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ABSTRACT

The purpose of this study was to identify the economic factors which determined the
long-run equilibrium of the exchange rate using Frankel’s Real Interest Differential Model.
Technique of Cointegration by Engle and Granger was utilized. The real effective exchange rate
index was used to explain the optimality of baht value comparing to the foreign trader’s currency
value. This study focused on six of Thai trading partners; Japan, United States of America, United
Kingdom, Malaysia, Singapore and Hong Kong. Data were 30 quarterly data from 3 quarter
1997 to 4" quarter 2004.

According to investigate stationary property of variables including effective exchange
rate weighted by import value, relative money supply, relative real income, shot-term interest rate
differential and expected inflation rate differential, the results revealed that all series were
stationary at the first order of integration. In addition, the Engle and Granger cointegration
technique showed that there existed the long-run relationship between the exchange rate and other

economic factors. The cointegration test results substantially supported the interpretation of the



real interest differential model such that the relative money supply was directly related to the
exchange rate at 0.2 level of significance. If the relative money supply increases 1% its
depreciates the baht value by 0.3183%. The expected inflation rate differential was directly
related to the exchange rate at 0.15 level of significance. If the expected inflation rate differential
increases 1% its depreciates the baht value by 0.0369%. The short-term interest rate differential
inversely related to the exchange rate at 0.1 level of significance. If the short-term interest rate
differential increases 1% its appreciates the baht value by 0.0082%.

The comparison of the exchange rate and its expected indicated that the baht was
overvalue 11.10% in the 3" quarter 1997 and undervalue 17.13% in the 1" quarter 1998.

The result from calculation of real effective exchange rate index showed that this

index was over 100 throughout the study time period. This implied that the baht was undervalued.



