserves the right to “monitor the external value of 

Singapore dollar against a trade-weighted basket of currencies with the objective of 

maintaining a low and stable domestic inflation rate.” (IMF Annual Report).   

Looking at the data, we see that, from the early 1980s to the AFC, day-to-day 

fluctuations of the Singaporean dollar against the US dollar were more frequent than 

those exhibited by other East Asian basket currencies during this period. Since the crisis, 

the US dollar continues to be the prominent currency within the Singaporean basket but 

the yen has played a much larger role as well, varying between .2 and .5.   
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Taiwan   

Like most of the other countries in the sample, Taiwan has announced a policy of 

a managed float regime while simultaneously pursuing a de facto peg with the dollar. 

Although there was a good deal of day-to-day movement around the dollar from the early 

1980s until the AFC, there is substantial evidence of a dollar peg as well, with the R2 of 

the model almost always above .9 and the US Dollar almost always significant. 

Immediately following the crisis, Taiwan authorities actually tightened the peg to the 

dollar. Since late 2001 however, the weight placed on the US dollar has steadily 

decreased, while the yen and Euro weights have increased.   

Thailand   

Following the collapse of Bretton Woods, the Thai baht was pegged to the US 

dollar. That regime remained in place until the baht was devalued in 1984, following 

which the dollar anchor was replaced by a basket of currencies. Thai authorities were 

forced to again devalue the baht July 2nd, 1997 during the AFC. Since that time, the Thai 

government has maintained an official policy of managed float. During this period, the 

Thai baht has been significantly more volatile and the weight placed on the US dollar has 

decreased marginally while the yen weight has increased in both significance and value, 

moving in a range of .1 to .4.    

In summary, all of the countries in the sample pursued what was basically a dollar 

peg – though the rigidity of this peg varied greatly – prior to the AFC. Since the crisis, 

most governments in the region have pursued a slightly more flexible exchange rate 
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policy and have also given greater weight to the yen, although this too has varied 

significantly across countries.   

With the implicit weights in hand, we can now analyze the determinants of yen 

weights across countries. My approach closely follows Esaka (2003) and Ito (2006), who 

analyze whether the weights placed on the dollar and yen are affected by changes in the 

relative value of the two currencies.11 Both authors find that governments in East Asia 

tend to increase the weight of the yen when it depreciates against the dollar, providing 

evidence that policymakers in the region manage their exchange rates with competitive 

goals in mind. Building from this approach, I examine under what political and economic 

conditions East Asian policymakers manipulate their basket exchange regime in a 

competitive fashion.   

The regression analysis covers the period 1980-2004 and the sample includes 

those countries in which there has been significant variation in the weight placed on the 

yen in that time period. The sample includes: Indonesia, Korea, Malaysia, the 

Philippines, and Thailand.12    

The dependent variable is the monthly implicit yen weight. The key independent 

variables are the level of the $/¥ exchange rate and the change in the $/¥ exchange rate. 

Because the rate is expressed in terms of the number of dollars per one yen, an increase in 

the value of the exchange rate entails an appreciation of the yen. Therefore, the 

expectation is that as the $/¥ rate increases – i.e., as the yen appreciates – governments 

                                                

 

11 The relative value of the $/¥ exchange rate has been shown to have an important effect on East Asian 
economies. Kwan (2001) estimates that an appreciation of the yen by 10% against the dollar tends to push 
up growth in East Asian economies by 1%. 
12 Ideally, we could have added Taiwan to this list but unfortunately the IMF does not maintain data for the 
country. 
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will decrease the weight of the yen. This indicates a negative expected relationship 

between the dependent variable and the level of (and change in) the $/¥ exchange rate.   

The other key independent variables relate to political economy theory discussed 

above. The first necessary measure is a proxy for the degree of representativeness 

characterizing each government. In Chapter 3, I use both a measure of Polity and BDM et 

al.’s measure of the size of a government’s winning coalition, W. In that chapter, I also 

argue that W better captures the concept of political representation than does a country’s 

Polity Score. Unfortunately, the coverage of the BDM et al. dataset extends only up until 

1999.  For this reason, I have decided to use only Polity Score measure as a proxy for the 

degree of political representation afforded by a government to its citizens.   

The second measure needed to test the theory is a proxy for the influence wielded 

by tradables producers in a government’s winning coalition. Because determining the 

exact composition of a winning coalition is quite difficult (especially in autocracies given 

their lack of transparency), I approximate the importance of the tradables sector within 

the winning coalition by the sector’s importance to the economy as a whole, as measured 

by its share of GDP. The assumption is that the more dependent a country is on tradables 

production, the higher the share of tradables producers within the winning coalition. I 

measure the size of the tradables sector as equaling (Exports+Imports)/GDP. Once again 

I attempt to correct for the potential endogenous relationship between the size of the 

tradables sector and the value of the exchange rate by using the gravity model instrument 

developed in Chapter 3.  The cost of using the gravity instrument is that, because it does 

not vary much over time, it is inappropriate to use a fixed effects model, which would 

have otherwise allowed us to control for potential omitted variables which vary between 
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countries but are constant over time. For this reason, I estimate the regression using a 

random effects model.13   

I also include several control variables – all of which are used by Ito (2006) – that 

may affect policymakers’ willingness to change the weight assigned to the yen. These 

include: the rate of inflation, the level of exports, the short-term local interest rate, and 

the US short-term interest rate.14 Inflation and the Domestic Interest Rate are included as 

a proxy for the general health of the domestic economy while US Interest Rate is 

included as an indicator of the expected future movement of the US dollar. Finally, I 

include a dummy variable Crisis which takes on a value of 1 for observations falling 

between May 1997 and March 1998 to control for the effect of the AFC on exchange rate 

policy. Data for all variables (except Crisis) are monthly and taken from the IMF’s 

International Financial Statistics.15   

The baseline model is estimated as follows:  
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13 The lack of within country variation in Polity in the post-crisis period also makes using random-effects a 
better choice.   
14 All of these control variables are expressed in logarithmic form. I also tried using first differences of the 
export and interest rate variables but this had very little effect on the significance of the key explanatory 
variables. 
15 Polity is only available in yearly form. However, by ascertaining the month during which the political 
events which led to a change in  a country’s Polity s score occurred, I was able to create a monthly measure 
of Polity.   
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where W represents yen weight. I run separate models using both 

contemporaneous independent variables and independent variables that are lagged one 

month.16   

I add several interactions to this baseline regression, on a one-by-one basis, to test 

conjectures related to the theory developed above. The first interaction, Yen Level * 

Polity, tests the expectation that democratic governments are more likely to increase the 

weight of the yen when the yen appreciates. Since higher values of Polity reflect a more 

democratic institutional setting, the sign of the interaction is expected to be positive. The 

second interaction, Yen Level * Tradables, tests whether the trade/GDP ratio has an 

independent conditional effect on the relationship between Yen Level and Yen Weight. 

Note that the theory does not necessarily lead us to expect policymakers to raise the 

weight of the weak yen based solely on the size of the tradables sector (although to do so 

would not necessarily be inconsistent with the theory either). Rather, the expectation is 

that policymakers are likely to increase the weight of the yen when the tradables sector is 

large and the level of democratic accountability is low. This conjecture is tested using the 

three way interaction, Yen Level * Polity * Tradables, which is expected to be negative.    

Table 2 presents regression results using the simple trade/GDP ratio as a measure 

of Tradables. Yen Level is significant in Model (1), the baseline regression, indicating 

that policymakers were more likely to increase the weight of the yen when it was 

relatively weak (or decrease it when it is relatively strong). This finding is consistent with 

Ito (2006) and Esaka (2002) and indicates that East Asian monetary authorities did 

                                                

 

16 I only present results from the contemporaneous model since the results from the lagged model were 
nearly identical. 
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manipulate their basket policies with an eye towards maintaining competitiveness. 

Surprisingly, although Yen Change is in the expected negative direction in the baseline 

regressions, it never achieves statistical significance.   

Model (2) adds the Yen Level * Polity interaction term. The interaction term is 

significant but, contra the theory, negative in direction. Figure 3 provides a visual 

representation of the predicted relationship. It shows that an increase (decrease) in the 

value of the yen is associated with a decrease (increase) in the predicted weight given 

policymakers give to the yen across all levels of Polity. It also shows that more 

democratic governments are more likely to increase (decrease) the weight of a weak 

(strong) yen than autocratic governments. I discuss this finding in greater detail below.    

In Model (3), I add the Yen Level*Tradables. This interaction term is also 

statistically significant and negative. The predicted relationship is presented in Figure 4. 

Once again, the negative relationship between the value of the yen and the weight the yen 

receives in exchange rate baskets holds across all cases, but this effect tends to be 

stronger in countries that have a larger tradables sector. While the theory does not predict 

that the size of the tradables sector has an independent effect, the finding is consistent 

with the logic that the size of the tradables sector does play a role in determining how 

likely policymakers are to maintain a competitive exchange rate policy.  

Finally, in Model (4) I add the full 3-way interaction between Yen Level * Polity* 

Tradables. This interaction captures the logic inherent in the theory that policymakers are 

most likely to increase the weight of a weak yen when the tradables sector is large and 

democratic accountability is low. Unfortunately, for the theory however there is no 
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evidence that this three-way relationship holds in the East Asian case as the coefficient on 

the interaction term is far from significant.     

In Table 3, I re-run the same regressions, this time substituting the gravity model-

based instrument of trade for the simple trade/GDP ratio.  Once again, Yen Level is 

significant and negative, strengthening our confidence in the finding that East Asian 

governments looked to maintain a competitive exchange rate policy via manipulation of 

basket weights. The Yen Level*Polity interaction also remains significant and negative. 

Another similarity between Tables 3 and 4, is that the three-way interaction remains 

insignificant. In terms of the variables of interest, the only difference between the two 

models is that the Yen Level * Tradables is no longer significant.  

Because East Asian governments were much more likely to give significant 

weight to the yen in the period following the Asian Financial Crisis than they were in the 

pre-crisis years, I re-run the regressions from above using data from the period 1998-

2004. The regressions results, with and without the instrumental variable, are included in 

Tables 4 and 5, respectively.    

Once again, Yen Value is significant and negative in both baseline models. The 

key difference between the full sample and post-crisis regressions, is in the predicted 

effect of Yen Level*Polity. Unlike in the full sample period, the coefficient on the 

interaction is in the expected positive direction in both of the post-crisis models. The 

interactive relationship is presented in Figure 5. The results indicate that, in the post-

crisis period, less democratic governments were more likely to increase (decrease) the 

weight of a weak (strong) yen than full democracies. Therefore, in both the IV and non-

IV post-crisis models, the prediction that less representative governments are more likely 
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to pursue a competitively-valued exchange rate receives support. This is an interesting 

finding since most of the variation in yen weights in East Asian baskets happened 

following the AFC.    

Discussion  

The results provide strong evidence that East Asian governments have 

manipulated the weights of currencies in their basket exchange rate regimes to pursue a 

competitive exchange rate policy. The results also suggest that East Asian governments 

were most likely to use the basket weights for competitive ends when their tradables 

sectors were relatively large. Both of these findings are broadly consistent with the theory 

developed above. Another finding consistent with the theory is that, in the post-crisis 

period, when East Asian countries were far more likely to weight the yen in their 

exchange rate baskets, less democratic governments were more likely than full 

democracies to increase the weight of a weak yen.    

Finally, it must be admitted that there is absolutely no support for the conjecture 

that the extent to which policymakers in East Asia pursue a competitive currency depends 

on the interrelationship between the size of the tradables sector and the democratic 

accountability of the domestic government.        

Conclusion  

In this chapter, I have discussed the evolution of exchange rate policy in East Asia 

over the last twenty-five years, with a focus on how monetary policymakers in the region 

have used basket exchange rate policies to maintain a competitively-valued currency. I 
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have also examined under what political and economic conditions policymakers are most 

likely to manipulate weights in their implicit basket regimes for competitive ends. Using 

the Frankel and Wei (1992) methodology, I revealed the basket weights of major 

currencies in each East Asian country’s implicit basket policy. With these weights in 

hand, I then examined under what political and economic conditions policymakers were 

most likely to increase the weight of the yen. The findings support the claim often made 

by observers of the region that East Asian governments have sought to maintain a 

competitively-valued currency through the manipulation of their exchange rate baskets. I 

also find evidence that governments are most likely to conduct a competitive exchange 

rate policy when their tradables sectors are relatively large.    

Scholars looking to improve our understanding of how politics affects the conduct 

of basket exchange rate regime policy (both in East Asia and more broadly) might 

consider two potentially fruitful paths for future research. The first involves applying a 

similar analysis to a broader sample of countries, thereby allowing for greater variation in 

political representation. The second and more promising route is to conduct country-level 

case studies that track in detail the evolution of exchange rate policy in a given country, 

with a focus on the effect of tradables producers’ lobbying efforts on monetary 

policymakers.      
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Figure 4-2: Decomposed Weights in East Asian Implicit Baskets
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Figure 4-2 (Continued)
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Figure 4-2 (Continued)
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Figure 4-3: Marginal Effect of Yen Value on Yen Weight   

Figure 4-4: Marginal Effect of Yen Value on Yen Weight    
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Figure 4-5: Marginal Effect of Yen Value on Yen Weight   
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Table 4-1: Polity Scores for  East Asian Countries 

        
Year Indonesia Malaysia Philippines Singapore South Korea Taiwan Thailand 

 

1980

 

-7 4 -9 -2 -8 -7 2 
1981

 

-7 4 -8 -2 -5 -7 2 
1982

 

-7 4 -7 -2 -5 -7 2 
1983

 

-7 4 -6 -2 -5 -7 2 
1984

 

-7 4 -6 -2 -5 -7 2 
1985

 

-7 4 -6 -2 -5 -7 2 
1986

 

-7 4 . -2 -5 -7 2 
1987

 

-7 4 8 -2 . -1 2 
1988

 

-7 4 8 -2 6 -1 3 
1989

 

-7 4 8 -2 6 -1 3 
1990

 

-7 4 8 -2 6 -1 3 
1991

 

-7 4 8 -2 6 -1 -1 
1992

 

-7 4 8 -2 6 7 9 
1993

 

-7 4 8 -2 6 7 9 
1994

 

-7 4 8 -2 6 7 9 
1995

 

-7 3 8 -2 6 7 9 
1996

 

-7 3 8 -2 6 8 9 
1997

 

-7 3 8 -2 6 9 9 
1998

 

-5 3 8 -2 8 9 9 
1999

 

7 3 8 -2 8 9 9 
2000

 

7 3 8 -2 8 9 9 
2001

 

7 3 8 -2 8 9 9 
2002

 

7 3 8 -2 8 9 9 
2003

 

7 3 8 -2 8 9 9 
2004

 

8 3 8 -2 8 10 9 
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Table 4-2: Determinants of Yen Weight: Full Sample 

(1) (2) (3) (4)
Yen Level -40.585*** -39.307*** -1.323 -7.593

(8.085) (8.237) (19.834) (20.825)

Yen Change -2.182 2.156 0.510 3.409

(40.997) (40.751) (40.737) (41.008)

Inflation 1.601*** 1.661*** 1.572*** 1.597***

(0.589) (0.582) (0.595) (0.584)

Interest Rate 1.030** 0.950** 1.047** 0.968***

(0.471) (0.459) (0.471) (0.368)

US Interest Rate -0.106 -0.086 -0.166 -0.133

(0.225) (0.225) (0.221) (0.228)

AFC  Dummy -1.572* -1.603* -1.650* -1.661*

(0.947) (0.948) (0.944) (0.896)

Tradables Sector -0.032 0.233 4.729** 3.966

(0.630) (0.671) (2.342) (3.021)

Polity Score -0.122** 0.025 -0.130** -0.213

(0.055) (0.099) (0.054) (0.375)

Yen Level * Polity -20.268* 12.208

(10.969) (40.786)

Yen Level * Tradables -49.109** -35.546

(20.057) (26.145)

Yen Level * Polity * Tradables -3.856

(6.057)
Observations 1647 1647 1647 1647
R-squared (Within) 0.066 0.066 0.077 0.075
R-squared (Between) 0.059 0.130 0.072 0.201
R-squared (Overall) 0.057 0.060 0.065 0.069

Standard errors in parentheses, * significant at 10%; ** significant at 5%; *** significant at 1%

Dependent Variable: Yen Weight
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Table 4-3: Determinants of Yen Weight: Full Sample
W/ Tradables  Instrument

(1) (2) (3) (4)

Yen Level -30.439*** -30.433*** -225.243*** -186.527***

(5.666) (5.690) (78.449) (68.497)

Yen Change -10.095 -4.014 -5.261 -1.280

(35.616) (35.322) (35.397) (35.114)

Inflation 1.510*** 1.544*** 1.425*** 1.476***

(0.561) (0.560) (0.547) (0.544)

Interest Rate 0.744** 0.677* 0.802** 0.665*

(0.379) (0.366) (0.384) (0.352)

US Interest Rate -0.487*** -0.426** -0.312 -0.227

(0.187) (0.184) (0.200) (0.202)

AFC  Dummy -1.042 -1.126 -1.146 -1.194

(0.773) (0.779) (0.776) (0.775)

Tradables IV -0.743 -0.682 -19.870*** -16.437***

(1.836) (1.815) (7.520) (6.734)

Polity Score -0.133*** 0.066 -0.123*** -13.347

(0.047) (0.074) (0.046) (11.376)

Yen Level * Polity -28.993*** 979.140

(10.063) (1,416.690)

Yen Level * Tradables IV -14.232 -54.030

(66.021) (85.018)

Yen Level * Polity * Tradables IV -12.642

(17.765)
Observations 1419 1419 1419 1419
R-squared (Within) 0.024 0.024 0.024 0.081
R-squared (Between) 0.086 0.092 0.214 0.469
R-squared (Overall) 0.020 0.020 0.024 0.012

Standard errors in parentheses, * significant at 10%; ** significant at 5%; *** significant at 1%

Dependent Variable: Yen Weight
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Table 4-4: Determinants of Yen Weight:  Post-Crisis (1998-2004)

(1) (2) (3) (4)
Yen Level -61.140** -279.196* 119.743* -784.403

(33.348) (145.479) (69.818) (713.805)

Yen Change -109.058 -92.982 -109.551 -80.631

(100.926) (92.874) (99.817) (86.665)

Inflation -0.541 -0.393 -0.267 -0.326

(1.153) (1.101) (1.150) (1.094)

Interest Rate 1.723* 1.778** 1.766* 2.133**

(0.920) (0.882) (0.901) (0.859)

US Interest Rate -0.971 -1.085* -0.980 -1.448**

(0.619) (0.617) (0.609) (0.652)

Tradables Sector 0.040 1.133 11.821** -11.237

(3.062) (3.194) (5.549) (35.461)

Polity Score -0.860** -3.618** -0.831** -10.379

(0.402) (1.717) (0.406) (8.695)

Yen Level * Polity 366.147* 1,422.441

(194.029) (998.523)

Yen Level * Tradables -126.426** 340.500

(50.058) (375.678)

Yen Level * Polity * Tradables -86.407

(68.826)
Observations 405 405 405 405
R-squared (Within) 0.253 0.281 0.266 0.307
R-squared (Between) 0.693 0.658 0.688 0.702
R-squared (Overall) 0.001 0.001 0.002 0.002
Standard errors in parentheses, * significant at 10%; ** significant at 5%; *** significant at 1%

Dependent Variable: Yen Weight
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Table 4-5: Determinants of Yen Weight:  Post-Crisis (1998-2004)
W/ Tradables  Instrument

(1) (2) (3) (4)

Yen Level -58.943** -153.543*** -676.831** 488.653

(29.585) (46.151) (289.610) (834.648)

Yen Change -57.050 -60.959 -63.547 -49.238

(81.830) (79.844) (81.235) (73.019)

Inflation -0.906 -0.256 -0.491 0.119

(0.962) (0.937) (1.031) (0.976)

Interest Rate 1.872** 1.876*** 1.769** 1.446**

(0.738) (0.716) (0.747) (0.695)

US Interest Rate -0.902* -1.025** -0.931* -0.868*

(0.480) (0.477) (0.478) (0.470)

Tradables IV 0.004** 0.005*** 0.023** 0.008***

(0.002) (0.001) (0.010) (0.001)

Polity Score -0.103 -2.708*** -0.099 41.347**

(0.122) (0.918) (0.123) (16.275)

Yen Level * Polity 21.000*** -417.135**

(6.476) (181.392)

Yen Level * Tradables IV -0.215** 0.403

(0.098) (0.347)

Yen Level * Polity * Tradables IV -0.105

(0.092)
Observations 486 486 486 486
R-squared (Within) 0.174 0.223 0.178 0.285
R-squared (Between) 0.506 0.6759 0.5165 0.8824
R-squared (Overall) 0.1734 0.2334 0.1776 0.3046
Standard errors in parentheses, * significant at 10%; ** significant at 5%; *** significant at 1%

Dependent Variable: Yen Weight
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Date USD Yen Euro  R2 Date USD Yen Euro  R2
1980Q1 1.169 -0.134 0.194 0.668 1994Q1 -0.385*** 1.431 -0.031 0.011
1980Q2 1.411*** -0.024 -0.326 0.907 1994Q2 1.165*** -0.065** 0.006 0.953
1980Q3 1.231*** -0.008*** -0.145 0.932 1994Q3 0.975*** 0.006 0.052 0.993
1980Q4 1.147*** 0.071 -0.224 0.903 1994Q4 0.993*** 0.003 0.011 0.999
1981Q1 2.085*** -0.498* -0.578 0.857 1995Q1 0.997*** -0.001** 0.015 1.000
1981Q2 0.994*** 0.168* -0.216 0.868 1995Q2 1.013*** -0.013 -0.006 0.996
1981Q3 1.009*** 0.200 -0.191** 0.872 1995Q3 0.972*** 0.009 0.041 0.999
1981Q4 1.234*** 0.008 -0.183 0.870 1995Q4 0.993*** 0.003 -0.001 1.000
1982Q1 1.116*** -0.008 -0.141 0.721 1996Q1 0.999*** -0.004 0.002 0.999
1982Q2 1.230*** -0.010 -0.227 0.758 1996Q2 1.000*** -0.004 0.011 1.000
1982Q3 1.276*** -0.002 -0.256 0.821 1996Q3 0.980*** -0.001 0.021 1.000
1982Q4 0.892*** 0.127 -0.250 0.820 1996Q4 1.002*** -0.001 0.004 1.000
1983Q1 1.244*** 0.014 -0.375 0.854 1997Q1 0.992** 0.014 -0.034*** 0.994
1983Q2 1.179*** -0.028 -0.156 0.881 1997Q2 1.001*** 0.001 -0.002** 1.000
1983Q3 0.365*** 0.460 -0.149 0.758 1997Q3 1.000*** 0.001 0.003 1.000
1983Q4 0.983*** 0.038 -0.013 0.849 1997Q4 0.997 0.000 0.005 1.000
1984Q1 1.302*** -0.005 -0.329** 0.888 1998Q1 0.996 0.002 -0.003 1.000
1984Q2 1.254*** 0.115 -0.383 0.765 1998Q2 0.999*** 0.001 0.003** 1.000
1984Q3 1.715*** -0.218 -0.487 0.751 1998Q3 0.997 0.001 0.001 1.000
1984Q4 2.818*** -0.888 -0.159 0.735 1998Q4 1.000** 0.001*** -0.004 1.000
1985Q1 1.027*** 0.038 -0.148** 0.912 1999Q1 0.999*** -0.000* 0.003 1.000
1985Q2 1.134*** 0.024 -0.227*** 0.954 1999Q2 1.000*** -0.000 0.005* 1.000
1985Q3 1.113*** -0.023 -0.129* 0.980 1999Q3 0.997*** -0.001 0.019 1.000
1985Q4 1.072*** -0.036 -0.048 0.734 1999Q4 0.998*** 0.000 0.012 1.000
1986Q1 1.035*** -0.012 -0.011 0.997 2000Q1 1.000*** 0.000** -0.003 1.000
1986Q2 0.996*** 0.015 -0.003 0.990 2000Q2 0.998*** 0.001 -0.007 1.000
1986Q3 2.866*** -1.105 0.211** 0.281 2000Q3 0.995*** 0.006** 0.003 1.000
1986Q4 1.043*** -0.022* -0.000 0.999 2000Q4 0.999*** -0.000 -0.001 1.000
1987Q1 1.002*** -0.002 0.000*** 1.000 2001Q1 0.997*** 0.001** 0.002 1.000
1987Q2 1.003*** -0.001** 0.000* 1.000 2001Q2 1.001*** 0.000*** 0.013 1.000
1987Q3 1.007*** -0.003 -0.001 1.000 2001Q3 1.001*** -0.001 0.002 1.000
1987Q4 1.000*** -0.000 0.000* 1.000 2001Q4 1.000*** 0.001*** 0.001 1.000
1988Q1 0.995*** 0.002 0.002** 1.000 2002Q1 1.001*** -0.001** -0.005 1.000
1988Q2 0.997*** 0.002 0.001 1.000 2002Q2 0.997*** 0.000 0.001 1.000
1988Q3 0.999*** 0.001* -0.000** 1.000 2002Q3 1.000** -0.000 0.001 1.000
1988Q4 1.001*** -0.001 0.001* 1.000 2002Q4 1.005 -0.002** -0.009 1.000
1989Q1 1.003*** -0.002 0.002 1.000 2003Q1 0.998 -0.011* 0.005 0.999
1989Q2 1.004*** -0.003 0.001 1.000 2003Q2 0.971*** 0.017 0.001 0.997
1989Q3 1.000*** -0.000 -0.000 1.000 2003Q3 0.977*** 0.021*** 0.003 0.996
1989Q4 3.384*** -1.797 0.303 -0.000 2003Q4 0.951*** 0.009 0.159* 0.991
1990Q1 1.000*** 0.001** -0.002** 1.000 2004Q1 0.973*** 0.012** 0.093* 0.998
1990Q2 1.001*** 0.000 -0.003 1.000 2004Q2 0.950*** 0.032*** 0.064 0.992
1990Q3 0.992*** 0.003 0.000 1.000 2004Q3 0.970*** 0.004*** 0.099* 0.995
1990Q4 0.896*** 0.035 -0.055 0.191 2004Q4 0.992*** -0.002*** 0.030 0.997
1991Q1 1.001*** -0.001* 0.001 1.000 2005Q1 0.993*** -0.001* 0.026 0.999
1991Q2 0.979*** 0.007 -0.045 0.974 2005Q2 0.999*** 0.001*** 0.036 0.995
1991Q3 1.062*** -0.028 -0.032 0.994 2005Q3 0.449*** 0.357*** -0.051 0.914
1991Q4 0.954*** 0.021 -0.008 0.982 2005Q4 1.020*** -0.006*** 0.060 0.986
1992Q1 1.040*** -0.022 -0.000 0.996 2006Q1 0.949** 0.025* 0.070 0.993
1992Q2 1.099*** -0.032 -0.006 0.978 2006Q2 1.000** 0.000 0.019 0.987
1992Q3 1.074*** -0.025 0.028 0.977 2006Q3 0.873*** 0.086*** 0.163 0.973
1992Q4 0.789*** 0.123 0.084 0.932 2006Q4 1.031 -0.009* -0.054* 0.981
1993Q1 0.978*** 0.016 0.049 0.976 2007Q1 1.025*** -0.016 0.055 0.971
1993Q2 1.016*** 0.011 -0.059** 0.977 2007Q2 0.971*** 0.033 -0.049 0.942
1993Q3 1.013*** -0.008 0.012 0.995 2007Q3 1.045** 0.143 -0.384 0.957
1993Q4 0.983*** 0.010 -0.006 0.995

Table 4-6: China - Decomposed Weights in Implicit  Basket  



133

Date USD Yen Euro  R2 Date USD Yen Euro  R2
1980Q1 1.071 -0.055 0.146 0.716 1994Q1 0.996*** 0.010 -0.006 0.997
1980Q2 1.293*** 0.029 -0.256 0.959 1994Q2 1.010*** -0.002** 0.002 0.999
1980Q3 1.231*** -0.008*** -0.143 0.932 1994Q3 0.997*** 0.002 0.002 1.000
1980Q4 1.217*** 0.029 -0.223 0.924 1994Q4 1.000*** 0.003 -0.006 1.000
1981Q1 1.257*** 0.032* -0.123 0.975 1995Q1 0.992*** 0.008** -0.001 0.999
1981Q2 1.087*** 0.189* -0.080 0.964 1995Q2 1.000*** -0.000 0.004 1.000
1981Q3 1.487*** -0.124 -0.238** 0.775 1995Q3 1.009*** -0.002 -0.008 1.000
1981Q4 1.136*** 0.062 -0.010 0.776 1995Q4 0.998*** -0.001 0.004 1.000
1982Q1 1.562*** 0.041 -0.469 0.874 1996Q1 0.986*** 0.009 0.005 1.000
1982Q2 1.141*** 0.101 -0.314 0.933 1996Q2 0.998*** 0.001 -0.001 0.999
1982Q3 1.010*** 0.298 -0.306 0.873 1996Q3 1.020*** -0.008 -0.002 0.999
1982Q4 1.343*** 0.297 -0.634 0.680 1996Q4 1.017*** -0.004 -0.001 0.999
1983Q1 1.313*** -0.111 -0.093 0.890 1997Q1 0.978** 0.012 0.007*** 0.999
1983Q2 1.211*** 0.422 -0.502 0.512 1997Q2 0.983*** 0.008 -0.004** 0.999
1983Q3 1.985*** -0.529 -0.462 0.109 1997Q3 0.994*** 0.008 -0.016 0.998
1983Q4 1.994*** -0.698 0.031 0.077 1997Q4 1.002 -0.002 0.013 0.996
1984Q1 1.138*** -0.045 -0.029** 0.985 1998Q1 0.961 0.021 -0.024 0.992
1984Q2 1.012*** 0.014 -0.022 0.987 1998Q2 0.998*** 0.001 -0.008** 0.995
1984Q3 1.343*** -0.148 0.007 0.722 1998Q3 0.992 0.001 -0.039 0.995
1984Q4 1.074*** -0.039 -0.006 0.996 1998Q4 0.998** 0.001*** -0.009 1.000
1985Q1 1.058*** -0.030 -0.006** 0.995 1999Q1 1.000*** 0.001* 0.003 1.000
1985Q2 1.103*** -0.047 -0.031*** 0.992 1999Q2 0.995*** 0.001 0.009* 1.000
1985Q3 1.016*** 0.042 -0.038* 0.992 1999Q3 0.994*** -0.000 0.032 1.000
1985Q4 1.038*** 0.000 -0.055 0.992 1999Q4 0.991*** 0.007 -0.002 0.999
1986Q1 0.991*** 0.008 -0.002 0.999 2000Q1 0.996*** 0.002** 0.013 1.000
1986Q2 1.011*** -0.004 0.004 0.997 2000Q2 0.999*** 0.000 -0.009 1.000
1986Q3 1.032*** -0.007 -0.003** 0.993 2000Q3 0.996*** 0.004** -0.001 1.000
1986Q4 0.988*** 0.017* -0.004 0.992 2000Q4 0.999*** 0.002 -0.003 1.000
1987Q1 1.103*** -0.037 -0.026*** 0.993 2001Q1 0.998*** 0.001** -0.001 1.000
1987Q2 1.002*** 0.004** -0.014* 0.999 2001Q2 1.000*** -0.001*** 0.015 1.000
1987Q3 1.040*** -0.009 -0.017 0.999 2001Q3 1.001*** -0.002 0.004 1.000
1987Q4 0.975*** 0.042 -0.046* 0.981 2001Q4 0.999*** 0.002*** -0.002 1.000
1988Q1 0.985*** 0.034 -0.022** 0.993 2002Q1 1.003*** -0.001** -0.004 1.000
1988Q2 0.998*** 0.008 -0.013 0.996 2002Q2 0.999*** -0.001 0.003 1.000
1988Q3 0.981*** 0.012* -0.003** 0.999 2002Q3 1.001** -0.000 0.001 1.000
1988Q4 1.004*** 0.003 -0.016* 0.998 2002Q4 1.009 -0.004** -0.014 1.000
1989Q1 0.995*** 0.001 0.006 0.998 2003Q1 0.989 -0.002* 0.003 0.999
1989Q2 1.084*** -0.045 0.010 0.995 2003Q2 0.971*** 0.018 -0.001 0.998
1989Q3 1.007*** -0.002 -0.005 0.999 2003Q3 0.913*** 0.089*** -0.001 0.984
1989Q4 1.000*** 0.002 -0.012 0.999 2003Q4 0.852*** 0.065 0.212* 0.980
1990Q1 1.006*** 0.001** -0.003** 0.999 2004Q1 0.982*** 0.012** 0.052* 0.997
1990Q2 1.000*** -0.001 0.006 0.998 2004Q2 0.938*** 0.043*** 0.054 0.990
1990Q3 1.020*** -0.013 -0.004 0.990 2004Q3 0.971*** 0.009*** 0.103* 0.994
1990Q4 1.003*** 0.001 -0.000 0.998 2004Q4 0.981*** 0.023*** 0.009 0.993
1991Q1 0.973*** 0.019* 0.001 0.987 2005Q1 0.997*** 0.007* 0.004 0.999
1991Q2 1.100*** -0.048 -0.028 0.992 2005Q2 0.986*** 0.013*** -0.004 0.993
1991Q3 1.030*** -0.008 -0.019 0.997 2005Q3 0.920*** 0.044*** 0.092 0.997
1991Q4 1.036*** -0.010 -0.024 0.994 2005Q4 0.992*** 0.007*** -0.007 0.998
1992Q1 1.030*** -0.017 0.007 0.996 2006Q1 0.982** 0.012* 0.003 0.999
1992Q2 0.997*** 0.008 -0.009 0.996 2006Q2 0.994** 0.004 0.008 0.999
1992Q3 1.004*** -0.000 -0.002 0.999 2006Q3 0.934*** 0.042*** 0.035 0.997
1992Q4 1.021*** -0.012 -0.018 0.998 2006Q4 0.935 0.044* 0.007* 0.994
1993Q1 1.005*** 0.001 0.001 0.999 2007Q1 0.994*** 0.011 0.016 0.987
1993Q2 1.013*** -0.005 0.002** 0.996 2007Q2 1.007*** 0.011 -0.038 0.986
1993Q3 0.999*** -0.002 -0.010 0.997 2007Q3 0.985** 0.027 -0.101 0.995
1993Q4 1.003*** -0.004 -0.002 0.998

Table 4-6 (cont.): Hong Kong - Decomposed Weights in Implicit  Basket 
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Date USD Yen Euro  R2 Date USD Yen Euro  R2
1980Q1 1.077*** -0.013 -0.451 0.280 1994Q1 1.121*** -0.030 -0.035 0.927
1980Q2 1.980*** -0.012 -0.798*** 0.819 1994Q2 1.009*** 0.023 -0.029 0.984
1980Q3 1.759*** 0.081 -0.790*** 0.879 1994Q3 0.943*** 0.030 0.105* 0.975
1980Q4 2.132*** -0.118 -0.966*** 0.742 1994Q4 1.111*** -0.058 -0.024 0.980
1981Q1 1.515*** 0.342 -1.026*** 0.703 1995Q1 1.316*** -0.161 -0.025 0.846
1981Q2 2.312*** -0.165 -1.005*** 0.805 1995Q2 0.985*** 0.009 0.021 0.988
1981Q3 2.073*** -0.078 -0.743*** 0.817 1995Q3 1.089*** -0.037 0.062 0.973
1981Q4 1.482*** 0.323 -1.017*** 0.766 1995Q4 1.042*** -0.035 0.009 0.934
1982Q1 1.906*** -0.178 -0.686*** 0.763 1996Q1 1.107*** -0.110* -0.030 0.859
1982Q2 1.128*** -0.039 -0.057 0.927 1996Q2 1.033*** 0.001 -0.038 0.917
1982Q3 1.154*** -0.057 0.009 0.949 1996Q3 0.872*** 0.074 -0.011 0.834
1982Q4 1.034*** 0.006 -0.080*** 0.993 1996Q4 1.080*** -0.033 -0.003 0.950
1983Q1 1.468 -0.477 0.769 0.006 1997Q1 1.051*** -0.027 -0.062 0.964
1983Q2 1.012*** 0.015 -0.022 0.990 1997Q2 1.061*** -0.016 -0.083 0.969
1983Q3 0.935*** 0.073** -0.040** 0.983 1997Q3 0.871 0.088 1.323** 0.179
1983Q4 1.047*** -0.001 -0.012 0.985 1997Q4 0.495 0.375 -1.396 -0.026
1984Q1 1.056*** -0.011 -0.066*** 0.993 1998Q1 -4.459 3.955** -4.191 0.066
1984Q2 1.013*** -0.001 -0.046*** 0.984 1998Q2 -2.159 1.429** -3.470 0.093
1984Q3 0.970*** 0.010 0.025 0.897 1998Q3 0.823 0.604** -0.924 0.130
1984Q4 0.978*** 0.036 0.008 0.972 1998Q4 0.751 0.712** -2.585** 0.124
1985Q1 0.999*** 0.021 -0.033*** 0.997 1999Q1 -0.648 0.532** 0.793 0.041
1985Q2 0.982*** 0.038 -0.033*** 0.998 1999Q2 0.616 0.044 0.111 0.014
1985Q3 1.014*** -0.001 -0.027*** 0.998 1999Q3 0.353 0.313 0.669 0.044
1985Q4 1.041*** -0.005 -0.043*** 0.992 1999Q4 1.058* 0.565* -1.258 0.270
1986Q1 1.002*** 0.006 -0.013 0.996 2000Q1 0.637*** 0.193 -0.327 0.295
1986Q2 1.031*** -0.007 -0.015* 0.997 2000Q2 1.106*** 0.027 0.152 0.418
1986Q3 -0.137 0.810 -2.970*** 0.077 2000Q3 0.529 0.105 -1.403*** 0.151
1986Q4 1.063*** 0.023 -0.057** 0.974 2000Q4 0.807** 0.139 0.255 0.401
1987Q1 0.977*** 0.016 -0.006 0.940 2001Q1 0.792*** -0.005 -0.438 0.291
1987Q2 1.079*** -0.021 -0.093*** 0.983 2001Q2 0.232 0.430* 0.069 0.103
1987Q3 1.025*** 0.018 -0.119*** 0.981 2001Q3 2.197*** -0.889* -0.328 0.104
1987Q4 1.037*** -0.005 -0.050*** 0.989 2001Q4 0.495 0.399 0.285 0.323
1988Q1 0.977*** 0.038 -0.045*** 0.996 2002Q1 1.238*** 0.003 0.226 0.665
1988Q2 1.077*** -0.008 -0.061*** 0.994 2002Q2 0.934** -0.062 -0.486 0.178
1988Q3 1.057*** -0.018 -0.042*** 0.990 2002Q3 1.150*** 0.091 -0.320 0.640
1988Q4 1.050*** -0.010 -0.043*** 0.994 2002Q4 0.735*** 0.062 0.109 0.396
1989Q1 1.064*** -0.015 -0.049*** 0.993 2003Q1 0.969*** 0.021 0.383 0.821
1989Q2 1.036*** 0.002 -0.048*** 0.997 2003Q2 0.565** 0.205 0.088 0.587
1989Q3 1.098*** -0.042** -0.044*** 0.996 2003Q3 0.699*** 0.168 0.261 0.630
1989Q4 1.076*** -0.024 -0.039*** 0.996 2003Q4 1.103*** -0.068 0.021 0.872
1990Q1 1.305*** -0.128 -0.064 0.758 2004Q1 0.799*** 0.179** 0.039 0.893
1990Q2 1.500*** -0.150 -0.146 0.578 2004Q2 0.753*** 0.202** 0.127 0.731
1990Q3 1.655*** 0.038 -0.053 0.649 2004Q3 0.860*** 0.255 0.562 0.658
1990Q4 1.044*** 0.292** -0.103 0.741 2004Q4 0.524*** 0.386*** 0.244 0.839
1991Q1 1.799*** -0.154 -0.254* 0.594 2005Q1 0.732*** 0.260*** -0.082 0.861
1991Q2 1.856*** -0.328 0.288** 0.820 2005Q2 1.120*** 0.010 -0.091 0.768
1991Q3 0.328 0.491* 0.549*** 0.757 2005Q3 0.817* 0.231 -0.422 0.350
1991Q4 1.105*** -0.005 0.396*** 0.833 2005Q4 1.526*** -0.267 0.072 0.624
1992Q1 1.472*** 0.180 -0.002 0.765 2006Q1 0.659** 0.234 0.648 0.585
1992Q2 1.001*** 0.417** -0.651*** 0.779 2006Q2 1.182** 0.008 0.088 0.463
1992Q3 0.689 0.711** -0.326 0.745 2006Q3 1.143*** 0.077 -0.180 0.668
1992Q4 1.485*** 0.112 -0.366 0.627 2006Q4 0.614*** 0.178 0.712*** 0.812
1993Q1 1.648*** 0.105 -0.580 0.567 2007Q1 1.177*** -0.056 -0.258 0.683
1993Q2 1.521*** 0.191 -0.571* 0.761 2007Q2 1.127** -0.040 0.411 0.322
1993Q3 1.395*** 0.143 -0.200 0.607 2007Q3 0.502 0.028 1.948** 0.920
1993Q4 1.383*** -0.197 0.026 0.678

Table 4-6 (cont.): Indonesia - Decomposed Weights in Implicit  Basket 
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Date USD Yen Euro  R2 Date USD Yen Euro  R2
1980Q1 0.543 -0.024 0.463 -0.012 1994Q1 1.004*** -0.027 -0.000 0.963
1980Q2 1.040*** -0.011 -0.038 0.988 1994Q2 1.104*** -0.055** 0.025 0.980
1980Q3 1.212*** -0.088*** -0.057 0.945 1994Q3 0.986*** 0.012 -0.034 0.988
1980Q4 0.982*** 0.042 -0.072 0.946 1994Q4 1.022*** 0.005 -0.028 0.984
1981Q1 1.069*** -0.041* -0.021 0.994 1995Q1 0.700*** 0.164** -0.038 0.960
1981Q2 0.956*** 0.034* -0.009 0.996 1995Q2 0.956*** 0.030 -0.012 0.983
1981Q3 1.003*** 0.004 -0.017** 0.998 1995Q3 1.086*** -0.009 -0.186 0.929
1981Q4 1.020*** -0.006 -0.002 0.996 1995Q4 0.971*** 0.005 -0.037 0.943
1982Q1 1.003*** 0.008 0.001 0.993 1996Q1 0.987*** 0.016 -0.003 0.813
1982Q2 1.062*** -0.023 -0.026 0.988 1996Q2 0.930*** 0.031 -0.076 0.799
1982Q3 1.020*** -0.003 -0.013 0.999 1996Q3 1.046*** -0.044 0.043 0.924
1982Q4 0.980*** 0.016 -0.012 0.997 1996Q4 1.031*** -0.069 0.047 0.876
1983Q1 1.042*** -0.013 -0.021 0.991 1997Q1 0.483** 0.118 0.511*** 0.612
1983Q2 1.058*** -0.030 -0.026 0.980 1997Q2 0.926*** 0.006 0.114** 0.975
1983Q3 0.899*** 0.067 -0.027 0.972 1997Q3 1.058*** -0.009 -0.092 0.931
1983Q4 1.102*** -0.029 0.004 0.973 1997Q4 0.914 -0.675 1.448 -0.029
1984Q1 0.956*** 0.038 -0.061** 0.975 1998Q1 1.034 -0.241 -0.710 -0.026
1984Q2 1.034*** -0.013 -0.016 0.957 1998Q2 1.148*** 0.225 -1.218** 0.292
1984Q3 0.991*** -0.001 -0.010 0.981 1998Q3 0.570 -0.053 0.847 0.161
1984Q4 1.118*** -0.049 0.007 0.982 1998Q4 0.502** 0.188*** 0.074 0.598
1985Q1 1.030*** -0.003 -0.039** 0.988 1999Q1 0.933*** 0.152* -0.426 0.563
1985Q2 1.079*** -0.030 -0.060*** 0.991 1999Q2 0.994*** 0.054 -0.698* 0.564
1985Q3 1.024*** -0.003 -0.033* 0.992 1999Q3 0.872*** 0.027 0.501 0.819
1985Q4 1.029*** -0.016 -0.017 0.992 1999Q4 1.080*** -0.051 -0.283 0.748
1986Q1 0.995*** 0.002 -0.013 0.997 2000Q1 0.801*** 0.137** 0.377 0.744
1986Q2 1.004*** 0.001 -0.005 0.997 2000Q2 1.009*** -0.003 -0.103 0.890
1986Q3 1.022*** -0.009 -0.042** 0.994 2000Q3 0.871*** 0.120** -0.049 0.896
1986Q4 1.103*** -0.041* -0.015 0.992 2000Q4 0.727*** 0.106 0.194 0.564
1987Q1 0.985*** 0.013 -0.038*** 0.996 2001Q1 0.506*** 0.278** -0.485 0.553
1987Q2 1.132*** -0.056** -0.046* 0.985 2001Q2 0.621*** 0.381*** 0.329 0.627
1987Q3 1.026*** -0.011 -0.004 0.997 2001Q3 0.927*** 0.026 -0.063 0.792
1987Q4 1.012*** -0.010 -0.013* 0.998 2001Q4 0.568*** 0.333*** 0.116 0.769
1988Q1 1.010*** 0.017 -0.050** 0.991 2002Q1 0.918*** 0.130** -0.265 0.770
1988Q2 0.976*** 0.027 -0.027 0.988 2002Q2 0.950*** 0.133 0.023 0.634
1988Q3 0.971*** 0.021* -0.018** 0.996 2002Q3 0.813** 0.305 0.010 0.722
1988Q4 1.071*** -0.009 -0.045* 0.986 2002Q4 0.415 0.415** -0.139 0.422
1989Q1 1.024*** -0.015 -0.002 0.990 2003Q1 0.487 0.432* -0.031 0.551
1989Q2 0.993*** 0.006 -0.006 0.998 2003Q2 0.659*** 0.220 -0.155 0.655
1989Q3 1.011*** -0.009 -0.007 0.999 2003Q3 0.715*** 0.306*** 0.157 0.893
1989Q4 1.034*** -0.020 -0.014 0.995 2003Q4 0.968*** 0.155 -0.537* 0.764
1990Q1 0.987*** 0.051** -0.056** 0.990 2004Q1 0.745*** 0.237** 0.375* 0.875
1990Q2 0.981*** -0.016 0.023 0.979 2004Q2 0.462*** 0.384*** 0.388 0.824
1990Q3 0.996*** -0.020 -0.001 0.992 2004Q3 0.816*** 0.208*** 0.316* 0.910
1990Q4 1.023*** -0.013 -0.000 0.992 2004Q4 0.648*** 0.329*** -0.363 0.725
1991Q1 1.057*** -0.026* -0.004 0.993 2005Q1 0.884*** 0.235* -0.147 0.793
1991Q2 0.939*** 0.011 0.021 0.980 2005Q2 0.752*** 0.376*** 0.150 0.829
1991Q3 1.180*** -0.130 -0.028 0.950 2005Q3 0.676*** 0.310*** 0.271 0.753
1991Q4 1.068*** -0.041 0.010 0.973 2005Q4 0.736*** 0.331*** -0.072 0.859
1992Q1 0.994*** 0.013 -0.002 0.993 2006Q1 0.524** 0.280* 0.468 0.555
1992Q2 1.060*** -0.018 -0.003 0.983 2006Q2 0.749** 0.189 0.473 0.695
1992Q3 1.013*** -0.015 -0.002 0.991 2006Q3 0.561*** 0.297*** 0.262 0.773
1992Q4 1.004*** -0.024 0.020 0.988 2006Q4 0.396 0.312* 0.660* 0.665
1993Q1 0.987*** -0.003 0.068 0.977 2007Q1 1.207*** 0.002 -0.284 0.787
1993Q2 0.987*** 0.011 0.071** 0.993 2007Q2 1.040*** 0.048 -0.043 0.766
1993Q3 1.024*** -0.004 -0.013 0.987 2007Q3 1.161** 0.168 -0.893 0.850
1993Q4 0.978*** 0.016 -0.013 0.985

Table 4-6 (cont.):  Korea - Decomposed Weights in Implicit  Basket 
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Date USD Yen Euro  R2 Date USD Yen Euro  R2
1980Q1 1.305 0.060 -0.265 0.939 1994Q1 1.389*** -0.082 -0.215 0.615
1980Q2 1.277*** 0.092 -0.235 0.932 1994Q2 1.330*** -0.150** -0.087 0.861
1980Q3 1.241*** 0.078*** -0.190 0.941 1994Q3 1.000*** 0.067 -0.092 0.957
1980Q4 1.511*** -0.255 0.110 0.619 1994Q4 1.012*** 0.046 -0.045 0.948
1981Q1 1.132*** 0.123* -0.176 0.956 1995Q1 1.076*** -0.014** -0.003 0.991
1981Q2 1.037*** 0.204* -0.161 0.967 1995Q2 1.043*** 0.053 -0.106 0.860
1981Q3 1.162*** 0.049 -0.092** 0.967 1995Q3 1.065*** 0.046 -0.025 0.979
1981Q4 1.158*** 0.008 -0.190 0.940 1995Q4 0.850*** 0.110 -0.014 0.897
1982Q1 1.078*** 0.160 -0.189 0.940 1996Q1 0.684*** 0.193 0.074 0.885
1982Q2 1.290*** 0.075 -0.296 0.959 1996Q2 1.132*** 0.018 -0.217 0.903
1982Q3 1.334*** -0.024 -0.181 0.976 1996Q3 1.100*** -0.018 -0.053 0.985
1982Q4 0.983*** 0.075 -0.133 0.945 1996Q4 0.955*** 0.069 -0.045 0.963
1983Q1 1.001*** 0.160 -0.182 0.949 1997Q1 0.976** 0.049 0.026*** 0.916
1983Q2 0.939*** 0.139 -0.070 0.942 1997Q2 1.073*** 0.000 0.077** 0.939
1983Q3 1.076*** 0.107 -0.157 0.847 1997Q3 1.177*** -0.123 0.196 0.287
1983Q4 0.954*** 0.053 -0.007 0.981 1997Q4 1.148 0.069 -1.467 0.119
1984Q1 0.625*** 0.414 -0.091** 0.944 1998Q1 -1.549 1.764 -2.656 0.176
1984Q2 0.810*** 0.245 -0.189 0.880 1998Q2 -0.040*** 0.753 -0.822** 0.366
1984Q3 0.821*** 0.260 -0.020 0.972 1998Q3 0.764 0.334 -0.362 0.389
1984Q4 0.918*** 0.121 -0.004 0.811 1998Q4 0.995** -0.002*** -0.013 0.978
1985Q1 1.095*** 0.163 -0.119** 0.947 1999Q1 0.975*** -0.011* 0.081 0.973
1985Q2 0.715*** 0.419 -0.061*** 0.952 1999Q2 1.001*** -0.001 0.001* 1.000
1985Q3 1.051*** 0.101 -0.049* 0.857 1999Q3 1.000*** -0.002 0.017 1.000
1985Q4 1.056*** 0.116 -0.062 0.891 1999Q4 0.999*** 0.001 0.002 1.000
1986Q1 0.995*** 0.102 -0.064 0.956 2000Q1 1.000*** -0.000** 0.004 1.000
1986Q2 1.390*** -0.046 -0.122 0.872 2000Q2 1.001*** 0.000 -0.007 1.000
1986Q3 0.882*** 0.063 -0.063** 0.674 2000Q3 0.994*** 0.006** -0.000 1.000
1986Q4 0.997*** 0.040* -0.032 0.980 2000Q4 1.000*** -0.000 0.002 1.000
1987Q1 1.093*** 0.069 -0.156*** 0.970 2001Q1 0.997*** 0.002** 0.003 1.000
1987Q2 1.195*** 0.067** -0.255* 0.972 2001Q2 1.001*** -0.000*** 0.012 1.000
1987Q3 1.395*** -0.044 -0.171 0.934 2001Q3 1.005*** -0.004 0.007 1.000
1987Q4 1.221*** 0.003 -0.157* 0.960 2001Q4 1.004*** 0.000*** 0.004 1.000
1988Q1 1.053*** 0.133 -0.259** 0.963 2002Q1 1.002*** 0.000** -0.007 1.000
1988Q2 1.097*** 0.080 -0.167 0.947 2002Q2 0.998*** -0.002 -0.004 1.000
1988Q3 0.978*** 0.126* -0.111** 0.970 2002Q3 1.049** -0.024 0.034 0.954
1988Q4 1.177*** 0.020 -0.133* 0.915 2002Q4 1.002 -0.000** -0.010 0.999
1989Q1 1.159*** 0.026 -0.217 0.961 2003Q1 0.990 -0.003* 0.005 0.999
1989Q2 0.949*** 0.131 -0.155 0.957 2003Q2 0.973*** 0.016 0.002 0.998
1989Q3 1.027*** 0.051 -0.133 0.984 2003Q3 0.977*** 0.021*** 0.003 0.996
1989Q4 1.075*** 0.017 -0.103 0.983 2003Q4 0.951*** 0.010 0.156* 0.991
1990Q1 1.011*** 0.056** -0.073** 0.985 2004Q1 0.974*** 0.010** 0.098* 0.998
1990Q2 1.000*** 0.073 -0.091 0.978 2004Q2 0.949*** 0.032*** 0.066 0.991
1990Q3 1.003*** 0.042 -0.028 0.982 2004Q3 0.971*** 0.004*** 0.089* 0.994
1990Q4 1.018*** 0.027 -0.037 0.971 2004Q4 0.992*** -0.002*** 0.030 0.997
1991Q1 1.097*** 0.018* -0.068 0.968 2005Q1 0.993*** -0.001* 0.026 0.999
1991Q2 1.076*** 0.059 -0.166 0.985 2005Q2 0.999*** 0.000*** 0.039 0.995
1991Q3 1.078*** 0.045 -0.113 0.983 2005Q3 0.978*** -0.009*** 0.219 0.950
1991Q4 1.050*** 0.056 -0.111 0.980 2005Q4 1.017*** -0.011*** -0.048 0.991
1992Q1 1.042*** 0.007 0.032 0.929 2006Q1 0.914** 0.056* 0.117 0.967
1992Q2 1.096*** -0.007 -0.010 0.861 2006Q2 0.968** 0.079 0.175 0.855
1992Q3 1.065*** 0.007 -0.049 0.994 2006Q3 0.607*** 0.277*** 0.233 0.839
1992Q4 0.902*** 0.112 -0.030 0.966 2006Q4 0.475 0.326* 0.133* 0.806
1993Q1 1.062*** -0.002 -0.059 0.927 2007Q1 1.105*** -0.064 -0.076 0.860
1993Q2 0.885*** 0.097 -0.046** 0.953 2007Q2 1.051*** 0.078 0.013 0.649
1993Q3 0.920*** 0.037 0.208 0.828 2007Q3 0.890** 0.048 1.007 0.917
1993Q4 1.256*** -0.124 0.229 0.858

Table 4-6 (cont.):  Malaysia - Decomposed Weights in Implicit  Basket 
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Date USD Yen Euro  R2 Date USD Yen Euro  R2
1980Q1 0.999 -0.000 -0.002 1.000 1994Q1 1.210*** -0.028 -0.083 0.645
1980Q2 1.000*** -0.001 0.001 1.000 1994Q2 0.809*** 0.199** -0.052 0.391
1980Q3 1.264*** -0.140*** -0.064 0.429 1994Q3 1.204*** -0.026 0.007 0.564
1980Q4 1.077*** 0.001 0.031 0.866 1994Q4 1.382*** 0.148 -0.795 0.234
1981Q1 0.997*** 0.001* -0.000 1.000 1995Q1 1.013*** 0.011** -0.235 0.529
1981Q2 1.169*** -0.056* -0.093 0.887 1995Q2 1.197*** 0.078 -0.285 0.727
1981Q3 0.936*** 0.040 -0.019** 0.981 1995Q3 0.857*** 0.131 -0.149 0.773
1981Q4 0.989*** 0.003 0.000 0.988 1995Q4 1.070*** 0.059 -0.056 0.715
1982Q1 1.049*** -0.034 0.012 0.908 1996Q1 0.933*** 0.151 -0.064 0.481
1982Q2 0.987*** 0.014 0.029 0.957 1996Q2 0.792*** 0.177 -0.123 0.678
1982Q3 1.250*** -0.157 0.008 0.966 1996Q3 1.103*** 0.099 -0.416 0.834
1982Q4 1.463*** -0.166 -0.085 0.702 1996Q4 1.770*** -0.116 -0.901 0.743
1983Q1 0.988*** 0.017 0.025 0.971 1997Q1 0.976** 0.108 -0.071*** 0.725
1983Q2 0.924*** -0.045 0.241 0.204 1997Q2 0.994*** 0.005 0.000** 0.999
1983Q3 0.856*** 0.076 -0.015 0.889 1997Q3 1.348*** -0.113 0.877 0.325
1983Q4 -1.379*** 0.534 0.099 -0.047 1997Q4 0.884 0.323 -0.646 0.109
1984Q1 2.471*** -0.092 -1.356** 0.784 1998Q1 -0.301 0.880 -1.898 0.185
1984Q2 2.738*** -0.443 -1.026 0.754 1998Q2 1.020*** 0.485 -1.095** 0.392
1984Q3 1.561*** 0.135 -0.789 0.841 1998Q3 0.544 0.322 -0.014 0.484
1984Q4 -1.144*** 1.630 -0.305 0.081 1998Q4 0.799** 0.153*** -0.098 0.605
1985Q1 0.396*** 1.172 -0.769** 0.612 1999Q1 0.525*** 0.269* -0.438 0.393
1985Q2 2.027*** -0.153 -0.865*** 0.855 1999Q2 0.774*** 0.176 0.068* 0.774
1985Q3 2.560*** -0.384 -0.924* 0.308 1999Q3 0.889*** 0.049 -0.079 0.731
1985Q4 1.512*** 0.313 -0.886 0.541 1999Q4 1.063*** -0.019 0.149 0.702
1986Q1 0.790*** 0.436 -0.935 0.087 2000Q1 0.939*** 0.037** -0.351 0.818
1986Q2 1.540*** 0.191 -0.495 0.718 2000Q2 1.028*** 0.055 0.055 0.888
1986Q3 1.484*** 0.061 -0.515** 0.752 2000Q3 0.888*** 0.007** -0.007 0.799
1986Q4 1.759*** -0.062* -0.439 0.608 2000Q4 1.621*** -0.472 0.314 0.345
1987Q1 1.934*** -0.012 -0.997*** 0.930 2001Q1 -0.249*** 0.466** -1.541 0.023
1987Q2 1.243*** 0.194** -0.641* 0.664 2001Q2 0.814*** 0.160*** 0.266 0.671
1987Q3 1.443*** 0.229 -1.117 0.770 2001Q3 0.916*** 0.028 -0.139 0.721
1987Q4 2.980*** -0.299 -1.168* 0.629 2001Q4 1.128*** -0.040*** -0.091 0.867
1988Q1 1.573*** 0.149 -0.596** 0.930 2002Q1 0.844*** 0.096** 0.167 0.926
1988Q2 1.361*** 0.045 -0.496 0.366 2002Q2 1.132*** -0.037 0.072 0.741
1988Q3 2.024*** -0.334* -0.753** 0.624 2002Q3 1.042** 0.098 -0.077 0.931
1988Q4 2.411*** -0.338 -0.143* 0.585 2002Q4 0.858 0.098** 0.008 0.789
1989Q1 1.309*** 0.062 -0.580 0.422 2003Q1 0.872 0.074* -0.378 0.850
1989Q2 1.151*** 0.445 -0.765 0.570 2003Q2 0.722*** 0.178 -0.016 0.842
1989Q3 2.379*** -0.250 -1.025 0.816 2003Q3 0.917*** 0.100*** -0.046 0.897
1989Q4 1.828*** 0.193 -1.323 0.576 2003Q4 0.724*** 0.140 0.284* 0.929
1990Q1 2.014*** 0.023** -0.912** 0.658 2004Q1 0.999*** 0.061** 0.078* 0.961
1990Q2 2.075*** -0.072 -0.899 0.889 2004Q2 0.984*** 0.080*** 0.106 0.924
1990Q3 1.614*** -0.124 -0.263 0.597 2004Q3 0.942*** 0.060*** 0.027* 0.941
1990Q4 2.198*** 0.092 -1.267 0.395 2004Q4 0.973*** 0.068*** -0.178 0.956
1991Q1 1.136*** 0.149* -0.667 0.378 2005Q1 0.980*** 0.104* -0.293 0.874
1991Q2 2.343*** -0.100 -1.137 0.774 2005Q2 0.726*** 0.261*** -0.057 0.899
1991Q3 1.841*** -0.049 -0.828 0.779 2005Q3 0.976*** 0.073*** -0.049 0.914
1991Q4 1.851*** -0.084 -0.740 0.427 2005Q4 1.070*** 0.003*** 0.091 0.855
1992Q1 0.975*** 0.037 -0.056 0.444 2006Q1 1.069** 0.021* 0.164 0.840
1992Q2 1.720*** -0.172 -0.397 0.347 2006Q2 1.132** -0.039 0.361 0.847
1992Q3 1.910*** -0.406 -0.582 0.551 2006Q3 0.989*** 0.110*** -0.151 0.793
1992Q4 0.538*** 0.599 -0.487 0.202 2006Q4 0.704 0.140* 0.377* 0.818
1993Q1 1.143*** 0.230 -1.289 0.538 2007Q1 1.203*** -0.057 -0.013 0.737
1993Q2 1.642*** -0.172 -0.295** 0.303 2007Q2 1.593*** -0.214 -0.132 0.581
1993Q3 1.034*** -0.099 -0.068 0.312 2007Q3 1.446** 0.011 0.097 0.756
1993Q4 1.692*** 0.296 -1.208 0.464

Table 4-6 (cont.): Philippines - Decomposed Weights in Implicit  Basket 
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Date USD Yen Euro  R2 Date USD Yen Euro  R2
1980Q1 1.395 0.048 -0.422 0.876 1994Q1 1.068*** 0.013 -0.057 0.881
1980Q2 1.473*** -0.018 -0.401 0.898 1994Q2 0.981*** 0.060** 0.016 0.953
1980Q3 1.396*** -0.017*** -0.315 0.932 1994Q3 0.981*** 0.062 -0.021 0.974
1980Q4 0.908*** 0.047 -0.006 0.875 1994Q4 0.780*** 0.205 -0.103 0.922
1981Q1 1.127*** 0.073* -0.078 0.965 1995Q1 1.075*** 0.044** 0.054 0.964
1981Q2 0.997*** 0.185* -0.105 0.968 1995Q2 0.913*** 0.088 0.018 0.977
1981Q3 1.102*** 0.095 -0.022** 0.940 1995Q3 0.895*** 0.156 -0.157 0.944
1981Q4 1.190*** -0.046 -0.177 0.929 1995Q4 0.951*** 0.109 -0.104 0.892
1982Q1 1.182*** 0.120 -0.153 0.945 1996Q1 1.084*** 0.148 -0.167 0.770
1982Q2 1.230*** 0.106 -0.233 0.956 1996Q2 0.900*** 0.112 0.188 0.846
1982Q3 1.433*** -0.016 -0.231 0.946 1996Q3 0.962*** 0.055 -0.041 0.966
1982Q4 1.038*** 0.162 -0.354 0.924 1996Q4 0.995*** 0.082 -0.151 0.935
1983Q1 1.306*** 0.018 -0.207 0.933 1997Q1 1.020** 0.065 -0.135*** 0.936
1983Q2 0.958*** 0.175 -0.153 0.905 1997Q2 0.892*** 0.147 -0.064** 0.978
1983Q3 1.009*** 0.164 -0.084 0.946 1997Q3 1.032*** 0.019 0.185 0.620
1983Q4 0.955*** 0.073 0.000 0.965 1997Q4 0.921 0.208 -0.483 0.494
1984Q1 0.663*** 0.391 -0.062** 0.936 1998Q1 0.049 0.816 -0.815 0.524
1984Q2 0.766*** 0.345 -0.241 0.744 1998Q2 0.280*** 0.752 -1.058** 0.706
1984Q3 0.855*** 0.244 -0.033 0.979 1998Q3 0.614 0.411 -0.330 0.706
1984Q4 0.909*** 0.146 -0.007 0.970 1998Q4 0.888** 0.182*** 0.108 0.891
1985Q1 0.917*** 0.288 -0.182** 0.954 1999Q1 0.882*** 0.143* -0.273 0.869
1985Q2 1.172*** 0.096 -0.209*** 0.915 1999Q2 0.774*** 0.213 -0.479* 0.866
1985Q3 1.296*** 0.089 -0.204* 0.903 1999Q3 0.995*** 0.109 -0.058 0.883
1985Q4 0.868*** 0.216 0.085 0.777 1999Q4 0.987*** 0.058 0.067 0.870
1986Q1 1.041*** -0.009 0.055 0.910 2000Q1 0.908*** 0.163** -0.198 0.907
1986Q2 1.027*** 0.155 -0.073 0.932 2000Q2 0.920*** 0.095 -0.075 0.946
1986Q3 1.112*** 0.063 -0.042** 0.968 2000Q3 0.928*** 0.075** -0.150 0.934
1986Q4 0.925*** 0.141* -0.069 0.981 2000Q4 0.962*** 0.128 -0.052 0.946
1987Q1 1.109*** 0.107 -0.116*** 0.974 2001Q1 0.796*** 0.183** -0.148 0.948
1987Q2 1.201*** 0.022** -0.189* 0.986 2001Q2 0.746*** 0.197*** 0.103 0.905
1987Q3 1.000*** 0.065 -0.035 0.963 2001Q3 0.622*** 0.321 -0.084 0.877
1987Q4 1.025*** 0.090 -0.166* 0.943 2001Q4 0.759*** 0.240*** 0.049 0.910
1988Q1 1.369*** -0.012 -0.225** 0.978 2002Q1 0.679*** 0.247** 0.041 0.909
1988Q2 1.120*** 0.050 -0.162 0.952 2002Q2 0.759*** 0.271 -0.131 0.918
1988Q3 0.996*** 0.115* -0.084** 0.973 2002Q3 0.853** 0.294 -0.040 0.976
1988Q4 1.219*** 0.050 -0.296 0.916 2002Q4 0.573 0.337** 0.360 0.900
1989Q1 1.204*** -0.046 -0.127 0.933 2003Q1 0.746 0.309* 0.243 0.953
1989Q2 1.138*** 0.034 -0.167 0.964 2003Q2 0.631*** 0.397 -0.049 0.912
1989Q3 1.136*** 0.003 -0.136 0.915 2003Q3 0.737*** 0.346*** -0.048 0.935
1989Q4 1.298*** -0.016 -0.296 0.916 2003Q4 1.125*** 0.062 -0.310* 0.948
1990Q1 1.124*** 0.072** -0.208** 0.950 2004Q1 1.005*** 0.171** -0.140* 0.962
1990Q2 0.989*** 0.092 -0.108 0.971 2004Q2 0.701*** 0.353*** -0.043 0.953
1990Q3 1.101*** 0.006 -0.071 0.888 2004Q3 0.776*** 0.274*** 0.110* 0.963
1990Q4 0.953*** 0.094 -0.061 0.891 2004Q4 1.015*** 0.217*** -0.203 0.959
1991Q1 0.988*** 0.139* -0.181 0.928 2005Q1 0.843*** 0.283* -0.026 0.967
1991Q2 1.288*** 0.036 -0.306 0.938 2005Q2 0.807*** 0.352*** -0.144 0.962
1991Q3 0.952*** 0.210 -0.187 0.973 2005Q3 0.568*** 0.462*** -0.268 0.938
1991Q4 1.258*** 0.056 -0.283 0.924 2005Q4 1.151*** 0.048*** -0.253 0.969
1992Q1 1.142*** 0.007 -0.020 0.925 2006Q1 0.828** 0.236* -0.050 0.940
1992Q2 0.968*** 0.108 0.006 0.950 2006Q2 0.792** 0.324 -0.179 0.957
1992Q3 1.045*** 0.021 -0.067 0.989 2006Q3 0.805*** 0.321*** -0.223 0.941
1992Q4 1.044*** 0.079 -0.150 0.980 2006Q4 0.771 0.272* -0.026* 0.923
1993Q1 1.186*** -0.027 -0.116 0.965 2007Q1 1.192*** 0.038 -0.210 0.898
1993Q2 0.915*** 0.154 -0.129** 0.943 2007Q2 1.126*** 0.080 -0.360 0.874
1993Q3 0.964*** 0.052 -0.116 0.964 2007Q3 1.082** 0.162 -0.105 0.955
1993Q4 1.066*** -0.019 -0.032 0.887

Table 4-6 (cont.): Singapore - Decomposed Weights in Implicit  Basket 
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Date USD Yen Euro  R2 Date USD Yen Euro  R2
1980Q1 0.998 0.003 -0.011 0.999 1994Q1 0.944*** 0.014 0.065 0.961
1980Q2 1.003*** -0.003 -0.006 1.000 1994Q2 0.968*** 0.024** 0.060 0.934
1980Q3 1.001*** 0.003*** -0.007 0.999 1994Q3 1.006*** 0.002 -0.058 0.964
1980Q4 1.007*** -0.012 0.009 0.999 1994Q4 1.301*** -0.125 -0.114 0.955
1981Q1 0.990*** 0.006* -0.022 0.995 1995Q1 0.908*** 0.025** 0.023 0.973
1981Q2 0.959*** 0.019* 0.022 0.987 1995Q2 0.546*** 0.266 -0.049 0.901
1981Q3 1.352*** -0.308 0.055** 0.688 1995Q3 1.092*** -0.043 0.010 0.872
1981Q4 1.497*** -0.037 -0.071 0.735 1995Q4 1.103*** -0.058 -0.024 0.919
1982Q1 1.320*** 0.016 -0.205 0.634 1996Q1 1.023*** -0.001 -0.009 0.947
1982Q2 1.642*** -0.225 -0.494 0.718 1996Q2 0.852*** 0.168 -0.092 0.710
1982Q3 0.665*** 0.464 -0.130 0.794 1996Q3 1.102*** 0.005 -0.162 0.952
1982Q4 0.867*** 0.165 -0.048 0.316 1996Q4 0.957*** 0.033 -0.013 0.988
1983Q1 1.237*** 0.105 -0.300 0.791 1997Q1 1.045** -0.027 0.004*** 0.970
1983Q2 1.993*** -0.326 -0.332 0.413 1997Q2 1.019*** 0.003 -0.050** 0.989
1983Q3 1.157*** 0.068 -0.221 0.147 1997Q3 1.081*** -0.027 0.070 0.824
1983Q4 1.316*** -0.265 0.170 0.090 1997Q4 1.205 0.185 -0.805 0.439
1984Q1 1.105*** -0.028 0.048** 0.549 1998Q1 0.792 0.262 -0.393 0.620
1984Q2 0.922*** 0.028 0.007 0.979 1998Q2 0.841*** 0.133 -0.235** 0.605
1984Q3 0.966*** 0.014 0.005 0.992 1998Q3 1.042 0.033 -0.060 0.916
1984Q4 1.033*** -0.012 0.002 0.991 1998Q4 0.961** 0.163*** -0.516 0.887
1985Q1 0.964*** 0.022 -0.005** 0.994 1999Q1 0.973*** 0.043* -0.126 0.844
1985Q2 0.880*** 0.094 0.010*** 0.996 1999Q2 1.088*** -0.024 0.018* 0.852
1985Q3 0.915*** 0.046 -0.015* 0.993 1999Q3 1.007*** 0.008 -0.184 0.966
1985Q4 1.006*** -0.019 -0.011 0.986 1999Q4 1.060*** -0.019 -0.160 0.964
1986Q1 1.018*** -0.019 0.023 0.984 2000Q1 1.115*** -0.092** 0.225 0.803
1986Q2 1.460*** -0.254 -0.040 0.933 2000Q2 1.071*** -0.069 -0.139 0.945
1986Q3 1.007*** -0.004 -0.018** 0.986 2000Q3 1.016*** -0.022** -0.008 0.975
1986Q4 1.036*** 0.005* -0.022 0.992 2000Q4 1.067*** 0.032 -0.069 0.843
1987Q1 0.963*** 0.024 0.012*** 0.993 2001Q1 0.909*** 0.094** -0.137 0.908
1987Q2 1.019*** -0.019** 0.010* 0.979 2001Q2 1.008*** 0.037*** -0.183 0.829
1987Q3 0.808*** 0.068 0.027 0.964 2001Q3 0.926*** 0.009 -0.007 0.941
1987Q4 0.819*** 0.089 -0.009* 0.975 2001Q4 0.913*** 0.092*** 0.016 0.980
1988Q1 1.016*** -0.012 0.004** 1.000 2002Q1 0.944*** 0.039** 0.036 0.975
1988Q2 0.864*** 0.070 0.022 0.990 2002Q2 0.900*** 0.091 0.072 0.965
1988Q3 0.978*** 0.005* 0.017** 0.986 2002Q3 0.946** 0.123 0.281 0.928
1988Q4 1.032*** -0.010 -0.017* 0.963 2002Q4 0.841 0.100** 0.091 0.880
1989Q1 1.119*** -0.051 -0.054 0.882 2003Q1 0.803 0.147* -0.125 0.927
1989Q2 0.969*** 0.067 -0.077 0.902 2003Q2 0.962*** 0.024 0.079 0.962
1989Q3 0.895*** 0.103 -0.091 0.929 2003Q3 0.899*** 0.106*** -0.102 0.951
1989Q4 1.032*** -0.032 -0.020 0.948 2003Q4 0.955*** 0.040 0.146* 0.951
1990Q1 1.065*** -0.008** -0.036** 0.958 2004Q1 0.932*** 0.103** 0.187* 0.935
1990Q2 1.497*** -0.391 0.026 0.617 2004Q2 0.848*** 0.124*** 0.141 0.840
1990Q3 0.980*** 0.016 0.000 0.989 2004Q3 0.953*** -0.010*** 0.425* 0.861
1990Q4 0.978*** 0.010 -0.013 0.994 2004Q4 0.591*** 0.357*** -0.053 0.864
1991Q1 1.838*** -0.228* 0.087 0.538 2005Q1 1.036*** 0.142* -0.649 0.827
1991Q2 1.004*** 0.033 -0.048 0.987 2005Q2 0.746*** 0.335*** -0.231 0.891
1991Q3 0.950*** 0.024 -0.029 0.964 2005Q3 0.939*** 0.068*** -0.187 0.805
1991Q4 0.971*** 0.030 -0.015 0.962 2005Q4 0.794*** 0.125*** 0.115 0.887
1992Q1 1.080*** -0.063 0.007 0.934 2006Q1 0.881** 0.085* 0.511 0.794
1992Q2 0.948*** 0.028 0.093 0.947 2006Q2 0.709** 0.214 0.269 0.774
1992Q3 0.995*** 0.007 -0.001 0.976 2006Q3 0.675*** 0.231*** 0.010 0.837
1992Q4 0.996*** 0.007 -0.007 0.993 2006Q4 0.911 0.088* 0.116* 0.818
1993Q1 0.946*** 0.028 0.059 0.937 2007Q1 0.900*** 0.112 -0.169 0.857
1993Q2 0.976*** 0.042 -0.080** 0.981 2007Q2 1.095*** -0.069 0.215 0.866
1993Q3 1.038*** -0.007 -0.026 0.962 2007Q3 0.781** 0.072 0.333 0.937
1993Q4 1.009*** 0.006 -0.076 0.978

Table 4-6 (cont.): Taiwan - Decomposed Weights in Implicit  Basket 
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Date USD Yen Euro  R2 Date USD Yen Euro  R2
1980Q1 0.699 0.011 0.518 0.674 1994Q1 1.052*** 0.025 -0.052 0.974
1980Q2 1.100*** 0.011 0.011 0.851 1994Q2 0.944*** 0.062** -0.006 0.983
1980Q3 1.249*** -0.066*** 0.029 0.830 1994Q3 0.988*** 0.045 -0.001 0.989
1980Q4 1.361*** -0.107 -0.173 0.882 1994Q4 0.942*** 0.096 -0.093 0.989
1981Q1 1.151*** -0.078* -0.090 0.920 1995Q1 0.951*** 0.083** -0.046 0.996
1981Q2 0.848*** 0.077* 0.071 0.957 1995Q2 0.958*** 0.095 -0.099 0.994
1981Q3 1.194*** 0.042 -0.143** 0.399 1995Q3 1.005*** 0.055 -0.083 0.995
1981Q4 0.997*** 0.003 -0.001 1.000 1995Q4 0.946*** 0.068 -0.028 0.990
1982Q1 0.994*** 0.003 0.000 1.000 1996Q1 0.994*** 0.078 -0.031 0.983
1982Q2 0.994*** 0.003 0.002 0.998 1996Q2 0.956*** 0.069 -0.062 0.987
1982Q3 0.994*** 0.003 -0.006 1.000 1996Q3 0.954*** 0.094 -0.075 0.987
1982Q4 0.998*** 0.001 0.004 1.000 1996Q4 1.015*** 0.067 -0.115 0.991
1983Q1 0.993*** 0.003 0.006 1.000 1997Q1 0.970** 0.081 -0.050*** 0.973
1983Q2 0.967*** 0.021 0.010 0.996 1997Q2 -0.640*** 0.677 0.529** 0.119
1983Q3 0.991*** 0.007 -0.001 1.000 1997Q3 1.399*** -0.044 0.625 0.074
1983Q4 0.976*** 0.012 -0.000 0.995 1997Q4 1.128 0.311 -0.982 0.140
1984Q1 0.988*** 0.007 -0.001** 0.998 1998Q1 -0.397 1.350 -1.627 0.181
1984Q2 0.986*** 0.007 -0.001 0.999 1998Q2 -0.099*** 0.881 -1.051** 0.386
1984Q3 0.948*** 0.037 -0.005 0.999 1998Q3 0.705 0.412 -0.668 0.500
1984Q4 0.871*** 0.094 -0.007 0.947 1998Q4 1.053** 0.104*** -0.213 0.743
1985Q1 1.395*** -0.141 -0.158** 0.937 1999Q1 0.666*** 0.229* -0.317 0.658
1985Q2 1.439*** -0.182 -0.289*** 0.939 1999Q2 0.834*** 0.183 -0.068* 0.798
1985Q3 1.058*** 0.045 -0.263* 0.702 1999Q3 0.836*** 0.060 0.505 0.602
1985Q4 1.088*** 0.083 -0.264 0.769 1999Q4 1.146*** 0.080 0.139 0.598
1986Q1 1.019*** 0.042 -0.095 0.984 2000Q1 0.790*** 0.191** -0.135 0.783
1986Q2 0.970*** 0.040 -0.001 0.970 2000Q2 1.038*** 0.043 0.058 0.894
1986Q3 1.108*** -0.027 -0.128** 0.984 2000Q3 0.833*** 0.191** -0.143 0.664
1986Q4 1.180*** -0.048* -0.080 0.970 2000Q4 1.034*** 0.108 -0.258 0.712
1987Q1 1.154*** -0.051 -0.180*** 0.955 2001Q1 0.507*** 0.370** -0.080 0.801
1987Q2 1.179*** -0.047** -0.139* 0.981 2001Q2 0.842*** 0.129*** 0.279 0.834
1987Q3 1.168*** -0.003 -0.186 0.975 2001Q3 0.963*** 0.092 -0.016 0.927
1987Q4 1.076*** 0.022 -0.128* 0.976 2001Q4 0.739*** 0.211*** 0.054 0.935
1988Q1 1.083*** 0.031 -0.186** 0.973 2002Q1 0.720*** 0.244** 0.178 0.929
1988Q2 1.090*** 0.019 -0.144 0.985 2002Q2 0.843*** 0.139 -0.078 0.902
1988Q3 1.000*** 0.045* -0.123** 0.977 2002Q3 0.976** 0.301 -0.119 0.917
1988Q4 1.087*** -0.009 -0.101* 0.957 2002Q4 0.497 0.343** 0.468 0.859
1989Q1 0.965*** 0.080 -0.144 0.977 2003Q1 0.677 0.303* -0.111 0.945
1989Q2 1.032*** 0.032 -0.087 0.966 2003Q2 0.740*** 0.255 -0.025 0.931
1989Q3 1.096*** 0.012 -0.138 0.972 2003Q3 0.703*** 0.273*** -0.060 0.896
1989Q4 1.196*** -0.047 -0.128 0.989 2003Q4 0.846*** 0.117 0.089* 0.829
1990Q1 1.077*** 0.008** -0.104** 0.981 2004Q1 0.935*** 0.135** -0.104* 0.946
1990Q2 1.007*** 0.062 -0.074 0.984 2004Q2 0.693*** 0.262*** 0.043 0.937
1990Q3 0.999*** 0.018 -0.019 0.981 2004Q3 0.753*** 0.227*** 0.254* 0.938
1990Q4 0.962*** 0.015 -0.019 0.958 2004Q4 0.814*** 0.283*** -0.078 0.923
1991Q1 1.033*** 0.028* -0.061 0.978 2005Q1 0.602*** 0.383* -0.121 0.940
1991Q2 1.042*** 0.015 -0.089 0.991 2005Q2 0.739*** 0.293*** -0.139 0.899
1991Q3 1.141*** -0.078 -0.059 0.984 2005Q3 0.305*** 0.564*** -0.131 0.894
1991Q4 1.018*** 0.029 -0.115 0.979 2005Q4 0.950*** 0.091*** -0.071 0.946
1992Q1 0.998*** 0.006 -0.001 0.990 2006Q1 0.893** 0.238* 0.052 0.805
1992Q2 1.080*** -0.043 0.025 0.979 2006Q2 0.697** 0.351 -0.322 0.864
1992Q3 1.042*** -0.029 -0.024 0.988 2006Q3 0.950*** 0.162*** 0.232 0.789
1992Q4 0.971*** 0.047 -0.048 0.990 2006Q4 0.987 0.067* 0.249* 0.566
1993Q1 1.001*** 0.010 -0.019 0.974 2007Q1 1.322*** -0.351 1.406 0.147
1993Q2 0.992*** 0.021 -0.040** 0.978 2007Q2 0.878*** 0.038 1.483 0.150
1993Q3 0.984*** 0.003 -0.027 0.977 2007Q3 -1.131** 1.272 1.551 -0.067
1993Q4 1.038*** -0.018 0.049 0.979

Standard errors in parentheses, * significant at 10%; ** significant at 5%; *** significant at 1%

Table 4-6 (cont.): Thailand - Decomposed Weights in Implicit  Basket 
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Chapter 5  

Conclusion     

This dissertation project represents a first step in creating a political economy 

theory of exchange rate valuation. While there is now a large body of work in political 

science on the determinants of exchange rate regime choice, much less focus has been 

placed on the determinants of policymaker preferences over the level of the exchange 

rate. This is surprising for two reasons: first, changes in the level of the exchange rate 

have predictable distributional effects within the domestic economy. Institutional theories 

of political behavior, based on a rational choice framework, can help us to explain the 

political conflicts that are likely to result. Second, current events – especially in regards 

to the attention paid to the value of China’s weak yuan policy – point to the underlying 

political salience of the relative value of important currencies in a world of tightly 

integrated economies.    

In this conclusion, I briefly review the contributions made by the dissertation and 

also suggest potential avenues for future political economy studies of exchange rate 

policy.       

Overview of the Dissertation’s Contribution  

The basic argument put forth in the dissertation is that policymaker preferences 

over the value of the domestic currency vary depending on the degree of representation 

afforded to citizens by the domestic government, which, in turn, depends on the structure 
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of representative political institutions. The basic theory unites the winning coalition 

approach laid out by Buena De Mesquita et al. (2003) with the framework of societal 

exchange rate preferences first presented in Frieden (1991).   

The theory depends on the assertion that different domestic groups have strong 

attitudes about the value of the exchange rate; a claim that has been the subject of debate. 

While most political scientists studying exchange rate policy have assumed that domestic 

actors have distinct preferences over both the value and volatility of the domestic 

exchange rate – and that they are willing to lobby on behalf of those preferences – others 

argue that exchange rate policy is either too arcane for most domestic actors to form 

strong opinions about (McNamara 1998) or that the non-excludable nature of exchange 

rate policy precludes lobbying over monetary policy (Gowa 1988).   

In Chapter 2, I attempt to adjudicate the first part of this debate – i.e. whether 

domestic actors have strong concerns about exchange rate policy – using survey data 

from the World Bank’s World Business Environment Survey (WBES). The WBES polls 

over 10,000 firm managers across the globe, asking each to identify the factors which 

they view as impeding their ability to do business. The WBES therefore provides direct 

evidence on whether firm managers have strong concerns about exchange rate policy. 

The data analysis produces three important findings: First, in almost all cases, firm 

managers are sensitive to the volatility of the domestic currency; exchange rate instability 

is consistently associated with increased manager concerns about exchange rate policy. 

Second, under most conditions, firm managers do not place much emphasis on the value 

of the exchange rate. Third, once tariff levels are controlled for, firm managers are more 

likely to have concerns about the exchange rate when it is overvalued and this likelihood 
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increases as tariffs decrease. This result accords well with intuition: the more susceptible 

a firm is to foreign competition, the more likely firm managers are to have concerns 

about the value of the domestic currency.   

Having established that firm managers care about the value of the domestic 

currency under a very specific set of of circumstances, in Chapter 3 I develop a theory 

that seeks to explain how policymakers are likely to react to lobbying over the level of 

the exchange rate.1 That theory privileges representative political institutions as the key 

determinant of whether monetary policymakers are likely to favor the policy demands of 

tradables producers or put in place an exchange rate policy that benefits consumers. I 

argue that policymakers in more representative settings will tend to pursue an exchange 

rate policy that leaves the currency near its equilibrium level since this policy is the most 

likely to benefit the majority of society given the strong association between equilibrium 

exchange rates and long-term growth. In less representative polities, policymakers’ 

preferences over the value of the exchange rate will vary depending on the importance of 

tradables producers in the domestic economy: where tradables producers play a large 

role, policymakers are expected to pursue undervaluation; where tradables producers are 

only a small part of the domestic economy, policymakers are expected to prefer a strong 

currency.   

To test this theory, I conduct time-series cross-section regression analysis, 

focusing on whether there is an interactive effect between representative institutions and 

the share of tradables producers on the relative value of the domestic currency. As in 

                                                

 

1 Note that, in doing so, I assume the exchange rate concerns held by firm managers are sufficiently strong 
to generate organized lobbying over the exchange rate. This assumption is discussed in greater detail 
below.    
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Chapter 2, I proxy the level of the exchange rate using two measures of misalignment – 

the Dollar Index and the Black Market Premium. The findings provide indicate that 

democracies are more likely than autocracies to maintain policies that result in an 

equilibrium exchange rate and that autocracies are more likely to maintain an overvalued 

exchange rate when the tradables sector is small.      

In Chapter 4, I focus on the recent evolution of exchange rate policy in East Asia, 

where the miraculous growth experienced by most countries in the region since the 1960s 

has been closely associated with prudent management of exchange rate policy. For the 

most part, countries in the region have been consistent in their approach to exchange rate 

management over the last thirty years: prior to the financial crisis of 1997, governments 

generally pursued an exchange rate basket policy that effectively functioned as a weak 

peg to the dollar, with the yen receiving significant weight only sporadically.  Since the 

crisis, most governments in the region have pursued a more flexible exchange rate policy 

and one that has put slightly less weight on the US dollar and slightly more weight on the 

yen. While the weight placed on the yen has increased since the financial crisis, it varied 

significantly in the pre-crisis period as well. In Chapter 4, I attempt to explain this 

variation using predictions based on the political economy theory developed in Chapter 3.  

To test my political economy theory, I first apply the approach developed in 

Frankel and Wei (1994) to uncover the implicit weights East Asian governments have 

assigned to currencies in their implicit basket exchange rate policies. I then set the 

“uncovered” implicit weight of the yen as the dependent variable and examine under 

what circumstances policymakers are most likely to alter the weight of the yen. The 

results provide no support for the full political economy theory developed in Chapter 3. 
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They do however provide strong provide strong evidence that 1) East Asian governments 

have manipulated the weights of currencies in their basket exchange rate regimes to 

pursue a competitive exchange rate policy and 2) East Asian governments have been 

most likely to use the basket weights for competitive ends when their tradables sectors 

were relatively large. Both of these findings are broadly consistent with the theory.  

In summary, the dissertation makes contributions on three fronts. First, it provides 

direct evidence that firm managers care about the volatility of the exchange rate under a 

broad set of conditions and care about the value of exchange rate under a much more 

limited sets of conditions (i.e. when tariff protection is very low). Second, the analysis of 

basket policies in East Asia suggests that policymakers in the region have looked to 

maintain a competitively-valued currency by manipulating their basket exchange rate 

policies. Finally, it shows that democracies are less likely than autocracies to have 

misaligned currencies.   

The main contribution of the dissertation lies in its framing of the issue of 

exchange rate management within a basic political economy approach. The hope is that, 

by taking an intuitive first cut at the issue, the theory developed here will provide a useful 

starting point for future research.       

Problems with Measuring the Real Exchange Rate  

In Chapters 2 and 3, I used the Dollar Index and the Black Market Premium as 

alternative measures of exchange rate misalignment. While many of the findings were 

consistent across both measures, there were also important instances in which the 

coefficients of the key variables varied. This reflects the difficulty of finding a single 
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“best” measure of misalignment. Two examples illustrate how difficult it is to accurately 

measure exchange rate misalignment. The first comes from the Dunaway and Li (2007), 

who estimate the misalignment of the Chinese yuan using eight commonly used methods. 

The variation in the resulting estimates, “range from zero to almost 50% depending on 

the methods and assumptions used.” Similarly, a 2005 Report to Congress by the US 

Government Accountability Office (GAO) compares 15 different measures of yuan 

undervaluation and finds that the estimates of undervaluation range from none to over 50 

percent.   

The wide variation in estimates illustrates the difficulty of measuring exchange 

rate misalignment. To measure exchange rate misalignment, we must first be able to 

accurately estimate the real equilibrium exchange rate. While many economists are in the 

business of providing such estimates, there is an equally large group who questions 

whether it is possible to accurately estimate the equilibrium exchange rate. Without 

wading into the technical literature on the subject, two assertions can be made with 

confidence: 1) there is no one “true” measure of exchange rate misalignment and 2) that 

fact and the wide variation in estimates means that it is difficult to place too much faith in 

results generated using any one measure of misalignment. In order to make strong 

statements about the effect of (or as in the case of the dissertation, the effect on) 

misalignment, it is necessary to use a wide variety of measures. Even then however, the 

wide variation in estimates is likely to produce inconsistent results. For example, it is 

difficult to imagine what would be gained by adding several more estimates to the 

analyses conducted in Chapter 2 or 3; the variation of the misalignment estimates would 
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surely produce results that varied depending on the measure used and this would tell us 

little about the overarching theory we are seeking to test.    

Moving Forward in the Study of the Political Economy of Exchange Rate Value  

Even in the absence of adequate measures of misalignment, researchers can still 

make inroads in studying how politics affects the level of the exchange rate. The most 

promising route involves turning away from large-N studies to focusing on individual 

country-level cases. Country-level cases would allow the researcher not only to 

circumvent some of the measurement problems discussed above, but also to carefully 

examine important issues that have only been glanced upon in this dissertation.    

Perhaps the key assumption made by the theory is that firm managers’ concerns 

over the domestic exchange rate are strong enough to generate lobbying. While I have 

provided anecdotal evidence of lobbying throughout the dissertation, a more systematic 

approach would reveal both when lobbying over the exchange rate is most likely to occur 

and how institutional factors affect the way in which policymakers react to such 

lobbying.    

An ideal research agenda aimed at testing the theory developed here would look 

at lobbying behavior across several countries that are similar in a number of respects yet 

who vary in terms of political representative institutions and the importance of tradables 

producers to the domestic economy. The case studies would examine 1) whether patterns 

of lobbying over the exchange rate exist and 2) how variation in political institutions 

affects policymakers’ responses to sectoral pressure.  



148   

Assuming that lobbying activity is observed, the researcher would attempt to trace 

the influence of interest group pressure on those government actors involved in the 

exchange rate policymaking process. Determining exactly who those actors are would be 

one of the key contributions of the case study approach. One of the simplifications made 

in this dissertation has been to treat all policymakers as equal and to bypass the question 

of exactly where policymaking authority over exchange rate policy resides within the 

government. However, the locus of that authority varies across governments and this 

variation likely plays an important role in determining policymaker responsiveness to 

sectoral demands.2   

Having identified what government actors have authority over exchange rate 

policy, the researcher would then focus on examining the actual policy response. 

Policymakers can respond to societal demands for a given exchange rate policy in one of 

three ways. They can: (1) do nothing, (2) attempt to alter the value of the domestic 

currency or (3) in cases where there is demand for a weaker currency, use tariffs as a 

policy substitute. While this last option is given some attention in the dissertation, it 

merits far more. Because tariffs can be easily targeted, the use of tariffs is likely an 

attractive option to policymakers who are either unwilling or unable to alter the value of 

the domestic currency. Case studies could be used to examine to what extent 

policymakers try to appease specific producer groups through the levying of tariffs. This 

research would have important implications on how a government’s exchange rate policy 

                                                

 

2 This point is made briefly in Chapter 3, where I control for central bank independence based on the notion 
that, when policymaking authority resides in an independent central bank, policymakers will be more 
insulated and less likely to respond to sectoral demands.   
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affects its trade policy and, in turn, how the world level of unrestricted trade is affected 

by the exchange rate policies of individual countries.    

In summary, although problems of exchange rate measurement present a 

challenge to studying the political determinants of exchange rate policy, researchers may 

be able to avoid those problems by focusing more on actual lobbying activity over the 

value of the exchange rate rather than measures of misalignment. In a sense, this would 

delegate the job of measuring exchange rate misalignment to the citizens of a country. If 

groups within a country are sufficiently concerned about the value of the domestic 

currency that they choose to lobby the government, estimates of exchange rate 

misalignment may be unimportant. What is important, and what political scientists have 

the requisite tools to investigate, is how governments choose to react to those demands.    
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