
C H A P T E R  1

IN TR O D U C TIO N

1.1 S tatem ent of the  Problems and Benefits of the s tudy

Financial markets have grown more volatile since the in troduction  of 

floating exchange rates in the early 1970s. Capital and fore ign exchange 

contro ls were reduced or e lim inated in a num ber of countries during the 

1980s.The fore ign exchange m arket becom e the largest, and one o f the fastest- 

growing, markets in the world. The longer trad ing hours, 24 hours e lectron ic 

transactions, and in ternational com puter and com m unications networks are 

tightly link the major fore ign exchange markets.

Financial markets and financia l services are becom ing more conso lida ted  

and more globally in tegrated. As businesses expand into new markets around 

the world, there is g rea te r dem and for financ ing  to follow them. The rap id  growth 

o f in ternational financia l transactions reflects the growth in cross-border cap ita l 

flows. F luctuations in financia l variables, such as exchange and in terest rates, 

and the lowering of trade barriers tha t increased international com petition, have 

been fo rced  com panies worldw ide to face with their financia l risk. Com panies 

must have polic ies and procedures for understanding and contro lling these 

risks. The most e ffic ien t and best organized firms will prevail. Also, countries with 

the most e ffic ien t (bu t not necessarily  the least regulation) will becom e the 

w orld ’s major in ternational financia l centers.

เท th is e r a  T h a i’s f in a n c ia l a n d  c a p ita l m ark et is c lo s e r  to th e  w o r ld ’s  
f in a n c ia l a n d  c a p ita l m a rk et s in c e  th e  d e r e g u la t io n  o f  th e  T hai fo r e ig n  e x c h a n g e  
m a rk et ( a c c e p t e d  IMF 8) o n  M ay 2 4 , 1 9 9 0  1 a n d  th e  a d a p ta t io n  o f  th e  m a n a g e d

1 Tashmai Rikshasuta. "Legal effects from the acceptance of Article v il I on the business 

transactions with member and non-member countries of the international monetary fund (IMF)". 

Department of Law, Graduate School 1 Chulalongkorn University, 1992.
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float exchange rate system on July 2, 1997. The m anaged float exchange rate 

system lead Thai businesses to face with their financia l risk . A fte r July 2, 1997, 

the baht dep rec ia ted  substantia lly, with the exchange rate quo ted am ong 

c o m m e r c ia l b a n k s  a v e r a g in g  3 6 .8 6  b a h t  p e r  U S  d o llar  d u r in g  th e  s e c o n d  h a lf  o f  
the year. A t the end o f Decem ber, the exchange rate was B47.25 per US dollar 

or a 45.4 pe rcen t deprec ia tion  from 30 June 1997.2 (Figure 1.1)

Exchange ra te  changes are a major source o f uncerta in ty for 

international businesses. เท a world o f global investm ent and trade, the 

m agnitude of fluctuations in currency values can determ ine the com pany’s gain 

or loss. Clearly, the fore ign exchange market in Thailand plays a s ign ifican t role. 

The question o f the financia l m arket e ffic iency in Thailand has not ye t been 

resolved and continues to a ttrac t attention since the existence o f ine ffic iency 

implies opportun ities fo r unexplo ited profits in capita l markets. Therefore, the 

testing for the m arket e ffic iency hypothesis is necessary for the benefits o f all 

partic ipants in the financia l market.

Professional m arket partic ipants will want to m onitor the d iffe rence 

between the current forward rate and the future spot exchange rate. Because 

this quantity represents both the forward ra te ’s forecasting error and the 

opportun ity gain (or loss) from open fore ign exchange positions, it will be an 

im portant m agnitude for both in ternational investors and borrowers to track. 3 

Besides, the understand ing o f the market e ffic iency is also an im portant basic 

conce p t in business financia l strategy m anagem ent and the s tudy’s result will 

give some idea to po licy  makers for further po licy im plication benefits.

Economic Research Department, Bank of Thailand. Thailand Economic Performance in 

1997 and Outlook for 1999 (Special Supplement). 1998, p.46.

3 Richard M. Levich . Forward rates as the optimal future spot rate forecast. Woodhead-

Faulkner limited, 1989.
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1.2 O bjectives o f the  s tu d y

1. To test the market effic iency hypothesis (MEH) tha t w hether the

current forward exchange rate is an unbiased pred ic to r o f the future spot 

exchange rate (UBFH).

2. To test the rational expectation hypothesis (REH) tha t w hether the 

market partic ipants use all available information rationally (expected  return to 

speculators is zero).

3. To test the no risk premium hypothesis that w hether the agents are risk 

neutral (the risk prem ium is zero)

เท the early m anaged floating exchange rate regime of Thailand.

1.3 Scope of the  s tu d y

This study will analyze the exchange rate o f Thai bah t aga inst บ .ร . 

dollars. The secondary data sets will consist o f daily observations o f the spot 

and one-m onth forw ard rate for the period July 2,1997 through February 23 1 

1998 (169 observations) obta ined from the Data stream.

1.4 Research M ethodology

To fulfill the study’s objectives, this thesis will app ly the Econom etric View 

Version 2.0 to utilize the econom etric m ethods o f time series analysis as fo llow  ;

1.บท it root testing

The unit root test is used to test whether the variables spot exchange rate 

ร  t+1 1 forward exchange rate F 1 and expected spot exchange rate E 1 ร  t+1 is 

stationary or not by looking at the Augm ented Dickey Fuller (ADF) statistic value.
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2. C o integration analysis

This thesis will app ly the Cointegration analysis deve loped by Engel and 

G ranger(19 8 7 )4 w h ich  is com pose o f two steps:

2.1  E stim a te  th e  r e g r e s s io n  m o d e l b y  ord in a ry  le a s t  s q u a r e  (O L S)
2.2 Test w hether the residual term from the regression has a stationary 

process by using Augm ented D ickey Fuller Test (ADF).

3. Error Correction M echanism

G eneralizations o f the error correction methods d iscussed in Engle and 

G ranger (1987) will be used. This m ethod is used to form ulate long run 

relationships, by adjusting the short run m echanism  with error correction  terms.

4.Correlogram  and Q - statistic Test

The corre logram  and Q-statistic test for serial corre lation on the residual 

will be used.

1.5 O rganiza tion o f the  SUidy

There are six chap ters in this thesis as follows; the first chap te r has 

provided an in troduction  to the study and consisted o f statem ent o f problem s 

and benefits o f the study, objectives, scope, and organization o f the study. The 

second chap te r inc ludes; re lated literature, review o f the theoretica l fram ework 

for fo re ign exchange  markets effic iency, and both local and in ternational 

surveys. The th ird chap te r presents the idea o f fore ign exchange m arket in 

Thailand. The forth chap te r d iscusses m ethodology and data sets. The fifth 

chap te r describes the em pirical results. Finally, in the last chap te r the 

conclusion, po licy im plication and recom m end possible further studies are 

presented.

4 R obert F Engle, an d  c.w. J. G ranger. “ C o -in teg ra tion  an d  Error C orrection :

Representation, Estimation and Tested". Econometrics 55 2 (1987): 251-276.
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