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a. Ratio of foreign M2 to output divided by U.S. M2 to output. 
SOURCES: International Monetary Fund, International Financial Statistfcs; DRIIMcGraw-Hill; and Jeffrey A. Frankel and Andrew K. Rose, "Empirical Research 
on Nominal Exchange Rates," in Gene M. Grossman and Kenneth Rogoff, eds., Handbook of International Economics, vol. 3. Amsterdam: Elsevier, 1995. 

Since the encl of the Bretton \Xfc)ocls 
fixed-exchange-r:~te regirne, cloll;lr 
exchange rates have mo\lecl in re- 
sponse to m:~rliet forces. 1sol;lting 
and explaining these forces is ;I task 
that still baffles eco~lomists. 

An exc11:~nge rate is the relative 
price of one tiation's currency in 
terms o f  :ul~other nation's currency. 
Accortlingly, if the Fecleral Kesel-ve 
creates excessive money (that is. 
more money than the pi~blic   ants 
to I~o ld )  at a faster rate tll~un clocs 

the 13unclesbank or the I3a11k of 
Ji~lxin, the clollar will deprecizlte rel- 
ative to the marli or yen. Theory 
not\vithst3nding, exchange sates clo 
not nlove in close alignment ~vi th  
hnclzunental cletermin:lnts of exces- 
sive money growth, except over 
long periods. This klilure may reflect 
the crucial role o f  expectations in 
clctermining exchange rates. Foreign 
exc1i:tnge tsaclers face strong incen- 
tives to accluire all possible infixma- 
tion ahout current and anticipated 
econo~nic clevelopr~ients thxt nlight 

influence their cpotes. To the extent 
that t~.aclers formulate their expecta- 
tions \vithout systematic errors. re- 
visions will be r:tnclom ant1 \\rill im- 
p:"~ ;I zigzag pattern to exchange 
mte movements. 

The tanclem movements of nomi- 
nal :tncl re:tl exchange rates are an  
:tclclitional piizzle. This correlation 
implies either that prices are sticky in 
the short run or that real economic 
sl~ocks are more pervasive than pre- 
vio~isly thought. 
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Fixed Exchange Rates: The Thai Baht 

THAILAND'S MAJOR TRADING PARTNERS, 1995 
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40 I FOREIGN EXCHANGE RESERVES 

a. Japanese yen per U.S. dollar and the index value of the nominal trade-weighted U.S. dollar (March 1973 = 100). 
b. Monthly average of daily data. 
SOURCES: Board of Governors of the Federal Reserve System; Morgan Stanley Capital International; and International Monetary Fund, International Financial 
Statistics and Direction of Trade Statistics. 

'I'hailancl, lilie many nexvly clevelop- 
ing countries, closely links its cur- 
rency to the U.S. doll;ir. 13y rying 
their currencies to that of a low- 
infation ind~istri;ilized country \\,it11 
a repc~tation for ["ice stahility- 
such as the U.S.. Japan, or Ger- 
many-developing cocintries limit 
their al~ility to unclertalie discre- 
tionary monetary policies. 7'he ex- 
change rate then pro\;icles a visilAe 
check against inflation. In aclclition, 
fiixecl or stable exchange rates re- 

duce the tlxnsaction costs :tssociatecl 
n.ith exchan~e  rate volatility. This is 
p;~rticul:irly important to countries 
that rely heavily on international 
track for economic growth. inclclcl- 
ing Thailancl. 

I'hese Ixnefits entail some costs, 
hoxvever. If managed, an exchange 
rate cannot act as a buffer to eco- 
nomic shocks. In aclclition, the cle- 
veloping country 111ay lose its com- 
petitive edge. Thailancl conclucts 
approximately 24% of its intcrn:i- 
tional tr:icIe with Japan. As the clol1:u 

;ippreci:ltecl relati\-e to the yen he- 
tn.een c:u-ly 1995 ancl early 1997, the 
t7:illt fo~~o\veci. 

'1.0 psevel~t its currency from cle- 
1xeci;~ting in the face of capital flight. 
'1'h;iil;incl  nus st sell its foreign ex- 
change reses\,es for hahts. But for- 
eign exchange reserves are limiteel. 
I f  the rnarliet t~elie\,es that reserves 
are insufficient to nleet the problelii 
at hancl. the fisecl exchange I.:ite pro- 
\-icles spec~~l;itors xvith a one-way l ~ e t  
o n  future exchange-rate mo\;ements. 
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