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Japanese Automobile Industry

Retrospect and Prospect

Japanese cars seems has become the symbol of the success of Japan economy

recovering from the war. Nissan, Toyota, and Honda are well-known motor

companies for consumers'. However, the bubble economy and consequent recession

and Asian financial crisis have put the Japanese automobile industry in trouble. The

purpose of this paper is trying to briefly review the structure and development of the

Japanese automobile industry and to give some light about its current issues and

future as well.

L. The Overview of the Structure of Japanese Automobile Industry

Based 1o the 1998 automobile production data (see table 1), we know that the major

Table 1 Production of Japanese Motor Makers

Thousands units; %

Maker Cars | Share % | Trucks | Share % Buses ] Share % Total | Share %
Daihatsu 406 5.0 150 7.7 - - 536 3.5
Fuji 353 4.4 73 38 - - 427 472
Hino - - 36 1.9 4 7.1 40 0.4
Honda 1,147 14.2 96 4.9 - - 1,243 12.4
fsuzu 46 0.6 261 13.5 3 54 310 3.1
Mazda 707 8.8 132 6.8 - - 838 8.3
Mitsubishi 748 93 325 16.8 8 4.3 1,081 10.8
Nissan Dicsel - - 28 1.4 l 1.8 29 0.3
Nissan 1,333 16.8 195 10.0 6 10.7 1,532 15.4
Suzuki 625 7.8 182 9.4 - - 807 8.0
Tovora 2.670 33.1 462 23.8 34 60.7 3,166 315
Toral 8.053 30.1 1.938 19.5 36 0.6 10.050 100.0

Source: Japan Automobile Manufacturers Association (“JAMA™)



type of automobile produced is car, which accounts for 80% of all the motor vehicle
produced. Among the eleven automakers, Toyota, Nissan, Honda, Mitsubishi and
Mazda are the five largest automobile companies in Japan. In addition. we can also
learn that Japanese automobile market is very concentrated. The three biggest
automakers manufactured almost 60% of total production. The possible reason is that
the motor manufacturing business is very capital- and technical-intensity industry
which prohibit small-medium corporations from entering market.

Next, let us see some numbers related to international trade (see table 2). Most of the
vehicles were exported to North America and Europe. These two regions are also the
areas that most of motors imported from. There are two points worth mention, first.
among the imported countries, Germany has exported more than 130 thousands
vehicles to Japan. Second, although the share of export of Asia is less than 6%, it is

not the normal situation® and should be attributed to the effect of the Asian financial

Crisis.
Table 2 1998 International Trade of Motor Vehicle
Export (bv destination) Import (by countries of origin)

Area Unit | Share % Unit | Share %
North America 1,459.33 322 60,764 224
(Canada & U.S))

Latin America 450,128 9.9 1.046 0.4
Europe 1,370,931 303 206,234 76.1
Asla 264,987 5.8 1.512 0.6
Middle East 453,139 10.1 - -
QOceania 347,194 7.7 1,460 0.5
Africa and other 131,138 4.0 37 0.0
Total 4.528.875 100.0 271.033 100.0

Source: JAMA

' The ten lareest motor companies. based on 1998 revenue, in the world are General Motors,
DaimlerChysler, Ford Motor, Toyora, Volkswagen. Nissan. Fiat, Honda. Renault, and Peugeot. [Fortune
1999]
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I1. The Evolution of Japanese Automobile Industry
Toward Industrialization
Japan had developed its motor manufacturing industry before World War Two and
focused on trucks for military use’. After war, only the production of trucks was
permitted in the earlier year. Then, the limitation had been relaxed gradually. In
1952, Ministry of International Trade and Industry (“MITI”) set up guidelines aimed
at introducing new technologies to Japan through: (1) technical collaborations with
foreign automobile manufacturers; (2) improving production technologies for
passenger cars; and (3) manufacturing automobiles that would be competitive in the
export market. In addition, there were some special measures had been adopted:*
¢ Limiting car import: Raised the duty on foreign car up to 40% aﬁd implement
foreign exchange control, in order to decrease the competition faced by domestic
cars.
¢ Restricting foreign direct investment (“FDI”) on domestic car industry, unless the
manufacturing technology can be improved by FDIL
¢ Providing loan support: Provided soft loan to automobile firins by Japanese banks.
» Applying tax concessions: Reduced the corporate tax, excise tax and duties for
auto parts and equipment.
Under those measures, the Japanese car companies could lower the production cost.

They also built up the cooperation relationship with foreign automakers to introduce

* The motors exported to Asia were around 60 thousand units per year in the first haif of 1990s.

* Ford had started its trucks assembly business in Japan in 1923, GM also established its branch in Osaka in
1927. For reducing the huge trade deficit. Japanese government decided to build up its own automobile
industry. in 1936, a special law had been promulgate to restrict foreign automakers’ production, raised
the car duties and provide tax credit for automakers. [JAMA, 1997]
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the concept of making cars and related know-how. For example, Nissan cooperated

with Austin, a British firm; Hino with Renault, a French company, etc... All these

efforts have made a solid foundation for the next phrase of development.

Rapid Expansion

From the mid-30s to earlier 1970s were the golden years of the Japanese motor

companies. Because of government protection. the competitiveness of Japanese

automobile has enhanced dramatically. In addition, the economic prosperity during

this period increased the demand for cars. As a result, the number of automobile

manufactured had grew from 68 thousand in 1955 to 1,875 thousand in 19635,

increased 26 times within ten years, and to 5,289 thousand in 1970s (see table 3)

Table 3 The Production of Japanese Automobile

I Car Truck Bus Total

Year | Unit* .1 Growth % | Unit* | Growth % | Unit* ! Growth % | Unit* | Growth %
1950 2 - 27 - 4 - 32 -

1955 20 L1715 44 65.5 3 372 69 118.2
1960 163 714.5 308 602.3 8 75.5 482 598.6
1965 698 32171 1,160 276.6 19 1293 1,876 289.5
1970 3,178 356.6 1 2,064 77.9 47 140.7 | 5,289 182.0
1975 4.567 43.7 1 2,338 13.3 36 22510 6,940 31.2
1980 7.038 3411 3,913 67.4 92 153.7 | 11,043 39.1
1985 7.646 8.7 4545 16.1 80 1311 12,271 11.1
1990 9,947 30.1 3,499 -23.1 40 -49.5 | 13,487 9.9

* thousand units

Source: JAMA

4 I-chi Chan, “The Current Situation of Automobile [ndustry of Japan™. Tanvan Economic and Financial

Monthly. June 1994.



Japan became the second largest automobile-producing country in the world, next
to the U.S. only.
However, the trend of trade liberalization also brought great pressure for Japanese
car industry. For example, between 1967 and 1972. the duties of all kinds of
automobile had been reduced a half due to the trade talks with the U.S. Moreover,
since 1971, foreigﬁers had been allowed to invest in domestic car industry. Facing
these challenges, the strategies of Japanesé automobile companies included: (1)
improving the production efficiency; (2) investing abroad; (3) merger (e.g.,
Nissan merged Prince) and cooperation.’

Strengthening Competitiveness
The 1973 oil crisis had affected world economy and Japanese automobile industry
as well. The factor of gasoline-saving was as important as the quality of cars. The
small car developed by Japanese firms met those market requirements very well.
[n addition, the vigorous environmental standards of emission in Japan also let
Japanese cars be less air-polluted. Further, automatic production lines. various
car models, and just-in-time manufacturing system helped the Japanese
companies created the more high-quality, low cost cars that were welcomed by
consumer around the world. Although the second oil ¢risis in 1979 resulted in
world economic recession and high employment, which caused the rise of the
protectionism and less demand for cars, production of Japanese motors still grew
from 5,289 thousand units in 1970 to 11,042 thousand units in 1980, and put

Japanese automobile industry on the top of the world.

5 Institute for Industrial Technology Research, Analvsis of Motor Motorcyele and Bike Industries, July
1997.
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Globalization
During the 1980s, the total amount of car production of Japan remain about 10
mitlion units per year, which showed Japan was the most important car-making
country in the world. However, as the market leader, Japanese motor industry also
threatened their counterparts in the U.S. and in Europe. To weaken the protest and
counter attack by western countries as well as create the investment opportunity
overseas, the Japanese car begin to adopted globalization strategies. such as
international technical cooperation and establish overseas manufacturing factory.
For example, Nissan invested in Spain to produced trucks in 1980, and set up its
production lines in Tennessee in 1983; Toyota cooperated with GM and produced
trucks in 1984; Mazda began its production in Michigan in 1987, and cooperated
with Volkswagen to make cars in Germany in 1989; Mitsubishi manufactured
autos with Volvo in the Netherlands in 1991.
In 1986, total overseas production by Japanese automakers was roughly 1.3
million units. Surpassing their exports for the first time during 1994, their
overseas production had more than quadrupled by 1993 to hit 3.620.000 units. In
1995, exports dropped 15 percent to 3,790,000 units, marking the tenth straight
year of declining exports and a fall of 44 percent from the 1986 peak.

Development in the 1990s
The Japanese economy prospered in 1980s. But the bubble economy burst in the
early 1990 and economic growth slowed. which weakened consumer demand.
The production of autos decreased in the consecutive five years since 1991,

Besides. the expensive labor cost and mature domestic market caused the



automobile companies to shift their production abroad. As a consequence, the car

made within Japan decreased 13% in the last decade.® The importation of foreign

cars, however, continued increased, thanks to the appreciation of ven.’

Contrary to the over domestic production and sales, the Japanese companies

expanded their overseas production aggressively (see table 4), mainly because of

the concerns to reduce cost and to avoid trade disputes®.

Table 4 The Share of Overseas Production of Japanese Automobile Industry

Thousand Unit; %

Year Domestic Production | Overseas Production Total Overseas/Total
1990 13,487 3,748 17,235 21.8
1961 13,245 4,029 17,274 233
1992 12,499 4,435 16,934 26.2
1993 11,228 5,082 16,310 31.2
1994 10,554 5,757 16,311 353
1995 10,196 6,516 16,511 38.3
1996 10,346 6,625 16,971 39.0

Source: JAMA

Among Japanese overseas investment, North America (i.e., Canada, U.S. and

Mexico) attracted the largest portion of the investment and produced more cars

than other region did. Nevertheless, the growth of the motor production in Asia

® The domestic auto production was 12.6 million in 1988, the number was 10.9 million in 1997. [JAMA,

1998)

" The market share of foreign cars rose from 2.6% in 1990 to 5.6% in 1996. Almost one half of imported
cars was made in Germany. [JAMA]

8 Shu-lin Liao, “From 97 1o 98: The Review of Japans Car and Motorcycle Markets,” Taiwan Economic
and Financial Monthly, May 1998.



and in Europe skyrocketed’. The major reasons other than diversifying investment

are:

1. Asian market is the most potential market in the future.

)

. Association of South East Asian Nations (“ASEAN™) planned to establish free
trade area in 2003, and this new emerging atiract huge amount of FDI, Japan

was the largest investor among all investors.

[OF)

. Europe became a single market in 1992 and there were lots of advantages to
invest.

The Asian Financial Crisis
The bursting of the Asian financial crisis in 1997 had global economic effects.
The domestic demand of most of crisis-hit countries has fallen'. Japan was no
exception. In éddition, Japanese government raised the consumption tax in 1997
from 3% to 5% to reduce the fiscal deficit, which further deteriorated the
consumption and car demand. The export and domestic sales of cars fell
dramatically."
Regarding domestic production, the production units in the second half of 1997
was 5,277 thousand, 10% less than the same period of previous year. Because the
stock of inventory continually increased with two-digit growth rate. Japanese
motor companies have to cut their production without choice. The production unit

in April, 1998 was only 761 thousand, hit the lowest record since 1976. The total

*The production number of North American in 1990 was 1.8 million and was 2.9 million in 1996; the
number of Asia was 1.2 million and 2.2 million respectively: in Europe, it was 0.2 million and 0 8
million. [JAMA, 1998]

19 According to E1U. the car sales in Asia would drop 37% in 1998, back to the 1992 level. The car sales
might decreased 62% in Korea, 70% in Thailand. 33% in Malaysia and 80% in [ndonesia.

' For example, the sale units of new cars fell in consecutive |3 months compare to the same month of
previous vear started from June, 1997.



production in the period from July, 1997 to June. 1998 had dropped 15%. In the
export market, although the order from Europe and U.S. increased in 1997 due to
the weak yen, the effect of Asian financial crisis had emerged since mid-1998.
The export growth rate became negative in May and June, 1998, compare to the

same month of previous year.

L. Current issues and prospectus
Japanese automobile has faced problems like the low domestic demand due to the
recession and export problem caused by financial crisis. What are their future
strategies? Following is the analysis:

o Strengthen the alliance partnership with western motor companies: To access the
overseas markets, reduced the R&D cost and shorten the developing schedule for new
car model, Japanese motor companies has strengthened their international tie with
European and American automakers as well as expanding their overseas investment. '

e  Promoting “Asia Car”: Japan automakers have invested in Southerneast Asian
countries since 60s. Establishing auto assembly plants was the strategy to enter the
local market at the early stage. At the beginnings of 90s. Japanese companies had
realized the importance of “production localization™ and the market potential of this
region. Thev began to transfer more advanced technology to their local partners and to
purchase more car parts from local enterprises. Many Japan motor companies also

began to produce their “Asia Car” to compete with European cars or American cars in

" Toyota has invested 42 biilion yen to establish its third engine plant in U.S. for Colloa model. [Taiwan
Bank, 1998]



Asia market.” The concept of Asia Car is to modify the current car model to fit the
need and environment of Asia region. For example, the hitting system would be
removed; the price would be lower, and the cars should be made in local countries to

reduce the cost.

e Economize procurement of auto parts: In the past, the japanese motor maker and
their parts suppliers had a very strong and close relationship, i.e.. so-called center-
satellite system. Every motor company (center) had its own auxiliary firms (satellite)
and those satellite suppliers would not provide their products, such as car bake and
board, to the other motor groups. But the situation has changed. The automakers and
parts suppliers both tried to seek their economic scale and flexibility of manufacturing
to reduce the cost. Now, the automakers begin to purchase the auto parts from
independent car parts producers or those belonging to a different group."

o In addition, to enhance the competitiveness, J apaneée automakers also purchase car
parts from abroad and use ASEAN’s Brand to Brand Complementation (“BBC™)
program to expand the production scale and supply auto parts mutually within the
region® These trends might reshape the auto parts industry of Japan in the future:

Less company with larger production scale.

"* For example, Tovota was the first Japan company to produce this kind of car. It used Tercel as a base and
developed a low price “national car” for Asia countries. The ratio of local parts was 70% to reduce the
cost. The production base was in Thailand. Nissan plan to develop a modified Sunny car and increased its
market share from 2.8% to 5.2% in 2000. Mitsubishi pian o enhance its production lines in cight Asian
countries so the production volume could be increased from 300 thousand to 800 thousand.

" For instance, Nissan had ordered seat vibrator for Cima model trom Aishin corp. which is the member of
the Toyota group.

" The participant of BBC program could enjoy the 50% duty concession advantage. Nissan planed to
increase its auto parts complementation to 13 billion yen in 2000: Honda also joined this program and
hope the 70% parts for its City model could be supplied by ASEAN countries.
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o Corporate reconstructing: Reorganization and merger are very popular in automobile
industry as well as other industry, such as banking, in the modern time.'® The global
market becomes more and more competitive. It is very important for Japanese motor
companies to restructure and to make themselves more dynamic.fn addition,
Japanese enterprises also need to adjust to some new changes, such as the likely
break-up of keiretsu. Some automakers, for instance, Mitsubishi Motors, has
announced global restructuring plan.” The recent case is the restructuring of Nissan

Motor, which called for layoff 21,000 wortkers and closed five factories in Japan.'®

Conclusion
Although the Japanese automobile industry has some troubles due to the Japan's
deepening recession, the collapse of other key Asian markets and the stiffer
competition around the world. There are some evidence show the worst days might
have passed. According to the estimation of IMF, the Asian countries has recovered
from the financial turmoil."” And Japan’s economy, which had stopped deteriorating,
is currently turning to improve: The real GDP for the first quarter and second quarter
of 1999 increased 7.9% and 0.9% respectively at annual rate from previous quarter.”
Still, restructuring Japanese automobile industry, which is vital for the health of

corporate Japan, might have a long way to go.

'® A well-known case is that Germany car giant, Demiler Benz, merged with Chrylser in 1998.

7 Barbara McClellan, * Mitsubishi: "Time of real change',” Ward's Auto World, Dec 1998.

" Nissan had been bailed out by Renault’ injecting 643 billion yen in last March. The restructuring plan
will be executed by its COO, Mr.Carols Gosen, who came from Renault. [Economist. 1999]

" The estimate of economic growth rate of ASEAN-4 (Indonesia. Malaysia. Thailand. and the Philippines)
in 1999 and 2000 were 1.4% and 3.6% respectively, much better than —9.8% of 1998. [IMF, 1999]

* Economic Planning Agency, Monthly Economic Report . July 1999 and November 1999.
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I. Prerequisite Free Trade: Multilateralism and Non-Discrimination

Through intemarional wade in gbods and services, and intemational flows of money, the
economies of different countries are more closely linked to one another now than ever before.
Countries engage in intemational trade for two basic reasons, each of which contributes to
their gain from trade. First, countries trade because they are different from sach other. Nations
can benefit from their differences by reaching an arrangement in which each does the things it
does relatively well. Second. countries trade to achieve eco.nomies of scale in production.
That is, if each country produces only a limited range of goods. 1t can produce each of these
goods at a larger scale and hence more efficiently than if it tned to produce everything.

There are three basic models discuss why intemarional trade occurs. The traditonal
Ricardian model emphasizes technological differences as the cause of trade; the Heckscher-
Ohlin-Samuelson model emphasizes differences in factor endowment. Additional model can
be generaied by varying assumptions about the number of goods and factors, by placing
restrictions on the technology, and so on. In the real world, trade between two couniries can
benefit both countries if each country export goods in which it has a comparative advantage.
Each country specializes n the production of the good in which it has a comparative
advantage. We know that countries whose relative labor producniw-'ities differ across indusiries
will specialize 1n the production of different goods. And we also know that bath countries
derive gains from trade from this speciahization. This mutual gain can increase production and
consumption for cach trading country. In the absence of trade. consumption possibilities are
the same as the production possibilities. Once trade 15 allowed. it has enlarged the range of

choice, and therefore 1t must make residents of cach country better off.

|



All gains of free trade come from the differences (resources. technologies, consumption
references, etc ) and comparative advantages by every country specializing the production in
which it has comparative advantage, the world wid= resources can reach optimal allocation
and most efficient utilization, which in tum promote economic growth an improvement of
people’s well being.

In order to realize specialization and efficient utilization of resources in the world-scale,
we need free flow of commerce covering every area of the world. That is why the founding
principles of GATT and the late-WTO are multilateralism ﬁnd non-discrimination. Any taniff
reduction and elimination of non-tariff barrier should be applied to every area of the world. If
we don’t hold the principles of multilaterlism and non-discnimination, the world trade system
could downgrade to several trade blocs and trade restriction and retaliation. Protectionism
would become the mainstream policy in intemational trade. Historical experiences had taught
us repeatedly that protectionism means simply the trade contraction, economic depression and
like in 1930s social disaster.

In the real world there are both many countries and many gradations of trade policy
between free trade and complete protecuion against imports. Afier the Great Depression, the
United States endeavored to develop the internationally coordinated tarff reduction. Bilateral
negotiations do not take full advantage of international coordinanon. Thus the siep
intemational trade liberalization was to process to mulnlateral negotiations involving a
number of countries. Prior to 1980s, the United States placed overriding priority on the global
regime as embodied in the General Agreement Tanff and Trade (GATT). [n the carly 1980s,
the US shift its trade policy to pursue global liberalization and a number of regional initiatives
simultaneously. And now there are a lot of FTAs and CUs tvpes of regional agreement, not
only NATFA and EU, but also APEC and ASEAN etc. [t is violated the merit of free trade

for multilateralism.
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I1. Why regionalism contradicts multilaterialism

The central principle of the GATT is nondiscrimination: If trade barriers were lowered
for one trading partner, they had to be lowered for all trading partners. The international trade
agreements all {nvolved a “nondiscriminatory” reduction in tariff rates. Nondiscrimination is
normal in most tariffs. The U.S. grants many countries a status known formally as that of
“Most favored nation” (MFN), a guarantee that their exporters will pay tani{fs no higher than
that of the nation that pays the lowest. All countries granted MFEN status pay the same rates.
Tariff reductions under GATT always are made on a MFN basis. On the contrary the
preferential trading areas (PFTs), founded on the article XXIV of GATT, 1s a union of two or
more countries in which goods produced with the union are subject to lower trade barrier than
the goods produced outside the union. The tariffs apply to each other’s products are lower
than the rates on the same goods coming from other countries.

Under PFTs. there are free trade areas (FTAsS) and customs union (CU). FTAs allow .
each country's goods can be shipped to the other without tarifs, but in which the countries set
tariffs agatust the outside world independently. The North Amerivan Free Trade Agreement,
which establishes free trade among Canada, the United States, and Mexico, creates a free
trade areas: There is no requirement in the agreement that, for example. Canada and Mexico
have the same tariff rate in textiles from China. Countries in customs union must agree on
tariff rates. The European Union is a full customs union. All of the countries must agree to
charge the same rariff rate on each imported good. The principle of non-discrimination is the
comerstone of the GATT-WTO system, and free rrade areas or customs union are inherently
discriminatory and not reducing tanffs all around. The discrimination or tantf, the Spaghetu
Bow! Phenomenon, clutters up trade. And now there are a lot of FTAs and CUs types of
regional agreement, not only NATFA and EU, but aiso APEC and ASEAN ete. [t1s violated

the ment of free trade for multilateralism.
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I11. Regionalism undermines multilaterialism

Many pro-free-trade economists, policy analysts and politicians have come to take the
view that regional agreements promote freer trade and multilateralism in art least two senses -
that trade creation has genefally exceed trade diversion, and that the regionals contribute to
both internal and intemnational dynamics that enhance rather than reduce the prospects for

global liberalization. Indeed, the following concemns illustrate why regionalism undermines

multilateralism:
1.Trade diversion and trade creation

By liberalizing trade among members preferentially, regional agresments create new
trade between members and divert trade from low-cost, non-member suppliers to high-cost,
member suppliers. It is a shift of imports from an efficient to an inefficient source under trade
diversion. In addition, the weaker and uncompetitive industries in a country are more likely to
make political contributions to enhance the probability of that country concluding regional
agreements with other countries in which producers, whe would be their competitors in the
regional agreements, are, like themselves, not the most efficient foreign producers. The
impact of preferences may more than offset the trade-creation benefit of the regional
liberalization. Moreover, an individual member of a preferenual arrangement could suffer

from adverse income distribution effects that arise from the arrangement’s redistribution of

tariff revenues.
2 [ncreased Tariffs on Non-member Countries

Another problem with regional agreements 1s that they can lead to increase protection
against non-member countries, turning even an initially rade-creating into a trade-diverting
one. [n bad times, pressure for protection grow and when a regional agresments member is
unable to raise trade barrier to against a partner, the burden of increased trade barriers falls

disproportionateiv on the outside world. This happened in [srael after it concluded FTAs with



both the United States and EU, and later in Mexico which, aftermarh of the Peso crisis, raise
tariffs on non-members countries on 303 items from less than 20 percent to 35 percent. The
same phenomenon has also been observed recently in the Central African Customs and
Economic Union (UDEAC) which introduced an across-the-board increase in tanffs on non-
members to suppott trade preferences among member Countries.
3.The Spaghetti-Bowl Phenomenon

To avoid trade deflection, regional agreements usually include rules of origin according
to which products receive duty-free status only if a pre-specified proportion of value-added in
the product originates in member countries. With the proliferation of crisscrossing regional
agreements, the nondiscriminatory MEFN (most favored nation) tariff is being fast replaced by
a spaghetti bow!l whereby tariffs vary according to the ostensible origin of the product.
Among these countries the trade tariff are so complicated. There are differing rules of origin

for different FTAs and differing phase outs of tariffs on identical products in different FTAs.
IV. The Merit of WTO

Since the United States believed that tariff had disastrous effects on intermational trade
which was caused the Great Depression, they have made effort to reduce tanff rate. The
General Agreement on Tariff and Trade (GATT), based on the most favorad nation clause s;nd
the principle of non discrimination, concluded in 1947, the later shift to multilateralism. Since
1943, thers have been eight major multilateral trade agreements. The first five of these took
the form of “parallel” bilateral negotiations, whers each country negouates pair-wise with a
number of countries at once. The sixth mulilateral trade agresment. known as the Kennedy
Round. was completed in 1967. This agreement invoived an across-the—board 30 percent
reduction in tariffs by the major industrial countries. Overall. the Kennedy Round reduced
average tanffs by about 33 percent. The so-called Tokyo Round ot trade negouations

(completed in 1979) reduced tariffs by a formula more complex than that of the Kennedy



Round. In addition, new codes were established in an effort to control the proliferation of non
tariff barriers, such as voluntary export restraints and orderly marketing agreements. Finally,
in 1994 an eighth round of negotiations, so-called Uruguay Round, was completed. The most
important results of Uruguay Round are trade liberalization and administrative reforms.

The multilateral tariff reductions since World War II have taken place the umbrella
framework of the General Agreement on Tariffs and Trade (GATT) which embodies a set of
tules of conduct for international trade policy. Uruguay Round creates a new institution, the
World Trade Organization (WTO), replacing the GATT. WTO carries out the old function
under a new name. The main difference from previous practice is that the charter of the WTO
will include a new, accelerated process for resolving disputes between member countries. The
most important new agreement-the General Agreement on Trade in Service-has set up a legal
framework under which future negotiations to liberalize service trade.

Apparently from GATT to WTO, not only the tariffs on goods have been reduced

significantly, but also the non tariffs on service trade do. The world trade volumes have

increased promptly so far.

V. How the regionalism emerges
1. The first period of regionalism: Before 1960s

Article XXIV of the GATT allowed a group of countries to dismantle all trade barriers
only among themselves. That was the door through which the European Community (EC)
passed in 1957, with U.S. approval. Though Amencans were not at the iime interested in
Article XXIV for themselves, the EC effort led to an outpouring of short-tived FTAs in the
developing countries. with the 1960 Latin American Free Trade Association being the most
prominent. But the time was not vet ripe tor their success. From the economic point of view
U.S. doesn't like see the formalization of EU. which 13 not commit to free trade. From the

political pownt ot view, U.S. approvals it which could contront to Soviet Union together.



2. The second period of regionalism: From the 1980s

[n the early 1980s, U.S. trade policy embraced regional trading arrangement as a tactic
to promote a new round of multilateral trading negotiations. Faced with European refusal to
start multilateral trade negotiations in 1982, and with growing protectionism at home that
required countervailing moves to expand trade. The Reagan administration initiated the talks
culminating in the Canada-U.S. Free Trade Agreement now tuming a decade later into
NAFTA, the North American Free Trade Agreement, with Mexico. The new NAFTA is
clearly a regional FTA, and extending it to South America would undoubtedly stamp it as
regionalism par excellence.

In the late 1980s under the threatening by Japan, a “diminished giant syndrome” has
struck American. This affliction has caused a loss of confidence in America’s inherited
postwar trade polices. The narrower vision has been to encourage the notion that the United
States is interested in trade regionalism no matter how strong its profassed commitment td
multilateralism. Since the U.S. also recognizes its vital trade interests in the rapidly expanding
markets ot the Far East, 1t has found itself in sn awkward position. According to that school
of sought, the tum to FTAs was a tactical move designed to jumpstart the GATT multilateral
negotiations. Having succeeded in doing so, it is now time for America (o return to its original

commitment to the GATT as the best means to liberalize world trade.

V1. Conclusion

Through intermational trade in goods and services, and international flows of money. the
economues of different countries are more closaly linked to one another now than ever before.
In the real world there are both many countries and many gradations of trade policy between
free trade and complete protection against imporis. After the Great Depression. the United
States endeavored to -develop the intemationally coordinated rtaritf reduction. The step in

international trade liberalization was 1 process to rmuitilateral negotiations involving a
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number of countries. The principle of non-discrimination is the cornersione of the GATT-
WTO system, and free trade areas (FTAs) or cusioms union (CUs) are inherently
discriminatory and not reducing tariifs all around. The discriraination of tanff, the Spaghetu
Bowl Phenomenon, clutters up trade.

Many pro-free-trade economists, policy analysts and politicians have come to take the
view that contemporary regionalism is open and will strengthen the multilateral trading
system. Indeed, the following concerns illustrate why regionalism undermines
multilateralism: 1. Regional agreements create new trade between rﬁembers and divert trade
from low-cost, non-member suppliers to high-cost, member suppliers. It is a shift of imports
from an efficient to an inefficient source under trade diversion. The trade diversion offset
more than trade creation; 2. Increasing tariffs on non-member countries grows pressure for
protection and when a regional agreements member 1s unable to raise trade barrier to against a
partner, the burden of increased trade barriers falls disproportionately on the outside world; 3.
With the proliferation of crisscrossing regional agreements, the nondisctiminatory MFN (most
favored nanon) tantf is being fast replaced by a spaghettl bowl whereby tariffs vary according
to the ostensible origin of the product.

| In the early 1980s, U.S. wade policy embraced regional trading arrangement as a tactic
to promote a new round of multilateral trading negouarions. In the late 1980s under the
threatening by Japan. a “diminished giant syndrome” has struck American. This affliction has
caused a loss of confidence in America’s mherited postwar trade polices. According to that
school of scught. the tum to FTAs was a tactical mo;fe designed to jumpstart the GATT
multilateral negotiations. Having succeeded in doing so. it 1s now time for America o return

to its original commitment to the GATT as the best means to liberalize world trade.
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Shiow-Chyun Jin

I. LEADERSHIP

A leader is someone who is able to size up a situation quickly, define a direction to
pursue, and mobilize subordinates’ energies toward the achievement of a particular goal.
Everyone wants to know how to become a better leader. What is the effective leadership? In
fact, leadership is the essence of effective management practices. Effective leadership
requires an understanding of the situation and the decision-making practices that apply to the
situation.. Leadership also requires flexibility in personal style to adapt to the requirements of
varying management situation and decision problems. From the differences between
transactional and transformational leadership, we can identify the necessarv behaviors and
characteristics for effective leadership. Transformational leaders capture the fragile essence
of lcadership by inspiring others, by developing and showing consideration towards
subordinates, and by providing intellectual stimulation. Transformational leaders, on the
other hand, set up contingent reinforcement practices that create a no-win situation for
subordinates-and for the leader. Charismatic leadership is central to the transformational
leadership process. A leader is seen as charismatic if he or she has followers who imbue him
or her with extraordinary value and personal power. This is more easily done when
subordinates have highly dependent personalities. On the other hand, subordinates who pride
themselves on their own rationality, skepticism, independence. and concerns for rules of law
and precedent are less likely to be influenced by a charismatic leader. Subordinates who are
egalitarian. self-contident, and high in status are likely to resist charismatic leaders.

Transactional leaders will let their subordinates know what is expected of them and what they



can hope to receive in exchange for fulfilling expectations. Clarification makes subordinates

confident that they can fulfill expectations and achieve mutually valued outcomes.

I1. The intersection of leadership and Decision-Making

[n traditional models of the managerial process. the manager makes decisions on matters
within his area of freedom, issues orders or directives to his subordinates, and monitors their
performance to ensure conformity with these directives. Scientific management has
contributed to this centralization of decision making in organizations by focusing on the
development of methods by which managers can make more rational decisions, substituting
objective measurements and empirically validated methods for casual judgments. Most social
psvchologists and other behavioral scientists have called for greater participation by
subordinates in problem-solving and decision-making process. The efficacy of participative
management indicates that impressive Increases in productivity can brought about by giving
workers an opportunity to participate in decision making and goal setting. [n addition, several
correlational field studies indicate positive relationships between the amount of influence that
supervisors afford their subordinates in decisions which affect them an d individual or group

perform.

Reconciliation of these discrepant findings is not an easy task. It is made complex by
different empirical interpretations of the term “participation™ and by great differences in the
situations in which it is applied. [dentification of the situational conditions, which determine
the efficacv of participative management. requires the specification of the decision-making
process that it may influence the extent to which the tormal objectives of the organization are

attained. Social scientists begin to develop some definitions of the circumstance under which

[ ]



participation in decision making may contribute to or hinder organizational effectiveness. A

normative model of leadership style was developed. The model attempts to deal with the

complexities of the processes involved in leadership by specifying (1) a set of alternatives

among which a choice 15 to be made, (2) the general nature of the processes which they affect,

(3) the principal variables governing the effects of the alternatives on each process, and (4)

explicit rules for decision making based on estimates of the outcome of each process.

IT1. The Methods and Modes of Decision-Making Practices

Two methods of decision-making are proposed: the root method and the branch method.

The root method involves a comprehensive means-ends analysis; the branch method assumes

relativistic comparisons across particular decision-making outcomes. Let us put the

characteristics of the two methods side by side in simplest terms. (See Tigure 1)

FIGURE |

Rational Comprehensive (Root)

Successive Limited Comparisons (Branch)

la.Clarification of values or objectives distinct
from and usually prerequisite to empirical
analysis of alternative policies.
2a.Policy formulation 1s therefore approached
through means-end analysis: First the ends
are isolated, then the means to achieve them
are sought.
3a.The test of a “good™ policy is that it can
be shown to be the most appropriate means
to desired ends.

1b.Selection of value goals and empirical analysis
of the needed action are not distinct from
one another burt are closely intertwined.
2b.Since means and ends are not distinct. means-

end analysis is often inappropriate or limited.

3b.The test of a “good™ policy is typically that
various analysts find themselves directly
agreeing on a policy (without their agreeing

that it 1s the most app appropriate means to an




agreed objective).
4a.Analysis is comprehensive; every important  4b.Analysis is drastically limited:
relevant factor is taken into account. i) Important possible outcomes are neglected.
il)Important alternative potential policies are
neglected.
111) Important affected values are neglected.
5a.Theory is often heavily relied upon. 5b.a succession of comparisons greatly reduces

or eliminates reliance on theory.

The root method is the method most commonly advocated but it is not adaptable to
complex policy decisions, many of which are made by managers. Of particular importance to
public administrators is the fact that public agencies are in effect usually instructed not to
practice the first method. That is to say, their prescribed functions and constraints — the
politically or legally possible- restrict their attention to relatively few valves and relatively
few alternative policies among the countless alternatives that might be imagined. It is the
second method that is practiced. However, the literatures of decision-making, policy
formulation, planning, and public administration formalized the first approach rather than the
second, leaving public administrators who handle complex decisions in the position of

practicing what few preach.

iV. How to Stimulate the Motivation of Subordinates

No matter an institution has created how well policies or ideal objectives, execution is
necessary. The understanding of why workers behave as they do which assist leaders in
getting workers to behave in a desirable manner is very important. There are at least 20 major
approaches to the study of métivation. The following are the greatest utility for practicing
managers.

1. Need theory posits that human needs are arrayed in a hierarchy that ranges from basic
“low-order” drives ic what has become the catchword for the ultimate in motivanon, self-

actualization. The five needs. which are physiological needs. safety needs. social needs,
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esteem needs, and self actualization, must be satisfied in the order, moving up the

hierarchy from physiological needs to self-actualization.

. Two-Factor theory indicates that certain factors contribute to job satisfaction

(“motivations”) but a different set of factors leads to job dissatisfaction (“hygiene factors™).
Motivators arise from the content of the job itself and include such considerations as the
nature of the work and possibilities it affords for responsibility, recognition, and growth.
Hygiene factors, on the other hand, are elements of the environmental or context of the job
and encompass such factors as salary, status level, interpersonal reactions, organizational
procedures, the degree of supervision, working conditions, and the employee’s personal

life.

. Expectancy theory is concerned with explaining how the process of motivation works. The

theory assumes that human behavior is a function ot the value that one expects to receive
as a result of the effort expended. Three concepts are central to expectancy theory: valence,

instrumentality, and expectancy.

. Other approaches are “organizational behavior modification” (O.B.Mod) and “goal-setting

theory.” O.B.Mod 1s based on the principles of operant conditioning that is “the process of
changing the frequency or probability of occurrence of behaviors as a result of the
consequences that follow them”. Goal-setting theory is based on four board assumptions:
first, human behavior occurs in response to goals and intentions, and these goals can take
many forms. Second, Because goals are responsible for effort. * higher and harder goals
will result in higher levels of performance the easy goals™. The third, clear and measurable
goals result in higher levels of performance than ambiguous goals. Finally, neither
extrinsic nor intrinsic incentives will have anv effect on behavior unless they result in ihe
setting of goals that are ambitious and specific.

We know that motivation is a very complex process that defines simple description and
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explanation. How to linkage between leadership and motivation. contingency theory has
provided us with several guideposts along the road to effective leadership. These consist of

" the various job elements that must be considered in devising appropriate leadership behavior.

V. Motivation in the Public Sector and Private Sector

There are a number of structural constraints in public-personnel systems that inhibit
managerial flexibility. Job-protection provisions, unwieldy procedural requirements, and
other limits on administrative discretion tend to complicate the management process in many
public jurisdictions. Another important consequence of these characteristics of merit systems
is the adverse effect that they can have on employee motivation. Public merit systems are
plagued by inequities, cumbersome paperwork, and corresponding declines in employee
satisfaction. These factors amount to an apparent shortage of extrinsic incentives among
public workers.

The private-sector staffing characteristics that are most attractive to public managers are

 decentralization and aﬁ emphasis on performance. A decenrralized administrative format is
valued because it permits the line managers to make those staffing decisions that directly
influence their unit’s productivity and morale. Emphasis on performance as a major criterion
for allocating rewards and punishments provides managers with an effective motivational tool.
Public-sector staffing has made little use of either of these orientations. Decentralization has
traditionally been avoided because it is not conducive to control. Concern for the quality of
performance was an early casualty of the effort to neutralize the civil service; with seniority
as the basic rationale for placement and promotion decisions. supervisors could not punish or

reward subordinates on the basis of political consideration.
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1. Introduction

As we know that there are a lot of critics on the forecasting and predicting of the
exchange rate. The fact that forecasting is always inaccurate, however, forecasting has
always been necessary, since the world has always been changing.

A lot of evidences have proved that fundamental-based models have not met much
success in explaining the short- and medium-term trend that exchange rates take. While
fundamental-based models have not been successful in explaining a significant portion of
exchange rate movements over short-and medium-term periods, many technical-based
trend following trading models have been found to be quite successful in terms of
offering investors the opportunity to earn significant risk-adjusted profits in currency
trading over short-run periods. Unfortunately, total reliance on a technical-based
approach to currency forecasting can leave an investor vulnerable to frequent whipsaw
losses caused by false technical signals when markets are not moving in discernible
trends. An ideal approach to currency forecasting would be one that can combine the
longer-run advantages of fundamental-based models with the shorter-run advantages of
technical-based models.

In fact, there exists some equilibrium level or path that a currency will gravitate to in
the long run. A currency’s long-term equilibrium path is likely to be driven by either
purchasing power parity (PPP). or external balance considerations. If PPP considerations
were the dominant factor driving long-term movements in currency values. over time
nominal exchange rates would move to offset differences in national inflation rates. [f
external balance considerations were the dominant factor driving long-term movemenis

in currency values. exchange rates would adjust over time to insure that a balanced



current account was attained in the long run. Whatever the case, a currency’s long-term
equilibrium path plays an important role by serving as a long-run anchor or magnet,
insuring that exchange rates will not wander aimlessly without limit but instead will
gravitate toward the long-run equilibrium path over time. Medium-term cyclical and
longer-term structural forces interact to determine a currency’s fundamemél equilibrium
path. Exchange rates may, at times, wander away from this fundamental equilibrium path
if short-run speculative forces push currency values far beyond the levels justified by
fundamental factors alone. Foreign exchange market participants tend to have
extrapolative expectations over short-run horizons. Such expectations may accentuate and
perpetuate exchange rate movements far beyond the levels justified by fundamentals
alone over short-term periods. Such overshooting behavior can persist for appreciable
periods of time, but at some point market forces should come into play to bring a »
currency back into line with its fundamental equilibrium path.

How far and for how long can exchange rate overshoots persist? Because exchange
rates often wander away from their fundamental equilibrium path, fundamental-based
models will have a difficult time explaining a significant portion of exchange rate
movements, particularly over short- and medium-term periods. In contrast, technical-
based models have a distinct advantage over fundamental-based models when exchange
rates overshoot, since technical-based models are not at all concerned with where value
lies but instead are concerned only with where the trend is heading. Indeed, it is during
times when exchange rates are overshooting their fundamental equilibrium path that an

integrated fundamental/technical analysis approach to currency forecasting works best.
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In this paper, first we introduce how the fundamental forces influence exchange rates
over time. Then we shift to technical-based models and look at how it can be used to
predict the future trend in currency values. Finally, we analyze the real case with the US

dollar, Yen, Dutch Mark, and Pond.
II Fundamental-based forces

Because exchange rate movements affect so many business, investment, and policy
decisions, “getting the currency right” has become a critical objective of all market
participants. Unfortunately, getting the currency right on a consistent basis is a difficult
task. That is because economic forces impact exchange rates through a variety of
channels—some of which may exert positive influences on a currency’s value, others of
which may exert negative influences on a currency’s value. Some of those channels may
be more important in determining the long-term trend that a currency takes, while other
channels may be more important in explaining the short- or medium-term trend that a
currency takes. As the followings we start to understand how the fundamental-based
forces influence the exchange rates.
1.Purchasing Power Parity

The purchasing power parity (PPP) approach to exchange rate determination is
probably the most widely followed framework used by economists to assess long-term
value in the foreign exchange markets. The PPP theory of exchange rates states that the
long-run equilibrium value of a currency (E) is completely determined by the ratio of
domestic prices (P) relative to the level of prices abroad (P*):

E =P/P*

AP



The PPP doctrine will generally be valid in a world where disturbances to an equilibrium
position are monetarily induced. This follows from the extension of the quantity theory of
money to an open economy. According to the quantity theory, a country’s price level Is
determined by the supply of money relative to the demand for money. According to PPP,
exchange rates will adjust to equalize price levels internationally. Thus, if money factors
determine price levels and changes in relative price levels determine changes in exchange
rates, that implies that monetary factors determine changes in exchange rates.

2. External Balance and the Equilibrium Real Exchange. Rate

Identifying what path a currency will take over medium-and longer-run horizons in a
critical part of the currency forecasting process. The PPP approach is probably the most
widely followed framework used by economists to assess long-term value in the foreign
exchange markets. The failure of PPP to hold over medium-term horizons has led many
economists to consider alternative approach to assess long-term value in the currency '
markets. The most widely followed alternative approach to assess long-term value is the
external-balance approach. According to this approach, the long-run equilibrium real
exchange rate can be defined as that rate that results in the simultaneous attainment of
internal and external balance.

Although there are no tried and true formulas to determine which approach to favor
when the estimates of fair value diverge widely, experience favors the estimates derived
from the external-balance approach over the PPP approach for medium and long-term
analysis.

3.The Balance of Payments Fiow Approach 1o Exchange Rate Determination



Before the monetary and portfolio balance approaches to exchange rate
deteﬁnination came into vogue in the 1970s, the conventional way of analyzing exchange
behavior was to monitor the flow supplies of, and demands for, foreign currencies in the
foreign exchange market. Since the flow supply of , and demand for, foreign currencies
were generated from current account and capital account transactions recorded in the
balance of payments, changes in exchange rates were largely explained by underlying
changes in balance of payments flows. Utilizing a balance of payment flow framework,
the equilibrium exchange rate was determined when the net inflow (outflow) of foreign
exchange arising from current account transactions just matched the net outflow (inflow)
of foreign exchange arising from capital account transactions.

4. The Mundell-Fleming Model and the Determination of Exchange Rates

The Mundell-Fleming Model has become the textbook standard by which most
students study the role of monetary and fiscal policy in an open economy. In Mundell’s
and Fleming’s original work, they stressed the importance of international capital
mobility in determining the effectiveness of monétary and fiscal policy in an open
economy, under fixed and floating exchange rates. Their work was among the first to
incorporate a major role for the capital account most prior model had focused largely on
the rade balance. The Mundell-Fleming Model is useful to be a theory of exchange rate
determination. As the degree of capital mobility is equally important in determining the
exchange rate’s response to a change in fiscal or monetary policy. The more mobile
capital is-that is, the more sensitive capital movements are to changes in interest rates—the

greater the outflow of capital following a monetary expansion. Hence, the more mobile
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capital is, the greater the domestic currency will depreciate following a monetary
expansion.
5.The Monetary Approach to Exchange Rate Determination

Historically, changes in monetary policy have had a profound impact on exchange
rate trends. The evidence suggests that the lags in the effect of monetary policy changes
on exchange rates are actually quite long. The monetary approach is more classical in
sprit, in that prices are assumed to be flexible in the short urn. Thus, purchasing power
parity is assumed to hold continuously. That means that monetary policy changes are
transmitted to exchange rates through a purchasing power parity channel, not through an
interest rate channel. However, in monetary models of exchange rate determination, real
factors only affect the demand for money. Expectations also play a key role in monetary
models of exchange rate determination, but exchange rate expectations are assumed to be
monetarily induced.

Although it is now widely acknowledged that the monetary approach is an
incomplete theory of exchange rate determination, it nevertheless remains a useful
analytical tool. In addition, since the monetary model serves as the foundation for more
sophisticated and complex models of exchange rate determination. knowledge of the
monetary approach can be integrated with other approaches to arrive at a clearer picture
of the path that currencies may take.
6.Currency Substitution and Exchange Rate Determination

The capacity of individuals and Eusinesses to alter the composition of their money
holdings between domestic and foreign currencies is known as currency substitution. The

more highly substitutable domestic and foreign currencies are in investor portfolios. the



more volatile exchange rates may be in response 1o even small changes in underlying
economic fundamentals. The 1ssue of currency substitution is important in explaining the
dollar’s declining role as a vehicle and reserve currency in the world markets. The issue
of currency substitution is also important in terms of setting official exchange rate policy.
If currencies are highly substitutable in investor portfolios, it may prove difficult, if not
impossible, for domestic policymakers to pursue independent monetary policies.
7.The Portfolio Balance Approach to Exchange Rate Determination

The monetary approach is more narrowly focused in that exchange rates are
deteﬁnined only by the supply of and demand for national money stocks. The P-B
approach broadens the menu of financial assets that can influence exchange rates. In P-B
approach, the exchange rate depends not only on relative money supplies but also on
relative bond supplies. That would suggest that the monetary approach 1s really a subset
of the broader portfolio-balance approach to exchange rate determination. In P-B
approach, domestic and foreign bonds are viewed as imperfect substitutes. Investors are
assumed to view the relative risks and rewards on domestic and foreign bonds differently.
The allocation to the domestic and foreign bond markets will change in response to
changes in expected return and perceptions of the relative riskiness of each asset. Such
portfolio rebalancings can give rise to significant changes in exchange rates and interest
rates. Hence, the P-B approach allows the bond market to play a decisive role in
exchange rate determination.
8.Real Interest Rate Differentials and the Determination of Exchange Rates

In man models of exchange rate determination. interest rates serve as the conduit

linking changes in economic fundamentals with changes in exchange rates. In Mundell-

~}



Fleming model, monetary policy’s and fiscal policy’s impact in exchange rates operates
primanly through an interest rate channel. With an expansionary monetary policy, the
rise in the domestic money supply pushes domestic interest rates lower, inducing capital
to flow overseas and thereby causing the domestic currency to depreciate. In the case of
an expansionary fiscal policy, the resulting increase in domestic demand will put ﬁpward
pressure on domestic interest rates, resulting in a capital inflow, which, in turn, causes the
domestic currency to appreciate.
9.Fiscal Policy and the Determination of Exchange Rates

Fiscal policy’s impact on exchange rates is ambiguous in large part because fiscal
impulses are transmitted to exchange rates through a variety of channels. Some of those
channels may transmit positive influences on a currency’s value, while other channelé
may transmit negative influences on a currency’s value. For example, in Mundell-
Fleming model of exchange rate determination, an expansionary fiscal policy will
typically result in a rise in domestic interest rates and an increase in economic activity.
The rise in domestic interest rates will induce a capital inflow that should contribute to a
rise in the domestic currency’s value, but the consequent rise in domestic economic
activity will contribute to a deterioration of the trade account, which should put
downward pressure on the domestic currency’s value. How sensitive capital movements
are to the rise in domestic interest rates will determine whether the induced capital inflow
will dominate the deterioration in trade or vice versa. That means that the degree of
capital mobility will determine whether a currency will appreciate or depreciate in
response to a fiscal stimulus.

10.Central Bank Intervention and the Determination of Exchange Rates



Since the beginning of floating exchange rates in 1973, most of the world’s major
central banks have intervened frequently, and at times forcefully. in the foreign-exchange
markets to influence the path that their respective currencies have taken. Central banks
can influence exchange rates by directly intervening in the foreign-exchange markets.
Intervention affects exchange rates through a variety of channels, which may be classified
In two categories: direct channels, which stress the importance of the volume and
ntensity of the intervention operations themselves; and indirect channels, which stress
the importance of market responses to the intervention operations and how private
investor expectations and positions may be altered.

IIL. Technical Analysis

Of all the methods that have been applied in forecasting the future movement of
equity, commodity, and currency values, no forecasting tool has come under closer
academic and market scrutiny than technical analysis. Technical analysis has become
extremely poplar among market participants. Many traders and fund managers today
utilize at least some technical input in their investment decisions. particularly for
investments over short-term horizons. The growing popularity of technical analysis in the
foreign-exchange market stems in large part from market participants’ dissatisfaction
with fundamental models of exchange rate determination. Technical analysis has a
distinct advantage over fundamental-based models when exchange rate swings are
unexpectedly great. Technical models are designed to keep an investor trading with, not
against, the trend. An investor rigidly following such a technical-based trading system

would only close a position if a confirmed technical reversal were signaled.



Investors who place a great deal of weight on technical trading rules are obviously
less concerned with a currency’s “fatr” value. Instead, they are more concerned with the
value that the market will assign to it. Because “fair” value may differ markedly from
“market” value, investors may take great risks if they choose to ignore short-term
fluctuations in exchange rates. A more recent survey conducted by Allen and Tayior
(1989) fond that approximately 90 percent of chief foreign-exchange dealers surveyed in
the London foreign-exchange market used some technical model input to help them
formulate their outlook for exchange rates over short-run periods, particularly for
intraday and one-week horizons. For longer forecasting horizons. the weight that dealers
assigned to the importance of technical analysis was considerably smaller, while the
importance of fundamental analysis was correspondingly greater.

Technical models generate exchange rate forecasts by extrapolating the past
sequence of currency movements into the future. An investor who rigidly adhered to a
trend-following trading rule assumes that a trend is in existence until a reversal is
signaled, and if exchange rates move in broad, well-defined trends, such trading rules
would, if rigidly followed, essentially require investors to be long when the currency is
trending upward and vice versa.

Trend-following models do not attempt to catch the very top and bottom of market
" moves. Instead, they attempt to capture enough ot a market move in the hope of earning a
-sizable profit. That would only be possible if the ensuing exchange rate swings persisted
long enough and carried far enough to yield a profit. Trend-following trading rules come
in many forms. They may require the subjective interpretation of price formations on a

bar chart. or thev may be purely mechanical, with buy or sell signals generated by a



mathematical formula that can be easily cranked out by a computer. What all trend-
following trading rules have in common is that they seek to identify which direction the
broad trend in market prices is heading.

1.Identification and confirmation of a Valid Uptrend/Downtrend

An downtrend is indicated when
declining prices achieve
successively lower troughs

An uptrend is indicated when
advancing prices achieve
successively higher peaks

(P3>P2>P1) and intervening (T3<T2§T1) E.md intAcrven.ing
declines 1n prices fail to fall below increase in prices fail to rise
preceding roughs (T3<T2<T1) above preceding troughs

T3<T2<T1
Exchange rate Exchange rate (13 )

Peak3  Market price
Peak2 Trend line

Peak3

Peakt Trough3

Market price
Trough?2
Trend line

Troughl

Time Time

2 Identification and confirmation of a market reversal

Exchange Rate

The more times that marker prices

touch the trend line without breaking
through, the more confidence that the
prevailing trend will continue.

Trend line

A market reversal can be identified
by a bréak through the trend line
and then confirmed when prices
fail 1o rise above previous peaks
and troughs

Time



3.Head-and-shoulders reversal pattern

Three consecutive rallies, in which the second rally is higher
than the first, but the third is lower than the second; the latter
move is an initial indication of weakening demand.

L

Right shoulder

Exchange Rate

Head
Trend line

Left shoulder

Market price

The eventual drop through the neckling is
confirmation that a reversal has taken place.

Time

4.Other reversal patterns
Exchange Rate D‘ouble Top
Peak? Peak3

Peakd

N\

Peakl Market price
) Trough?2

Trough3
Troughl

Time
Rounding To
Exchange Rate g lop
Peak3 Peaks  pepks
Peak2 Peaké
Peakl
Troughd
Trough? Trough3 Troughs
= Troughé .
Troughl Market price
Time
Exchange Rate V-Reversal
Peak2
Peakt
Trough?
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Market reverse in many different ways, but all reversals have one thing in common:
All reversals must be preceded by the failure of market prices to achieve successively
higher peaks and troughs. One of the most widely recognizable patterns of market peaks
and troughs is the head-and-shoulders reversal pattern. For the other popular reversal
patterns, the one they all have in common is that the end of higher peaks and troughs

marks the end of a bull market and vice versa.
IV. The Empirical Consequence

According to the Uncovered Interest Rate Parity (UIP) the expected change in an
exchange rate is explained by the interest rate differentials between the economies in
question and a risk premium. Modifying the UIP slightly and adding a technical analysis
component, the model seems to perform better as a forecasting tool on average. It should
be noted that the model described in this text is merely a “beta version” and is to be
developed further. The methodology for this unfinished model is explained briefly below.

The interest rate differential (nominal rates, domestic less foreign) for the 10-year
government bonds (annual basis) has historically proven to explain fairly large parts of
the actual change in exchange rates (defined as number of domestic currency units per
unit of foreign currency). By adding a sensitivity coefficient to the UIP, the forecasted

exchange rate can be improved on average. The formula below has been used:

e, =(100 +(i, —1,)be,)/100

The sensitivity factor (b) should be determined as the value that, for a particular data
set. minimizes the average absolute percentage deviation compared to the actual

exchange rate. This minimization problem can be solved in Excel using the Solver.



Having simulated a series of exchange rates using the formula above we will
proceed by studying the estimates’ deviations from the actual exchange rate.

Plotting these deviations in a chart reveals that their sign (i.e. if they are negative or
positive) and in fact also their magnitude are quite consistent over time, using monthly
data. I believe they can be forecasted. By calculating two moving averages of the
deviations, one short (5 days) and one long (15 days). we may be able to prédict and
thereby adjust our forecast for the deviation. We do this in the following way.

If the short moving average of the deviation is higher than the long, we can assume
that it will be so for quite some time. This we know because we’ve calculated the average
length (in months) for both the positive and negative deviations and they seem to have
positive auto correlation. The adjustment factor is very simple to calculate. It is actually
the average of the positive and negative deviations respectively. If the short moving
average is higher than the long we adjust for the average positive deviation, and if the
long moving average is higher than the short we adjust for the average negative deviation.

Therefore the forecasted exchange rate can be expressed with the formula below:

e, =100+ (i, —i,)be )/100— g, where 4, =average positivedeviation if
MavShort > MavlLong
where y, = average negative deviation if
MavShort < Maviong

The model above is only a beta version and is to be further improved even though it
in its present form performs better than the nominal interest rate model. I'm planning to
develop it by making the adjustment factor explicitly dependent on a number of factors,
1.) the average time of the deviation. 2.) the momentum of the difference between the

moving averages. 3.) the magnitude of the differences between the moving averages. If



these factors would prove to be hard to incorporate I would instead try to construct a
series of artificial adjustment factors and use the adjustment factor that historically has
proved to be accurate, given a certain deviation between the moving averages.

The next obvious step to improve the model is to work with real interest rates instead

of nominal. This would hopefully improve the model on average.
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