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I. Background and purpose of
the study

The purpose of this study is to investigate any
differences between the monetary policies of
small open economies with international cur-
rency and those without international currency,
in the impact these policies have on exchange
rates. Whether a country has an international
currency or not has a very different effect on its
monetary policy concerning foreign exchange
rates. The monetary policies of these two
groups showed clear differences in their policy
performances in responding to global financial
crisis. The countries with international cur-
rency, such as the US and Japan, were able to
stimulate their domestic economy with aggres-
sive monetary easing policies. This is because
these nations were able to use monetary policy
to lower interest rates and also induce the de-
preciation of their currencies. On the other hand,
the countries without an international currency
found it difficult to overcome the global finan-
cial crisis because of unfavorable exchange rate
conditions in the export market.

Emerging economies have a limited impact on
foreign exchange rates because their currencies
are not used in international financial markets.
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Rather than their own monetary policy, it is the
monetary policies of major economies that
have a greater impact on their foreign exchange
rate decisions. In this study we aim to clarify
the different extents to which monetary policy
influences foreign exchange rate determination
between the two groups, and use empirical re-
search to explain why.

I1. Analysis results

To examine the characteristics of countries that
do not have international currencies, we com-
pared the statistical characteristics of exchange
rates in both groups of countries, i.e. those with
international currencies and those without, fo-
cusing on the volatility of exchange rates and
interest rates parity. Countries which possess
international currencies, such as the United
Kingdom, Canada, and Switzerland, showed in
general lower volatility during the financial cri-
sis. On the other hand, countries that do not
have international currencies, such as Korea,

showed 2.14-6.78 times higher volatility dur-

ing the crisis. In the interest rates parity test, all
countries did not hold covered interest rates
parity, but the coefficient was relatively large at
0.52 in the UK, closest to parity. The study
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found that the two groups differed clearly in the
movements of exchange rates. This indicates
that whether a country holds an international
currency or not is a significant issue to consider
when analyzing exchange rate-related issues by
country.

Next, the effect of monetary policy on ex-
change rate was analyzed using structural vec-
tor autoregression (SVAR) models with sign
restrictions. The target countries are those
which possess an international currency (UK,
Canada, Switzerland) and Asian countries
which do not (Korea, Thailand, the Philippines,
Indonesia, Malaysia) among small open econo-
mies, and we analyze only those periods during
which countries implemented inflation target-
ing policies. The responses of exchange rates to
the impact of monetary policy in UK, Canada
and Switzerland were not much different from
predictions of theories in general. As most the-
ories predict, interest rate hikes significantly
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lowered the exchange rate. It was also shown
that exchange rates were overshooting, as pre-
dicted by Dornbusch (1976). On the other hand,
the effect of monetary policy on the exchange
rates in most countries without an international
currency was considerably different from what
theory predicts. In Thailand and Indonesia, “ex-
change rate puzzles” appeared. In Korea's case,
the exchange rate response after the shock of
the interest rate hike was less significant, which
was somewhat consistent with theory and sim-
ilar to that of developed countries.

The reason why the exchange rates in non-in-
ternational currency countries respond to a
monetary policy shock in a manner less con-
sistent with theory may be related not only to
their degree of currency internationalization but
also to the degree of capital control in each
country. Non-international currencies can carry
a greater risk premium because they are less re-
liable than international currencies.

Figure 1. Impulse Response Function of Exchange Rate on Monetary Policy Impact
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Source: Author's calculation.

Finally, our case study examined the character-
istics of the relationship between Korea's mon-
etary policy and foreign exchange rates. For the
analysis, the market model was used to measure
whether a particular event would generate ex-
cess return out of trend. Four events were se-
lected for the case study. Three of the incidents
were when Korea's interest rates changed, with
US interest rates frozen. The other was when
the US and Korea raised interest rates at the
same time. The final case was selected to look
at a time period similar to the current situation
to gain implications for future situations. We
used the dollar index and emerging currency in-
dex as market returns. Three implications were
obtained from the estimation results. First, the
Korean exchange rate fluctuated more signifi-
cantly based on the dollar index than the emerg-
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ing currency index. Second, the impact of Ko-
rea's monetary policy on exchange rates was
not always consistent with theory. The results
of the case study showed that one of the four
events changed the exchange rate in the oppo-
site direction of theoretical expectations, and
the other three events changed the exchange
rate in accordance with theory. Third, in cases
similar to the recent situation, if Korea raises
interest rates, the exchange rate will fall even if
the US raises interest rates to the same level.
The reason for this is that the marginal impact
of the US interest rate hike on Korea has dimin-
ished and Korea has bigger room to the rate
hike than the US.

However, this event was not statistically sig-
nificant.

The Impact of Monetary Policy on Exchange Rate and Its Policy Implication
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Table 1. Event Definition and Analysis Period
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Event 1 Event 2 Event 3 Event 4
Character- | US interest rate freeze « US interest rate freeze « US interest rate freeze « US interest rate hike
istic « Korea interest rate hike « Korea interest rate hike « Korea interest rate hike « Korea interest rate hike

Eségztded 2002. 2.1 - 4. 30 2009. 4. 1 - 2010. 5. 30 2013.7. 1 - 2014. 6. 30 2005.2.1-9. 30
E"er?;dpe‘ 2002. 5. 1 - 10. 31 2010. 6. 1 - 2011. 7. 31 2014.7.1-11.28 2005. 10. 1 - 2006. 5. 31

Interest . . . .

rate rela- Korea interest rate Korea interest rate Korea interest rate Korea interest rate

tionship > US interest rate > US interest rate > US interest rate < US interest rate

Source: Author's calculation.

Figure 2. Excess Return on the Won / Dollar Exchange Rate
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II1. Policy suggestions

The following are policy implications that can
be derived from the results of this study.

First, Korea needs to internationalize the won.
The impact of Korea's monetary policy on the
exchange rate is limited because the won has
not been internationalized. In addition, efforts
to internationalize the won are needed to im-
prove market transparency and the efficiency of
monetary policy.

Second, monetary policy needs to be taken into
account in the interest rate gap. As Korea is a
small open economys, it is necessary to take into

account changes in US monetary policy and in-
terest rates between the two countries when
making monetary policy decisions. If US mon-
etary policy is more influential than Korea's
monetary policy, and the two countries imple-
ment monetary policy in a way that is contra-
dictory, Korea's policy effects are likely to be
weakened.

Third, it is necessary to expand the implemen-
tation measures of monetary policy. Until now,
Korea's monetary policy has been implemented
based on adjustments of the base rate, but it is
necessary to develop various operational tools
that can change the real rate as well as the nom-
inal rate. In an open economy, efforts to de-
velop monetary policy operating techniques
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that can effectively respond to domestic and
foreign conditions are required. It is necessary
to develop a variety of indirect policy measures
in case exchange rate policy is needed. The ex-
change rate and other macroeconomic indica-
tors are also closely linked to financial stability,
so the central bank needs to embrace a more
comprehensive range of role when necessary.
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