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UNDERSTANDING CURRENCY MOVEMENT

By: Chris Komari
Chairman, Future Indonesia
September 1st, 2005
(*This short article was originally written in September 1st 2005)

This brief article was undertaken in response to the latest news of weakening Indonesia’s currency (Rupiah) against the US Dollar. Last week, $1 (USD) equals to Rp.10.700 (IDR). Today $1 (USD) equals to Rp.10.175 (IDR) based on Currency Rates from RefcoFX. This is my attempt to share with the public in understanding currency movement. 

What are the things that cause currency of a country to go up and down? Precisely, what are the things or circumstances that weaken the value of a currency? The next question is what the government of a country can do to remedy the issue?

After digging some of my old books and did some research and searching, I discovered that there was not a short easy answer. It is very complex matters not only evolving domestic equity market and international capitalization but also the political condition of each country plays a major role. 
Below are some questions and answers related to the WEAKENING and STRENGHTENING of a currency, in this case (US dollar):

1. If oil prices surge to record highs, what affect will this have on the US dollar? The answer is “WEAKEN” - (The US Government is the biggest oil consumer).
2. An increase in unemployment numbers in the US will have what affect on the US dollar? The answer is “WEAKEN” 

3. If the US current account deficit widens due to Japanese sell off of US treasuries, what affect this to the US dollar?  The answer is: “WEAKEN”

4. If the US stock market rallies, what affect this to the US dollar? The answer is: “STRENGTHEN”

5. In a surprise decision, the FED raises interest rates by 50 bp., what affect this have on the US dollar?  The answer is “RALLY”. It can have both affect – weaken & strengthen in certain sectors. Refer explanation on interest rate.

From the above Q&A, I want to draw your attention about the complexity of the events and circumstances that have affects on a currency. It is not only caused by one thing but it can be triggered from hundreds if not thousands and thousands circumstances and events. Below are some other factors that weaken and strengthen a currency:

INTEREST RATES:

If the market has uncertainty regarding interest rates, then any bit of news regarding interest rates can directly affect the current markets. Traditionally, if a country raise its interest rates, the currency of that country will STREGNHTEN in relation to other countries, as investors shift assets to that country to gain a higher return.

Hikes in interest rates, however, are generally bad news for stock markets. Some investors will transfer money out of a country’s stock market when interest are hiked, believing that higher borrowing costs will affect balance sheet negatively and result in devalued stock, causing the country’s currency to weaken. What effect dominates can be tricky, but generally there is a consensus beforehand as to what the interest rate move will do. 

STOCK MARKET:

A rallying stock market in any part of the world provides an ideal investment opportunity for individuals regardless of geographic location. Almost everyone has an opinion about where a certain stock market is heading. Many economists and traders follow closely a country’s equity market to predict how the country’s currency will perform against other currencies such as: US dollar. 

UNEMPLOYEMNT RATE:

The unemployment rate is a strong indicator of a country’s economic strength. When unemployment is high, the economy may be weak and hence its currency may fall in value.
GEOPOLITICAL EVENTS:

Like all markets, the currency market is affected by what is going on in the world. Key political events around the world can have a big impact on an economy and the value of its respective currency. Although seemingly a mystery to many, analyzing currency movement relies on macroeconomic factors or the “big picture” events. 

Almost everyone has an opinion about where the US stock market is heading. There is a high correlation between the performance of the US stock market and the US dollar against other currencies. Currency traders closely follow the US EQUITY MARKETS to predict how the US dollar will perform.  Now if the US stock Market performance and the US equity markets are used to predict future currency’s performance, does this measurement apply to other countries too?  Let’s find out.

Now what is equity market?

The equity market of a country can be determined through economic statistics by utilizing indices (index) points based on a country’s portfolio investment or market capitalization. 

Below is a copy of the home bias in equity portfolio report, December 1987 by Morgan Stanley Capital International Indices (1987).
	Country
	Market Capitalization as 

a percentage of total
	Percentage of equity  portfolio 

in domestic equities

	
	
	

	France
	2.6
	64.4

	Italy
	1.9
	91.0

	Japan
	43.7
	86.7

	Spain
	1.1
	94.2

	Sweden
	0.8
	100.0

	UK
	10.3
	78.5

	USA
	36.4
	98.0

	Germany
	3.2
	75.4

	
	
	

	Total
	100.0
	


*The sources of portfolio holdings are for the United States, Survey of Current Business; for the United Kingdom, CFO Financial Statistic (Feb.1990); for the remaining countries, Financial Accounts Statistics (OECD) (1988-1989). The domestic proportion for Japan is for bonds and shares combined.
*as of today, this chart will be interesting to see as China and India are the 2 countries to becoming the newly emerging and powerful country in the world economically after United States of America and Japan. 

From the above statistic, we can learn that the countries that have higher equity index points and Market Capitalization are the countries that are very strong economically. These countries also have strong value on their currencies such as: Japan, United States and United Kingdom. 
One of the most striking features of international portfolio investment is the extent to which EQUITY PORTFOLIOS are concentrated in the domestic equity market of the investor. In other words, domestic investors play a major role in shaping equity market thus strengthening the country’s currency. 

So, what is the big picture?
*>1st lesson learned.
Any country that has lower index on their equity market and small market capitalization, don’t expect this country will have high value on their currency. If INDONESIA wants to strengthen its currency, then it is time to think about expanding its equity market and market capitalization. Is that the only answer? No, there are many other factors.


It is interesting to take a special attention on the concluding remarks on page 29 by Davide Lombardo and Marco Pagano on their reports November 2000 from the Dipartimento Di Scienze Economiche – Universita Degli Studi Di Salerno of Italy, working Paper No. 24 regarding total return on national equity markets. 

It says that:

1. There is a correlation between the quality of the institutional environment and the return on equity for a cross-section of national stock market indices (index) from both developed and emerging markets.

2. Based on the secondary market returns on equity, there is a positive correlation between the risk-adjusted return on equity and general measures of the quality of institutions, like efficiency of judicial system, respect for the law, lack of corruption among government officials, quality of accounting standards and low risk of contract repudiation and nationalization.  
*> 2nd lesson learned:

In the other words, corrupt institution or corrupt government will yield a low return on equity and creating lower equity market and weakening its currency. If INDONESIA wants to strengthen its currency, then having quality institutional environment or free government from corruption is a must.  Here is why?

These findings can result from two types of effects of better institutions:

1. More effective courts and higher respect of the law can reduce the amount of private benefits that the management can extract from corporate resources, thus allowing companies to credibly pledge higher return to investors.

2. Better institutions can have a positive effect on the profitability of companies, quite apart from their impact on financial relationships. Better institution evolves efficiency on its operation and quality of its service. 

Now what is the bottom line? What are the things or circumstances that weaken the value of a currency?
There is no simple answer and there is magic bullet to remedy this issue. A country is just like a huge corporation with bigger balance sheet to work with. To make a country marketable, that country must be debt free, effective and efficient on its operation, have market share and equity, market capitalization, economic growth and positive cash flow. 
Any corporations that don’t have such features are not appealing to investors. This is the same thing with a country. To make Indonesia more marketable and appealing not only to foreign investors but also for domestic investors, the following steps must be taken:
1. Indonesia must create public trust by creating good quality institution and free government from corruption.

2. The Judicial system must be co-equal and independent branch of government. No other government branches have the power to influence the judges and its decision. No single entity in Indonesia shall be allowed to be absolute power without any check and balance, such as the current status with MK (Constitutional Court). The Parliament of Indonesia shall be given the power to vacate, abrogate or cancel the constitutional court’s (MK) decision. 

3. Indonesia needs to pay more attention to its domestic investors and advancing its equity market from there on. Domestic Equity Market can be achieved by providing supplies to fulfill the demands domestically. For this to work, the government policies and the banking policies hall be directed to improve the real sector that shall be the backbone of Indonesian economy. 
4. Indonesia needs to uphold and enforce the rule of laws and not the rule of man. The right of foreign investors must be upheld under the rule of law as long as those rights are warranted and justified. This in the long will give a sense of security and confidence toward Indonesia’s justice system. 
5. Indonesia needs to ease and standardize its bureaucratic to be more effective, efficient and friendly to businesses. And for this to work, it is time for Indonesia to implement the separation of power between those who issue documents, those who sign off the documents and those who handle the money. All public office documents must be computer generated with sequence number and set price that is strictly monitored by several people, entities or departments to transparency, create check and balance not only on policy matters but also in accounting system. This system is needed to eliminate hidden fees or any potency of bribery. Those public offices accounting system shall NOT be run by one man with one signature. Those public offices must be run by several people by creating system check and balance that no man and no single man be given the power and allowed to run the entire office operation. 
6. Indonesia needs to reevaluate all rules and regulations that are not supporting economic growth must be nullified and amended, especially, on banking policies. All banking policies shall be tailored to advance domestic equity market. 

7. Indonesia needs to reshape every business sectors in Indonesia from small business to Corporate Offices. 

8. Indonesia needs to prepare the younger generation to be technology driven to capture International works and job market. China and India are good examples on this.

9. Indonesia needs to do whatever it takes to increase trades with other countries. Any efforts that will open up business relationship with other countries and to increase trade cooperation are commendable efforts to capture International Market Capitalization, which in the long run will strengthen the currency of Rupiah. 

10. Indonesian needs a brilliant self-content charismatic leader who cares much about its citizen at large rather then his own self-vested interest and ability to recognize and resolve the pressing issues facing Indonesia once and for all with clarity and clear direction. His broader vision shall be about transforming Indonesia to be an independent country economically, military and politically with peace, justice and equality. 

To understand more about a country’s equity market, let me share with you the current updated information about a country that is now emerging to be number #1 and has the fastest economic growth in the world. That country is China.
July 4th to July 10th, 2005
China's corporate efficiency indices were down slightly to 131.7 points in the second quarter of 2005, 0.8 points less than the first quarter of 2005 and 2.7 points less year-on-year, according to a report released by the National Bureau of Statistics (NBS) on July 5. The efficiency indices in China's mining, transmission computer service and software sectors are 162.8 and 154.2 points, up 3.7 and 1.9 points over the first quarter of 2005. 
The country's manufacturing, transport, storage and postal service, wholesale and retail and real estate efficiency indices are 128.4, 130.7, 135 and 126.6 points, down 2.4, 5.8, 6.8 and 8.0 points over the first quarter. The efficiency indices in construction, accommodations and catering are 128.7 and 125.7 points, up 6.8 and 7.4 points over the first quarter, and in the sector of production and supply of power, gas and water, and the sector of service, efficiency is down 7.1 and 3.5 points respectively over the first quarter, to 137.2 and 126.0. 
The corporate efficiency indices in central and western China are 131.5 and 125.6 points, keeping the same level as the first quarter and the same quarter of last year. The corporate efficiency index in eastern China is 134.3 points, 2.1 points down over the first quarter and 5.3 points less year-on-year. The efficiency indices are drawn from surveys of 19,500 enterprises in the country.
About 26.1 million Chinese people are still in abject poverty in rural areas and 22 million urban residents live on minimum living allowance, Minister of Civil Affairs Li Xueju said on July 5. China, the world's most populous country with a population of 1.3 billion, has set its poverty line at an annual per-capita income of 668 yuan (81 US dollars). There are still another 49.77 million rural people with an annual per-capita income of less than 924 yuan (112 US dollars). 
By the end of 2005, China will establish a social aid framework for rural and urban people in need in 90% of the provinces, covering 70% of the total countries. China's central government has decided to pour 7.46 billion yuan (0.9 billion US dollar) in 2005 as special aid for the disabled servicemen or family members of revolutionary martyrs, a rise of 3.53 billion yuan over that of 2004. In the first half of this year, the country has allocated 1.84 billion yuan as relief fund for spring disasters, assisting 45.52 million victims.

*This is an outstanding and remarkable achievement by the Chinese’s government. What an accomplishment in 26 years!!!

Sino-Kazakh trade increased 12 times to reach nearly 4.5 billion US dollars in 2004 from 1992's 368 million US dollars, according to the Ministry of Commerce. In the first five months of this year, the volume of bilateral trade was 2.27 billion US dollars, up 25.5% over the same period last year. In 2004, bilateral trade was 4.498 billion US dollars, up 36.6% on a year-on-year basis. 
China exported 2.2 billion US dollars-worth goods and imported 2.28 billion US dollars worth. In January-May, China reported 10 billion US dollars in trade with Russia, up 29.7% over the same period last year, according to the Ministry of Commerce. Since 1999, bilateral trade has grown by 30% annually. In 2004, bilateral trade volume reached a record high of 21.23 billion US dollars. 
The amount of Chinese investment in the U.K. jumped by 61% in 2004-2005 period, according to the latest report by the UK Trade & Investment (UKTI). The number of projects financed by Chinese capital increased from 23 to 37 over the past year but such projects were numbered only 11 in 2000-2001, according to the report. The hectic growth was attributed to the accelerated internationalization of the operations by Chinese enterprises and strong economic growth of China. A total of 129.15 million people in China have joined medical insurance system by the end of May, or 14.31 million people more than in the same period of last year.
Investigation of the National Bureau of Statistics shows that China’s business confidence index was 128.5 in the second quarter of this year, 7.4 points lower than in the first quarter and 3.0 points lower than in the same period of 2004. China's business confidence index in the property market dropped 19.8 points in the second quarter compared with the first three months of this year, according to the National Bureau of Statistics (NBS). The result comes from a quarterly survey of 19,500 companies of various kinds. The new index declined by 14.6 points from the same period of last year.
China had produced 9.174 million tons of sugar in the 2004 - 2005 crop year by the end of May, dropping by 8.4% year-on-year, according to the Ministry of Commerce. The output of cane sugar amounted to 8.571 million tons, a 9.08% year-on-year decrease, and that of beet sugar, 603,000 tons, growing by 2.73% as compared with the corresponding period of last year. The country sold 6.588 million tons of sugar, down by 6.09% year-on-year, including 6.022 million tons of cane sugar, decreasing by 7.68% year-on-year, and 566,000 tons of beet sugar, rising by 15.04% year-on-year.  *What an impressive and incredible record!
These days, China is unbelievable. With the current rate of their economic growth, no countries in the world can compete with China economically.  Because of these massive economic growths, the demand of energy (fuel or oil) in China is mounting. If China is able to secure OIL from other countries to meet their needs and demands in their country, China will become an unstoppable country. Sooner or later, it will become the biggest and center attention of the world economically and militarily. 
HIGHLIGHT CHINA’S SECTOR INDICES
	1.
	Corporate Efficiency Indices

	2.
	Mining Indices

	3.
	Transmission computer service Indices

	4.
	Software Sectors Indices

	5.
	Manufacturing Indices

	6.
	Transport Indices

	7.
	Storage and Postal Service Indices

	8.
	Wholesale and Retail Indices

	9.
	Real Estate Indices

	10.
	Construction Indices

	11.
	Accommodations Indices

	12.
	Catering Indices

	13.
	Supply of Power Indices

	14.
	Gas Indices

	15.
	Water Indices

	16.
	Sector of Service Indices

	17.
	Central Government Indices

	18.
	Western Government Indices

	19.
	Eastern Government Indices

	20.
	Medical Insurance Indices

	21.
	China’s Business Confidence Indices


* I hope we can learn from China’s ability to elevate much of the poverty and unemployment in such a short period of time my focusing on rebuilding its domestic equity market and capturing International market capitalization.  



China’s population in abject poverty was reduced from 250 million to 26 million during 1978 and 2004. The ratio of the very poor to the total rural population has been reduced from 30.7% to 3.1%.  








Remember this very well!!!


There is a very strong correlation between a COUNTRY’S EQUITY MARKET and its currency. If the equity market is rising, investment will flow to seize the opportunity. This will have positive affect on a currency, which is strengthening the currency.





Alternatively, falling equity market will have domestic investors selling their shares to seize investment opportunity somewhere else or abroad. This will have a negative affect on a currency – weakening the currency.
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