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Abstract

This study make use of the uncovered interest rate parity (UIRP) relationship to

examine the extent that the liberalization of emerging financial markets has resulted in

the integration of developing countries' currency markets into the international capital

market.

Previous tests of the impact of liberalization on the integration of emerging capital

markets into world financial markets are confined to equity markets, ignoring currency

markets that are arguably more important in determining the success of financial

liberalization.

This study finds that deviation from UIRP in the emerging markets is systematic

in nature and that a significant part of emerging market currency excess returns is

attributable to a time-varying risk premium. This study also finds that these countries'

currency deposits provide US (equity) investors with the benefits of international

diversification.

The results show that for some markets, liberalization improved (worsened)

investors' perception of growth opportunity while reducing (increasing) investors'

perception of the probability of financial distress.

Finally, while several countries benefited from liberalization and have become

more integrated into the world capital market, the experience is country specific.© C
OPYRIG
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PM



CHAPTER ONE

Introduction

A large number of studies have examined the impact of liberalization on

the integration of emerging markets. Although providing important insights

regarding the success or lack thereof of the integration policies of these countries,

these studies have in general focused only on integration of equity markets,

neglecting other financial markets. This focus on equity markets suggests that

researchers are implicitly making the assumption that integration of equity markets

implies integration of other financial markets. It is usual for researchers simply to

assume that currency markets are integrated.

A fundamental relationship in international finance is interest rate parity. It

states that when the domestic interest rate is less than the foreign interest rate, the

domestic currency is expected to appreciate by an amount approximately equal to

the interest rate differential. An implication of this, known as the uncovered

interest rate parity (UIRP), is that the return on an uncovered foreign currency

deposit should be equal to the return on an equivalent domestic deposit regardless

of the national market within which the foreign deposit is located. A violation of

this relationship indicates that capital markets are not integrated.

1
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This study investigates if the liberalization of emerging markets has led to

the integration of their currency markets into the world capital market. The

perspective of a US investor was take and examine the extent to which the

liberalization of emerging financial markets impacted the deviation from UlRP.

Many studies of UIRP find that, UIRP does not hold. One of the more prominent

explanations for this failure is the existence of a time-varying risk premium as

compensation for the speculative position in the foreign currency. If deviation

from UIRP is due to a risk premium, then a fortiori, these deviations will exist in

the emerging markets in the pre-liberalization period. On the other hand, if

financial market liberalization has been successful in integrating developing

countries' currency markets into the international capital market, then in the post-

liberalization period US investors will not require a risk premium in the returns on

currency deposits in the emerging markets. Hence, there should be no systematic

component to the deviation from UIRP. This study focus on time varying risk

premium explanation of deviations from UIRP and are in general silent about other

possible explanations.

This study focus on the integration of emerging currency markets into the

world capital market for several reasons. First, Frankel (1992, 1993)~Montiel

(1998), and others, stress the importance of the integration of currency markets for

the integration of emerging financial markets into the world capital market. As

noted by Frankel (1992, 1993), only interest rate parity tests can be interpreted

unambiguously as tests of integration of a country's financial markets. In other

2
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words, the design of unequivocal tests of capital market integration, based on

equity markets, has proven elusive. Thus, given that the impact of capital market

liberalization on the degree of integration of emerging currency markets is yet to

be determined, claims of financial market integration following capital market

liberalization may be premature (e.g. Bekaert et al., 2002). Second, the

liberalization of the emerging financial markets was designed to affect areas of the

capital markets other than the equity market (e.g. Beim and Calomiris, 2001~

Bekaert et al., 2002). Thus examining the impact of liberalization on other

financial markets is important to ascertain the success of these policies.

The changes to interest and exchange rate regimes in liberalized emerging country.

• Liberalization date for Chile is on January 1992, the minimum holding

period for investments dropped to one year, peso revalued 5% in January

1992~change in the reference currency for the peso in July 1992~peso

pegged to three currencies.

• Liberalization date for Mexico is on May 1989. It deposit (loan) rates

decontrolled 1988- 1989. For it exchange rate, reduction of controls on

foreign portfolio flows in 1989~ restrictions on foreign direct flows

rationalized in 1989~unification of dual exchange rate system in November

1991.

• Liberalization date for Korea is on January 1992, Process of interest rate

deregulation started in the 1990s completed by1995. Market average

exchange rate system introduced March 1990.

3
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• Liberalization date for Malaysia is on December 1988. Interest rate

controls reintroduced in mid 1980s lifted by 1991.Deregulation of foreign

direct and portfolio flows by mid 1980s.

• Liberalization date for Pakistan is on February 1991, interest rates freed in

1995 and Rupee made convertible in July 1994.

• Liberalization date for Thailand is on September 1987. Abolished all

ceilings on deposit rates in 1990; removed loan rate ceilings in1992.

• Liberalization date for Turkey is on July 1989. Deposit rate ceilings

eliminated in 1988. Capital flows liberalized in 1989.

The importance of this study is further supported by the intense debate over

the appropriate response of the governing authorities to emerging market currency

crises. One frequently advocated response is the reintroduction of capital controls.

However, Kaminsky and Schmukler (2001) document the vacillation in policy

regarding capital controls in six important emerging markets and raise doubts

about their efficacy. An alternative policy tool at the disposal of governments

responding to currency crises is the implementation of fixed exchange rates. The

scope for a successful "interest rate defense" of a fixed exchange rate depends on

the extent of the deviation from interest rate parity (e.g. Flood and Rose, 2001).

From given the investment interest in the emerging markets, this study is

investigating the behavior of excess returns on currency deposits provides an

4
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interesting complement to the studies that have focused on the diversification

benefits of investing in equities. Malliaropulos (1997) finds that expected excess

returns of foreign currency deposits are less volatile than that of equities and that

the addition of dollar deposits to an international equity portfolio can provide

additional diversification benefits to non-US investors. Similarly, Bansal and

Dahlquist (2000) find that adding emerging market currency returns to those from

developed markets results in higher Sharpe ratios.

As stated previously, most of the work on interest rate parity has focused

on the industrialized markets. However, we believe that deviations from UIRP in

emerging markets are likely to be larger and more persistent than in industrialized

markets. Recent work by Flood and Rose (2001) and Bansal and Dahlquist (2000)

find that UIRP is different across developed and emerging markets. Flood and

Rose (2001) do not find support for UIRP and indicate that the foreign exchange

premium is larger for emerging markets than for developed markets. In contrast,..
Bansal and Dahlquist find that although UIRP does not hold for most countries, it

tends to hold more frequently in low-income and emerging markets than

developed economies.

Interestingly, Bansal and Dahlquist (2001) also find that when there is

deviation from UIRP for lower-income industrialized economies it is not caused

by the existence of a risk premium. They note that country-specific attributes such

as the level and volatility of inflation rate, income level, and country ratings are

5
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important in explaining foreign currency excess returns. Industrialized markets

typically have lower and less volatile inflation and interest rates, more stable

exchange rates, and higher income levels than emerging economies. Given these

differences, this study expect that emerging markets will have significantly larger

currency excess returns than industrialized economies, even if these excess returns

are not compensation for risk.

Theoretical work by Aliber (1973) finds that deviation from interest rate

parity is a function of both currency and political risks. The latter relates to the

uncertainty that in the future a foreign government will impose restrictions on

capital flows. In the light of a long history of vacillation in the policy towards

capital flows (Beim and Calomiris, 2001) and the above-mentioned debate about

the appropriate response to recent currency crises, this risk should be greater in the

developing economies and should give rise to significant deviations from UIRP,

especially in the pre-liberalization period.

This study uses a multi factor conditional asset pricing model to examine

the extent to which emerging market currency excess returns can be explained by

systematic risk factors and therefore can be attributed to time-varying risk premia.

This approach is similar in spirit to several studies that have examined the risk-

premium explanation of deviations from interest rate parity (e.g. McCurdy and

Morgan, 1991; Korajczyk and Viallet, 1992; Morley and Pentecost, 1998).

6
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In general, deviation from UIRP in emerging markets is systematic in

nature and that a significant part of emerging market currency excess returns is

attributable to time-varying risk premium. Importantly, this study finds that these

countries' currency deposits provide US (equity) investors the benefits of

international diversification. Additionally, results show that for some markets,

liberalization improved (worsened) investors' perception of growth opportunity

while reducing (increasing) investors' perception of the probability of financial

distress. Finally, while several countries benefited from liberalization and have

become more integrated into the world capital market,' the experience is country

specific.

7
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Objective of the study

General Objective:

The objective of this study is to establish that emerging markets typically

experience significant deviations from Uncovered Interest Rate Parity (UJRP).

Specific Objectives:

The specific objectives of this study are:

1. To investigate the behavior of excess returns on currency deposits.

2. To examine whether deviations from UIR.P are characterized by time

varying risk premium.

3. To examine the extent to which the liberalization of emerging financial

markets impacted the deviation from UIRP.

8
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