Although
allowing the
exchange rate
to correct the
excess demand
pressure in
the foreign
currency
market is a
correct policy
move, letting
all the
adjustment
fall on the
exchange rate
may not be the
right policy,
especially
because a
drastic fall in
the exchange
rate would
come in
conflict with
the objective
of inflation
control
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There is a lot of talk these days about
the falling value of the Bangladesh taka
in terms of the US dollar. The dollar
itself has been depreciating against
other major global currencies. For
example, between June 2010 and mid-
July 2011, the dollar depreciated by 14
percent against the euro and 10 per-
cent against the yen. So, the fall in the
value of the Bangladeshi currency at a
time when the dollar is weakening
against the major global currencies
and many other Asian currencies are
appreciating against the dollar is
viewed with a great deal of concern.

Some worry that this is a reflection of
a lack of confidence in the Bangladeshi
economy. Others worry that deprecia-
tion will increase the already high infla-
tion rate. At the political level, Bangla-
desh Bank (BB) is coming under pres-
sure to arrest the decline in the value of
the Bangladeshi currency. While the
debate is understandable, simply creat-
ing political pressure on BB without
analysing the underlying factors creates
a risk that wrong and inconsistent pol-
icy decisions might be taken. The objec-
tive of this article is to explain the reason
for the decline and provide some policy
options that might help stabilise the
currency without creating problems for
other economic targets.

In simple language, the exchange
rate, measured as a number of units of
local currency per unit of foreign cur-
rency, is the price of the foreign cur-
rency in terms of the local currency. Its
inverse is the price of the local currency
in terms of the foreign currency. Like
any other price, the value of the foreign
currency in the local market depends
onits supply and demand. For simplic-
ity, | will use the US dollar as the repre-
sentative foreign currency for the Ban-
gladesh exchange market.

Between fiscal 2007 and fiscal 2010,
the price of the dollar was nearly con-
stant at around Tk 69 a dollar. The price
started rising in 2011, reaching Tk 75 in
early July 2011. As is well known, there is
also a kerb market for the foreign cur-
rency where the exchange rate is more
flexible than in the official market. Con-
sequently, the price in the kerb market
and its trend are a better reflection of the
true foreign exchange market situation.
Usually, the differential between the
official price and the kerb market price is
small -- around one taka. However, in
periods of demand pressures the differ-
ential between the kerb market price and
the official price tends to rise. Presently,
the price of the dollar in the kerb market
has reached Tk 78, creating an unusually
large differential of Tk 3 per dollar.

Unlike in Bangladesh, currencies in
China, Thailand, Malaysia, Korea, Sin-
gapore and India are all appreciating
against the US dollar -- implying that
the price of the dollar is falling in these
economies. For example, the price of

the dollar fell from 6.8 Chinese yuan in

2010 to 6.5 yuan in July 2011. In India,
the price of the dollar fell from 48.1
Indian rupees in March 2009 to 44.7
rupees in July 2011. In Thailand, the
price of the dollar declined from 32.4
baht in 2010 to 30.4 baht in July 2011.
The price of the dollar similarly declined
in Malaysia, Korea and Singapore.

The rising price of the dollar in Ban-
gladesh in both the official and kerb
market, along with the growing differ-
ential in the two rates, is a clear indica-
tion that demand for dollar in Bangla-
desh is growing much more rapidly
than supply. The rise in the price of
dollar is a market correction to
equilibrate demand and supply. As in
any market, the price should play an
important role to correct market dis-
equilibrium. So in this sense, there is
nothing wrong for the price of dollar to
go up in order to bring supply and
demand in harmony.

This raises three important ques-
tions. First, why is the demand for
dollar growing faster than its supply?

Secondly, can BB intervene and control

the local price of the dollar? After all,
the price was stable in 2008-10. Why
can this not be done now? Thirdly, why
is the price of the dollar falling in other
Asian countries while it is rising in
Bangladesh? The answers to these
questions are inter-related and provide
the analytical base for designing
proper policy responses.

Between 2008 and 2010, Bangladesh
experienced a remarkable period of
rapid inflow of foreign currency mea-
sured in US dollars. The main contribu-
tors were growth in export earnings and
the flow of remittances. Together, these
two sources provided much more dol-
lars than were needed for import pay-
ments and foreign debt servicing.

Consequently, Bangladesh experi-
enced record surpluses in the current
account of the balance of payments.
The surplus was $2.4 billion in fiscal
2009 and $3.7 billion in fiscal 2010.
Owing to these large surpluses, Bangla-
desh was able to finance the deficit in
the capital account (around $260 mil-

lion on average a year) and build up its
reserve cover. Foreign reserves
increased from a low of $6.1 billion in
June 2008 to $10.7 billion in June 2010.
Because of this very favourable supply
situation relative to demand, the dollar
price did notrise.

If BB had not built up the reserve
base, the excess supply of dollars
would have driven down its price and
the Bangladesh currency would have
appreciated in nominal terms. Build-
ing up reserves was the right policy
decision because the reserve cover was
low (measured in months of imports).
Additionally, the taka was appreciating
in real terms because the inflation rate
in Bangladesh was much higher than
in OECD countries. An appreciation of
the nominal exchange rate would have
further appreciated the taka in real
terms and hurt exports.

The balance of payments situation
changed dramatically in fiscal 2011.
While exports of goods and services
measured in nominal dollars grew
even more rapidly than in the past,
registering an expansion of 37 percent
over the level in fiscal 2010, imports of
goods and services increased at an
unprecedented pace of 41 percent. As
a result, the trade balance widened by
56 percent -- from $6.4 billion in fiscal
2010 to $10.0 billion in fiscal 2011. As
compared to this, remittances grew
modestly by 5.5 percent.

Consequently, the large positive
balances in the current account during
the past few years virtually disap-
peared. The deficit in the capital
account has also prevailed. BB initially
tried to accommodate the rising
demand for dollars by releasing funds
fromits reserve base. But it soon recog-
nised that this surge in the growth of
imports is not sustainable and must be
lowered. As a first step, itlet some of the
pressure go the exchange market. The
price of dollar started rising. This
increase in the price was aimed at
reducing the demand for imports and
providing more incentive for exports.

Although allowing the exchange rate
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to correct the excess demand pressure
in the foreign currency market is a
correct policy move, letting all the
adjustment fall on the exchange rate
may not be the right policy, especially
because a drastic fall in the exchange
rate would come in conflict with the
objective of inflation control. A review
of the underlying factors contributing
to the huge growth in imports suggests
that they comprise of two forces, one
positive and one negative.

The positive force constitutes
demand emerging from growing real
income, investment and exports. The
negative force relates to demand
emerging from excessively rapid
growth in money supply (22 percent a
year in the past two years) contributing
to growing inflation (more than 10
percent on a year on year basis
between June 2010 and June 2011 as
compared with 3.5 percent in the USA).

It is obvious that the correction of
the excess demand in the foreign cur-
rency market must also involve actions
to reduce overall demand in the econ-
omy by lowering monetary growth. A
lower rate of monetary growth will
reduce domestic inflation and demand
forimports. Very recently, BB has taken
action to reduce the rate of growth of
money supply.

The combination of a reduction in
monetary growth that reduces demand
by increasing the interest rate and the
rising price of dollar is indeed the right
policy approach in the present situation.
Both policies will lower demand for
imports and help stabilise the balance of
payments. Indeed, the monthly import
flow data suggests a downward trend in
demand for imports since May 2011.
Other policy actions that will help the
balance of payments include policies for
boosting exports, supporting the growth
of remittances and the mobilisation of
foreign capital. The positive role of for-
eign capital is illustrated by the experi-
enceof dynamic Asian economies.

The Asian countries that have expe-
rienced an appreciation of their cur-
rencies have an overall surplus in their
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balance of payments, with some com-
bination of surpluses in the current
account or capital account or both. For
example, China registered large sur-
pluses in both current and capital
accounts. The yuan ought to have
appreciated much more rapidly due to
these large net flows of foreign
exchange. China instead has influ-
enced the exchange rate by accumulat-
ing huge reserves ($3.2 trillion as of the
end of June 2011) in order to preserve
the incentive for exports. Indeed, this
policy intervention has served China
well, but has come in serious conflict
with the OECD countries who argue
that this policy s creating a bias against
their exports.

Malaysia, Thailand and Korea simi-
larly have significant current account
surpluses and are accumulating
reserves, which explain their appreci-
ating currencies.

India on the other hand has a signifi-
cant current account deficit but still its
currency is appreciating against the
dollar. The reason for this is the surplus
in the capital account, owing to a huge
inflow of direct foreign investment and
portfolio investment, which exceeds
the deficit in the current account. As a
result, the total supply of foreign
exchange exceeds demand.

The experience of the Asian coun-
tries provides another policy option to
manage the exchange rate -- through
foreign capital flows. This policy can
also reconcile the objective of securing
higher investment and growth while
maintaining balance of payments and
exchange rate stability. Financing of
infrastructure and investment in large
manufacturing units through direct
foreign investment is a hugely attrac-
tive policy action for Bangladesh. This
will allow a financing of larger volume
of imports without exerting pressure
on the exchangerate.

Over the longer term, the most
important policy for preserving the
value of the Bangladeshi currency is to
keep inflation under control. If the

inflation rate in Bangladesh continues
to be substantially higher than the US
inflation rate, demand for dollar will
continue to exceed its supply and the
price of the dollar in taka terms will
continue torise over the long term.
This is illustrated by the fact that the
taka depreciated against the dollar by
about 4 percent a year on average over
the past 21 years, between 1990 and
2011. During the same period, the aver-
age inflation rate in Bangladesh was 6.1
percent as compared with an US infla-
tion rate of 2.8. Much of the long-term
depreciation of the Bangladeshi cur-
rency is explained by a substantially
higher inflation rate in Bangladesh,
compared to the USinflation rate.

The writer is the vice chairman of Policy
Research Institute of Bangladesh. He can be
reached at sahmed1952@live.com

After the ash, Iceland volcano rakes in tourism cash
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Iceland's volcanoes gained notoriety
last year for their ash-spewing ability
to ground airlines and make a mess.
But they also pay their dues, drawing
tourists eager to see the source of the
chaos.

"People are really interested. They
wanttostandinthe crater of the volcano
thatmade them lose their flight," laughs
Arsaell Hauksson, in his 30s. He runs a
campground at the base of the
Eyjafjallajoekull glacier that encom-
passes the notorious Eyjafjoell volcano,
whose eruption in April 2010 stranded
more than eight million travellers.

The possibility of scrambling up an
active volcano -- Iceland has around
130 of them -- has long been a tourist
magnet for the North Atlantic island
state. But last year's Eyjafjoell erup-
tion offered unbeatable advertising.

"We all know someone who was
affected... This is the eruption people
will be talking about for years to
come," said Hauksson. His own busi-
ness is bustling despite an icy start to
the summer.

Things weren't quite so rosy when
the peak began erupting last year,
spewing nine kilometres (5.5 miles)
into the sky.

By Icelandic standards, Eyjafjoell
was puny -- the Grimsvoetn volcano
which erupted this May spat out

more ash in one day than Eyjafjoell
did in 40. But strong winds pushed
Eyjafjoell's output towards Europe
and caused the biggest air space
shutdown sinceWorldWar II.

The eruption dealt a harsh blow to
Iceland's vital tourism industry.

"I had my best booking ever for
May last year ... and nobody showed
because of the ash," laments Unnar
Gardarsson. The 49-year-old heads
Oebyggdaferdir, or Ice Safari, which
for the last five years has offered
tours ofIceland's desolate highlands.

Sixteen months later, his mood
has changed as he stands gratefully
at the edge of Eyjafjoell's still fuming
crater: the eruption is paying off.

"It has done a lot to let people
know Iceland is on the map. And it
has been really good for my busi-
ness," hesays.

"Eyjafjallajoekull was always very
beautifuland nowit's famous!"

Gardarsson began offering trips
up the glacier in May this year and
has already taken some 50 tourists up
to the crater, each dishing out a whop-
ping 39,000 Icelandic kronur (250
euros, $350) for the experience.

-- Eruption put Iceland on tourism
map --

To reach the top, Gardarsson leads
small groups on quad bikes up the
rugged landscape, which starts with
spongy yellow-green moss broken by

Tourists are driven up the side of the Eyjafjoell volcano to reach the crater.

jagged black lava rock and bubbling
streams.

Once they hit the ice, the all-
terrain vehicles are swapped for
bright red belted quads that effort-
lessly climb the steep snowbanks,
still sprinkled with last year's ash
making the glacier look like a
gigantic charcoal sketching.

Along with helmets, the group
wears padded, water-tight jumpsuits
and boots that can withstand tem-
peratures down to minus 90 degrees
C (minus 30 degrees F), provided by
Gardarsson.

"It's pretty incredible,” exclaims
Nancy King, a 36-year-old advertis-
ing executive from New York stand-

ing at the edge of the steaming, black
crater. A steep, rocky riverbed cre-
ated by last year's massive meltwater
flood stretches down below.

"I've never seen anything this
enormous before," she says, gazing
at the breathtaking view of mountain
ranges, massive rivers and the
island-specked Atlantic in the dis-

tance.

"In New York, I spend most of my
timessittingin front of acomputer...This
isdefinitelyadifferentday."

According to Icelandic Travel
Industry Association chief Arni
Gunnarsson, volcanoes and other
natural phenomena are the main
tourism draw to the country.

"That is what tourism to Iceland is
all about: the extraordinary nature
you see here, the glaciers, the volca-
noes," he says. "And last year's erup-
tion really put the country more on
the map as such adestination."

With a tiny population of only
320,000 inhabitants, Iceland has
already had a record 206,000 tourists
visitin the first half of this year alone,
recent statistics showed. This is an
increase of more than 20 percent
from 2010, and while the figures
didn't show how many visited volca-
noes, Gunnarsson says it was likely
"alarge portion”.

Despite volcanoes' tourist draw,
experts warn they are not without
risks.

"It's problematic, because volca-
noes are exciting and people want to
see them and get close to them. But
it's not good to have many people in
the wrong place when an eruption
happens,” cautions Magnus Tumi
Gudmundsson, a geophysicist at the
University of Iceland.



