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Executive Summary

balance. Officials in all three argue that macroeconomic imbalances in
the United States—such as a large, continued budget deficit-—and
strong consumer demand for imported products have contributed con-
siderably to the U.S. trade deficit.

Results in Brief

Countries may intervene in foreign exchange markets when currency
values are inconsistent with economic fundamentals. For example, the
United States and other major industrial countries periodically inter-
vene to influence the dollar’s value for this reason. However, Taiwan
and South Korea have acted to prevent their currencies’ values from
reflecting their economic strength. Their officials have been reluctant to
allow faster appreciation of their currencies in an effort to maintain cur-
rent account surpluses. Hong Kong has maintained a fixed exchange
rate since 1983 and its economy adjusts primarily through inflation to
changes in its trade balance. This alternative was chosen to help main-
tain economic stability during the politically sensitive reversion of sov-
ereignty to the People’s Republic of China.

Appreciation of local currencies in Taiwan, South Korea, and Hong Kong
may modestly reduce the U.S. trade deficits with these countries. How-
ever, the final impact on the overall U.S. trade deficit will probably be
smaller than the reduction in these bilateral trade deficits. The exports
of other nations may capture a portion of the 1J.S. market share lost by
these Asian economies.

Trade between the United States and the Asian newly industrializing
economies is influenced by several important factors in addition to
exchange rates. Differences between the United States and these Asian
economies have contributed to the 1J.S. trade deficit with them. And,
historical trading patterns among the Asian newly industrializing econo-
mies, Japan, and the United States have resulted in their chronic trade
deficits with Japan and surpluses with the United States. Exchange rate
policies have further exacerbated these trade imbalances.

GAQO’s Analysis

Factors Influencing Trade
Flows

Taiwan, South Korea, and Hong Kong run chronic trade deficits with
Japan, which has been their primary source for intermediate and capital
goods. However, they are less able to sell many final products back to
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Executive Summary

capital flows, and close regulation of the financial sector, enhances the
South Korean government’s ability to control movement in the exchange
rate and reduces the direct foreign exchange market intervention
required.

Impact of Currency
Appreciation on U.S.
Trade Deficit

Recommendations

Agency Comments

GAO contracted with Data Resources, Incorporated, to simulate the trade
impacts of hypothetical appreciations in each of the three Asian curren-
cies during 1988, paying special attention to the trading relationships
among the Asian newly industrializing countries, Japan, and the United
States. Because the impacts of exchange rate changes have time lags, the
simulation extended through 1990.

The simulation showed that currency appreciations—in the absence of
other structural reforms to liberalize import restrictions and strengthen
domestic demand—could yield only modest results in reducing U.S.
trade imbalances with South Korea and Taiwan. For Hong Kong—with
its absence of import restrictions, exchange controls, or credit restric-
tions—currency appreciation could produce only minor changes in
existing economic and trade patterns.

The combined U.S. trade deficit with Taiwan, South Korea, and Hong
Kong was $35.4 billion in 1987 and $29.2 billion in 1988. Assuming a 10-
percent nominal appreciation in each of the three currencies, the simula-
tion showed a reduction in the U.S. trade deficit with the three Asian
newly industrializing countries of $2.7 billion in 1989 and $3.5 billion in
1990. The overall U".5. trade deficit would likely decline by less than
these amounts because imports from other countries could become more
competitive and replace imports from Taiwan, South Korea, and Hong
Kong. The simulation results are comparable to estimates made by many
international trade economists, both in the United States and in the
three Asian countries.

This report provides GAO’s analysis of exchange rate issues involving
South Korea, Taiwan, and Hong Kong; it contains no recommendations.

As requested, GAO did not obtain official agency comments on its report.
However, directly responsible officials were consulted during the review
and their views were incorporated where appropriate.
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Chapter 1
Growth in the U.S. Trade Deficit With the
Asian Newly Industrializing Countries

Figure 1.1; U.S. Bilateral Trade Balances With South Korea, Taiwan, and Hong Kong, 1980-88

10  Billions of U.S, Dollars

1980 1981 1982 1983 1984 1985 1986 1987 1988
Calendar Year

Source: U.S. Department of Commerce data.

Figures calculated with the cost of insurance and freight included for imports.

In 1988, the U.S. trade deficit with these three Nics declined by 18 per-
cent, from $35.4 billion to $29.2 billion, largely because the deficits with
Taiwan and Hong Kong were reduced by $4.8 billion and $1.4 billion,
respectively. The deficit with South Korea remained virtually
unchanged. Nonetheless, the combined deficits with these three econo-
mies accounted for 21 percent of the total U.S. trade deficit in both 1987
and 1988. Figure 1.2 displays the percentages of the U.S. trade deficit
accounted for by leading countries, including the Asian NICs.
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Chapter 1
Growth in the U.S. Trade Deficit With the
Asian Newly Industrializing Countries

the world, after Japan and West Germany .® Its foreign exchange
reserves approached $77 billion in 1987 and 1988, second only to Japan.
Taiwan'’s current account and overall trade balance fell substantially in
1988 because of slower export growth and a significant increase in mer-
chandise imports.

Figure 1.3: Asian NIC Current Account
Balances, 1981-88
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Source: Data Resources. Incorporated.

South Korea had the fourth largest current account surplus in the world
in 1987 at $9.8 billion; this increased further to over $12 billion in 1988.
However, South Korea has had an overall current account surplus only
since 1986. Furthermore, it has a rather large external debt, which
totaled approximately $45 billion in 1986. Present Korean government
policy is to significantly reduce this debt, which requires sustained cur-
rent account surpluses. By the end of 1988, South Korea's external debt
had fallen to $32 billion.

SIf measured by share of gross national product, Taiwan has the largest current account surplus in
the world, more than four times greater than that of Japan.
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Chapter 1
Growth in the U.S, Trade Deficit With the
Asian Newly Industrializing Countries

Figure 1.4: U.S. Trade With Taiwan, 1980-
88
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Source: U S Department of Commerce data

Import figures include the cost of insurance and freight.
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Chapter 1
Growth in the U.S, Trade Deficit With the
Asian Newly Industrializing Countries

Figure 1.6: U.S. Trade With Hong Kong,
1980-88
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Source: U.S. Department of Commerce data.

Import figures include the cost of Insurance and freight.

Several factors have contributed to the Asian NiC trade surpluses with
the United States. Taiwan, South Korea, and Hong Kong have pursued
aggressive exporting strategies over the past three decades; however, it
was not until the 1980s that export growth in Taiwan and South Korea
significantly exceeded import growth rates. Further, the NICs have
chronic trade deficits with Japan. Because of geographical proximity,
quality and service, and cheaper prices, they depend on Japan for
important intermediate and capital goods to fuel their export-oriented
economies. However, they are less able to sell their final products to
Japan because of market barriers and consumer concerns over NIC prod-
uct quality compared with competing Japanese goods.® This has made
the large, open U.S. market even more important to NIC exports, between
30 and 40 percent of which on average go to the United States. Thus,
their exports to the United States have increased while Japanese
exports and market share have risen in the Nics. These trading patterns

#NIC exports to Japan improved in 1987 and 1988 due in large part to a surge in Japanese domestic
demand and appreciation of the ven against the NIC currencies.
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Chapter 1
Growth in the U.S. Trade Deficit With the
Asian Newly Industrializing Countries

Other U.S./Asian NIC
Trade Issues

rather than reduced imports. The Korean won has increased in value by
29 percent since 1985, and although U.S. exports to South Korea grew
substantially in 1988, the bilateral trade imbalance with the United
States remains high.

Experts disagree over the extent to which NIC currency appreciation
would improve the overall U.S. trade deficit.'? However, for apprecia-
tions of 10 to 20 percent, none have estimated that the U.S.-Asian NIC
bilateral trade deficit would be reduced by over $10 billion.'* While this
represents about 7 percent of the total U.S. trade deficit in 1988, the
overall U.S. trade deficit is not expected to decline by an equal amount
because the U.S. trade deficit with other countries would probably
increase as a direct result of the NIC exchange rate changes.

South Korea and Taiwan have used a variety of trade barriers to protect
domestic industries and services from foreign competition. These meas-
ures have been defended in the past by the argument that these coun-
tries have had to encourage infant industries. In recent years, both
countries implemented tariff reductions and other import liberalization
measures to permit greater foreign access to their markets for both
goods and services, However, at the time of our review, no quantitative
assessments of the economic and trade impact resulting from these
measures were available, The full impact of such import liberalization
may take a couple of years; for example, in Taiwan, currency apprecia-
tion and tariff reductions on imports have been slow to show up as price
reductions for consumers. It is common for the trade effects of any
change to lag for several quarters, and empirical evidence shows that
consumption patterns take time to change.

“For example, see Balassa and Williamson, Adjusting to Success: Balance of Payments Policy in the
East Asian NICS, Institute for International Economics, June 1987; Bill Overholt, “Should Hong Kong
Abandon the Link?," BT Brokerage { Asia) Ltd., Speech before the American Chamber of Commerce in
Hong Kong, Feb. 29, 1988; Ministry of Economic Affairs, The Domestic Impact of the Appreciation of
the N.T. Dollar, Government of the Republic of China (Wharton Project Link Model), Feb. 25, 1988;
Won-am Park, A Quarterly Macroeconomic Model for the Korean Economy, Korean Development
Institute, 1987; Sung Y. Kwack, “Exchange Rate Effects on Korea's Economy,” Howard University,
Sept. 1987; Mahn-Je Kim and Sung-Tae Ro, “Korean International Macroeconomic Policy,” paper pre-
sented at Korean Development Institute,/Institute for International Economics Joint Conference on
Economic Relations between the 11.S. and Korea: Conflict or Cooperation?, Sept. 1987, Washington,
D.C,

PMost studies assume a LU-percent hypothetical change in exchange rates in their macro-model simu-
lations. For policy application, the resulting impact on the current account balance is then used to
determine the change in the curreney value required to eliminate the overall trade imbalance.
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Chapter 1
Growth in the U.S. Trade Deficit With the
Asian Newly Industrializing Countries

We interviewed U.S. government officials at the Departments of Trea-
sury, State, Commerce; the Office of the U.S. Trade Representative; and
the Federal Reserve Board to assess the official U.S. position toward the
exchange rate policies of the Asian N1Cs. At Treasury, the lead U.S.
agency involved in exchange rate matters, we interviewed individuals
directing trade negotiations with the Asian NICs as well as the staff
responsible for monitoring trade and currency developments in South
Korea, Taiwan, and Hong Kong.

We also interviewed experts on and collected research results relating to
Asian NIC exchange rates. Specifically, we spoke to trade economists and
specialists at the World Bank, the International Monetary Fund, and the
Institute for International Economics.

We discussed the views of the NIC governments with foreign economic
and commercial counselors in Washington, D.C.; at the Hong Kong Sec-
tion of the British embassy; the South Korean embassy; and the Coordi-
nation Council for North American Affairs, which represents Taiwan.
We traveled to Taiwan, Hong Kong, and South Korea and cbtained first-
hand information and analyses of exchange rate and trade issues from
host-government officials. In each country, we met with private busi-
nessmen, bankers, trade associations, and academics to obtain a cross-
section of foreign views on exchange rate and trade issues. Foreign gov-
ernments provided information on potential economic impacts of further
currency appreciation based on their econometric forecasts.

We contracted Data Resources, Incorporated, a company specializing in
econometric forecasting and which closely monitors Asian economic and
trade developments, to conduct econometric simulations assessing the
Impact of currency appreciations in each country beyond levels existing
in April 1988. We reviewed the structure of their Asian macroeconomic
models and requested more detailed trade sector specifications. A 10-
percent hypothetical appreciation was selected for the simulations
because (1) it is a reasonable amount expected from these countries on
an annual basis, and (2) assuming a 10-percent change in a key variable
is a common practice in macro-model simulation exercises. The analyses
cover potential impacts on the local economies as well as possible
changes occurring in the U.S. bilateral trade accounts with each country.
From these simulations, we reached conclusions about the possible
impact on the overall U1.S. trade deficit.
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‘Chapter 2

Exchange Rate Regimes and Rate Movements In

the Asian NICs

Managed Floating
Exchange Rate System
in Taiwan

Countries may intervene in foreign exchange markets when currency
values are inconsistent with economic fundamentals.! However, Taiwan
and South Korea have acted to prevent their currencies’ values from
reflecting their economic strength. In Taiwan, the central bank has
bought or sold U.S. dollars in the local foreign exchange market on a
near daily basis to influence the New Taiwan dollar to U.S. dollar
exchange rate. This intervention—Iike that of other countries—some-
times is used to prevent excessive daily fluctuations in the value of the
currency. At other times, however, the intervention is used to prevent
appreciation of the currency. In South Korea, the government adminis-
tratively sets the U.S. dollar to Korean won exchange rate on a daily
basis, taking into consideration balance of trade and payment changes,
inflation, and changes in the value of a trade-weighted basket of key
currencies. In Hong Kong, the government pegs its currency directly to
the U.S. dollar at a fixed rate which it has not changed since October
1983. Thus, instead of using a flexible exchange rate to make balance of
payment adjustments, Hong Kong allows changes in its money supply
and, consequently its price level, to be its economic adjustment
mechanism.

On April 3, 1989, Taiwan made changes to some of its foreign exchange
market operations. Most notable was the decision to remove restrictions
on the amount of daily exchange rate fluctuations. According to the Tai-
wan government, these changes make the Taiwanese exchange rate sys-
tem similar to that of Japan. (See app. II for description). Qur discussion
below covers the foreign exchange market operations prior to the April
1989 changes.

Taiwan has mechanisms for managing exchange rates in both the
interbank and customer-bank foreign exchange markets.” It is the
interbank market that has played a pivotal role in setting exchange
rates. In this market, the exchange rate has been allowed to float within

'Few world currencies operate under a true floating system whereby daily market supply and
demand factors solely determine exchange rates. The value of the U.S. dollar, as well as other major
currencies, is often influenced by decisions among the major industrial countries to intervene in for-
eign exchange markets. For example, during the latter part of 1987 and early in 1988, the United
States and other major industrial countries bought dollars in a coordinated effort to support the value
of the U.S, dollar. More recently, these countries sold dollars to keep it from rising in value.

2The interbank market consists of foreign exchange transactions between banks on their own behalf,

Customer-bank transactions refer to individuals changing currency with a designated foreign
exchange bank.
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Chapter 2
Exchange Rate Regimes and Rate Movements
in the Asian NICs

The Central Bank of China (¢BC) indirectly has bought (or sold) U.S. dol-
lars in the foreign exchange markets on a near daily basis. This regular
central bank intervention achieved the Taiwanese government’s objec-
tive of stabilizing the official exchange rate and controlling its apprecia-
tion (or depreciation) against the U.S. dollar. Without this intervention,
the New Taiwan dollar would have appreciated against the U.S. dollar
at a much faster rate since 1985.

The cBC intervention has been accomplished indirectly through two sur-
rogate banks—the Bank of Taiwan (BoT) and the International Commer-
cial Bank of China (icBC)—using two different methods.” The first
method, often called a “clean” intervention by Taiwanese analysts,
involves direct buying or selling of foreign exchange in the interbank
market by either the BOT or ICBC on behalf of the ¢BC. In recent years,
this intervention has been mostly to support the U.S. dollar. If the U.S.
dollar falls in value, the ¢BC will direct one of these banks to buy U.S.
dollars. When the BOT or ICBC offers to buy U.S. dollars at a rate well
above the market, it is a signal that they are intervening on behalf of the
CBC. This *“‘clean’ intervention has two additional effects: (1) it raises the
level of foreign exchange reserves, and (2) it generates some expansion-
ary effect on the local money supply. However, the increase in money
supply attributable to the intervention is much less than it would be in
developed countries because Taiwan has an underdeveloped banking
and financial services sector.” Also, the CBC has applied other policies to
limit credit expansion, including an increase in reserve requirements for
savings deposits and the issuance of bonds and Treasury bills to banks.

To keep the New Taiwan dollar from appreciating against the U.S. dol-
lar, the ¢BC directed intervention amounting to nearly US$3 billion a
month during the first few months of 1987 and between US$1 billion to
US$2 billion a month between March and May. In the first quarter of
1988, CBC intervention sometimes represented over one-half of all
interbank foreign exchange transactions.*

“In addition, the CBC governor as well as other officials often release press statements that are
designed to influence the market in one direction or the other.

SThe banks often sit with idle funds and therefore even discourage large deposits.
"Because of sporadic large speculative capital outflows, major import payments, and repayment. of

foreign loans by public enterprises. the CBC has also found it necessary to sell U.S. dollars on some
days in order to prevent the New Taiwan dollar from depreciating.
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Chapter 2
Exchange Rate Regimes and Rate Movements
in the Asian NICs

previous regulations. However, the ¢BC could still indirectly intervene in
the foreign exchange market.

R : The exchange rate for the Korean won is not allowed to fluctuate freely
Admmlstratlvely Set on foreign exchange markets.? South Korea’s central bank, the Bank of
Exchange Rate System  Korea (rok) sets the value relative to other currencies on a daily basis.
in South Korea The rate is adjusted to reflect (1) policy factors that consider move-

ments in South Korea’s external debt, the current account balance, and
domestic and foreign interest and inflation differentials, (2) the special
drawing right (SDR) value of the U.S. dollar,* and (3) the dollar value of
a trade-weighted basket of five currencies.’”” Interestingly, this basket
does not include currencies of Korea’s main NIC export competitors—
Taiwan, Hong Kong, and Singapore.

Because the Korean government has not disclosed the weights attached
to the currencies making up its own trade-weighted basket, adjustments
made in the exchange rate for policy reasons can be obscured. In fact,
some trade economists believe that deliberate government policy deci-
sions to keep the won undervalued have undoubtedly dominated the
determination of the won exchange rate. Most experts agree that the
11.S. dollar and Japanese yen play important roles in the Korean basket
system.

The existing exchange rate system, combined with government control
of interest rates, tight restrictions on capital flows, and close regulation
of the Korean financial sector, enhances the Korean government’s abil-
ity to control the value of the won and reduce the direct foreign
exchange market intervention required. Further, South Korea has no
significant futures foreign exchange market that allows businessmen to
hedge against currency appreciation.

“From the latter part of the 1960s until 1980, Korea pegged the won directly to the U.S. dollar at a
fixed rate; however, large one-shot devaluations did occur intermittently.

Y0ur interviews with Korean trade specialists and Korean government officials indicate that the
Minister of Finance and the head of the Bank of Korea are among the most influential of a small
group of policymakers whose input is used in adjusting the won relative to certain policy factors.

"The SDR is an international reserve asset created by the International Monetary Fund.

""The SIIR basket is included in the exchange-rate equation because the weights in the SDR basket
represent the role of countries in world exports of goods and services. According to Ministry of
Finance officials, the trade-weighted basket consists of the 11.S. dollar, Japanese yen, West German
deutsche mark, British pound, and Canadian dollar. This second basket of currencies is used because
the SDR basket does not adeguately represent the weights appropriate for Korea.
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Chapter 2
Exchange Rate Regimes and Rate Movements
in the Asian NICs

Since the Hong Kong government implemented the linked exchange rate
system, the market determines the supply of Hong Kong dollars in circu-
lation. The system also ensures that the Exchange Fund—the institution
that manages Hong Kong’s monetary and fiscal affairs—always has
enough foreign assets to redeem the Hong Kong dollars in circulation.'®

By rigidly adhering to this system, Hong Kong has made a conscious
decision to allow fluctuations in its domestic money supply (and, conse-
quently, the price level) rather than changes in its exchange rate to cor-
rect for disequilibria in its balance of payments. As money supply
changes, resulting inflation rates will change the competitiveness of
Hong Kong exports and, hence, correct the trade imbalance. Rather than
government intervention in the foreign exchange market to preserve the
link, the Hong Kong government claims that the system relies on arbi-
trage to keep the open market rate charged to customers within a small
margin around the HK$7.8 to US$1.00 fixed rate that is charged to the
banks.

The process relies primarily upon market forces to maintain the pegged
rate. For example, assume that a sudden drop in Hong Kong exports
occurs. Under a flexible exchange rate system, this might lead to a
depreciation of the Hong Kong dollar. However, under the linked sys-
tem, if the Hong Kong dollar depreciated a small amount on the foreign
exchange market, Hong Kong banks would have an incentive to buy
Hong Kong dollars on the open foreign exchange markets and sell them
at a profit in exchange for U.S, dollars at the official rate
(HK$7.8=US$1.00). This process would reduce the supply of Hong Kong
dollars, boost the currency’s value, and maintain the open market rate
very close to the fixed exchange rate.

On the other hand, suppose that the Hong Kong dollar appreciated a
small amount in the open foreign exchange market. The banks would
find it profitable to increase the supply of Hong Kong dollars by
obtaining them at the official rate and selling them on the open foreign
exchange market for a profit. The bank arbitrage returns the open mar-
ket value of the Hong Kong dollar to a rate very close to the official peg.
As the money supply increases and interest rates decrease, inflationary
pressure should lead to some decrease in exports and increase in
imports. This would complete the adjustment cycle.

18According to Hong Kong government officials, the Exchange Fund invests the dollars it acquires in
a portfolio of interest-bearing assets denominated in foreign currencies and interest-bearing accounts
both in Hong Kong banks and in offshore accounts.

Page 27 GAO/NSIAD-89-130 Exchange Rates



Chapter 2
Exchange Rate Regimes and Rate Movements
in the Asian NICs

against a trade-weighted basket index of other major currencies. How-
ever, the U.S, dollar appreciated against the New Taiwan dollar by only
10 percent. More recently, however, both Taiwan and South Korea have
responded to pressure from the U.S. government by appreciating their
currencies significantly. (See table 2.1.) As a result, the U.S. dollar
depreciated against the New Taiwan dollar by 29 percent® between
1985 and the end of 1988. U.S. pressure on South Korea came later in
1986; since then, the U.S. dollar has depreciated against the South
Korean won by 23 percent.”! As a result of the link, the Hong Kong dol-
lar has not departed significantly from uks7.8 to US$1.00 since late
1983.

Table 2.1: Changes in NIC Currency
Values

|
(Eoreign currency units per USiB)

‘ Nominél Exchaflge Rateéa
__1980 ____1981 ____1982 1983 1994 1985 1986 1987 1988

NT§ 361 379 400 403 395 398 355 286 282
Won 6599 7005 7488 7955 8274 8902 8614 7923 684.1
HK$ 510 568 649 778 782 781 780 776 786

Figures in percent

Movement in NIC Nominal Exchange Rates®
Appreciation/depreciation of U.S. doliar relative to NIC currencies

1980-85 1985-88
NTS o EESEE 9
won o439 32
e . —_—i— - —

“Year-end exchange rates.

bPositive numbers indicate depreciation and negative numbers indicate appreciation.
Source: Data Resources, Incorperated, Asian Review, various issues.

A better guide to exchange rate movements is a real effective exchange
rate index. Such an index measures the value of a currency against a
trade-weighted basket of currencies, adjusted for changes in price levels
of the various countries. It provides a better measure of overall competi-
tiveness because it considers cost-price relationships between a country
and its trade partners and competitors. Morgan Guaranty Trust Com-
pany has computed a real effective exchange rate index with trading
partners’ weights for these Nics. The Morgan indices indicate that by

='Conversely, this change could be expressed as an appreciation of the New Taiwan dollar relative to
the U8, dollar of 41 percent.

“1Conversely, this change could be expressed as an appreciation of the South Korean won relative to
the 118 dollar of 30 percent
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macroeconomic imbalances, such as a sustained current account imbal-
ance. Nations also attempt to limit excessive, short-term fluctuations in
their currencies’ exchange rates to reduce economic instability. Such
actions are considered acceptable within the current international mone-
tary system.

However, in South Korea and Taiwan currency values have not been
kept consistent with their sustained current account surpluses and
robust economic growth since the mid-1980s. If examined in real effec-
tive terms, the value of their currencies have been kept low since 1983.
in Taiwan, exchange rate intervention undertaken indirectly by the cen-
tral bank in the local foreign exchange market has slowed currency
appreciation. in South Korea, the government has largely set the
exchange rate between the won and the U.S. doliar by administrative
practices. The low currency values have exacerbated trade imbalances
with the United States.

The Hong Kong dollar is directly pegged to the value of the U.S. dollar
through a fixed exchange rate. Adjustments to current account imbal-
ances are achieved through changes in domestic money supply and
inflation rates rather than currency revaluations. The Hong Kong gov-
ernment does intervene in the local foreign exchange market if the nor-
mal arbitrage process fails to keep the linked rate within a narrow
range. Although the value of the Hong Kong dollar has declined in real
effective terms since 1983, Hong Kong's overall trade and current
account balance do not indicate that currency adjustments are war-
ranted, particularly since Hong Kong maintains one of the most open
markets in the world.
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Chapter 3
U.S. and NIC Positions on Exchange
Rate Movements

Asian NIC Positions on
Currency
Appreciation

bank, capital controls, and administrative mechanisms aimed at
preventing the exchange rate from reflecting market forces and achiev-
ing competitive gain.” In Treasury’s opinion, the currency appreciation
that has occurred has lagged too far behind that of other major U.S.
trading partners, such as Japan and Germany. As a result, some of these
policies have “‘directly influenced, and frequently frustrated, multilat-
eral efforts to reduce global imbalances.” In our discussions with Trea-
sury officials, they stressed that the United States does not seek rigidly
balanced bilateral trade with all its trading partners,

According to section 3004 of the Omnibus Trade and Competitiveness
Act of 1988, the Secretary of the Treasury must

“consider whether countries manipulate the rate of exchange between their cur-
rency and the U.S. dollar for purposes of preventing effective balance of payments
adjustments or gaining unfair competitive advantage in international trade.”

The Secretary of Treasury concluded that within the meaning of this
legislation, Taiwan and South Korea are manipulating their exchange
rates. As a result, the U.S. government, pursuant to section 3004, is con-
tinuing further bilateral negotiations with Taiwan and South Korea to
facilitate appropriate, regular, and prompt adjustment in their rates of
currency exchange with the U.S. dollar.

Although Treasury officials have not concluded that the Hong Kong
government manipulates the value of the currency, they have expressed
the belief that an appreciation in the currency would be in the colony’s
own best economic interest to ease inflationary pressures on its economy
stemming from high growth rates in its domestic money supply. Some
economists have also suggested that the value of the Hong Kong dollar
should be determined through a basket approach because of the recent
volatility of the U.S. dollar and to better reflect the growing diversity of
Hong Kong’s trade in world markets.

Many government officials and trade economists we interviewed in
South Korea, Taiwan, and Hong Kong questioned the use of revaluation
of their currencies as the primary policy to correct the U.S. trade imbal-
ance with the Asian Nics. Officials in Taiwan and South Korea in partic-
ular maintained that additional import liberalization measures would be
more effective in reducing their bilateral trade imbalances with the
United States. Some also noted that several conditions in the United
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high partly because of an underdeveloped social security system and
high housing prices. The Taiwanese stress savings to fund their future
retirement needs or to purchase expensive housing. Some economists
have also argued that investment has been slow in the 1980s because of
slower public sector investment. These experts believed that domestic
adjustments could be effective only if they included measures to address
these problems.

South Korea

Government officials and private economists have stressed the unique
conditions underlying South Korea’s balance of payments situation.
First, South Korea experienced its first current account surplus in 1986
($4.6 billion) after many years of deficits.? With a large external debt
($47 billion in 1985), the Koreans stressed the need to maintain credit
worthiness and the ability to lower the country’s external debt burden.
Second, most Koreans spoke of the so-called “three blessings’ that have
helped to produce the turnaround in South Korea’s current account situ-
ation since 1985: (1) the decline in world oil prices (South Korea is
totally dependent on imported oil) from nearly $27 a barrel to just over
$14 a barrel during 1986, (2) a drop in world interest rates of nearly 2
percent, and (3) an appreciation in the value of the Japanese yen against
the U.S. dollar, which by some Korean estimates produced a 13-percent,
depreciation in the real effective exchange rate of the won during 1986.

These factors are external to South Korea's own economy and beyond
its influence or control. South Korean officials argued that a rise in the
price of 0il combined with continued large wage increase concessions to
sectors of the Korean labor force could significantly reduce the cost-
competitiveness of Korean manufacturers.* Some Korean economists
believed that the rising labor costs would lead to higher inflation which,
in turn, would affect the computed real effective exchange rate and pro-
duce a less undervalued won. In view of the uncertainty surrounding
labor cost increases in 1989, some Korean economists argued against
accelerated appreciation of the won against the U.S. dollar until the
impact of the labor costs could be better known.

“Korea began to run a trade surplus with the United States in 1983 after having deficits through the
19605 and 1970s.

4A study by the Korean Development Institute (KDI) attributes the $4.2-billion trade account surplus
in 1986 almost totally to lower imported oil prices (54.5%) and the stronger yen (45.2%). The study
also concluded that these three factors explained most of the 1986 Korean current account surplus.

! According to KDI, nominal wages rose at an accelerated annual rate of 19 percent between the last
quarter ot 1987 and December 1988,
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well suited to a fixed exchange rate, because the classical adjustment
mechanisms work well in a small economy with an open market and
highly flexible wages. In their opinion, any change in the fixed exchange
rate would generate only a minor impact without much long-term
impact. For example, if the Hong Kong dollar were to appreciate against
the U.S. dollar, U.S. imports would become more competitively priced
and should increase. However, few Hong Kong industries directly com-
pete with imports, so overall import levels might not increase that much.
And while Hong Kong exports would be expected to grow at slower
rates in the short run, with flexible prices and wage rates, export
growth rates should recover in the medium to long run. In summary, a
currency appreciation may cause a short run reduction of exports (and
also of GNP) but not much increase in imports. Imports from the United
States would probably increase, but the amount would be small because
of the lower GNP growth resulting from a reduction in the rate of growth
of Hong Kong exports.

Some economists in Hong Kong pointed out that Hong Kong can use its
economic relationship with China to assist economic adjustment. That is,
as exports decline in the short run, wage rates would decline or the
unemployment rate increase, both of which would discourage legal or
illegal immigrants from China. Based on a similar argument, these econ-
ornists argued that Hong Kong's total exports (domestic exports plus re-
exports) in the medium-term may not decline after currency apprecia-
tion because Hong Kong manufacturers can lower costs by simply mov-
ing production and assembly operations to China or by increasing their
sourcing from China. This suggests that Hong Kong’s total exports
(including re-exports from China) to the United States may not decrease
much after an appreciation in the Hong Kong dollar.

Private and government economists alike in Hong Kong believe that
under the fixed exchange rate system, enough adjustment mechanisms
exist to ensure Hong Kong’s economic stability and equilibrium in its
balance of payments. If the Hong Kong dollar is indeed undervalued,
then the excess demand pressure generated by the export boom would
boost prices and wage rates in Hong Kong.® With higher inflation, the
real exchange rate would be self-corrected; that is, the effects of cur-
rency undervaluation would dissipate after inflation rates in Hong Kong
increased. Thus, there should be no need to adjust the nominal fixed
exchange rate. Economists sharing these views can point to Hong Kong's

“Monetarists prefer to carry out a different line of reasoning by saying that a trade surplus would
lead to a rapid increase in money supply that would lead to inflationary pressure.
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Conclusions

the currency. In our discussions with public officials and private econo-
mists, many mentioned that a change to a basket system would disrupt
economic confidence. Hong Kong residents would also find it difficult to
understand anything other than the simple link to the U.S. dollar. In
addition, Hong Kong officials fear that revaluation done in response to
speculative pressures (induced by pressure from the United States for
currency appreciation) would prompt future speculation whenever an
exchange rate imbalance was perceived by the market. Rather than cur-
rency revaluation, Hong Kong officials have expressed a preference for
economic adjustment through inflation and interest rate shifts.

Despite arguments presented by Hong Kong officials, some trade econo-
mists cite economic reasons (outside the context of U.S.-Hong Kong
bilateral trade concerns) for Hong Kong to seriously consider implement-
ing a basket exchange rate system. First, an exchange rate based upon a
well-constructed basket of currencies should not be subject to any more
speculative pressure than a rate tied to the U.S. dollar. Second, a basket
system would adjust for movements in major currencies and not gener-
ate misalignment of the Hong Kong dollar resulting from fluctuations in
the value of the U.S. dollar. Third, a published basket system (while
admittedly more complicated for Hong Kong's currency arbitrage pro-
cess) might be more difficult for Hong Kong residents to understand;
however, a basket system could reduce the excessive economic instabil-
ity associated with the linked rate.

The South Korean and Taiwanese governments and the U.S. government
have disagreed on three basic exchange rate issues. First, since 1986, the
U.S. government has maintained that the Korean and Taiwanese govern-
ments have kept their currencies undervalued against the U.S. dollar
through currency intervention or administrative mechanisms aimed at
preventing the exchange rate from reflecting market forces. A senior CBC
official in Taiwan maintained that central bank intervention has been
used primarily to smooth out excessive currency value fluctuations,
which is a normal central bank function in many countries. Korean offi-
cials have argued that their currency value is not out of line when
viewed in context with their status as an emerging, industrialized devel-
oping nation and their large external debt.

Second, since 1986, U.S. Treasury officials have argued that both Tai-
wan and South Korea need to significantly appreciate their currencies so
that the values better reflect their underlying economic strength.
Korean and Taiwanese officials argue that they have substantially
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revaluation is not necessary. In addition, the Hong Kong government
argues that exchange rate stability is critical until 1997, when Hong
Kong will become a special administrative region of the People’s Repub-
lic of China. Lastly, they contend that a change to an exchange rate sys-
tem pegging the Hong Kong dollar to a basket of currencies remains too
complicated for the existing cash arbitrage process with which Hong
Kong residents are now familiar.
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The DRI simulations run for each of the three Asian Nics showed that
currency appreciation produced greater reductions in overall current
account surpluses than in their bilateral trade surpluses with the United
States. However, changes in both figures are modest, with all three econ-
omies displaying mostly short-term declines in GNP, exports, and imports
that largely recover after one-year.

Taiwan

Table 4.1 presents the simulation estimates for Taiwan. Growth in real
GNP, domestic consumption and investment, and imports and exports of
goods and services significantly decline in 1989; however, all recover to
near baseline levels in 1990. Inflation in the Taiwanese economy would
be significantly reduced as a result of the currency appreciation. Both
the current account surplus and trade surplus were reduced by approxi-
mately $2 billion in 1989 and $4 billion in 1990. In the simulation, mer-
chandise exports were virtually unaffected by the currency
appreciation; however, merchandise imports rose by approximately $4
billion in both 1989 and 1990.

Table 4.1: Simulation of an Appreciation
of the New Taiwan Dollar®

|
{Growth in percent)

Baseline Simulation
{No currency {10-percent
appreciation) appreciation)

_ 1988 1989 1990 1988 1989 1990
ReaGhNP 71 75 70 &1 43 66
Domestic demand; 17.4 11.6 99 16.8 94 94

152 107 84 147 87 88
237 189 112 280 115 108
60 110 102 43 60 103

212 175 145 199 139 145

Consumption
Gross domestic investment

Exports of goods and services®
Imports of goods and services”

GDP deflator 37 64

GDPdeflatos 37 64 72 36 48 56
Money supply (M2)° 262 244 234 260 225 2086

(continued)
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Table 4.2: Simulation of an Appreciation
of the South Korean Won?

|
(Growth in percent)

Real GNP

Domestlc demand:
Consumptlon 7
Gross domestic mgagtmenl

Exports of goods and services"
Imports of goods and serwcesh

GDP deflator®

Money supply (l‘\)IZ)j

Current account balance
Trade balance
Merchandise exports

© Merchandise > imports
Trade balance with u S.

Exportsrlo U.s.
Imports lrom us.

Trade balance with Japan

~ Exportsto Qapan
Imports from Japan

Baseline Simulation
{No currency (10-percent
appreciation) appreciation)
1988 1989 1990 1988 1989 1990
- 80 75 73 71 81 13
121 97 80 124 898 77
99 75 88 100 72 64
166 142 104 174 142 103
66 76 107 40 35 105
151 © 120 119 150 107 109
85 8.4 75 63 49 6.0
180 171 161 180 171 167
(Bllllons of U. S dollars)

$99  $80  $86  $91  $50  $44
72 67 80 58 26 29
544 638 754 537 606 707
472 574 675 479 580 678
85 82 85 B3 73 72
199 224 258 198 219 248
114 142 173 116 146 178
.57  -51 .49  -62  -B0  -53
104 130 154 101 126 150
159  18% 204 162 186 208

The simulation uses a baseline exchange rate of 750 won to US$1.00.

PNational income account basis

“Gross domestic product.

ICurrency in circulation and cemand deposits plus time and savings deposits.

“Merchandise trade.

Hong Kong

In the simulation, H(mg Kong is the least affected of the three economies
by a 10-percent currency appreciation. (See table 4.3.) Although growth
rates for exports and imports of goods and services are estimated to
decline in the short term, both recover to near baseline levels by 1990,
Growth rates in GNP, domestic demand, consumption, and investment
are only slightly lower in both 1989 and 1990 under the appreciation
scenario. The inflation level is lower in 1989 as a result of the apprecia-
tion of the currency, but this rebounds to baseline levels by 1990. The
current account balance and overall trade balances show minimal

impact, with the trade
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very close to DRI's estimated reductions in Taiwan of $1.6 and $2.0 bil-
lion for 1989 and 1990. A Korea Development Institute analyst esti-
mated that a $6-billion overall impact can be anticipated with a 10-
percent currency appreciation; this is about 50 percent higher than the
DRI estimates. For Hong Kong, one study estimated a reduction of $0.75
billion to $1.5 billion in export value resulting from a 10-percent nomi-
nal appreciation in the Hong Kong dollar, which is not inconsistent with
the simulation results presented in table 4.3.

Bela Balassa and John Williamson estimated that a 10-percent apprecia-
tion in the “real effective exchange rates” of the Korean won or New
Taiwan dollar would yield a $5-billion reduction in the current account
surplus of each country.’ This estimate is not comparable to DRI's simu-
lation because it used a 10-percent “nominal” appreciation. A 10-percent
appreciation in the real effective exchange rate would be much larger
than a 10-percent nominal appreciation. Thus, a $5-billion reduction in a
NIC's current surplus resuiting from a 10-percent real effective apprecia-
tion is not inconsistent with our estimates.

The DRI simulations showed that only a modest improvement ($2.7 bil-
lion in 1989 and $3.5 billion in 1990) would likely occur in the combined
U.S. trade deficits with Taiwan, South Korea, and Hong Kong as a result
of 10-percent nominal currency appreciations in 1988. However, it
should be noted that the simulations assessed the impact of currency
appreciation alone; thus, changes in imports resulting from import liber-
alization efforts are not reflected in the results. In addition, these simu-
lations only estimate the impact of currency appreciation on U.S.
bilateral trade with these three economies. Whether the overall U.S.
trade deficit would decline by similar amounts is uncertain given the
likelihood that increased imports from other countries might replace
higher priced Asian NIC imports caused by these currency appreciations.
Already, some NIC exporters have moved operations offshore.

Our study indicates that Asian NIC currency appreciations in a realistic
range would by themselves be insufficient to produce significant
changes in the overall U.S. trade deficit, even though U.S. trade deficits
with the Asian Nics would be likely to improve modestly. Additional
expenditure-switching and expenditure-increasing measures taken by
the Tajwan and South Korean governments to supplement exchange rate

JBela Balassa and John Williamson, Adjusting to Success: Balance of Payments Policy in the East
Asian NICs, Institute for International Economics, June 1987,
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The second aspect of the simulation is how NIC currency appreciations
affect their export prices. As the NIC’s currencies appreciate by 10 per-
cent, their export prices expressed in U.S. dollars increase by lesser per-
centages. For Hong Kong, the “pass-through” effect is fairly low; export
prices increase by only 3.9 percent. The pass-through effects for South
Korea and Taiwan are somewhat higher—b5.2 percent and 6.6 percent
respectively. Thus, these pass-through effects dilute the potential trade
impact by half (at least on the export side). This analysis suggests that
currency appreciation by itself in South Korea and Taiwan may produce
limited results in reducing bilateral trade imbalances with the United
States. However, the low pass-through effect of currency revaluation is
not caused by the “non-competitive” nature of pricing behavior, rather,
it reflects the NICs’ high dependence on imported materials and parts
whose prices expressed in dollars do not change when the value of the
NIC currencies appreciate. This suggests that the value-added portion of
exports are highest for Taiwan and lowest for Hong Kong among the
three countries. DRI's estimates of the pass-through effects are consistent
with those of many economists in South Korea, Taiwan, and Hong Kong.
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(8) Banks may ask the task force to buy or sell on their behalf by stating
their desired currency purchases or sales together with their price
quotes.

(9) Trading on currencies other than the U.S. dollar will be conducted in
accordance with existing methods.

(10) To ensure that non-cash 11.S. dollar trading in small amounts will
gradually fit in the operations of the liberalized foreign exchange mar-
ket, the Central Bank has asked that five banks, whose foreign exchange
business accounts for about half of the total of all foreign exchange
banks designated by it, to work out a negotiated rate system for such
trading and has agreed to the following conclusion reached by the five
appointed foreign exchange banks.

(a) Before 10:00 a.m. cach business day, nine rotating foreign exchange
banks will negotiate and announce a fixing rate for small remittances no
more than US$30,000. Rate fluctuation on small deals between banks
and customers will be limited to NT$0.1 above or below the fixing rate.
(b) From 9:00 a.m. to 10:000 a.m. each business day, each bank will
decide its own rate for small remittances (1JS$30,000 or less), based on
the fixing rate reached by the nine banks the previous day in accord-
ance with item (a).

(c) If the interbank U.S. dollar trading rate fluctuates above or below
the range of fixing rate for small remittances as stated in item (4) and its
transaction amount exceeds 10 percent of the previous day interbank
trading volume, or volatile time exceeds 30 minutes, then the nine rotat-
ing banks may meet again to reset the fixing rate on small remittances.
It could be reset more than once every trading day; however, after the
first revision, the rate for small remittances (US$30,000 or less) will be
settled in the range of adding or deducting NT$0.2 from the refixing rate.
(d) All nine rotating banks are subject to trade with their customers in
small deals (amount of 1°5$30,000 or less) based on item (a) and (¢).

(e) The nine rotating banks encompass five permanent members, which
are the Bank of Taiwan, International Commercial Bank of China, First
Commercial Bank, Chang Hwa Commercial Bank, and Hua Nan Commer-
cial Bank, while the additional four members will be chosen from the
remaining appointed toreign exchange banks which are divided into
four groups with each representing in order every business day.

According to the cBe, after the above modifications are made, the struc-
ture of the foreign exchange market in Taiwan will be more complete
and concrete and the operating methods of the foreign exchange market
will be similar to those prevailing in Japan. On the other hand, the
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exchange rate for the New Taiwan dollar will be more flexible and
reflect its actual value in the market. However, banks and enterprises
need to pay more attention to training personnel for foreign exchange
operations.
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According to documents provided to Gao by the Central Bank of China,
certain adjustments were made to Taiwan's foreign exchange market
operations on April 3, 1989. The CBC announced that these changes were
made to “accelerate economic liberalization and internationalization as
well as accommodate financial policy requirements.” These changes
were summarized by the cBcC as follows.

(1) Abolish the current daily weighted average rate (WAR) between the
New Taiwan dollar and the U.S. dollar.

{2) Remove restriction that the New Taiwan dollar must not rise or fall
more than 2.25 percent of the central exchange rate (WAR) on the previ-
ous day.

(3) Remove the restriction that the spot U.S. dollar trading between
banks and their customers must not exceed the central exchange rate by
NT$ (0.2 daily in either direction as well as the restriction that the U.S,
dollar cash trading between banks and customers must not rise or fall
more than NT$ 0.4 of the central exchange rate on the previous day.

(4) The trading between banks and customers will start at 10:00 a.m.
every day. Before 10:00 a.m., the individual banks may trade, with cus-
tomers upon request with exchange rates to be determined by the banks
themselves.

(5) A task force will be created, using the existing foreign exchange
trading center as the basis. The proposed task force will be charged with
the task of establishing a foreign exchange brokerage house. This insti-
tution will engage in foreign exchange trading, gather information as
would be required by the Central Bank, and provide market
information.

(6) U.S. dollar trading volumes between banks and the final trading
exchange rates will be released by the task force to the Associated Press
and Reuter for transmission every 30 minutes. The task force will also
be responsible for constantly coordinating with the two news organiza-
tions in supplying the latest quotes on exchange rates. Quotes will be
used only as reference.

(7) The trading between banks will be determined by the banks them-

selves, with trading volumes and exchange rates at which transactions
are conducted reported to the task force immediately.
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The DRI models were built on an income-expenditure framework with
explicit incorporation of the flexible accelerator principle, dynamic mul-
tiplier, adaptive expectation, and time lags expressed in a polynomial
distributed lag function. The models consist of equations ranging in
number from 94 to 147, with behavioral equations ranging from 27 to
40. Each of the behavioral equations were estimated with the ordinary
least squares method, and the models were solved through simultaneous
simulations. Exports are typically determined by major trading part-
ners’ GNP and relative prices. Exchange rates affect relative prices. Simi-
larly, imports are mainly determined by domestic GNP and relative
prices.

DRI ran simulations using its macroeconomic model to determine the eco-
nomic and trade impacts of a 10-percent nominal appreciation for each
of the three Asian NIC currencies.! First, DRI estimated a baseline eco-
nomic scenario for each Asian NIC assuming that their exchange rates
remained at April 1988 levels. These baseline scenarios were estimated
with all other exogenous variables at the levels used in DRI's quarterly
baseline forecast. Then, simulations were run for each NIC assuming a
10-percent nominal appreciation. The appreciation was phased in
between the second and the fourth quarters of 1988 and then these new
exchange rates were held constant in 1989 and 1990. The impacts of the
10-percent nominal appreciation are measured as the differences in key
variables (i.e., trade balance, real GNP growth rate) between the two sim-
ulations done for each country.

Two aspects of the simulations should be noted. First, they assume a
further appreciation of the yen from 121 yen to a U.S. dollar in 1988 to
106 in 1989 and to 102 in 1990. Therefore, in the simulations, some
potential effects of a 10-percent nominal currency appreciation are off-
set by the large yen appreciation. In other words, despite a 10-percent
appreciation, U.S. importers may still find importing goods from these
NICs relatively cheaper than competing imports from Japan.?

In all three simulations, the hypothetical NIG currency appreciation was constructed by depreciating
the U.S. dollar against each currency by 10 percent.

“In the short term, South Korea, Taiwan, and Hong Kong may continue to supply exports that com-
pete with preducts from Japan if other countries do not have immediate production or export capac-
ity. In the long term, however, other sources could possibly enter the market, such as Thailand,
Indonesia, and other Southeast Asian economies.
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changes would be useful. These include (1) further opening their mar-
kets to foreign goods and services and (2) policies designed to
strengthen domestic demand in order to help maintain income growth
and hence increase imports. A comprehensive package of complemen-
tary policies in addition to exchange rate revaluation is needed to
address the inherent bilateral trade imbalance problems.
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1990. Similarly, merchandise exports and imports are virtually unaf-
fected by the appreciation in both years,

EA VL W WL viill Gplpla Lhanuey

Table 4.3: Simulation of an Appreciation

of the Hong Kong Dollar®

Comparison With
Other Studies

]
(Growth in percent)

Baseline Simulation
(No currency (10-percent
appreciation) appreciation)
1988 1989 1990 1988 1989 1990

Real GNP - 56 6.0 6.1 5.3 54 59
Domestic demand: - B0 75 74 6.1 73 69
WC"E)‘ﬁgumptlon ST TE0 6.4 70 51 63 6.7
~ Gross domestic investment 8.8 105 84 87 98 75
Exports of goods and s;er\ncesb 7.7 9.7 82 55 7.1 8.0
_Imports of goods and services” 8.2 111 9.2 6.1 86 89
* GDP deflator® ' 92 124 8.2 52 82 82
_Moneysupply (M2)" 326 342 266 260 273 254
(Bllllons of U.S. doliars)
Current accou nt balance - $46 $5 0 $5.2 $4.4 $46  $48
Trade balance: 15 15 14 13 09 08
Merchandise exports 600 724 838 596 714 825
‘Merchandise tmports 584 709 824 58.3 705 817
Trade balance with U 5. 8.6 8.0 76 85 7.8 74
Exports to U.S. 141 148 157 140 147 158
~ Imports from U.S. 54 6.8 8.1 55 6.9 8.2
Trade balance with Japan e -8.7 -7.0 -7.3 -6.8 -7.2 75
Exports to Japan 37 43 a9 35 41 47
~ Imports from Japan 103 113 122 103 113 122

“The simulation assumes a baseline exchange rate of HK$7 8 to US$1.00.

PNational income account basis

“gross domestic product.

“Currency in circulation and demand deposits plus time and savings deposits.

“Merchandise trade.

The overall trade impacts in the simulations are comparable to other
studies we reviewed. For example, in a 1987 study using Wharton
Econometric’s Project Link model, a 10-percent nominal appreciation of
the New Taiwan dollar produced about a $2.5-billion reduction in the
Taiwanese overall trade surplus in 1988 and 1989. These results are
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Current account balance

Trade balance: '
Merchandise exporté
Merchandise i7m|:>ﬁ(737rts

Trade balance with U.S
VEpr’Vr’ts toUS

7 Imbbrts from U.S.

Trade ba|éhcéﬁwnhrdapﬁ)an ‘
Exp(i)urts to JaEaH
Imboﬂs from Japan '

28 05

{Growth in percent)

Baseline Simulation
(No currency (10-percent
appreciation) appreciation)

1988 1989 1990 1988 1989 1990

- \(Bﬂi@mf\urs. dollars) -
$177 %167 $173  $176  $143  $133

182 178 190 182 154 151

863 795 943 675 803 944

481 617 753 493 650 793

N7 78 45 118 62 25

296 342 397 299 3’2 B2

179 265 352 180 270 358

26 05 14 24 11 07
(103 - 144 - 188 DB 145 187
129 149 174 130 155 180

“The simulation assumes a haseine exchange rate of NT$28.7 to US$1.00

"National mcomc account basis,

Gross domestic product

“Currency in circulation and demand deposits plus time and savings deposits.

"“Merchandise trade

In the South Korean simulation, the GNP growth rate is estimated to
decline by 1.4 percentage points in 1989 then recovers in 1990. Growth
in domestic demand, consumption, and investment remain near or at
baseline levels. (See table 4.2.) Growth rates for exports of goods and
services are cut by over one-half in 1989, but are almost at the baseline
level in 1990. Growth rates for imports of goods and services decline
about one percentage point in both years. As in Taiwan, inflation is sig-
nificantly reduced as a result of the currency appreciation. The appreci-
ation has a greater effect on South Korea’s current account balance (cut
almost in half in 1990) and its overall trade balance (cut by almost two-
thirds) when compared with Taiwan. However, the effects on the bilat-
eral trade balance with the United States are smaller than those for

Taiwan.
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Impact on Overall U.S.
Trade Deficit

To estimate how an exchange rate appreciation can affect individual NIC
trade and their economies, we contracted Data Resources, Inc. (DR1) to
simulate hypothetical 10-percent appreciations in the currencies of Tai-
wan, South Korea, and Hong Kong.! These simulations were carried out
in late April 1988, when the U.S. dollar was worth NT$28.66, 750 South
Korean won, and HK$7.8.2 The trade impacts of exchange rate changes
have varying time lags. By assuming currency appreciations in 1988, the
simulations estimated economic and trade changes most likely occurring
in 1989 and 1990,

In the DRI simulations, a 10-percent nominal appreciation in the NIC cur-
rencies in 1988 yielded a reduction in their combined trade surplus with
the United States of $2.7 billion in 1989 and $3.5 billion in 1990. The
largest reductions occurred in Taiwan, $1.6 billion in 1989 and $2 billion
in 1990. South Korea's trade surpluses with the United States were
reduced by $0.9 billion in 1989 and $1.3 billion in 1990 and Hong Kong’s
were reduced by only about $0.2 billion in both years.

The simulation does not consider all possible consequences of exchange
rate changes and cannot estimate the reduction in the overall U.S. trade
deficit resulting from an appreciation in the NIC currencies. If the U.S.
bilateral trade deficit with these NICs is reduced by $2 billion to $3 bil-
lion dollars, this does not mean that the overall U.S. trade deficit will
decline by comparable amounts. The U.S. bilateral trade deficit with
other countries may increase after NIC appreciations, because increased
imports from these countries may replace imports from the NICs.

Related to this phenomenon, NIC exporters have already responded to
actual currency appreciations by moving operations offshore and sourc-
ing parts from lower cost countries. The former would shift the bilateral
trade surplus of the NIcs with the United States to other countries and
the latter would help to maintain the strength of the NICs’ exports in the
face of currency appreciations.

'We reviewed the structure of DRI's Asian macroeconomic rodels and requested further trade sector
specifications conducive to our study. In the simulation design, the U.S. dollar was depreciated
against each NIC currency by 10 percent.

21988 year-end exchange rates and the actual depreciation of the U.S. dollar against the NIC curren-

cies between April and December 1988 were as follows: Taiwan—28.2 (1 percent depreciation); South
Korea—684.1 (9 percent depreciation); and Hong Kong—7.8 (unchanged).
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appreciated their currencies to correct for potential past depreciations;
however, they have chosen to appreciate the currencies gradually rather
than through a large, one-shot approach. Their estimates of real effec-
tive appreciation differ from estimates used by analysts in the United
States, largely due to index measurement differences.

Finally, U.S. Treasury officials and the South Korean and Taiwan gov-
ernments disagree on how quickly currency appreciations should occur.
Treasury pushed for rapid appreciation in both 1987 and 1988, noting
that when intermittent, small appreciations did occur in either country,
it did not affect exports. Taiwan and Korean officials prefer a slower
pace for currency appreciation because it gives their export industries
time to adjust to new cost/price relationships and allows the lagged
impact on the domestic economy to be better understood and additional
necessary economic policy adjustments made. Overall, officials in both
countries disagree with the U.S. approach of focusing so heavily on NIC
exchange rates without allowing adequate time for other policy modifi-
cations designed to liberalize imports, strengthen domestic demand, and
diversify both import and export sources to take effect.

With Hong Kong, the U.S. government’s position on currency apprecia-
tion has been less forceful; there have been no formal exchange rate
negotiations with the United States that we could document. Treasury’s
complaint against Hong Kong is two-fold. First, the Hong Kong dollar
has depreciated in real effective terms since it was linked to the U.S.
dollar in 1983. Second, given the appreciations of the yen, the won, and
the New Taiwan dollar against the U.S. dollar, Hong Kong exports to the
United States are in a strengthened competitive position. Treasury faces
difficulty in pressuring Japan, Taiwan, and South Korea for currency
appreciations when exporters in these countries claim they would be
losing out to cheaper exports from one of their main U.S. export market
competitors—Hong Kong. As one alternative to changing the fixed
exchange rate with the U.S. dollar, Treasury has suggested that Hong
Kong consider using a basket of currencies approach in setting its
exchange rate.

Hong Kong officials strongly reject U.S. government arguments for
changes in its exchange rate. They argue that with a fixed exchange
rate, economic and trade adjustments occur through changes in domestic
money supply and inflation rates—which ultimately affect export and
import prices. Hong Kong officials prefer this method of adjustment
over currency revaluation. They further point to an overall current
account that is roughly in balance to support their claim that currency
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overall balance in trade to support their argument that the currency is
not undervatued.

Other Hong Kong economists believed that the bilateral trade imbalance
with the United States could be effectively reduced through further
adjustment in the U.S. dollar exchange rates with other major curren-
cies, such as the yven. In this way, U.S. exports could be placed in a price-
advantaged position in the Hong Kong market. Because of the time lags
associated with exchange rate effects on trade, it was not until 1988
that U.S.-Hong Kong trade was affected. The 1988 trade statistics show
that U.S, exports to Hong Kong rose 43 percent over the same period in
1987, but U.S, imports from Hong Kong grew only 3 percent.”

Some trade economists have argued that Hong Kong should adopt a bas-
ket system for determining the value of the Hong Kong dollar. This sys-
tem would eliminate the direct peg to the U.S. dollar and substitute in its
place an exchange rate based upon a basket of major currencies, includ-
ing those of major Hong Kong trading partners. We discussed this issue
with several Hong Kong economists; most concluded that such a system
is technically feasible for the colony but that it would be difficult to
implement under the existing arbitrage arrangements. Specifically, some
economists raised technical problems associated with the implementa-
tion of a basket® while others feared a crisis of confidence in the foreign
exchange market resulting from a change in the value of the Hong Kong
dollar. Most economists we interviewed saw no overriding reason for
abandoning the current linked exchange rate system. Some economists
dismissed Hong Kong’s rising inflation levels as grounds for currency
revaluation because it was the normal adjustment process under a fixed
exchange rate.

Hong Kong officials have publicly declared their intention to maintain
the current fixed exchange rate. They seem willing to accept
macroeconomic shocks to the economy in lieu of a change in the value of

TLLS. imports trom Hong Kong might be expected to increase more under these circumstances. How-
ever, a 10-percent drop in Hong Kong garment exports to the United States (which comprise almost
50 percent of Hong Kong's total garment exports) during the first eight months of 1988 reduced the
growth in total U.S. imports from Hong Kong.

HAmong the problems cited were (1) the absence of a central bank, (2) difficulties in interest arbitrage
needed between deposits of different currencies, (3) knowing the appropriate trade weights given the
re-export nature of Hong Kong's trade with China, and (4) the irapact of changing currency weights
in the basket on cash arbitrage. For more detailed discussion, see John Greenwood, “Why the HK$/
U88 Link Rate System Shontd Not Be Changed,” in Asian Monetary Monitor, Nov.-Dec. 1984.
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Hong Kong

Hong Kong government officials expressed doubts about the Hong Kong
dollar being undervalued against the U.S. dollar. They cited the direct
link of the Hong Kong dollar to the U.S. dollar and pointed out that the
link is basicalily preserved in their open foreign exchange market
through interest rate and cash arbitrage, not through direct market
intervention. They noted that direct intervention is generally needed
only in response to large speculative capital inflows. Moreover, by link-
ing the Hong Kong dollar to the U.S. dollar, Hong Kong officials argue
that they are implicitly tied to U.S. monetary policy and are basing their
domestic economy’s stability on external factors. In this way, the rigid
link to the U.S. dollar—when it is volatile—can cause macroeconomic
shocks to Hong Kong, with very low GNP growth rates in one year fol-
lowed by very high ones the next.

Because of U.S. government pressure on Hong Kong to appreciate its
currency and Hong Kong’s reluctance to move from a fixed exchange
rate, Hong Kong government officials noted that speculators have
acgquired abnormally large amounts of the local currency. Overseas
investors, including large U.S. banks, have purchased large amounts of
Hong Kong dollars and put them in short-term deposit accounts specu-
lating on an appreciation of the currency. This speculation has weak-
ened the workings of the linked system, since individuals have been
willing to hold Hong Kong dollars in large amounts rather than exchang-
ing them for other currencies. This influx of funds has had some expan-
sionary effects on the local money supply and contributed to
inflationary pressures. To downplay this speculative investment, the
Hong Kong government passed provisions in March 1988 that permit it
to institute a negative interest rate policy on bank accounts over a spe-
cific amount.” This government initiative, clearly not favored by Hong
Kong bankers and businessmen, seeks to discourage short-term specula-
tive positions on a revaluation of the Hong Kong dollar. It also permits a
reduction of large amounts of U.S. dollars that the government is
believed to be holding as a result of defending (i.e., selling) the local cur-
rency against appreciation.

Some Hong Kong economists believe that the current linked exchange
rate should not be dropped and that the current Hong Kong dollar to
U.S. dollar exchange rate is acceptable. Some argued that Hong Kong is

*Hong Kong interest rates were already extremely low in 1988, with some types of accounts near
zero. The combination of low interest rates and high inflation (7.4 percent in 1988) was already
penalizing some account holders. However, speculators were willing to take this penalty--especially
on a short-term basis—because of the large potential gain, should the government suddenly decide to
appreciate the currency.
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States contributed directly to the U.S. trade deficit, including a large
budget deficit and strong consumer demand for imported products.

Officials in South Korea and Taiwan also argued that basic imbalances
in domestic macroeconomic conditions within their own countries need
to be addressed. They noted that currency appreciation by itself—with-
out complementary policies to boost domestic demand-—would have
adverse economic impacts. This would include a reduction in both
export growth and overall economic growth, leading to slower import
growth. They expressed concern over quick, large exchange rate adjust-
ments until the corresponding impact of further domestic economic
adjustments are better known. Hong Kong officials maintained that
their exchange rate system has an automatic adjustment mechanism and
that appreciation of the Hong Kong dollar was not warranted.

Foreign trade economists and public officials in South Korea and Taiwan
noted that policies adversely affecting their export sectors must be com-
plemented with expenditure-expanding policies designed to achieve
higher income and import growth levels. In their opinion, emphasizing
currency appreciation without considering these policy changes could
weaken their economies and be less effective in addressing NIC trade sur-
pluses with the United States.

Taiwan

A Central Bank of China senior official that we interviewed argued that
the Taiwanese government’s intervention in the foreign exchange mar-
ket (buying or selling of U.S. dollars) simply stabilizes wide fluctuations
in the value of the New Taiwan dollar that otherwise would occur. He
did not see this action as being any different from the normal function-
ing of central banks in the major industrialized countries who indepen-
dently and cooperatively often intervene in foreign exchange markets to
influence the value of the U.S. dollar.

Taiwanese officials argued that the country should adjust its exchange
rate in a smooth, steady fashion rather than through quick, substantial
“one-shot™ appreciations. Many officials, public and private, expressed
the belief that without knowing what the correct New Taiwan dollar to
U.S. dollar exchange rate should be, it is quite possible that rapid appre-
ciation could overshoot an equilibrium exchange rate consistent with an
acceptable current account balance.

In addition, Taiwanese economists said that Taiwan has a serious pri-
vate savings/investment imbalance. The savings to investment ratio is
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Treasury’s Response
Under the 1988
Omnibus Trade Act

Since 1986, the U.S. Treasury has held formal discussions with Taiwan
and South Korea concerning currency exchange rates. Treasury officials
have concluded that low currency values in these two countries have
contributed to their external trade surpluses since 1986, a large part of
which is attributable to surpluses with the United States, a major trad-
ing partner for both. As such, Treasury has steadily pressured Taiwan
and South Korea to appreciate the value of their currencies relative to
the U.S. dollar to help reduce global trade imbalances and, specifically,
the bilateral trade imbalance with the United States. Treasury also
believes that the Hong Kong dollar should appreciate to help restore
trade equilibrium with the United States.

For the most part, officials in the three Asian NICs argue that currency
appreciation is being overemphasized by the U.S. government as a
means of reducing U.S.-NIC trading imbalances. Many note that
macroeconomic imbalances within the United States and strong import
demand have played large roles in producing the U.S. trade deficit. In
addition, they believe their economies must be given time to adjust to
exchange rate changes that have already occurred.

The Omnibus Trade and Competitiveness Act of 1988 requires the Secre-
tary of the Treasury to make an annual report to the Congress by Octo-
ber 15 of each year assessing international economic policies, including
exchange rates. The law also requires a written update of this report 6
months after it is delivered. Pursuant to the law, Treasury issued the
first of these reports in October 1988

Treasury’s initial report attributed the Asian NICs’ success in becoming
significant forces in the international trading system, as indicated by
large current account surpluses, to the (1) aggressive export orientation
of the countries’ economies, (2) hard work and initiative of their people,
(3) lower levels of domestic consumption, and (4) the benefit derived
from an expansion of the world trading system. However, Treasury
noted that undervalued exchange rates have also been a major factor
contributing to the increase in the external trade surpluses of Taiwan
and South Korea.

Treasury concluded that currency undervaluation in South Korea and
Taiwan was the “direct result of currency intervention by the central

(3.8, Department of Treasury, Report to the Congress on International Economic and Exchange Rate
Policy, Oct. 15, 1988,
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1985 the New Taiwan dollar had depreciated by 5.7 percent in real
terms relative to its average for 1980-82, and the Korean won had
depreciated by 11.3 percent. The Hong Kong doliar, on the other hand,
had appreciated by 3.3 percent. Even the most recent nominal apprecia-
tions of the New Taiwan dollar and Korean won have not completely
offset earlier depreciations of the currencies. (See table 2.2.)

Table 2.2: NIC Real Effective Exchange
Rates®

Conclusions

|
1981 1982 1983 1984 1985 1986 1987 1988

NT$ 1018 966 94.6 971 943 88.4 93.7 98.7
Won 1003 1019 97.6 96.5 88.7 82.1 84.0 92.6
HK$ 987 1014 950 995 1033 83.3 89.2 89.8

2The 1980-82 base year average equals 100 by definition. Numbers lower than 100 imply depreciation of
the foreign currency relative 1o the base year average. These are the "'broad” indices published by
Morgan Guaranty Trust Company. Currency weights in the indices are based on trade with 18 industrial
and 22 developing countries and on export competition with thase countries in other markets

Source: Morgan Guaranty Trust Co., World Financial Markets, Dec, 30, 1988 and Oct. 19, 1987 issues.

The Morgan index is one of the more commonly used real effective
exchange rate indices. However, there are others. Estimates of how
much the value of a currency has changed against foreign currencies can
differ among these indices because they (1) include a different number
of countries in computing a trade-weighted average, (2) use different
weights for each country’s currency in determining the average, and (3)
use different estimates of price-level changes.

Rather than measuring the absolute value of a currency, these indices
measure the movements of currency values against other currencies
over time. Therefore, they cannot be used by themselves to determine if
a currency is undervalued. However, Korean and Taiwanese analysts
defend their positions on currency undervaluation by using these indices
in conjunction with the assumption that a balanced current account
implies a properly valued currency. They begin by setting the index
value equal to 100 in a year of current account balance; for South Korea,
this period is 1985-1986 and for Taiwan, it is 1979. Then, as long as the
index remains near 100, they argue that their currencies are not
undervalued.

Countries may intervene (buy or sell currencies) in foreign exchange
markets or use administrative procedures to influence their currency
values. These actions are taken periodically to help correct
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Interest rates in Hong Kong are established by a cartel, the Hong Kong
Association of Banks (HKAB), which represents the local banking commu-
nity." The HKAB sets interest rates in a way which reinforces the arbi-
trage system. The HKAB sets both maximum deposit rates as well as
minimum lending rates for Hong Kong banks; this, in turn, affects capi-
tal flows and the exchange rate in the private market.

Normally, low interest rates on deposits denominated in Hong Kong dol-
lars would encourage individuals to convert their holdings into other
currencies while higher rates would have the opposite effect. In early
1988, the government completed the design of a negative interest rate
scheme and threatened to implement it unless large amounts of specula-
tive capital inflows receded. The threat itself has been sufficient to curb
these inflows.

Despite the Hong Kong government'’s claim that arbitrage keeps the
open market rate very close to the fixed rate, it has intervened in the
foreign exchange market from time to time to prevent excessive devia-
tions between the two rates. This has been particularly true during peri-
ods of speculative purchases of Hong Kong dollars in anticipation of
appreciation. In these instances, the Exchange Fund orders the buying
or selling of sufficient U.S. dollars to counteract speculation and return
the open market rate to the pegded rate, The Exchange Fund holds large
reserves of U.S. dollars which provides the basis for assured currency
convertibility; however, the exact figures are not public information.
These reserves are also used to intervene in the market. We were unable
to document any information on the level or frequency of this
intervention.

Nominal Versus Real
Effective Exchange
Rate Changes in the
1980s

Exchange rate changes can be measured in nominal (not corrected for
price level changes) or real (corrected for price level changes) terms.
This can be done against one currency or against a trade-weighted bas-
ket of currencies. Measures in real terms against a basket of currencies
are referred to as real effective exchange rate indices. Between 1980
and 1985, the U.S. dollar appreciated against the Korean won and Hong
Kong dollar in nominal terms by 35 percent and 53 percent, respectively.
These rates were comparable to the general appreciation of the dollar

"'The HKAB is made up of representatives from 12 Hong Kong banks; three banks—The Bank of
China, Hongkong & Shanghai Bank, and the Standard Chartered Bank—have permanent members.
The HKAB normally meets every Saturday to determine lending and deposit rates for the following
week.
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Hong Kong’s current exchange rate regime was created out of crisis,
both economic and political. In 1982, negotiations between the United
Kingdom and the People’s Republic of China over the future reversion of
Hong Kong to Chinese control resulted in a crisis of confidence in the
economy. Many attempted to shift their dollar accounts and portfolios to
other currencies, and the resulting panic led to a sharp depreciation in
the currency by September 1983, the last month of the crisis. At the
height of the crisis, the currency depreciated to a rate of HK$9.6 to
UUS$1.00. To stop the erosion in the value of the Hong Kong dollar, the
Hong Kong government switched to a fixed exchange rate system in
October 1983 linking the currency to the U.S. dollar at the rate of HK$7.8
to US$1.00 and providing for free convertibility for banks between the
two currencies at that fixed rate. '

The operation of the linked exchange rate system is similar to the classi-
cal gold standard in which the local currency is freely convertible into
gold at a fixed rate. Just as the size of the government’s gold supply
determines the money supply under the gold standard, the Hong Kong
government’s supply of U.S. dollars determines the supply of Hong Kong
dollars under the linked exchange rate system. The system works
through the interbank currency market where two note-issuing banks,
acting as agents for the government, convert currency for all other
banks at the official parity. The note issuing banks—the Hongkong &
Shanghai Bank and the Standard Charter Bank-—issue currency, not the
Hong Kong government.'” Individuals exchanging currency in the local
foreign exchange market, however, obtain whatever exchange rate the
open market currently bears. This rate can deviate slightly from the
official rate because of margins involving the bank’s holding, handling,
and commission costs.

1The 11.8. dollar was chosen over another major trading currency or a basket system for economic
and political reasons. Economically, the United States was Hong Kong's largest trading partner and
the 17.8. dollar was the dominant international trading currency. Politically, the U.S. dollar was a
neutral currency acceptable to both British and Chinese officials. The rate itself was substantially
devalued by historical standards; however, some trade economists believe that a rate more appropri-
ate from a competitive standpoint was not chosen because it would not have been credible with the
market at that time.

""These banks must pay U.S. dollars at the parity rate to the government’s Exchange Fund to obtain
Certificates of Indebtedness against which they are entitled to issue new banknotes; the banknotes
are redeemable at the same rate. In short, the two note-issuing banks actually act as agents for the
Exchange Fund, enabling all Hong Kong banks to convert eurrency at the official parity. The other,
non-note-issuing banks must pay the note-issuing banks US$1.00 for every HK$7.80 in new banknoves
they obtain; when redeeming banknotes, the same rate applies.
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The second method of intervention—Ilabeled by analysts in Taiwan as
“dirty intervention”—has involved transactions between the two surro-
gate banks without any real net activity occurring. For example, the Bor
might sell US$10 million to the ICBC and then the 1cBC will turn around
and sell this back to the Bor. These “dummy” transactions have been
carried out in sufficient volume to affect the “closing rate” and slow
down New Taiwan dollar appreciation. In this way, the ¢BC can fix the
day’s interbank rate without directly intervening in the market. For
example, officials at the FETC and the American Institute in Taiwan (AIT)
said that this method of intervention was prevalent during the last quar-
ter of 1987 and early 1988."

The ¢Bc—through its own market monitoring and computations—
knows the volume of purchases needed each day to produce the ‘‘desir-
able” exchange rate. The CBC usually had these purchases made on its
behalf either at the beginning of the foreign exchange market business
day or just before the market closed. However, according to FETC offi-
cials, sometimes the intervention occurred after the local foreign
exchange market was closed. It is clear that this action was on behalf of
the CBC as a “correction’” transaction to produce the exchange rate
derived by government policy decision.

The CBC also intervened in the forward market during most of 1986 and
the first 7 months of 1987 by buying forward contracts.!' This interven-
tion kept the forward exchange rate from appreciating, which helped to
shield exporters from a rising New Taiwan dollar. And, by keeping the
forward rate from going higher, the intervention avoided raising expec-
tations and speculation in the spot market which would have driven the
New Taiwan dollar even higher.

The implications of changes made to the foreign exchange market opera-
tions in April 1989 remain unclear at this point. It appears that move-
ments in the daily exchange rates are not as restricted as under the

1In 1987, CBC-directed intervention accounted for two-thirds of all interbank transactions. FETC
officials can determine whether transactions between the two surrogate banks are “dummy swaps”
by noticing the large difference between the buying and selling rates compared to normal, ongoing
interbank transactions and then verifying by phone whether any actual transactions have occurred
between the two banks.

L AIT estimated that half of Taiwan's US$50 billion in exports in 1987 were covered by this arrange-
ment. Using an average weighted premium of 7.1 percent (i.e., the difference between the forward
rate and the eventual spot rate), AIT estimated that the Taiwanese government paid out NT$53 bil-
lion (US$ 1.8 billion) worth of subsidies by the end of 1987. If interest rate differentials between
Taiwan and the Urited States were considered in the calculation, the result could differ some from
this estimate.
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a 2.25-percent range above or below the “closing rate™™ of the previous
transaction day (PTD). The actual calculation of each day’s closing rate is
made by the Foreign Exchange Trading Center (FETC) which is organized
by five government-owned banks.* All interbank transactions are closed
through the FETC, which acts much like a stock market by quoting buy-
ing and selling rates of exchange and electronically listing all transac-
tions as they occur.

Recently, because of liberalizations in Taiwanese capital controls, the
customer-bank foreign exchange market has grown in importance.” The
customer-bank foreign exchange market consists of a spot market and a
forward market. In the spot market, the payment and the delivery of
foreign exchange related to the transaction normally occur within a cal-
endar week. In spot market non-cash transactions (e.g., bank drafts)
below US$30,000, a designated foreign exchange bank could set the New
Taiwan (NT) dollar to U.S. dollar exchange rate at a level 5 NT cents
above or below the rTD's “closing rate”. For larger non-cash transac-
tions, the range extended to 20 NT cents above or below the “‘closing
rate.” For all cash transactions in the spot market, the range expanded
to 40 NT cents above or below the pTD “closing rate”."

In forward foreign exchange markets, individuals enter into contracts
for the future exchange of currency at rates set at the time the contracts
are made. Taiwanese exporters who contract for their future exports in
U.S. dollars protect themselves from the risks of exchange rate fluctua-
tions by entering into forward contracts. They are thus able to sell their
future U.S. dollar proceeds at a fixed exchange rate which reflects
expectations as to future exchange rates and is not limited to a specific
range.

*The daily “closing rate" is a trunsaction-weighted average of the rates on all interbank currency
exchange transactions.

*The Bank of Taiwan, the International Commercial Bank of Chiny, the First Commercial Bank of
Taiwan, the Chang Hwa Commercial Bank of Taiwan, and the Hwanan Commercial Bank.

Prior to 1987, Taiwanese residents were not permitted to hold foreign exchange and could remit
money overseas only with government permission. The government liberalized restrictions on capital
inflows and outflows in July 1987, primarily to alleviate pressure on the New Taiwan dollar by
imposing large ceilings on outflows and keeping relatively tight ceilings on inflows. Capital inflows
from any source for individual accounts are limited to an annual amount of US$50,000 (previously
limited to US$ 10,000). Capital outflows of up to US$5 million can be taken out of the country on an
annual basis by residents. In addition, export proceeds carned by exporting firms can be kept over-
seas indefinitely.

" Assuming the existing exchange rate of NT$28.3 to TS$1.00, 40 NT cents would be approximately a
1 .B-percent change.
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As requested, we did not obtain agency comments on this report. How-
ever, we discussed our work with officials at Treasury, State, Com-
merce, and the Office of the U.S. Trade Representative and incorporated
their views in the report where appropriate. Our review was conducted
between June 1987 and December 1988 in accordance with generally
accepted government auditing standards.

On March 28, 1989, Taiwan announced some changes to its foreign
exchange controls that became effective on April 3. The extent of the
changes and their implications are unclear, and this report covers the
period prior to the announced changes.
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Tariffs

South Korea and Taiwan have eased import restrictions for selective
import sectors in the last 2 years. Historically, the use of high tariff
rates to protect domestic markets from foreign competition (especially
finished goods) has been an important dimension of industrial policies in
both Taiwan and South Korea. The result is that foreign products simply
are not price competitive with locally produced goods and services.
Although South Korea and Taiwan have lowered tariffs on many
imported products, U.S. Treasury and State officials believe that the
measures do not go far enough and have not been implemented in an
expedient manner.

Non-Tariff Barriers

South Korea and Taiwan have also imposed a wide range of non-tariff
import barriers, such as quotas, special taxes, and service fees, on
imports. These barriers limit or penalize imports, making them less com-
petitive with locally produced goods or services. Foreign banking, insur-
ance, and business management services have been severely restricted
although progress is being made toward opening these sectors. U.S.
trade negotiators have argued for the elimination of these barriers, since
many of the “infant” domestic industries are now firmly established.

Sluggish Domestic
Economic Expansion

Objectives, Scope, and
Methodology

Highly successful NIC export performance has led to high gross national
product (GNP) growth levels, but this has been achieved at the expense
of domestic consumption and improved living standards. For example,
public and private consumption and investment as a percentage of GNP
in Taiwan have declined in the 1980s. High savings rates in both Taiwan
and South Korea (over 30 percent since 1986) compared to much lower
investment rates have produced macroeconomic imbalances that have
contributed to growing current account surpluses. U.8. officials argue
that reforms designed to strengthen domestic demand for goods, ser-
vices, and investments could provide the economic stimulus to offset the
effects of lost exports resulting from appreciating NIC currencies.

Senator Lloyd Bentsen, Chairman of the Senate Committee on Finance,
requested that we examine how currency exchange rates are determined
in Taiwan, South Korea, and Hong Kong. We assessed whether these
exchange rates were determined by market forces and evaluated how
potential currency appreciations in these economies would affect U.S.
trade balances with cach and the overall U.S. trade deficit.
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U.S. Concerns About
Asian NIC Exchange
Rate Policies

have produced a “triangular” trading relationship among the United
States, Japan, and the Asian NICs.

Some trade analysts have also concluded that the Asian NICs have kept
their currencies at artificially low levels in order to maintain their com-
petitiveness and rapid, export-led economic growth." In addition, the
U.S. government has repeatedly complained about high tariffs and non-
tariff trade barriers which restrict U.S, exports to Taiwan and South
Korea. This lack of market access has exacerbated the trade imbalance
between the United States and some of the Asian NiCs.!!

U.S.-Asian NIC trading problems stem from a wide range of trade and
economic policies; nevertheless, NIC exchange rates remain a major area
of contention. The central issue for the United States, particularly in
Taiwan and South Korea, has been insufficient appreciation of these
currencies against the U.S. dollar since late 1985.

Through government administrative practices or substantial foreign
exchange market intervention, Taiwan and South Korea have kept their
own currencies from appreciating at faster rates. The U.S. Treasury
Department believes this undervaluation leads to an unfair pricing
advantage for their exports in the world market, since the currency val-
ues do not reflect the underlying strength of their economies. Officials of
these countries, however, argue that their exchange rate levels and rates
of currency appreciation against the dollar since 1985 reflect economic
fundamentals. They believe that government intervention or policy is
being used to smooth out excessive fluctuations that could severely dis-
rupt their economies.

It is not clear how effective NIC currency appreciations by themselves
would be in reducing the overall U.S. trade deficit. The 41-percent
increase in the value of the New Taiwan dollar since 1985 has contrib-
uted to some recent reduction in the U.S. trade deficit with Taiwan; this
improvement has been primarily caused by increased U.S. exports

1UBela Balassa and John Williamson, Adjusting to Success: Balance of Payments Policy in the East
Asian NICs, Institute for International Economics, June 1987; Sung Yeung Kwack, “The Economic
Development of the Republic of Korea, 1965-1981," in Lawrence Lau, ed., Models of Development: A
Comparative Study of Econormic Growth in South Korea and Taiwan, Institute for Contemporary
Studies, 1986; Kuo-shu Liang and Ching-ing Hou Liang, “Taiwan in the 1980s: Policies and Pros-
pects,” Feb. 1988; 5.C. Tsiang, “The R.0.C."s Balance of Trade Problems and Trade Disputes with the
11.8.)” Chung-Hua Institute for Economic Research, May 1987,

!!"Phis does not apply to Hong Kong; it has one of the most open economies in the world.
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Figure 1.5: U.S. Trade With South Korea,
1980-88
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Import figures include the cost of Insurance and freight.
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Hong Kong has had a small, stable current account surplus since 1983
and an overall smali trade deficit in the past few years. Even though
Hong Kong has a trade surplus with the United States, it is fully offset
by deficits with other countries, particularly Japan.

: : Increases in U.S. imports have been the primary cause of sharp
Factors Contr1but1ng increases in U.S. bilateral trade deficits with Taiwan, South Korea, and

to U.S.-Asian NIC Hong Kong. U.S. imports from these countries rose from $15.8 billion in

Trade Imbalances 1980 to $58.3 billion in 1988, a 269-percent increase. Taken together,
the imports accounted for 6 percent of total U.S. imports in 1980, rising
to nearly 13 percent in 1987 and 1988."

Between 1980 and 1988, U.S. exports to these three NICs increased from
$11 billion to $29 billion, or 164 percent, with the most significant
increases occurring in 1988. Leading U.S. exports to the Asian NICS
include (1) non-electrical and electrical machinery, (2) chemicals and
related products, and (3) agricultural products. In 1980, U.S. exports to
these three countries were b percent of total U.S. exports, rising slightly
to 7.7 percent in 1987 and further to 9.0 percent in 1988.% Figures 1.4,
1.5, and 1.6 graphically display how U.S. imports from the NiCs have

grown faster than U'.S. exports to them.

"The leading import items from the three NICs include (1) electrical machinery and products, (2)
clothing apparel and textiles, (33 footwear, and (4) toys, games, and sporting equipment.

®Comparing 1988 with 1987, the 118, bilateral trade deficits declined by 21 percent with Hong Kong
and 26 percent with Taiwan; it increased by less than 1 percent with South Korea. Part of the reduc-
lion in Taiwar’s bilateral (rade surplus with the United States reflects gold purchases of $2.54 billion
from the United States made by Taiwan's central bank—the Central Bank of China, If these gold
imports are excluded, the actual 18- Taiwan bilateral trade deficit would have been $16.8 billion
instead of $14.1 billion in 1988, 175, officials maintain that this practice of counting gold purchases as
commaodity imports distorted U.S-Taiwan bilateral trade statistics, inflating the apparent decline in
Taiwancse trade surplus with the United States in 1988 by almost 50 percent.
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Figure 1.2: U.S. Merchandise Trade
Deficit With Leading Countries, 1988
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Source: U.S. Department of Commerce. Percentages calculated using values for imports that include
cost of insurance and freight. Data is not seasonally adjusted.

When trade statistics for the three NICs are grouped together, important
distinctions among the three economies often become blurred. For exam-
ple, although South Korea, Taiwan, and Hong Kong are collectively run-
ning substantial trade surpluses with the United States, their individual
current account situations differ. (See fig. 1.3.) The current account bal-
ance measures the overall trade balance of goods and services plus the
balance of income from financial transactions and transfer payments.
Taiwan not only has a large bilateral trade surplus with the United
States but also recorded an extremely large current account surplus of
close to $20 billion in 1987, the third largest current account surplus in

380 to 90 percent of Taiwan's overall balance of payment surplus is generated from its trade surplus
with the United States.
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Growth in the U.S. Trade Deficit With the Asian
Newly Industrializing Countries

Recent Trends in U.S.
Trade With the Asian
NICs

Beginning in 1980, the U.S. trade deficit began increasing annually, with
sharp increases occurring after 1982.' The trade deficit reached an
unprecedented $170 billion in 1987, but declined by 20 percent to $137
billion in 1988.2 Macroeconomic imbalances, such as the U.S. budget def-
icit, are recognized as the primary causes of the overall U.S. trade defi-
cit.? While bilateral trade balances are not the goal of trade policy, the
U.S. government has paid special attention to the economic and trade
policies of those countries whose bilateral trade surpluses with the
United States have increased rapidly.

As a group, three of the newly industrializing countries (NICs) of the
Asian Pacific Rim—Taiwan, South Korea, and Hong Kong—have run
trade surpluses with the United States throughout the 1980s, growing
from $4.9 billion in 1980 to $35.4 billion in 1987 .7 (See fig. 1.1.)

The term “trade deficit” as used in this report refers to the merchandise trade deficit (i.e., the differ-
ence between the import and exports of physical goods, such as manufactured products).

This figure uses the customs value of imported goods plus freight and insurance costs; if only the
customs value is used, the trade deficit. figure is $152.1 billion for 1987 and $118.7 billion for 1988.

For related discussion, see The 11.8. Trade Deficit: Causes and Palicy Options for Solutions (GAQ/
NSIAD-87-135, Apr. 1987).

*The U.8. government formally recognizes the government of South Korea and maintains contacts
with the governments of Taiwan and Hong Kong. In this report, the term NIC is used to mean these
three economies. Singapore—a fourth Asian NIC commonly cited for its economic success—was not
included in our analysis because nntil 1987 its trade surpluses with the United States were less than
$1 billion.
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Executive Summary

Japan because of trade barriers and the quality concerns of Japanese
consumers. This has increased the importance of the large, relatively
open 1.8, market to exporters in these three countries.

1.5, trade deficits with South Korea and Taiwan also are exacerbated by
systemic differences between their economies and that of the United
States. Both South Korea and Taiwan have export-driven economies,
high saving rates, and domestic markets largely protected from foreign
competition by tariffs and non-tariff barriers. In contrast, the United
States has a domestic demand-driven economy, a low saving rate, and a
relatively open market. These differences have shifted the balance of
trade heavily toward South Kerea and Taiwan,

Lxchange Rate

Exchange rate systems of these three Asian newly industrializing econo-
mies fall into two categories—fixed (Hong Kong) and managed floats
(Taiwan and Korea). Within these two systems, the governments exer-
cise different degrees of intervention to counter market forces, with
Hong Kong exercising the least control and South Korea the most.

The Hong Kong dollar is freely convertible with the U.S. dollar at a fixed
rate. Hong Kong lets its economy adjust to changes in its trade balance
through fluctuations in its money supply and inflation rate rather than
by changing the value of its currency. In this system, a trade surplus
leads to an increase in the local money supply and inflation. The result-
ing higher prices make Hong Kong exports less competitive and should
lead to a correction of the trade imbalance. Even with the fixed
exchange rate system, the Hong Kong government has intervened peri-

odically in the forugn exchange market. During 1987-88, it bought U.S.

dollars largely to counter an 1nﬂ0w of speculative funds attracted by
the antic tion of an a

Luatiil el

nnreciation fhﬂ currency
1t Cladiuaisan n

s n Y.

Taiwan’s central bank has intervened in the foreign exchange markets

an a noar daily hadic In gnma pacac tha intarvantinm emnnthad nnt
Uil a [iCdl Uaiy ddsis. i SUINC Cabes, tne intervention smooineda sut

excessive fluctuations in the value of the currency compared to the
prior day’s cloqmg rate. In other instances, however, the intervention
nFFAntr ont Ao D, L

effect set the daily ¢ losing t:)iulaugc rate and thus prevented apprec-ia—
tion that would have otherwise occurred.

The exchange rate for the South Korean won is not allowed to fluctuaie
freely on foreign exchange markets. South Korea's central bank sets the
value relative to other currencies on a daily basis. This system, com-
bined with government control of interest rates, tight restrictions on
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Purpose

Background

Senator Lloyd Bentsen, Chairman of the Senate Finance Committee,
requested that GAO examine how currency exchange rates are deter-
mined in Taiwan, South Korea, and Hong Kong. Ga0 assessed whether
these exchange rates were determined by market forces and evaluated
how potential currency appreciations in these economies would affect
U.S. trade balances with each and the overall U.S, trade deficit.

The Asian newly industrializing countries have run growing trade sur-
pluses with the United States in the 1980s. U.S. trade deficits with Tai-
wan, South Korea, and Hong Kong represented more than one-fifth of
the total U.S. trade deficit in 1987 and 1988. While correction of
macroeconomic imbalances is necessary to deal with the overall U.S.
trade deficit, the U.S. government considers currency appreciation by
these three Asian economies—coupled with reductions in trade barriers
in South Korea and Taiwan—an important step toward reducing trade
imbalances.

Since 1985, the New Taiwan dollar and Korean won have appreciated
relative to the U.S. dollar. However, the U.S. government maintains that
these currencies are still undervalued because of central bank interven-
tion, capital market controls, and administrative practices used by the
Taiwanese and South Korean governments to achieve a competitive
advantage.

The Hong Kong dollar has remained directly pegged to the U.S. dollar at
the same rate since 1983. Although Hong Kong's overall trade account is
roughly in balance, the United States is concerned about its continued
trade deficit with the colony.

In exchange rate negotiations, U.S. Treasury officials have pressured
Korea and Taiwan to revalue their currencies in line with market forces
and the underlying strength of their economies. Treasury also believes
that an appreciation of the Hong Kong dollar would help to reduce Hong
Kong's trade imbalance with the United States.

Officials in Taiwan and South Korea have argued for smaller and slower
appreciations of their currencies against the U.S. dollar. They believe
that their trade surpluses with the United States will decline as meas-
ures to liberalize their import barriers are implemented and the lagged
effects of actual currency appreciations are realized. Hong Kong offi-
cials believe no change in their exchange rate is necessary because of
their open economy, existing adjustment mechanisms, and overall trade

Page 2 GAQ/NSIAD-89-130 Exchange Rates








