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9 Private actor exchange rate policy preferences
Stefanie Walter

INTRODUCTION

The level and the stability of the exchange rate can have significant consequences on
the material well-being of individuals and firms, especially when they live or operate in
countries with a high level of economic and financial integration into the world economy,
or when these actors are strongly involved in international trade or finance. Since the
interests of private actors are therefore likely to influence policymakers’ exchange rate
policy decisions, it is important to understand the nature and intensity of these policy
preferences. To facilitate such an understanding, this chapter provides an overview about
the current state of the literature on private actors’ exchange rate policy preferences.

In this chapter I focus on the policy preferences of both individuals and the corporate
sector. Much of the literature has focused mainly on the interests of firms and differ-
ent economic sectors who often hold very distinct policy preferences with regard to
exchange rate policy and are therefore much more active in lobbying the government on
macroeconomic policies than other groups (e.g. Frieden 1991, 2002). More recent work
has shown, however, that voters’ interests also play an important role in the realm of
exchange rate policymaking (e.g. Hobolt and Leblond 2009). Even though individuals
may not be able to formulate consistent exchange rate policy preferences when asked
directly (McNamara 1998; Bearce and Tuxhorn 2012), there is evidence that voters do
punish or reward policymakers for exchange rate policy decisions ex post (Walter 2009,
2012). As a result, policymakers are likely to consider both their voters’ preferences as
well as the preferences of different economic sectors when taking decisions that concern
the exchange rate. In addition, most research on exchange rate policy preferences has
traditionally assumed that these preferences are relatively clear-cut, vary across eco-
nomic sectors, and mainly originate in the effects of exchange rate policy on actors’
purchasing power, international competitiveness, and reliance on the domestic economy.
As this chapter will show, however, exchange rate policy can have more complex effects,
including severe financial consequences, which can cut across economic sectors. As a
result, exchange rate policy preferences can be more heterogeneous than previously
acknowledged. While this can negatively impact on actors’ ability to organize effectively
along existing lines, it also creates the potential for coalition-building with unexpected
partners.

Two aspects of exchange rate policy are of particular relevance: the level of the
exchange rate, and the stability of the currency. The exchange rate level refers to whether
the national currency is relatively expensive in terms of other currencies (in this case,
the exchange rate is appreciated) or relatively cheap (a depreciated exchange rate). An
exchange rate appreciation consequently means that the value of the currency increases,
so that more foreign goods can be purchased for the same amount of national currency
units. Likewise, a depreciation means that the value of the currency declines; more
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national currency is needed to purchase foreign goods, whereas domestic goods become
cheaper for foreign buyers.

Exchange rate stability refers 1o how much the value of a currency fluctuates. Here,
the choice of exchange rate regime plays an important role, because the regime can
strongly limit such {luctuation. [n fixed exchange rate regimes, the exchange rate does
not fluctuate at all, but is fixed to another currency at a predefined value.' For example,
the Hong Kong dollar, which is f{ixed in a very rigid exchange rate regime, a so-called
currency board, has been traded at HK$7.8 per United States (US) dollar since 1983.
In contrast, in flexible exchange rate regimes the value of the currency is determined by
the market, which can lead to considerable volatility in the exchange rate. In between
these two extremes, a number of intermediate exchange rate regimes (such as basket
pegs. crawling pegs. or managed floats) exist, which allow some limited exchange rate
fluctuation.

Private actors tend to have preferences with regard to both of these aspects of exchange
rate policymaking. Even though these aspects are of course interrelated, this chapter will
cover private actor preferences for each ol them separately to improve analytical clarity.
The second section will focus on preferences regarding the level of the exchange rate,
while the third section will focus on preferences regarding exchange rate regimes. The
fourth section will demonstrate that especially in times of crisis, these issues often need to
be considered jointly. The final section concludes.

STRONG VERSUS WEAK: PREFERENCES ABOUT THE
EXCHANGE RATE LEVEL

Depreciations or devaluations as well as appreciations or revaluations? of the national
currency strongly affect most individuals living and firms operating in economically open
economies. These cffects emerge both direetly and indirectly and originate from both real
and financial processes.

A loss in the currency’s value directly decreases individuals’ and firms’ purchasing
power. On the positive side, a weakened currency increases the international com-
petitiveness of domestic products, which directly benefits producers of tradable goods.
Appreciations have the opposite effect: they increase purchasing power but decrease
exporters’ international competitiveness. In addition, changes in the value of the cur-
rency affect private actors who own foreign-currency-denominated assets or owe debt
in a foreign currency, since they experience a direct effect on their net wealth: positive in
the case of foreign-currency assets, but negative in the (more frequent) case of foreign-
currency debt.* Indirectly, private actors are affected by how the depreciation impacts on
the economy more generally. To understand the overall effect of the exchange rate level
on private actors, one therefore needs to jointly consider these different aspects. In some
cases. these effects will reinforce each other, but in other cases they can offset each other.
Private actors’ policy preferences about the level of the exchange rate result from the net
effect of exchange rate adjustment on their economic situation overall. These overall
effects are likely to vary across different domestic groups.
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Purchasing Power Concerns

Changes in the exchange rate strongly affect relative prices, at least in the short to
medium run, and can therefore increase or decrease the purchasing power of individu-
als and firms. Depreciation increases the domestic price of imported goods and, more
generally, the prices of all internationally tradable goods relative to non-tradable goods.
This depresses purchasing power, especially when actors consume or use large shares of
tradable goods, which cannot easily be substituted with domestically produced products.
In addition to domestic consumers, this loss in purchasing power particularly hurts
companies in the non-tradables sector, especially when they use a lot of imported inputs.
Moreover, depreciation-induced price increases for tradable goods are usually passed
through to domestic prices. Even though this pass-through is not perfect and the extent
tends to vary by industry, depreciation can therefore lead to increases in inflation.* The
general increase in prices, in turn, further decreases domestic actors’ purchasing power.
Appreciations have the opposite effect and increase the purchasing power of domestic
firms and consumers. Again, the positive effect is most pronounced for those groups
consuming or employing a high share of foreign products.

Since these consumption effects tend to be particularly pronounced for individual
consumers,” many studies on the political economy of exchange rate policy take it as the
starting point for their analyses and assume that individuals will always oppose deprecia-
tion because they oppose the concomitant loss of purchasing power (e.g. Frieden and
Stein 2001; Stein and Streb 2004; Blomberg et al. 2005), while they are more likely to
favor an overvalued currency that boosts their purchasing power. More recent research
has argued, however, that changes in the value of the currency aftect individuals in more
ways than only through their purchasing power (Walter 2013, 2012). For one, individu-
als’ personal finances can be directly alfected by such changes if they hold any debt or
receive income in a foreign currency. In addition, individuals are also indirectly affected
by the effects of exchange rate adjustment on their employers and on the economy more
generally.

Competitiveness Concerns

The conventional wisdom holds that producers of tradable goods are the main ben-
eficiaries of exchange rate depreciation because it increases their competitiveness, while
non-tradable producers are hurt by the loss in the currency’s value, and vice versa for
appreciation (Frieden 1991). Exporters gain from depreciation, because a weakening of
the domestic currency lowers the price of the exported goods abroad and thus boosts
exporters’ international competitiveness. Firm-level evidence indicates, for example, that
firms with greater foreign sales perform significantly better after depreciations than firms
that do not sell their products abroad (Forbes 2002). Depreciation is usually beneficial
for import-competing producers as well. As foreign products become more expensive in
domestic currency terms, their domestically produced goods become more competitive
and attractive as substitutes for imported goods.” Thus, in terms of competitiveness,
depreciations (appreciations) tend to benefit (hurt) firms in the tradable sector, whether
they export or compete against imported products.

Recent research has shown, however, that the competitiveness eflects of exchange rate
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adjustment are less clear than this traditional view suggests. Firm-level studies on the
relationship between devaluations and export performance indicate that while devalua-
tions overall tend to have a positive net effect on exporters, not all export-oriented {irms
benefit equally (Dollar and Hallward-Driemeier 2000). How a depreciation or appre-
ciation of the currency affects a firm'’s competitiveness depends on a variety of factors,
mncluding the firm’s cost and revenue structure, type of product, competitive environ-
ment, and the effect of exchange rate changes on its input and output markets (Muller
and Verschoor 2006). Depreciations are not necessarily unambiguously good for export-
oriented firms, because the increased competitiveness of their exported products can
be dampened by higher prices for imported inputs and intermediate goods. Moreover,
producers of standardized goods tend to be much more price-sensitive than producers of
highly specialized goods, who mainly compete in terms of quality. As a result, exporters
of standardized goods are likely to benefit from depreciation much more than producers
of specialized goods.

In terms of competitiveness, the tradables sector is hence likely to prefer and to lobby
for a weaker currency over a stronger currency, although not all firms are likely to share
this preference or exhibit the same level of preference intensity for a weak and against
a strong currency. Rather, this preference is likely to be additionally influenced by the
level of standardization regarding the products a firm produces (Broz and Frieden 2001;
Frieden 2002). its reliance on imported products (Kessler 1998 Helleiner 2005) or other
competitiveness concerns (e.g. Kinderman 2008: Cleeland Knight 2010; Duckenfield and
Aspinwall 2010).

Balance Sheet Concerns

Changes in the exchange rate directly affect the value of all balance sheet positions that
are at least partly denominated in foreign currency.” Any firm or individual engaged
in cross-border transactions will naturally exhibit such positions: exporters’ revenues
abroad or remittances sent back to domestic residents result in foreign currency denomi-
nated assets, while importers often accrue foreign currency denominated liabilities when
they buy products abroad. Moreover, both firms and consumers in financially open
economies increasingly borrow money in foreign currency, either because loans in domes-
tic currency are not available, or because the interest rates on these loans are much higher
than those on foreign currency loans.

With the increase in international capital mobility, foreign currency denominated
assets and liabilities have become quite common. In many developing countries, the sum
ol remittances sent back to the citizens of these countries is now larger than the inflow
of foreign direct investments into these countries (Singer 2010). Borrowing in foreign cur-
rencies is no longer limited to sovereign borrowing by the government or by large corpo-
rations, but is now undertaken by many private actors including small and medium-sized
firms and consumers (e.g. Jeanne 2003), and in some countries, private foreign currency
denominated borrowing has become the rule, rather than the exception. For example, in
2008, almost 90 percent of all Latvian bank loans were denominated in foreign currencies
(Brown ct al. 2009). Under such circumstances, the effects of changes in the exchange rate
level alfect private actors at least as strongly as the relative price effects discussed above
and are therefore likely to significantly influence actors’ preferences about exchange rate
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policy (Walter 2012). This is because under these circumstances, any change in the value
of the currency immediately affects the value of assets and liabilities denominated in a
foreign currency. Thus, in domestic currency terms depreciations immediately increase the
debt burden for holders of foreign currency denominated debt and increase the value of
foreign currency denominated assets, and vice versa for appreciations.® This can seriously
disturb previously well-balanced balance sheets. Depreciations are particularly prob-
lematic if individuals’ and firms” assets, such as wages and revenue, are predominantly
denominated in domestic currency. Empirical studies show that large depreciations sub-
stantially increase the risk of bankruptcy and decrease investment and the profitability
of firms with a high international debt exposure (e.g. Claessens et al. 2000; Aguiar 2005).

The increasing proliferation of foreign currency denominated assets and liabilities has
therefore turned foreign currency balance sheet positions and potential balance sheet
mismatches into important determinants of private actors’ exchange rate policy preler-
ences. Since anyone who holds more foreign currency denominated liabilities than assets
is directly vulnerable to a depreciation, such prospects can produce a large and vocal con-
stituency against such a policy course, while appreciations tend to be viewed positively
(Shambaugh 2004; Hall 2005; Woodruff 2005; Walter 2008). Not surprisingly, empirical
studies relying on survey data of both firms (Walter 2013) and individuals (Walter 2012)
show that those firms and individuals exposed Lo foreign currency debt were much more
likely to evaluate their government’s exchange rate policy and its general performance
negatively when the exchange rate had recently depreciated, and more positively when
it had appreciated. Other studies show that {irms which have hedged against changes
in the exchange rate level. and whose balance sheets are therefore less vulnerable to a
depreciation or appreciation of the currency, are less likely to become politically active
with regard to exchange rate policy than firms which have not hedged (Kinderman 2005;
Cleeland Knight 2007).

Concerns about Effects on the Aggregate Economy

Since changes in the value of the currency usually also impact on a country’s general eco-
nomic conditions, private actors are likely to consider these effects as well when forming
exchange rate policy preferences. Depending on the country’s economic structure, these
effects can be positive or negative and more or less pronounced. How exactly exchange
rate movements affect the national economy depends mostly on how the country-specific
real and financial effects discussed above add up in the aggregate.

The traditional textbook view has been that depreciations often have expansionary
effects on output and employment, because a depreciated exchange rate increases foreign
demand for domestic products and therefore boosts exports, which then spill over into
the general economy. However, it is by now well established that devaluations of the cur-
rency can also have significant contractionary effects, because the effects discussed above
can depress both aggregate supply and aggregate demand (Caves et al. 2002). Moreover,
sudden devaluations can result in credit crunches, bank runs and full-blown financial
crises, especially when a country’s financial institutions exhibit large currency mismatches
(e.g. Chang and Velasco 2001). Tt is therefore not surprising that currency and banking
crises, which tend to be very costly and painful to resolve, often coincide (Kaminsky and
Reinhart 1999).
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Even if appreciations are a sign of investor confidence in a national economy and
increase the purchasing power for individuals and firms, they can also create problems,
especially for the tradables sector. For example, the significant appreciation of the Swiss
franc during the recent global {inancial crisis and the euro crisis have created considerable
problems for the Swiss economy, which prompted the Swiss National Bank to introduce
a maximum value for the currency which the National Bank actively defends through
interventions on the foreign exchange market.

As a result, depending on the specific structural, economic, and financial environment
in which an appreciation or depreciation takes place, it can have substantial indirect
effects on firms and individuals, both positive and negative, which in turn are likely to
influence their exchange rate policy preferences.

Understanding Private Actors’ Preferences about the Exchange Rate Level

In sum, changes in the exchange rate level can affect private actors in very different ways
that can partially offset or reinforce each other. Individuals and firms are directly affected
in terms of their purchasing power, international competitiveness, and personal balance
sheets. [ndirectly, they arc allected by the consequences of a change in the currency’s
value on the general economy. Private actors’ preferences about the exchange rate level
consequently arise {rom a joint consideration of consumption patterns, type ol economic
activity, (inancial situation, and the general aggregate effect of an exchange rate adjust-
ment on the economy, rather than any ol these factors on their own. The more positive
the direct and indirect consequences of such a change, the more supportive private actors
will be of such a change, and vice versa when the consequences overall are negative,

At the same time, however, vulnerable actors need to consider the opportunity costs
of opposing exchange rate adjustment, because resisting market-driven changes in the
exchange rate usually comes at the cost of adjusting more domestically oriented policies
(such as monetary or fiscal policy) instead. This brings me to the more general topic of
exchange rate stability versus variability.

FLEXIBILITY VERSUS STABILITY: PREFERENCES ABOUT
THE EXCHANGE RATE REGIME

The exchange rate regime determines how much the level of a country’s exchange rate
is allowed to fluctuate. Exchange rate regimes can be ordered on a continuum, ranging
[rom fixed exchange rates to {lexible exchange rates. Fixed exchange rates imply that the
level of the exchange rate is fixed to some prespecified value of another currency and
does not change at all. In its most extreme form, fixed exchange rates even imply that a
country gives up its own currency (either by adopting a foreign currency, or by joining
a common currency such as the euro). In the more frequent form, countries retain their
domestic currency, but specify exactly at which value of another currency this currency
will be exchanged. At the other end of the continuum are flexible exchange rate regimes,
in which the level of the exchange rate is determined by market forces alone. In between
these two ends of the continuum one can find a number of so-called ‘intermediate’
exchange rate regimes, which combine clements of both fixed and flexible exchange
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rates. For example, in ‘crawling peg’ regimes, policymakers specifly a certain value of the
currency at which it will be exchanged for another currency, but this value is allowed to
change over time in a predefined manner.

Both fixed and flexible exchange rates have advantages and disadvantages. Most of
these advantages and disadvantages relate to the so-called “unholy trinity” or Mundell-
Fleming model, which shows that, when capital is mobile internationally, a trade-off
exists between exchange rate stability and domestic monetary policy autonomy (Mundell
1961; Fleming 1962; for a discussion and the labeling of this model as “unholy trinity,” see
Cohen 1995). Thus, in financially open economies fixing the exchange rate means that
national monetary policy cannot be used for domestic economic objectives. Likewise, the
model implies that when capital is internationally mobile, retaining domestic monetary
policy autonomy comes at the cost of giving up exchange rate stability. Given these con-
straints, private actors’ preferences regarding the exchange rate regime are strongly influ-
enced by the importance they attribute to a monetary policy geared towards the domestic
economy in relation to the importance they attribute to a stable exchange rate. Although
this will be influenced by characteristics of the national economy, different groups within
a country are likely to evaluate the trade-ofl” between domestic monetary policy auton-
omy and exchange rate stability differently, resulting in different private actor preferences
about the exchange rate regime.

Producers

The group of private actors whose policy preferences regarding the exchange rate regime
are best researched are firms and economic sectors more generally. Once more the most
influential contribution for this research has been Frieden's (1991) distinction between
producers heavily involved in foreign trade and investment, and domestically oriented
producers. Frieden argues that both groups are likely to evaluate the trade-off between
exchange rate stability and domestic monetary policy autonomy quite differently.
Whereas internationally oriented producers, especially the export sector (and interna-
tional investors, whose preferences 1 discuss below), care strongly about stable exchange
rales because exchange rate volatility makes their business operations riskier, non-
tradables producers and import-competing producers value a stable domestic economic
environment much more strongly than exchange rate stability. The latter are therefore
predicted to prefer a flexible exchange rate regime, because this allows policymakers to
retain national monetary policy autonomy.

Many studies have tested thesc predictions empirically. In addition to case study
research (e.g. Frieden 1996), the most common approach has been to examine to what
extent a sector’s share of gross domestic product (GDP) — as a proxy for its economic
power and political influence in a country — influences a country’s choice of exchange
rate regime. While many empirical studies support Frieden’s conjecture that a stronger
tradables sector” increases the odds of an exchange rate regime which limits exchange
rate fluctuations (e.g. Bernhard and Leblang 1999; Leblang 1999; Broz 2002; Frieden
2002; Frieden et al. 2010; Singer 2010), several studies also find that a larger manufactur-
ing sector decreases the government’s willingness to maintain a fixed exchange rate (e.g.
Frieden et al. 2001; Blomberg et al. 2005).

Given these inconsistent findings, more recent research has begun to refine the Frieden
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model in several directions (for a more detailed discussion of these extensions see
Steinberg and Walter 2013). For example, as discussed above, firms’ products differ with
regard to their standardization. Some products are relatively standardized and do not
differ much in terms of quality, so that they compete mainly on the basis of their price.
This increases the attractiveness of depreciations for producers of standardized goods,
so that they tend to be less interested in the benefits of exchange rate stability than pro-
ducers of highly specialized products (Frieden 2002). This points to a second complica-
tion, the fact that the exchange rate regime and exchange rate level are not independent
from one another, nor are they chosen in isolation from other policies and institutions
(Steinberg and Walter 2013). For example, {ixed exchange rates are much more likely to
become overvalued than flexible exchange rates, that can casily adjust as market condi-
tions change. This creates a trade-off for producers interested in both exchange rate
stability and a favorable (that is, depreciated) exchange rate level (Kaplan 2006; Broz
et al. 2008). In addition, as discussed above, exchange rate policy decisions also affect
monetary and fiscal policy and vice versa. In financially open cconomies, monetary
policy is only effective under flexible exchange rates (but not under fixed exchange rates).
whereas fiscal policy is most effective under fixed exchange rates, and much less so under
flexible exchange rates, and this can affect some producers’ exchange rate policy prefer-
ences. Likewise institutional characteristics such as central bank independence and fixed
exchange rate regimes can act as complements or substitutes (Bearce 2008). which again
is likely to condition producers’ exchange rate policy preferences.

Overall, this suggests that although on average, internationally oriented producers are
going to be more interested in exchange rate stability than domestically oriented produc-
ers, these preferences are likely to depend on the country- and firm-specific context.

Financial Interests: Investors and Borrowers

A second group of private actors with distinct exchange rate policy preferences is the
group of investors and debtors, whose policy preferences are driven by their financial
interests. Research shows that the reliance on or investment in different types of capital
generates distinct capital-specific policy preferences about exchange rate regime choice,
as financial market participants try to limit the riskiness of their financial operations.
Here, the preferences of domestic and international investors can be distinguished.

The exchange rate regime preferences of domestic financial interests are mainly deter-
mined by the type of their investments and borrowings. Shambaugh (2004) argues that
actors who are heavily involved mn commercial bank lending, as both lenders and bor-
rowers, are likely to prefer the stability of fixed exchange rates over the domestic policy
flexibility that comes with floating exchange rates. This is particularly true for those
individuals holding foreign currency denominated debt and exhibiting severc currency
mismatches in their balance sheets (Hall 2005; Woodrufl' 2005; Walter 2008). This is
because - as discussed above — a depreciation of the currency can create significant prob-
lems for the holders of such debt. so that this group of financial market participants is
particularly interested in exchange rate stability. In contrast, actors who rely strongly on
funds generated by portfolio investment are more likely to prefer flexible exchange rate
regimes, because they enhance the government’s ability to respond to external shocks and
to limit the risks of capital flight (Shambaugh 2004). Moreover, whether the financial
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sector supports or opposes fixed exchange rates may depend on whether doing so will
increase or decrease inflation (Henning 1994: Helleiner 2005).

International investors also have preferences regarding the exchange rate regime of
the countries in which they invest. In his seminal article, Frieden (1991) argued that
international investors prefer fixed exchange rates, because this reduces the riskiness of
their investments, whereas they care less about the ability of the government to directly
influence domestic economic conditions.'” In contrast, international investors engaged in
foreign direct investment (FDI) are likely to share the exchange rate policy preferences
of the industrial sectors in which they invest: foreign investors in export-oriented indus-
tries, especially those producing standardized goods have been argued to prefer [lexible
exchange rates, whereas those investing in domestically oriented sectors or in export
sectors producing specialized goods should prefer more stable exchange rate regimes
(Shambaugh 2004).

Individuals: Workers, Financial Market Participants, and Consumers

Exchange rate policy can have major ramifications for individuals as well. They are
affected in a variety of ways: as workers, they are tied to the economic success of their
employers as well as the economy more generally; as financial market participants they
worry about the value of their investments or their debt burden, respectively; and as con-
sumers they are concerned about their purchasing power.

To the extent that their income is tied to the economic fate of their employers, individu-
als as workers are likely to share the exchange rate policy preferences of their employers.
This means that individuals employed in export-oriented industries are more likely than
individuals employed in domestically oriented sectors to prefer fixed exchange rates. At
the same time, as labor market participants and recipients of government transfers more
generally, individuals tend to value the domestic monetary autonomy and oftentimes
more expansive fiscal policies, which are often associated with flexible exchange rate
regimes and which allow policymakers to target the needs of the domestic economy."
As investors or borrowers, however, individuals are more likely to prefer stable exchange
rates, as this decreases the riskiness of their investments or debt burden, especially when
these investments or debts are tied to foreign currencies.

While individuals™ preferences thus mirror the preferences of other groups in many
respects, their role as consumers presents an additional dimension. As discussed above,
changes in the exchange rate can strongly affect the purchasing power of individuals (and
firms). Although this is typically thought of as an issue regarding the exchange rate level,
it also affects individual consumers’ preference about the exchange rate regime, because
fixed exchange rates not only preclude purchasing-power-eroding depreciations, but
often lead to appreciating real exchange rates, and hence an increase in purchasing power
for domestic consumers. Moreover, fixed exchange rates can help policymakers in a high-
inflation environment to contain inflationary pressure. This again enhances consumers’
purchasing power and tends to boost individuals’ support for stable exchange rates.

Since the political influence of individuals in democracies is highest in the run-up
to elections, the issue of voter preferences about exchange rate regime choice is mostly
discussed in studies investigating the effect of elections on exchange rate policymaking.
These studies typically {ind that during pre-election periods, governments are more likely
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to install fixed exchange rate regimes (Schamis and Way 2003) or keep their exchange
rates {ixed and overvalued, while a move (o more flexible exchange rate regimes is most
likely in the aftermath of elections (Blomberg and Hess 1997; Frieden et al. 2001; Stein
and Streb 2004; Blomberg et al. 2005; Walter 2009).

Although these studies show that elections affect exchange rate policy choices in
democratic countries, relatively few studies have investigated individuals’ exchange rate
regime preferences directly. One notable exception in this regard are studies of public
opinion about the euro and participation in European Monetary Union (EMU). This
research underlines the notion that individual policy preferences about the exchange
rate regime can vary quite widely. It shows that this variation can be explained in part
by the material interests discussed above. In line with individuals’ role as workers, this
rescarch has shown, for example, that manual workers (Hooghe and Marks 2005) and
Danish employees in a non-tradable industry (Jupille and Leblang 2007) were more
opposed to joining the euro. In contrast, Swedish business owners and white-collar
workers were more supportive of joining EMU than blue-collar workers (Jupille and
Leblang 2007). These studies also support the notion that purchasing power concerns
play an important role for individuals’ exchange rate regime preferences. Several studies
find that individuals favor replacing their national currency with the euro when the euro
is strong against the dollar, but they prefer o keep their national currency when it has
appreciated in value vis-a-vis the euro (Banducci et al. 2003, 2009; Hobolt and Leblond
2009).

Public opinion research on preferences about the single European currency also dem-
onstrates, however, that these preferences are equally strongly influenced by non-material
factors, such as concerns about national identity and sovereignty, or individuals’ opinions
about European integration more generally (Kaltenthaler and Anderson 2001; Jupille
and Leblang 2007; Hobolt and Leblond 2009; Allam and Goerres 2011). Overall, this
research thus demonstrates that for individuals, the question of exchange rate regime
choice is not just an issue of exchange rate stability or variability, but one to which con-
siderable symbolic value is attached as well.

Conclusion: Private Actors’ Preferences about the Exchange Rate Regime

Allin all, research on the role of private interests in shaping policymakers’ choices about
the exchange rate regime shows that these interests play a considerable role in the poli-
tics ol exchange rates. Given that these interests range from preferences for very tightly
fixed to completely flexible exchange rates, the actual influence on a particular govern-
ment’s exchange rate choice depends on the political strength of the different groups of
actors interested in the decision. At the same time, private actor interests are not the only
determinant of exchange rate regime choices. Rather, the institutional setting also plays
an important role, as David Bearce discusses in Chapter 10 in this volume. Institutions
matter, not only because they influence the decision-making calculus of policymakers,
but also because they can condition both the preferences of private actors and their polit-
ical strength. It is the interplay between interests and institutions that typically shapes
exchange rate regime choices.
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EXCHANGE RATE POLICY PREFERENCES IN THE GLOBAL
FINANCIAL AND EURO CRISES

In recent years, exchange rate policy has become a hotly debated issue in many countries.
As the global financial and economic crisis spread around the globe, and during the
ongoing euro crisis, many governments found themselves confronted with signilicant
market pressures on their exchange rates. Iceland, Latvia, Hungary, and Greece — to
name but a few countries — have all faced difficult trade-offs related to both the level and
the stability of their exchange rates, These trade-offs have been particularly pronounced
in countries facing balance-of-payments problems (in particular, a current account
deficit), because such countries typically face strong pressurc to adjust their economic
policies when external financing dries up.'?

In addition to the short-term solution of financing the deficit, for example through
sterilized foreign reserve sales, there are two ways to react to such pressure, especially
when the current account deficit results from deeper macrocconomic and structural
problems. such as an unsustainably high level of consumer demand coupled with a weak
industrial and services sector, high budget deficits, high growth rates of money and
domestic credit. and/or overvalued exchange rates. In these situations, it is necessary to
implement policies that lead to macroeconomic adjustment and a rebalancing of the
current account. This can be achieved in two ways (as well as a combination of both).
The first possible adjustment strategy is external adjustment, which mainly implies an
exchange rate depreciation. By making domestic products more competitive interna-
tionally and raising the price of imports, this strategy switches expenditure away from
the consumption of internationally tradable goods and towards the production and
export of such goods. A second possible adjustment strategy is internal adjustment, in
which monetary and fiscal policy are tightened and structural reforms are implemented
to increase the economy’s competitiveness, while maintaining a stable exchange rate.
Here, the goal is to deflate domestic prices through a reduction in overall spending and
productivity gains, which once more makes domestic products more competitive inter-
nationally and reduces the demand for imports.

Both of these macroeconomic adjustment strategies are usually painful, although the
relative cost of different adjustment strategies differs by context. Research on optimum
currency areas (OCAs) has shown, for example, that the costs of external adjustment are
lower in larger, less trade-dependent economies, whereas internal adjustment is the less
costly adjustment strategy for small open economies (Mundell 1961; McKinnon 1963; for
reviews see Frankel 1999; Willett 2003). At the same time, however, the choice between
different adjustment strategies is not predetermined by economic considerations alone
(see. e.g., Eichengreen et al. 2003 [1995]; Kraay 2003) but is also a thoroughly political
decision (see, e.g., Cohen 2003; Willett 2006; Walter 2013).

Here, private actor preferences play an important role, because changes in exchange and
interest rates, in {iscal policy, and structural reforms can significantly hurt certain groups
of citizens, while benefiting others. Some groups will consequently be more vulnerable
to the consequences of external adjustment, while for others internal adjustment is more
painful. The vulnerability of citizens to the external and internal adjustment of macro-
economic policies has been increased in recent years by the globalization of capital, which
has not only allowed domestic citizens and firms to engage on foreign financial markets
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and to borrow and invest in foreign currencies, but has also intricately linked exchange
rate policy to monetary policy. As a result, private actors’ vulnerabilities to different
adjustment strategics depend on how the effects of exchange rate, monetary, and fiscal
policy changes as well as structural reforms sum up to affect their material well-being.

These distributional issues strongly influence the politics of macroeconomic adjust-
ment (Walter 2013). When a majority of private actors are more negatively exposed to
losses in the currency’s value than internal adjustment, policymakers are more likely
to implement policies that tighten domestic economic conditions. In contrast, when a
majority of constituents arc more vulnerable to exchange rate changes than monetary
and/or fiscal contraction as well as structural change, internal adjustment becomes
more likely. The situation becomes complicated when citizens are highly vulnerable to
both external and internal adjustment. In this case, any type of adjustment has painful
consequences for the country’s private sector and citizens. This creates strong incentives
not to adjust at all, which in itself is unproblematic as long as the balance-of-payments
problems result from transitory economic shocks that will eventually rectify themselves
without any major intervention. But adjustment cannot be avoided in the long run when
the economy experiences fundamental problems. Under these circumstances, adjust-
ment eventually will have to occur, either voluntarily by changing economic policies,
or involuntarily in the form of a crash. Since delay without reform usually results in a
further deterioration of the imbalances, the adjustment eventually has to be much more
extensive than adjustment which is implemented early on, and therefore often results in
a full-blown crisis. The distributional effects of adjustment consequently affect both the
timing and the type of adjustment strategy chosen.

A look at private actor preferences helps to explain some puzzling variation in
exchange rate policy decisions during the recent global financial and economic crisis. A
set of four countries has particularly puzzled many observers: the three Baltic countries
and Bulgaria successfully confronted their balance-of-payments problems by implement-
ing internal adjustment strategies, although implementing such policies has usually been
argued as too painful to implement in democratic countries (Eichengreen 1992; Simmons
1994) —an argument that is vividly demonstrated by the difTiculties of the Greek govern-
ment to implement such policies during the ongoing euro crisis. However, looking at the
vulnerability profiles of private actors in these countries, one can see that they combined
a moderate vulnerability to internal adjustment with a very high vulnerability to exter-
nal adjustment. In particular, voters and firms in these countries held unusually large
amounts of foreign currency denominated debt, which significantly raised the potential
costs of a devaluation of the currency. I argue that this vulnerability profile explains why
the governments of these countries were able to push through contractionary fiscal and
nominal wage policies without serious public opposition (Walter 2013, Chapter 7). In
contrast, private actors’ vulnerability profiles in other Eastern European countries, where
governments chose externally oriented adjustment strategies (the Czech Republic and
Poland), exhibited a significantly lower vulnerability to external adjustment and a higher
vulnerability to internal adjustment than in the Baltic countries and Bulgaria. In those
countries which initially delayed adjustment and eventually adopted mixed adjustment
strategies (Hungary and Romania), private actors in general exhibited a high vulnerabil-
ity to both types of adjustment strategies.

Exchange rate policymaking in the recent crises has hence highlighted the importance
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of considering private actor preferences for a full understanding of the trade-offs faced
by and the policy choices taken by national governments in times of economic stress.

CONCLUSION

This chapter has shown that the interests of private actors play an important role for
policymakers’ exchange rate policy decisions, regarding both the level and the stability
of the national currency. As we have seen, these interests are shaped by a number of
cross-cutting considerations, such as concerns about purchasing power, competitiveness,
and financial concerns, but also non-material considerations. Moreover, private actors’
preferences about the level and the stability of the exchange rate are related, and also
depend on the trade-offs they pose for other economic policies. These trade-offs become
particularly strong during economic crises, where private actor preferences can be shown
to have a particularly strong influence on exchange rate policy decisions.

NOTES

I.  The most extreme form of fixed exchange rate regime is a currency union (such as the European Monetary

Union), in which all member states share a common currency.

The term depreciation (appreciation) refers to a decline (rise) in the value of a flexible currency, while

devaluation (revaluation) denotes the decline (rise) in the value of a fixed or pegged exchange rate (and

hence also implies a breach of the rules of the exchange rate regime), Since the implications with regard

(o the exchange rate level are similar, however, I will refer to these phenomena only as depreciations and

appreciations.

Unless they have hedged against currency fluctuations.

For an overview of the literature on this topic sce Goldberg and Knetter (1997).

At the same time real depreciations increase the purchasing power of consumers ol non-tradable goods

(such as food and housing).

6. An alternative interpretation leading to the same conclusions is that tradable producers prefer a more
depreciated exchange rate because it raises the price of their products relative Lo the price of non-tradable
inputs (Frieden and Stein 2001),

7. Balance sheets are statements of assets and liabilities. Every firm and institution has balance sheets, but
the financial situation of each individual person can be conceptualized in similar terms.

8. Unless foreign currency liabilities are hedged (that is, simply put, insured against exchange market risk).

9, Also measured as the relative size of’ the manulacturing or the export sector.

10, Shambaugh (2004) echoces this argument but finds no empirical support for it,

11, Not surprisingly, several studies find that left-wing parties, as representatives of the working class, tend
Lo be more supportive of or more associated with [lexible exchange rate regimes than conservative parties
(e.g. Frieden 2001; Beurce 2003, 2007),

12. A current account deficit typically implies that a country is importing more goods and services than it
exports and that domestic savings are smaller than domestic investments, which is why current account
deficits are associated with capital inflows into a country. When these capital inflows dry up — either
because of a change in the global investment climate or because international investors become skeptical
aboul the sustainability of the country’s economic policies — policymakers need to act, because the current
account deficit can no longer be financed with foreign capital.

[
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