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As of recent, the United States has been making an issue of currency
manipulation against its trading partners, especially in the case of Japan,
China, and Korea with which the current account deficit of the United
States has been increasing. In this context, the United States Congress
has been putting more pressure on these countries. In February, the
Bennet-Hatch-Carper (B-H-C) amendment was signed into law, with the
aim of penalizing trading partners that gain benefits through currency
manipulation. This issue was also raised in the TPP Joint Declaration
last year, in a move to strengthen cooperation on macroeconomic policy
and promote transparent exchange rate regimes that allow real ex-
change rates to adjust to reflect underlying economic fundamentals.
TPP countries agreed to refrain from competitive devaluation and public-

ly disclose monthly foreign exchange reserves data as well as quarterly

www.kiep.go.kr intervention in foreign exchange markets.

Despite the accusations on currency intervention against appreciation
for competitive purposes, the causal link between the exchange rate and

exports is not evident. Why exchange rates are apparently disconnected
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from fundamental variables of the economy, such as real exports’, has been one of the puz-
Zles in international economics. It is referred to as the exchange-rate disconnect puzzle (Ob-
stfeld and Rogoff (2001, NBER), and has led to great amount of literature. Berman, Martin,
and Mayer (2012, QJE) study the heterogeneous reaction of exporters to real exchange rate
variation using French firm-level data. They find high performance exporters react to a de-
preciation by increasing more their markup and less their export volume. Amiti, Itskhoki, and
Konings (2012, AER) investigate low aggregate exchange rate pass-through into the export
prices using Belgian micro data. They develop a model in which firms set markups and en-
dogenously choose to import intermediate inputs. They find that import-intensive exporters

have lower exchange rate pass-through, by setting markups optimally.

Using Korea's export data and the panel data from fifteen annual observations of ten destina-
tion countries during the period of 2000-2014, we find that real exchange rate movements
are less relevant to exports both in the short run and long run. We analyze the link between
the Won/dollar, Yen/dollar, and Yuan/dollar exchange rates and Korea's exports, with the
destination countries' fixed effects controlled. We find that, in real terms, the depreciation of
the Korean Won (an increase in Won/dollar) does not boost Korean exports significantly in
both the static model and dynamic error correction model. Furthermore, contrary to conven-
tional wisdom, a one percent depreciation of the Japanese Yen increases Korea's exports by
0.771%. It seems that the Japanese Yen's depreciation facilitates increases in Korea's real
exports through the channel of intermediate goods imported from Japan. The effects of the

Yuan/dollar exchange rate on Korea's exports were also statistically indifferent from zero.2

In the case of Korea, the variation of the exchange rate does not likely affect real exports in a
particular direction, since Korea's export structure is typically characterized as processing
trade; Korea mainly imports raw materials and intermediate goods, and exports final goods.
Intermediate goods account for 70% of Korea's total imports, which is much higher than that
of other advanced countries'. As the share of overseas production rises in line with the de-
velopment of global value chains, exports are expected to become less sensitive to ex-
change rate variations. Therefore, currency intervention may not necessarily lead to export
increase in one country and a current account deficit in the other. This implies that policy

makers have lower incentive to change exchange rates with the purpose of improving trade

1 Real exports is adjusted for inflation, and can be calculated by dividing the nominal exports by
the growth factor of a price index.
2 Refer to KIEP Working Paper 16-02 written by Hak K. Pyo and Soo Hyun Oh.
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imbalance. Thus, further studies are called for in order to better understand the changing re-

lationship between exchange rates and trade balances. kige
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