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ABSTRACT 

EXCHANGE MARKET PRESSURE: EVIDENCE FROM ASIA NATION 

 

By 

Jenny Yong Lijoo 

 

The main purpose of this study is to examine the relationship between EMP, 

consumer price index, real gross domestic product, narrow money, domestic interest rate and 

foreign interest rate in 7 selected Asian countries; Hong Kong, Indonesia, Thailand, 

Malaysia, South Korea, Singapore and Japan started from the period 1993 until 2010 using 

quarterly data. Two model approaches are applied in this study; model dependent and model 

independent. Unit root, Johansen and Juselius cointegration test, vector error correction 

model (VECM) and variance decompositions (VDCs) are used to examine the model. In 

general, consumer price index, real gross domestic product, narrow money, domestic interest 

rate and foreign interest rate are found to be significant and have negative impact on EMP. 

Besides that, long-run relationship also existed between the variables and EMP. Therefore, 

monetary policies are needed in order to control the volatility of exchange rate. 

 

 

 

 



ABSTRAK 

TEKANAN PASARAN PERTUKARAN: BUKTI DI NEGARA ASIA 

 

Oleh 

Jenny Yong Lijoo 

 

Tujuan utama kajian ini dijalankan adalah untuk mengkaji hubungan antara tekanan pasaran 

pertukaran (EMP), kadar inflasi, keluaran dalam negara kasar, wang, kadar faedah tempatan, 

dan kadar faedah antarabangsa bagi tujuh buah negara Asia; Hong Kong, Indonesia, 

Thailand, Malaysia, Korea Selatan , Singapura dan Jepun dengan menggunakan data quarter 

dan keratin lintas meliputi jangka masa dari tahun 1993 hingga 2010.  Dua jenis pendekatan 

model telah digunakan dalam kajian ini iaitu modeltergantung dan model bebas. Kaedah 

yang digunakan dalam kajian ini adalah ujian kepegunan, ujian kopengamiran berbilang 

pembolehubah, model vektor pembetulan ralat (VECM) dan ujian penguraian varians 

(VDCs). Secara amnya, kadar inflasi, keluran dalam negara kasar, wang, kadar faedah 

tempatan, dan kadar faedah antarabangsa didapati signifikan dan mempunyai kesan negatif 

terhadap EMP. Selain itu, hubungan jangka panjang juga didapati antara pembolehubah dan 

EMP. Oleh itu, polisi dasar kewangan amat diperlukan untuk mengatasi tekanan pasaran 

pertukan ini. 
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CHAPTER 1 

INTRODUCTION 

 

1.0 Background of Study 

Girton and Roper (1977) introduced a monetary model which was designed 

to devise an index of the excess demand for money that must be relieved by either 

exchange rate or reserve changes to keep the money market in equilibrium. This 

monetary model was introduced during the flexible exchange era as a monetary 

approach to exchange rate determination after the break down of the Bretton Woods

1 system the emphasis shifted to identifying the determinants of exchange 

rates (Luo and Fang, 2005).  

 

 During the flexible exchange era, a country's exchange rate regime was set 

by the foreign-exchange market through supply and demand for that particular 

currency relative to other currencies. Thus, floating exchange rates change freely and 

are determined by trading in the forex market. This shows that the flexible exchange 

rates were volatile. According to Friedman (1953), the instability of exchange rates 

is a symptom of instability in the underlying economic structure a flexible exchange 

rate need not be an unstable exchange rate. If it is, it is primarily because there is 

underlying instability in the economic conditions.  

                                                 
1The Bretton Woods system was an international monetary framework of fixed exchange rates after 

World War II and ended on August 15, 1971, when President Richard Nixon ended trading of gold at   

the fixed price of $35/ounce. At that point for the first time in history, formal links between the major 

world currencies and real commodities were severed. 
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Girton and Roper (1977) monetary model was basically showed that under a 

managed float system the pressure to be bear the external position of a country could 

partly be absorbed by changes in that country's international reserves and exchange 

rate. This model is known as Exchange Market Pressure model (EMP) and it is said 

to better fit the period under which exchange rates are managed.  

Asian countries especially the East Asia countries have faced couple of times 

of rise in exchange rate volatility which has become the major concern for policy 

makers. During the occurrence of Asian financial crisis 2  in 1997, many Asian 

countries like Malaysia, Philippines, Thailand, Indonesia and South Korea are were 

badly affected. The Asian financial crisis was triggered after two rounds of currency 

depreciation in summer 1997, with the first one hitting Thai baht, Malaysian ringgit, 

Philippine peso, and Indonesian rupiah. Shortly thereafter, the second one occurred, 

where the Taiwan dollar, South Korean won, Brazilian real, Singaporean dollar, 

and Hong Kong dollar was depreciated. 

 In order to stabilize their currencies, these countries started selling foreign 

exchange reserves, raising interest rates, buying excess domestic currency at the 

fixed exchange rate with foreign reserves which have slowed economic growth due 

to the unstable exchange rate. These countries took a long time to recover from this 

crisis where they ended up undergoing an almost complete political and financial 

restructuring.  

                                                 
2 Asian financial crisis is a series of currency devaluations and other events that spread through many 

Asian markets beginning in the summer of 1997. The currency markets first failed in Thailand as the 

result of the government's decision to no longer peg the local currency to the U.S. dollar. Currency 

declines spread rapidly throughout South Asia, in turn causing stock market declines, reduced import 

revenues and even government upheaval.  
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Another terrifying crisis occurred again in 2008 which was the subprime 

global financial crisis. The subprime global financial crisis started to show its effects 

in the middle of 2007 and into 2008 when the world stock markets have fallen, large 

financial institutions have collapsed and governments in even the wealthiest nations 

have had to come up with rescue packages to bail out their financial systems 

(Adamu, 2008).  

 

Even though the current financial crisis and global economic downturn did 

not originate in Asia, yet the Asian countries were able to stay in a good economy 

structure. The speed of recovery in Asian has been as astonishing as the onset of the 

crisis in 1997 and 2008 could be seen in some Asian countries in Figure 1, 2, 3, and 

4. 

 

 

Figure 1 

 
Source: World Bank, 2010 
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Figure 2 

 
Source: World Bank, 2010 

Figure 3 

 
Source: World Bank, 2010 

Figure 4 

 
Source: World Bank, 2010 
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During the Asian Financial crisis in 1997, the GDP growth of Thailand, 

South Korea, Indonesia and Malaysia faced a serious downturn, but it managed to 

recover in 1999. As for South Korea, after the country faced a fall in GDP of 6.85 

percent in 1998, the economy grew by 9.48 per cent in 1999. In Thailand GDP 

growth was negative 10.51 percent in 1998 and was 4.44 percent in 1999. In 1998, 

Malaysia GDP was negative 7.35 percent and it recovered to 6.13 percent in 1999. 

Even in Indonesia a massive contraction of 13.1 per cent in GDP in 1998, turned into 

a tiny amount of growth in 1999. As for the subprime crisis, all four countries faced 

the same contraction in 2008 and the GDP growth rate still dropping in year 2009.  

 

According to Siregar, Pontines and Hussain (2010), The rapid economic 

recovery is on course which can be traced from their GDP growth rates and the 

return of a continual inflow of portfolio capital starting in the late 2009 confirmed 

the renewal of market confidence in the near term outlook of these Asian economies. 

Besides that, an unprecedented fiscal and monetary policy stimulus packages in 2008 

and early 2009 have contributed significantly to their rapid recoveries.   
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1.1  Problem statement 

Due to rapid progress of globalization and financial liberalization, currency 

crises tend to happen more often which worried many policy makers especially 

during 1997 and 2008 period where two major financial crises had stroked Asian 

economy. Both of the crisis involved severe depreciations of local currencies which 

have exacerbated the fundamental weaknesses of the affected economies. For 

example, the Asian Financial Crisis which started because of the devaluation of the 

Thai baht in July 1997, it had caused other currencies of the Asian region also 

depreciated like Malaysian ringgit, Korean Won, Singapore Dollar and others. 

Because of these weak currencies, it had caused several major Asian economies to 

collapse due to sharp falls in trade credits during the 1997 crisis. 

 

A sudden rise in exchange rate volatility has become a major problem for 

many countries because weak currencies will force financial institutions and their 

clients into debilitating insolvencies (Lane, 1999). Besides that, the past and recent 

economic and financial crisis have underscored the role of exchange rate volatility as 

a key transmission channel of a financial sector meltdown to wide spread slowdown 

in the real sector (Siregar, Pontines and Hussain, 2010). 

 

As such, exchange rate volatility has become government’ challenges 

because it can undermine the ability to manage price stability. According to 

Aizenman, et.al. (2008), it is important to manage the exchange rate volatility to 

balance the local currency before doing any necessary adjustments in their key 
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policy rates. Hence, there were several notable contributions on Asian EMP in recent 

years which have greatly enriched the empirical literature such as Gochoco-Bautista 

and Bautista (2005), and Siregar, et.al. (2010), where both papers highlighted the 

severity of exchange rate volatility during the financial crisis.  

 

So far there is no study available which is exclusively devoted on the 

exchange market pressure in these 7 selected Asian countries especially on its 

particular focus on EMP’s determinants. This is because most of the studies on EMP 

were only focusing on the relationship between EMP and monetary policy and also 

the performance of EMP. Hence, by selecting consumer price index, real gross 

domestic product, narrow money, domestic interest rate and foreign interest as the 

determinants it can help us to see whether these determinants will affect the 

performance of EMP. 
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1.2 Objective of the study 

1.2.1 General objective 

The main objective of this study is to examine the relationship between EMP, 

consumer price index, real gross domestic product, narrow money, domestic interest 

rate and foreign interest in 7 selected Asian countries; Hong Kong, Indonesia, 

Thailand, Malaysia, South Korea, Singapore and Japan during financial crisis started 

from the period 1993 until 2010 using quarterly data.  

 

1.2.2 Specific Objectives 

The specific objectives for this study are:  

1. To construct EMP calculations for these countries. 

2. To examine whether there is a long run or short run relationship between the 

variables.  

3. To compare the result of model dependent and model independent. 
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1.3 Significance of study 

This study is conducted to examine the relationship between EMP, consumer 

price index, real gross domestic product, narrow money, domestic interest rate and 

foreign interest. If the results of the study show that there was relationship(s) 

between the variables, then policy implications are needed by the government to 

manage the exchange rate volatility.   

 

Besides that, the result of this study can help the government and policy 

makers from Hong Kong, Indonesia, Thailand, Malaysia, South Korea, Singapore 

and Japan to maintain financial stability and prevent a severe credit crunch from 

happening since the sudden rise in exchange rate volatility has always be a major 

source of concern for them.  

 

Furthermore, the evidence provided in this study can be used by government 

from other countries as guidance when they want to create appropriate policy to 

overcome pressure on the currency. Not only that, the results between model 

dependent and model independent can be compared based on their effects on EMP. 

Whereby, it could become a guideline for government in policy making to overcome 

financial crisis and also to boost their economic performances.  
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1.4.  Scope of Study 

The scope of study is on 7 selected Asian countries which are Hong Kong, 

Indonesia, Thailand, Malaysia, South Korea, Singapore and Japan using quarterly 

data from 1993 to 2010 period.  All these data obtained from IFS (International 

Financial Statistic) from IMF (International Financial Fund) and each of the 

country’s central bank. The variables for this study are nominal effective exchange 

rate, international reserve, Treasury bill rate, domestic interest rate, and foreign 

interest rate, narrow money, real gross domestic product and domestic consumer 

price index. 

 

Basically, this study will be organized as follows: chapter one discuss on the 

background of study, problem statement and objective of this study. Next is chapter 

two which provides the previous relevant literature review for developed countries, 

developing countries and emerging markets. Chapter three presents the methodology 

as well as the data been used in this analysis. Chapter four provides the empirical 

results and discussion. Lastly, chapter five which will concludes the findings with 

policy recommendations and also the limitations of the study. 
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CHAPTER TWO 

LITERATURE REVIEW 

 

2.1 Meaning and Concepts of Exchange Market Pressure 

The index introduced by Girton and Roper (1977) was the simple sum of the 

rate of change in international reserves and the rate of change in the exchange rate. 

In the paper of Girton and Roper (1977) this index was for the first time termed as 

EMP. Another important contribution to the EMP model was provided by Weymark 

(1995, 1997) who introduced and estimated a parameter (conversion factor) standing 

for the relative weight of exchange rate changes and intervention in the EMP index. 

Spolander (1999) extended Weymark (1995, 1997)’s model by incorporating the 

model a monetary policy reaction function and sterilized foreign exchange 

intervention.  

 

This chapter is divided into three sections. The first section consists of the 

test on exchange market pressure on developed countries. The second section 

consists of the test on developing countries and the final section consists of the test 

on emerging markets.    
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2.2 Relevant Literature on Developed Countries 

By using monetary macro model, Poso and Mikko (1997) discovered that 

central bank’s money market interventions are important EMP in Finland. Besides 

that Bahmani-Oskooee, and Bernstein (1999) employed Girton and Roper’s EMP 

model and discovered that the pressure on the external account in the G7 countries 

(Canada, France, Germany, Italy, Japan, UK, and US) can be absorbed by a change 

in reserves. Pollard (1999) also discovered the growth of US money supply effects 

exchange market pressure in Barbados and Guyana, while changes in US interest 

rates and the US inflation rate strongly influence exchange market pressure in 

Jamaica and Trinidad & Tobago.  

 

Pentecost, Hoodyonk, and Poeck (2001) justified that there is an inverse 

relationship between the changes in the budget deficit and the exchange market 

pressure and the direct effect from changes in competitiveness for most of the 

countries in EU. As for Jacques, Andre, and Maret (2004), they found out that the 

average exchange market pressure in Central- and East-European countries (CEECs) 

was marginally smaller in countries and periods characterized by an intermediate 

exchange rate system as compared to those characterized as a floating regime.  

 

Jacques, Andre, and Maret (2004) found out that the average exchange 

market pressure in Central- and East-European countries (CEECs) was marginally 

smaller in countries and periods characterized by an intermediate exchange rate 

system as compared to those characterized as a floating regime.  
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By using model-dependent approach proposed by Weymark (1995, 1998), 

Shakila (2004) test result show that Reserve Bank of Australia (RBA) contributed to 

the large depreciation of the Australian dollar between 1997 and 2001. RBA 

intervention also magnified pressure for the Australian dollar to depreciate and 

reversed pressure for the dollar to appreciate.  

 

As for Chung (2006), He also stated that government intervention is also an 

important EMP indicator. Both of these interventions should be modelled explicitly 

because it can result interest rate changes on the exchange rate. Then, Klaassen and 

Jager (2006) introduced a new model-free approach to derive a measure of EMP   

which depends on the relative exchange rate change, the interest rate level relative to 

a benchmark rate, and on interventions. Their model implies that the interest rate 

should be taken in levels, not in the first-difference form typically used and the level 

should be taken relative to the interest rate chosen if the country had no external 

economic objectives. 

 

Siklos and Weymark (2006) discovered  a new concept of ex ante exchange 

market pressure (estimate of the change in the exchange rate under the 

counterfactual experiment that the central bank did not intervene and that this policy 

was rationally anticipated by economic agents) to measure the longer term 

effectiveness of exchange market intervention which they found the effects of 

sterilized interventions persist at quarterly frequencies. They also managed to 

identify the differential between ex post EMP and actual exchange rate movements 

and concluded that interventions primarily impact expectations. 


