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Abstract: Why, despite the well-known benefits of undervalued exchange rates, do only a 
small minority of developing countries keep their exchange rates undervalued (below 
their market value)?  To resolve this puzzle, this paper develops a conditional interest 
group theory, which argues that the preferences of the manufacturing sector influence 
exchange rate policy but industry preferences are highly context-dependent.  The state’s 
control over the financial system, an integral component of the state’s financial capacity, 
shapes the preferences of the manufacturing sector.  The theory posits that manufacturing 
firms strongly favor undervalued exchange rates when the state controls the banking 
system, yet they do not favor undervaluation in private financial systems.  Exchange rates 
should therefore be most undervalued in countries that combine a large manufacturing 
sector with a state-controlled banking system.  The paper presents two tests of this theory.  
First, I evaluate the argument using time-series—cross-sectional data of a large sample of 
developing countries between 1975 and 2006.  The results indicate that large 
manufacturing sectors are only associated with undervalued exchange rates when states 
own the majority of the country’s banks, and not in countries where most of the banks are 
privately-owned.  Second, I analyze firms’ preferences more directly by using survey 
data of more than 2000 manufacturing firms from across the developing world.  I find 
that manufacturing firms favor undervalued exchange rates in countries with many state-
owned banks, though this is not the case in private financial systems.  The results suggest 
that interest groups have substantial impacts on exchange rate policy, but only under 
certain conditions. 
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Undervalued exchange rates are highly beneficial to developing economies.  Keeping the 

exchange rate undervalued—i.e. at a highly competitive, below-market value—promotes 

economic growth (Dollar 1992; Rodrik 2008; Razin and Collins 1999), reduces 

unemployment (Frenkel and Ros 2006; Klein et al 2003), and lowers the risk of financial 

crisis (Goldfajn and Valdes 1999; Reinhart and Rogoff 2009).  Economists of all stripes 

prescribe undervalued exchange rates to developing countries: competitive exchange 

rates are not only considered one of the ten elements of the neoliberal “Washington 

Consensus” (Williamson 1990), but they are also viewed favorably by heterodox 

economists, who believe that “sustained real exchange rate depreciation may constitute 

the most effective industrial policy there is” (Rodrik 2007, 48).  Most developing 

countries have, nevertheless, failed to follow this prescription.  While there have been 

several prominent—and controversial—cases of undervalued exchange rates in Asia, 

Table 1 shows that most countries in Africa, Eastern Europe, Latin America, and the 

Middle East continue to keep their exchange rates overvalued.1  The fact that developing 

countries “frequently suffer from recurring episodes of real exchange rate 

overvaluation…[is] puzzling, because it can hardly be the case that developing country 

policy makers do not know how to reverse overvaluations, or that they believe that real 

exchange rate overvaluation generally improves economic efficiency and welfare” 

(Huizinga 1997, 273).  The goal of this paper is help resolve the puzzle as to why, despite 

sound economic advice to the contrary, so few developing countries maintain 

undervalued exchange rates.    

                                                
1 Overvalued exchange rates were also common throughout the developing world in 
earlier decades (see Pick and Vollrath 1994, 556; Edwards 1989, 78; Bates 1981).   
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Existing interest group theories are unable to explain why undervalued exchange 

rates are rare in most developing regions.  Jeffry Frieden’s (1991) seminal sectoral theory 

of exchange rate politics argues that tradable industries prefer weak and undervalued 

exchange rates, and predicts that countries with large and powerful tradable industries 

keep their exchange rates undervalued (Frieden et al 2001; Frieden 2002).  The large size 

of the tradable/manufacturing sector in Asia may explain why exchange rates are 

undervalued in this region.  However, the sectoral theory has difficulty explaining why 

many countries with large manufacturing sectors in Eastern Europe and Latin America 

maintain overvalued exchange rates (see Table 1).   

Institutionalist approaches, such as the theory of the “developmental state”, also 

have difficulty explaining the popularity of overvalued exchange rates.  The 

developmental state approach argues that strong developmental states encourage 

policymakers to adopt export-oriented development policies such as undervalued 

exchange rates (Amsden 1989; Haggard 1990; Kohli 2004; Wade 1985).  Although there 

is no consensus on the definition of a developmental state, several leading proponents of 

the developmental state thesis, including Peter Evans (1987, 216), Stephan Haggard 

(1990, 46), Chalmers Johnson (1987), and Meredith Jung-En Woo (1991; Woo-Cumings 

1999), highlight the important role that state-owned banks play in strengthening the 

state’s developmental capacities.  Woo-Cumings’ (1999, 11) introduction to The 

Developmental State, for example, argues that “state control of finance was the most 

important, if not the defining aspect of the developmental state.”  While research in the 

developmental state tradition typically examines a broad range of industrialization 

policies, state ownership of the financial system more directly influences monetary and 
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exchange rate policy than other areas of developmental policy; state-owned banks should 

therefore be of particular importance for the question at hand.  Table 1 shows that state-

owned banks coincide with undervalued exchange rates in Asia, the region that spawned 

the developmental state thesis, but similar financial structures have not produced 

undervaluation in the Middle East.2  State control of the financial sector is not sufficient 

for an undervalued exchange rate. 

This paper shows that neither interest group strength nor state control of finance 

drives exchange rate policy on its own, but it is the interaction of these two factors that 

determines the degree of exchange rates undervaluation.  I argue that undervalued 

exchange rates are most likely in countries that combine a powerful manufacturing sector 

with a state-controlled financial system.  The argument is developed in three steps.  The 

first section of the paper explains why a powerful tradable sector is not sufficient for 

undervaluation.  Manufacturing firms do not always support an undervalued exchange 

rate because undervaluation simultaneously increases both their revenues and their costs.  

Thus, the manufacturing sector only supports undervaluation when cost-reducing 

compensatory policies are provided to ensure that these firms’ costs do not rise.  The 

second section of the paper examines how and why the structure of the financial system 

influences exchange rate politics.  I hypothesize that state-owned banks enable 

policymakers to limit the costs that are otherwise associated with undervaluation, which 

increases the manufacturing sector’s support for undervalued exchange rates.  The third 

section explains how the combination of a large manufacturing sector and state-owned 

                                                
2 The Middle East and Asia also share two other features that some scholars consider 
attributes of the developmental state: state centralization and labor repression (e.g. Kohli 
2004).   
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banking system produces a powerful pro-undervaluation coalition and encourages 

policymakers to undervalue their exchange rates.  

Section IV of the paper evaluates the main argument using time-series—cross-

sectional data of a large sample of developing countries between 1975 and 2006.  The 

results confirm that interest groups have a conditional impact on undervalued exchange 

rates.  Large manufacturing sectors are associated with undervalued exchange rates when 

states own the majority of the country’s banks.  On the other hand, the size of the 

manufacturing sector does not increase undervaluation when most banks are privately 

owned.  Section V then analyzes survey data of more than 2000 manufacturing firms 

from across the developing world in order to evaluate the accuracy of my proposed causal 

mechanism.  I find that manufacturing firms strongly favor undervalued exchange rates in 

countries with many state-owned banks, but they have little enthusiasm for 

undervaluation in private financial systems.  The conclusion examines some broader 

implications of this research for theory and for policymakers.   

 

I. THE PREFERENCES OF THE MANUFACTURING SECTOR 

Theories of political-economy suggest that domestic political support is crucial for the 

adoption of any given exchange rate policy.  The most prominent political-economy 

theory of exchange rates, Frieden’s (1991) sectoral theory, hypothesizes that tradable 

sectors, defined as industries that produce goods that can be sold in foreign markets, is 

the primary advocate of undervalued exchange rates.  As a result, the political importance 

of the manufacturing sector, the archetypal tradable industry, is widely viewed as an 

important determinant of undervalued exchange rates (e.g. Blomberg et al 2005; Frieden 
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2002; Henning 1994).3  Borrowing from this existing literature, I view the preferences of 

the manufacturing sector as an important motivation for politicians to undervalue the 

exchange rates, but I argue that the manufacturing sector provides only conditional 

support for undervaluation.  This section points out that undervaluation increases both 

manufacturing firms’ sales revenue and their costs, and therefore has ambivalent effects 

on these firms’ profits.  The manufacturing sector only unambiguously benefits from an 

undervalued exchange rate when it is combined with cost-cutting compensatory policies. 

 

a. The Benefit of Undervaluation: External Competitiveness 

The nominal exchange rate is the number of units of domestic currency required to 

purchase one unit of foreign currency.  Discussions of exchange rate valuation, however, 

concern the real exchange rate, which is defined as the nominal exchange rate (e) 

multiplied by the ratio of foreign to domestic prices (q = e×PF/PD).4  The real exchange 

rate calculates the price of a basket of foreign goods relative to the price of that same 

basket of domestic goods.  A rise (fall) in the real exchange rate is a real depreciation 

(appreciation), meaning that domestic goods have become cheap (expensive) relative to 

foreign goods.  When the real exchange rate is at its equilibrium level, defined in terms of 

“purchasing power parity” (PPP), a basket of domestic goods costs the same amount as 

                                                
3 There are two reasons why manufacturing is typically seen as more important than 
agriculture, another tradable industry, in exchange rate politics.  First, in many countries 
high transportation costs reduce international trade in agricultural goods, rendering 
agriculture a de facto nontradable industry (Broz et al 2008, 433).  Second, even in those 
cases where agriculture is tradable, agricultural producers tend to exert less political 
influence than manufacturing producers because farmers are spread across the 
countryside, and face formidable barriers to collective action (Bates 1981).   
4 The real exchange rate is a “policy variable” (Edwards 1989; Broz and Frieden 2001; 
Rodrik 2008).  Governments do not control the RER directly; they do so indirectly 
through their control over the nominal exchange rate and domestic inflation rate. 
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an identical basket of foreign goods (e×PF = PD).  The real exchange rate is undervalued 

when it is above the PPP rate, such that domestic goods are cheap relative to foreign 

goods (e×PF > PD).  The real exchange rate is defined as overvalued when it is below its 

PPP level, and foreign goods are cheap relative to domestic goods (e×PF < PD).   

The principal benefit of undervalued exchange rates is external competitiveness 

(Frieden 1991).  Undervalued exchange rates make tradable firms’ products cheaper and 

more competitive in world markets, helping them increase their export sales.  Likewise, 

undervaluation increases the relative price of foreign goods in the home market, which 

helps domestic producers capture greater domestic market share.  Undervalued exchange 

rates are beneficial to tradable firms because it increases their sales in foreign and 

domestic markets.  By contrast, undervaluation does not benefit nontradable firms 

because they, by definition, do not compete with foreign companies.  

 The effect of undervaluation on tradable firms’ revenues depends on the degree of 

product differentiation.  Firms that produce simple, undifferentiated, tradable goods 

strongly benefit from an undervalued exchange rate because these goods compete 

primarily on price (Broz and Frieden 2001).  However, many manufacturing firms 

receive only limited benefits from undervaluation.  Manufactured products, such as 

computers, televisions, and even clothing, are differentiated in terms of product quality, 

which makes their sales prices insensitive to the exchange rate’s level (Broz and Frieden 

2001; Shambaugh 2004; Helleiner 2005; Duckenfield and Aspinwall 2010). Overall, 

undervalued exchange rates increase manufacturing firms’ external competitiveness, but 

this beneficial effect is small because most manufacturing goods have a high degree of 

product differentiation. 
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b. The Costs of Undervaluation: Increased Business Expenses 

Undervalued exchange rates also have some harmful effects on tradable firms.  There are 

four reasons why undervalued exchange rates raise manufacturing firms’ expenses.  First, 

real exchange rate depreciation makes imported goods more expensive.  Many 

manufactured goods, such as automobiles, are produced with a high quantity of imported 

components (Campa and Goldberg 1997).  As a result, undervaluation will substantially 

increase these firms’ expenses (Broz and Frieden 2001; Frieden et al 2001; Helleiner 

2005; Kessler 1998; Walter 2008). 

 Second, undervaluation often increases firms’ foreign debts.  Many firms in 

developing countries borrow funds from abroad, and have to repay these loans in foreign 

currency.  Undervaluation increases the domestic-currency value of foreign debts, and 

thus increases debt burdens for firms that borrowed from abroad, because more “pesos” 

are required to pay off each “dollar” borrowed (Shambaugh 2004; Woodruff 2005; 

Walter 2008).  Manufacturing firms that borrow from foreign capital markets, a common 

practice for larger-sized manufacturing firms (Walter 2008; Galindo et al 2003), will 

suffer from rising indebtedness when the real exchange rate depreciates. 

Third, undervaluation also increases firm’s domestic financing costs.  In order to 

keep the exchange rate undervalued, central banks typically adopt sterilized foreign 

exchange interventions, meaning that they purchase foreign currency by selling domestic 

bonds (Calvo et al 1996; Reinhart and Reinhart 1998).5  As sterilization operations 

                                                
5 Central banks purchase foreign currency to prevent nominal exchange rate appreciation, 
and they sell bonds to reduce inflation, which would erode the real exchange rate’s 
undervaluation.  Sterilized intervention is effective when capital mobility is imperfect, 
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continue, central banks have to pay increasingly high interest rates to get citizens to 

absorb these bonds, and sterilized foreign exchange intervention therefore leads to large 

spikes in short-term interest rates (Frankel 2006; Reinhart and Reinhart 1998; Mohanty 

and Turner 2005).  Higher domestic interest rates means that business investments are 

more expensive, and therefore less profitable—an effect that will be especially damaging 

to capital-intensive manufacturing industries like steel (Bearce 2007; Walter 2008). 

Finally, governments often adopt contractionary fiscal policies as a complement 

to foreign exchange sterilization.  Cuts in government spending and increases in taxes are 

often needed to prevent inflation, and help sustain an undervalued exchange rate 

(Reinhart and Reinhart 1998; Calvo et al 1996; Cuddington 1989).6  Fiscal austerity may 

directly cut into manufacturing firms’ profits if it involves increases in tax rates or cuts to 

targeted spending programs such as subsidies.  Higher tax rates or lower government 

subsidies is a fourth reason why undervaluation often reduces tradable firms’ profits. 

 

c. How Compensatory Policies Increase Support for Undervaluation. 

Undervalued exchange rates increase manufacturing firms’ external competitiveness, and 

therefore their sales revenue.  On the other hand, undervalued exchange rates increase the 

costs of foreign inputs and foreign debt, push up domestic interest rates, and lead to 

higher taxes, each of which increases manufacturing firms’ expenses.  The net effect of 

undervaluation on the manufacturing sector’s profits is therefore ambivalent.  Under what 

                                                                                                                                            
which is a realistic assumption for virtually all developing countries (Frankel 1997; 
Mohanty and Turner 2005; Reinhart and Reinhart 1998).     
6 Fiscal austerity is a particularly important complement to sterilized intervention because 
sterilization increases interest rates, which increases capital inflows (even in the presence 
of some capital controls), and further exacerbates inflationary pressures.  
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conditions will the manufacturing sector support an undervalued exchange rate?  The 

manufacturing sector would unambiguously benefit from an undervalued exchange rate if 

they are able to experience gains in external competitiveness without experiencing 

substantial cost increases.  Manufacturing firms should strongly favor an undervalued 

exchange rate if business expenses could be minimized.   

Policymakers can reduce business expenses by packaging cost-reducing 

compensatory policies with the undervalued exchange rate.  For instance, if policymakers 

combine real exchange rate depreciation with tax cuts or subsidy hikes, the 

manufacturing sector will gain external competitiveness without experiencing rising 

costs. According to Amsden (1989, 68), “subsidies to exporters…[are] a necessary evil to 

offset the higher-than-world price that exporters have to pay for their imported inputs as a 

consequence of exchange rate ‘distortion’ [undervaluation].”  Haggard and Lee (1993, 

10) echo this point: “financial subsidies [a]re critical…to overcoming particular costs 

associated with…devaluation.” Manufacturing firms are unlikely to support 

undervaluation in the absence of such compensations because the costs of 

undervaluation—which include higher input costs, higher interest rates, and increased 

taxes—often exceed the benefits.  However, undervaluation is win-win for industrialists 

when it is combined with cost-saving compensatory policies.  The combination of 

undervaluation and compensations increase the manufacturing sector’s external 

competitiveness while ensuring that its costs remain low.7  

                                                
7 The idea that compensations influence support for exchange rate policy is not new.  
Many scholars have observed that policymakers use various tools, such as tariffs, 
subsidies, and domestic regulations, to maintain tradable industries’ revenue streams and 
gain their support for an overvalued exchange rate (Gowa 1988; Frieden et al 2001; 
Woodruff 2005; Steinberg and Shih forthcoming).  The argument presented here is 
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This section explained why the manufacturing sector does not always support an 

undervalued exchange rate.  One key implication of this discussion is that cost-reducing 

compensations increase manufacturing firms’ support for undervaluation.  Policymakers, 

however, vary in their capacity to implement such compensatory policies.  The next 

section explains how state-owned banks increase policymakers’ ability to keep firms’ 

costs down when the exchange rate is undervalued, and thereby increase political support 

for undervalued exchange rates. 

 

II. THE EFFECT OF STATE-OWNED BANKS ON PREFERENCES 

The politics of undervalued exchange rates is shaped profoundly by whether or not the 

state owns the nation’s major financial institutions.  State-owned banks greatly increase 

the state’s control over the financial system: direct ownership of banks gives the state 

extensive control over banks and their lending activities (La Porta et al 2002; Barth et al 

2006).  State control of finance is perhaps the single most powerful instrument of 

industrial policy available.  The ability to channel the flow of money is “the core of state 

power” (Woo 1991, 2), and the state’s ownership and control over financial institutions is 

therefore one of the state’s “greatest weapons” (Cumings 1984, 31), and what “makes all 

states potentially ‘developmental’” (Woo 1991, 6).  State-owned banks are important 

because the “ownership of banks gives government the unequivocal right to direct credit 

wherever it sees fit, with no pretense of a market system” (Beim and Calomiris 2001, 53).  

Since banks, unlike other industries, operate across the entire economy, ownership of 

banks increases politicians’ ability to channel funds to preferred firms and industries 

                                                                                                                                            
consistent with this claim in stressing the importance of compensations to exchange rate 
policy, but focuses on a different set of compensations, those focusing on the cost side.   
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(Dinc 2005).  Control over credit is also a highly effective and flexible means for 

influencing firm and industry profits: credit directly influences firms’ balance sheets and 

credit can be targeted more narrowly and precisely than other policies, such as taxation 

(Zysman 1983, 77).  State-owned banks increase the state’s control over the financial 

system and expand the financial policy options available to the state. 

   While the literature on exchange rate politics has yet to consider this variable, the 

state’s control over the financial system is an important variable in developmental state 

theories of economic policy (Woo-Cumings 1999; Johnson 1987; Deyo 1987; Haggard 

1990).8  However, the developmental state approach encompasses two distinct views 

about why state capacity promotes an undervalued exchange rate.  The first is that state 

autonomy allows policymakers to ignore opposition to undervalued exchange rates from 

powerful interest groups (e.g. Haggard 1990; Haggard and Kaufman 1995).  I argue 

instead that state-owned banks matter for a different reason: they help policymakers 

reduce opposition to undervaluation.  Some studies of the Korean developmental state 

have hinted at this mechanism (Amsden 1989; Woo 1991).  This section develops this 

logic deductively, arguing that ownership of the domestic financial system gives 

policymakers the capacity to alleviate various costs that are associated with 

undervaluation—foreign input and debt costs, domestic interest rates, and domestic taxes.  

This leads me to hypothesize that state-owned banks increase manufacturing firms’ 

support for undervalued exchange rates.  

                                                
8 The structure of the financial system is an important variable in Henning’s (1994) study 
of exchange rate politics in the industrialized countries.  Henning (1994) contrasts bank- 
and capital market-based financial systems, a distinction that plays an important role in 
other theories of the political-economy of advanced economies (e.g. Hall and Soskice 
2001; Zysman 1983).  This distinction is less relevant in the developing world where 
nearly all countries have bank-dominated financial systems (Barth et al 2006). 
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First, undervaluation pushes up the price that businesses pay for imported inputs 

and foreign debt.  In a private financial system, where firms borrow from banks at market 

interest rates that reflect their creditworthiness, policymakers have limited ability to 

compensate firms when undervaluation pushes up their foreign costs.  Lending by state-

owned banks, however, is susceptible to political influence, and politicians are the ones 

who choose who receives loans from state-owned banks and at what rate of interest (Dinc 

2005; Micco et al 2007).  Thus, favored firms and industries are often able to borrow 

funds at subsidized rates in state-dominated financial systems (Barth et al 2006; Beim 

and Calomiris 2001; Shih 2006; Hankla 2008).  Policymakers frequently use state-owned 

banks as a tool of industrial policy to channel cheap credit to priority sectors, most 

commonly export-oriented manufacturing (Amsden 1990; Haggard 1990; Loriaux 1997; 

Wade 1985; Woo 1991).  Politicians in state-controlled financial systems are able to 

increase credit subsidies when they depreciate the exchange rate in order to offset the rise 

in manufacturers’ foreign input and debt costs.  For example, Korea’s industrial sector 

was initially opposed to devaluation in 1971-72 because devaluation increased their 

foreign debt burdens.  Korean President Park Chung Hee was able to quickly revive 

industrial firms’ profits by issuing a Decree that reduced firms’ interest payments—a 

measure that “clearly could not have been made without public control of credit” (Kohli 

2004, 109; Woo 1991).  State-owned banks therefore help policymakers ensure that 

business costs remain at or below their market levels even when the exchange rate is 

undervalued.  Industrialists strongly benefit from an undervalued exchange rate in state-

controlled financial systems because they see their competitiveness increase without 

suffering from cost increases. 
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The second reason why state-owned banks reduce the costs of undervaluation is 

that they facilitate the forced placement of sterilization bonds.  As discussed earlier, 

central banks sustain an undervalued exchange rate by purchasing foreign currency and 

selling government bonds.  Typically, governments must increase the interest rate on 

these bonds as their supply goes up, and this pushes up borrowing costs for businesses 

(Asea and Reinhart 1996; Reinhart and Reinhart 1998).  State-owned banks offer a way 

around this problem.  Policymakers can simply force state-owned commercial banks to 

buy sterilization bonds at below-market interest rates; as a result, sterilized foreign 

exchange intervention will not lead to an increase in domestic interest rates in state-

controlled financial systems.  The case of China illustrates this point: “the People’s Bank 

of China seems to have had little difficulty sterilizing; it has not had to pay high interest 

rates domestically” because of its ability to “forc[e] its sterilization bonds down the 

throats of its [state-owned] banks without paying market interest rates” (Frankel 2006, 

257).  Privately owned banks are less likely to purchase bonds that earn below-market 

returns.  Whereas undervaluation tends to push up firms’ borrowing costs in private 

financial systems, state-owned banks’ willingness to hold low-yield bonds severs the link 

between undervaluation and high interest rates.9  Forced bond placement reduces the 

costs of undervaluation, and increases the net benefits of an undervalued exchange rate.  

                                                
9 Pairwise correlations between overvaluation and the lending interest rate support this 
intuition that undervalued exchange rates push up interest rates in private financial 
systems, but not in state-controlled financial systems.  When the majority of banks are 
private, overvaluation is associated with lower interest rates (r = - 0.12, p < 0.01).  When 
the majority of banks are state-owned, the level of the exchange rate and interest rate are 
unrelated (r = 0.004, p > 0.1).  Data on lending interest rates are from World Bank 
(2010).  The other variables and the dataset are described in section IV of the paper.    
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Third, state-owned banks help policymakers maintain fiscal policies that are 

friendlier to industrialists.  Many policymakers in developing countries extract revenue 

from banks and depositors by imposing stringent regulations on the financial sector, 

which are often referred to as “financial repression.”  Interest rate ceilings, for example, 

provide large budgetary savings because they reduce the interest that the government 

pays its creditors (Giovannini and de Melo 1993; Roubini and Sala-i-Martin 1992; 

Reinhart and Sbrancia 2011).  States also frequently impose high reserve requirements on 

banks, meaning that banks must hold a large fraction of their deposits at the central bank 

as reserves; required reserves are typically remunerated at low, if not zero, interest rates, 

and are equivalent to an interest-free loan to the government (McKinnon and Mathieson 

1981; Beim and Calomiris 2001; Agenor and Montiel 1999). Since it is easier to impose 

these harmful restrictions on public banks than on private financial institutions, these 

policies of financial repression, and their resulting fiscal savings, have been especially 

prevalent in countries with many state-owned banks (Barth et al 2006, 41; Beim and 

Calomiris 2001, 53; Dinc 2005, 455).10  Government revenues from financial repression 

can be substantial in state-dominated financial systems: for example, financial repression 

in India was responsible for generating about one-quarter of the government’s tax 

revenues (Reinhart and Sbrancia 2011; Giovannini and de Melo 1993).  Such revenue 

windfalls can obviously finance large amounts of government spending and make it much 

easier for the government to keep business taxes down (Loriaux 1997).  Policymakers in 

state-dominated financial systems can sustain an undervalued exchange rate by 

                                                
10 For example, the share of banking sector assets in the state-owned banks is strongly 
correlated with interest rate controls; Abiad et al’s (2010) measure of state-owned banks 
and their measure of interest rate repression is correlated with r = 0.42 (p < 0.01). 
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intensifying financial repression rather than tightening fiscal policy.  State-owned banks 

therefore help policymakers keep the exchange rate undervalued without having to raise 

tradable firms’ taxes or cut their fiscal subsidies.   

Undervalued exchange rates have different effects on the manufacturing sector in 

different contexts.  This section has suggested that the degree of state control over the 

financial system is one important factor that determines whether industrial firms support 

undervalued exchange rates.  In private financial systems, undervaluation increases 

manufacturing firms’ expenses as well as their revenues.  State-owned banks increase 

policymakers’ ability to implement cost-reducing compensatory policies that keep a lid 

on manufacturing firms’ expenses.  More specifically, state-owned banks help 

policymakers to channel cheap credit to the manufacturing sector; enable policymakers to 

place sterilization bills at below-market interest rates, and therefore keep firms’ 

borrowing costs down; and give the government a way to raise revenue without taxing 

the industrial sector.  As a result, undervaluation increases tradable firms’ 

competitiveness but it does not increase their costs in state-controlled financial systems.  

Undervaluation has ambiguous effects on the profits of manufacturing firms in private 

financial systems but it should raise manufacturers’ profits when the state owns most of 

the nation’s financial institutions.  This discussion generates the following hypothesis: the 

manufacturing sector is more likely to favor an undervalued exchange rate when the state 

controls the financial system than when the state lacks control over the financial system. 
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III. THE CONDITIONAL EFFECT OF INTEREST GROUPS  

Industry preferences are important because they influence whether policymakers keep 

their exchange rates undervalued or overvalued.  National leaders, whether 

democratically elected or not, must maintain support from powerful domestic 

constituencies in order to remain in power (Bueno de Mesquita et al 2003).  Policymakers 

are more inclined to keep the exchange rate undervalued when politically important 

industries prefer undervaluation.  Along these lines, interest group theories typically 

predict that powerful manufacturing sectors promote undervalued exchange rates 

(Blomberg et al 2005; Frieden 2002; Frieden et al 2001).  My logic suggests instead that 

interest groups have a conditional effect on undervalued exchange rates.  The political 

importance of the manufacturing sector does not always result in an undervalued 

exchange rate because the manufacturing sector does not always favor an undervalued 

exchange rate.  If, as hypothesized earlier, state-owned banks influence exchange rate 

preferences, they should modify the relationship between the manufacturing sector and 

undervaluation.  Powerful manufacturing industries are only expected to promote 

undervalued exchange rates when the state controls the financial system.   

 Politicians’ incentive to maintain an undervalued exchange rate will be greatest in 

countries that have both a large manufacturing sector and large state-owned bank sector.  

I expect the manufacturing sector to lobby for an undervalued exchange rate when the 

state controls the banking system, and policymakers to be responsive to the demands of 

the manufacturing sector when it is large in size.  The manufacturing sector’s ability to 

influence exchange rate policy should increase with the relative size of the manufacturing 

sector (Blomberg et al 2005; Frieden et al 2001; Singer 2010, 312).  There are several 
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reasons why large manufacturing sectors should have more influence over exchange rate 

valuation than small manufacturing sectors.  The wealthier the industry, the more 

resources it has to spend on lobbyists and political contributions, and thus the greater 

potential to influence key decision-makers.  Larger industries are also more likely to have 

close contacts with lower-ranked bureaucrats and legislators who can lobby the top 

policymakers on their behalf.  The media and the public pay more attention to larger 

industries, and thus politicians will take greater care to avoid criticism from large 

industries.  In addition, policymakers will be particularly sensitive to the preferences of 

industries that take up a large share of total production and employment because the 

performance of large industries will have greater consequences on other sectors of the 

economy. Consequently, policymakers are more likely to respond to manufacturers’ 

preference for undervaluation when this industry is large than when it is small in size.  

Exchange rates are likely to be undervalued when the manufacturing sector is large and 

there is a large state-owned banking sector. 

China, which has one of the developing world’s largest manufacturing sectors and 

a state that owns every significant financial institution, provides a helpful illustration of 

this logic.  Chinese leaders, out of concern with foreign criticism and their desire to boost 

consumption, wanted to appreciate the exchange rate away from its highly undervalued 

rate throughout the 2000’s.  However, the manufacturing sector, accustomed to receiving 

subsidized credit alongside an undervalued exchange rate, lobbied aggressively for 

continued undervaluation (Steinberg and Shih forthcoming).  The large size of the 

manufacturing sector helped increase their political clout, and made it easier for them to 

convince policymakers to keep the exchange rate at its undervalued level (Kaplan 2006).  
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The case of China is consistent with the arguments that the manufacturing sector prefers 

an undervalued exchange rate in statist banking systems, and large manufacturing sectors 

are able to pressure policymakers to keep the exchange rate at their preferred level. 

A manufacturing sector that is small in size should have much less influence on 

exchange rate policy.  Small manufacturing sectors lack the resources or clout to 

influence the macroeconomy or shape the political debate.  Regardless of the 

manufacturing sector’s preferences, politicians have less incentive to undervalue the 

exchange rate when the manufacturing sector is small in size.  Iran exemplifies why 

exchange rates are unlikely to be undervalued in countries with state-controlled banking 

systems but small manufacturing sectors.  In spite of Iranian textile producers’ demands 

for devaluation, the exchange rate averaged 75% overvalued in the 1980s because 

overvaluation benefited the country’s larger and more powerful service sector 

(Lautenschlager 1986; Mazarei 1996; Saeidi 2001).  Undervalued exchange rates are 

unlikely when the manufacturing sector is small. 

On the other hand, a large manufacturing sector is far from sufficient for an 

undervalued exchange rate.  When the manufacturing sector does not support 

undervaluation, this outcome is unlikely even when this industry is politically important.  

Countries with large manufacturing industries but private financial systems will tend to 

have overvalued exchange rates because manufacturers will not favor undervaluation in 

this scenario.  For instance, Argentina and Mexico, two countries with few state-owned 

banks, overvalued their exchange rates in the 1990s, and did so with the support of their 

large manufacturing sectors.  Argentine and Mexican industrialists lobbied against 

undervaluation because they feared that devaluation would increase their debt burdens 
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and imported input costs (Etchemendy 2005; Kessler 1998; Woodruff 2005).  Overvalued 

exchange rates are common in private financial systems because manufacturing firms do 

not support undervaluation, and policymakers lack the ability to compensate them for the 

costs that accompany undervaluation in this context.   

The conventional wisdom that increasing the political power of the manufacturing 

sector leads to more undervalued exchange rates should only hold true under certain 

circumstances.  Since manufacturing firms do not always favor undervalued exchange 

rates, increasing their political importance will not always increase undervaluation.  

Rather, this discussion suggests that increasing the political importance of the 

manufacturing sector increases exchange rate undervaluation when the state controls the 

financial system, but not when the state lacks control of the financial system.  In other 

words, undervalued exchange rates are most likely when countries have both large 

manufacturing sectors and a large state-owned bank sector.  However, exchange rates are 

likely to be overvalued in many countries with large manufacturing sectors—namely 

those where the state lacks control over the financial system.  The next section examines 

the relationship between the manufacturing sector and exchange rate valuation to test this 

conditional hypothesis while the following section uses survey data to try to uncover the 

mechanisms underlying this conditional relationship. 

 

IV. THE DETERMINANTS OF UNDERVALUED EXCHANGE RATES 

a. Data & Methods 

The degree of real exchange rate over/undervaluation is the outcome of interest.  

Overvaluation is defined as the difference between the actual real exchange rate and its 
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equilibrium value.  Rodrik’s (2008) method is used to construct a measure of 

over/undervaluation.  The first step is to construct a measure of the real exchange rate.  

Using data from Penn World Tables (Heston et al 2009), Rodrik (2008) constructs an 

index of the real exchange rate as follows: RER = ln(XRAT/PPP), where XRAT refers to the 

nominal exchange rate (number of units of domestic currency/foreign currency), and PPP 

is a purchasing power parity conversion factor, also know as a GDP deflator, which 

measures inflation by dividing nominal GDP by real GDP.  Next, the following statistical 

model is estimated via ordinary least squares: RERit = α + βGDPPCit, + ft + uit, where GDPPC 

refers to real per capita GDP, ft is a year fixed effect, and uit is the error term.  The 

equilibrium real exchange rate is defined as the fitted value obtained from this regression 

equation.  In the final step, OVERVALUATION is defined as the difference between the 

observed real exchange rate and its estimated equilibrium value.11  The average value of 

OVERVALUATION is zero by construction, which signifies a market-valued real exchange 

rate.  Negative values imply that the exchange rate is undervalued, while positive values 

signify overvaluation of the real exchange rate relative to its equilibrium rate. The 

resulting measure provides a useful comparison of real exchange rate misalignment 

across countries and over time.12 

 The political power of the manufacturing sector—a key concept of interest group 

theories—is difficult to measure accurately.  The manufacturing sector’s share of GDP 

(MANUFACTURING) is used as the main indicator for its political influence.  This measure 

                                                
11 Note that I subtract the actual real exchange rate from its predicted value to create a 
measure of overvaluation while Rodrik does the opposite to create an index of 
undervaluation.  
12 This variable appears to be a stationary time-series.  A Fisher Test for a panel unit root 
using an augmented Dickey-Fuller Test rejects the null hypothesis with p < 0.001.   
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serves as a crude, but useful, proxy for the political importance of the manufacturing 

sector because interest groups’ political influence should increase with their share of 

national income (Blomberg et al 2005, Broz and Frieden 2001, 327; Frieden et al 2001; 

Singer 2010).  Another advantage of this measure is that it is available for large samples 

of countries and time periods.13  Finally, this is the most commonly used measure in the 

existing literature (e.g. Frieden et al 2001; Singer 2010; Blomberg et al 2005); as a result, 

using this variable makes the results more comparable to previous research, and ensures 

that any differences between my findings and the conventional wisdom are not driven by 

the use of idiosyncratic measures.  

 I also use a second proxy for the political importance of the manufacturing sector, 

employment in industry as a share of total employment (MFG EMPLOYMENT).  Frieden, 

Leblang and Valev (2010) use this as their principal measure in their recent study of the 

political-economy of exchange rate regimes.  I use this as an additional indicator of this 

concept to ensure that the findings are robust.  However, the previous measure is 

preferable because it has many more observations, and because it provides a better fit 

with the theory’s focus on firm, rather than worker, preferences.   

State ownership of the banking system is the second principal independent 

variable. The empirical analyses use several different measures of state ownership of 

banks.  Micco, Panizza, and Yañez (2007) construct a continuous measure of the share of 

total bank assets that are held by state-owned banks, where state-owned banks are defined 

as those where the state’s ownership stake exceeds fifty percent.   This measure, STATE 

                                                
13 By contrast, other factors that influence political power, such as group organization, 
have yet to be measured for large samples of countries and time-periods.  To the extent 
that other variables also influence political power, this will likely introduce only random 
measurement error. 
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BANK (MPY), ranges from a minimum value of zero, where no assets are in state-owned 

banks, to a maximum of one if the state owns the majority share of all banks.  The 

continuous nature of the variable and its wide country coverage are merits of this 

indicator.  Unfortunately, it is only available for nine years, 1995-2003.  As a result, the 

time-series—cross-sectional data analyses focus primarily on Abiad, Detragiache, and 

Tressel’s (2010) measure (STATE BANK (ADT)), which covers the 31-year period of 1975 

to 2005, and has more than twice as many observations as Micco et al’s measure.  Since 

it is difficult to obtain precise data on ownership over a thirty-year period, Abiad et al 

construct an ordinal measure of state ownership.  I reversed their ordering so that higher 

values imply more state ownership based on the following cut-points: 0 = less than 10% 

of banking sector assets are in majority-state-owned banks; 1 = 10 to 25% of bank assets 

are in state-owned banks; 2 = state-owned banks make up more than 25 but less than 50% 

of banking assets; and 3 = state-owned banks hold more than 50% of bank assets.  

The main model specification will include the size of the manufacturing sector 

(MANUFACTURING), state ownership of banks (STATE BANK (ADT)), and a multiplicative 

interaction term, MANUFACTURING×STATE BANK (ADT).  The theory hypothesizes that the 

manufacturing sector does not decrease overvaluation in private-owned financial 

systems; if this is correct the coefficient for MANUFACTURING, which captures the effect 

of this variable when STATE BANK (ADT) equals zero, will not be negative and statistically 

significant.  The theory’s key prediction is that the interaction term will be negatively 

signed and statistically significant.  This would indicate that larger manufacturing sectors 

are associated with less overvalued exchange rates when there is high state ownership of 

banks.  No clear predictions are made regarding the sign or significance of STATE BANK 
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(ADT): it is not obvious how state ownership influences exchange rate policy when the 

manufacturing sector is very small.  The independent and control variables are all lagged 

by one year to reduce potential simultaneity or reverse causality problems.  

The statistical models also include several control variables that are likely to 

influence exchange rate policy.14   I include the SERVICE sector and AGRICULTURE sector’s 

share of GDP because sector-based theories would expect these to increase and decrease 

overvaluation, respectively.  I also include the share of GDP from EXPORTS and IMPORTS, 

which are expected to reduce overvaluation.  The share of the population living in URBAN 

areas is included as a proxy for the political importance of urban groups, which tests the 

argument that politicians overvalue the exchange rate to satisfy political demands from 

urban consumers (Bates 1981).  Polity’s measure of DEMOCRACY (Jaggers and Gurr 

1995), a twenty-one point scale with higher values signifying more democratic regimes, 

is included to assess the importance of political regimes, which has been found to be an 

important influence upon the choice of exchange rate regime (Broz 2002; Bearce and 

Hallerberg 2011).  I control for the TERMS OF TRADE because high commodity prices put 

upward pressure on the real exchange rate.  Since smaller economies should be more 

reliant upon global markets, the log of national INCOME is included.  Undervalued 

exchange rates may become more feasible for countries with high SAVINGS rates because 

it means that government spending will not appreciate the real exchange rate 

(Eichengreen 2007).  I also control for the country’s net FOREIGN LIABILITIES, which may 

influence the real exchange rate in one of two ways: large net foreign liabilities may lead 

policymakers to maintain overvaluation in order to lower the domestic-currency costs of 

                                                
14 Unless otherwise noted, the control variables are obtained from World Bank (2010). 
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foreign-currency-denominated debts (Woodruff 2005; Walter 2008); or, alternatively, 

foreign indebtedness may cause real depreciation because it increases the need for trade 

surpluses (Lane and Milessi-Ferreti 2002; Taylor and Taylor 2004).  

 The analyses include all developing countries over the 1975-2006 period for 

which data is available.  The models presented include country fixed effects to address 

unmeasured unit-specific effects.  Corrections for first-order autocorrelation are used to 

address serial correlation that arises from previous shocks to the RER.15  Two different 

estimation strategies are used, depending on the length of the time-series.  Models using 

STATE BANK (ADT) include over twenty years of data, and as a result it is most appropriate 

to estimate these models using Beck and Katz’s (1995) panel-corrected standard errors 

(PCSEs), which address problems of panel heteroskedasticity and contemporaneous 

correlation.  The models using STATE BANK (MPY), which include data on a maximum of 

nine years, are estimated with feasible generalized least squares and standard errors that 

are robust to panel heteroskedasticity because the PCSE technique is inappropriate for 

short time-series (T<10) (Beck 2001). 

  

b. Empirical Results 

The statistical results support the argument that undervalued exchange rates are most 

likely in countries that combine large manufacturing sectors with state-owned bank 

systems.  The first regression model in Table 2 includes MANUFACTURING, STATE BANK 

                                                
15 The sign and statistical significance of the coefficients of interest are identical when 
using a lagged dependent variable rather than AR1. The latter is more appropriate 
because lagged dependent variables absorb the time-series dynamics, and prevent the 
regressors from explaining changes in the level of the dependent variable (Plumper et al 
2005). 
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(ADT), and the various control variables, but it does not include any interaction terms.  

The coefficient for MANUFACTURING is negative and statistically significant at the ten 

percent level.  Model 2 uses the alternative measure of the political importance of 

manufacturing, MFG EMPLOYMENT, and finds that employment in the manufacturing 

sector does not have a statistically significant impact on overvaluation.  The results are 

consistent with my hypothesis that powerful manufacturing sectors do not strongly and 

unconditionally reduce overvaluation.  The coefficient for STATE BANK (ADT) is negative 

and statistically significant in models 1 and 2, revealing that state control of the banking 

system may reduce overvalued exchange rates.  However, these models are likely mis-

specified because these two variables should have interactive effects on overvaluation.    

The next models include interaction terms between manufacturing and state-

owned banks to test the argument that the manufacturing sector’s effect on exchange rate 

policy is conditional upon the degree of state ownership of banking.  Model 3 examines 

the interactive effects of MANUFACTURING and STATE BANK (ADT).  The coefficient for 

MANUFACTURING is not statistically significant in model 3, indicating that the size of the 

manufacturing sector does not influence exchange rate valuation when STATE BANK (ADT) 

equals zero—when the state owns less than ten percent of banking sector assets.  The 

interaction term is negative and statistically significant, which means that 

MANUFACTURING has a stronger negative effect on OVERVALUATION as the share of banks 

that are state-owned increases.   

To better understand this interactive relationship, Figure 1 displays the marginal 

effect of MANUFACTURING at different values of STATE BANK (ADT).  The marginal effects 
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are significant when the 95% confidence interval does not include zero.16  The graph 

shows that MANUFACTURING only has a statistically significant effect on OVERVALUATION 

when STATE BANK (ADT) equals three.  Large manufacturing sectors only promote 

undervaluation when the state owns more than half of the nation’s total banking sector 

assets.17 The conditional effects are also substantively important.  When states own less 

than ten percent of bank assets (STATE BANK (ADT) = 0), increasing MANUFACTURING 

from its average value to its 95th percentile causes the exchange rate to shift from its 

market value to nine percent overvalued (holding all other variables at their means).  

However, when states own more than half of bank sector assets (STATE BANK (ADT) = 3), 

the same increase in the size of the manufacturing sector moves the real exchange rate 

from its equilibrium value to 21% undervalued.  Exchange rates tend to be most 

undervalued in countries featuring both large manufacturing sectors and large state-

owned banks.  

Model 4 finds that state-owned banks also condition the relationship between 

employment in the manufacturing sector and overvaluation. The statistically significant 

positive coefficient for MFG EMPLOYMENT in model 4 indicates that more employment in 

the manufacturing sector is associated with more overvalued exchange rates when states 

have minimal levels of bank ownership.  The interaction variable, MFG EMPLOYMENT 

×STATE BANK (ADT), is negative and statistically significant, which implies that 

employment in the manufacturing sector is associated with more undervalued exchange 

rates when there is higher state ownership of banks.  

                                                
16 Brambor et al’s (2006) formula was used to calculate the conditional standard errors. 
17 STATE BANK (ADT) equals three in 45% of observations. 
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The final two models in Table 2 use Micco et al’s (2007) measure of state-owned 

banks in place of Abiad et al’s (2010) measure.  Models 5 and 6 demonstrate that the 

interaction term between the size of the manufacturing sector and STATE BANK (MPY) is 

negative and statistically significant.  Additional analyses, which are not displayed for 

reasons of space (but available from the author upon request), reveal that the interaction 

term between manufacturing and state-owned banks remains negative and statistically 

significant in all four cases when using a different measure of overvalued exchange rates, 

from Dollar (1992).18  The similarity of results across these various interaction models is 

particularly striking because the correlations between these different pairs of variables are 

not particularly strong.19 

Two additional sets of robustness tests were conducted.  First, as a precaution 

against reverse causality, I re-ran the models using longer lags of the independent 

variables of interest.  The interaction terms always remained statistically significant when 

lagged by as many as four years, and two of the interaction terms are statistically 

                                                
18 Dollar’s (1992) measure differs from Rodrik’s measure in two ways: the RER is 
defined using consumer price inflation data, rather than GDP deflators; and Dollar (1992) 
includes a different set of fundamentals, including the square of real per capita GDP and 
regional dummies, but not year dummies.  An updated version of this measure was 
obtained from the Global Development Growth Network database. Although useful as a 
robustness check, Rodrik’s measure has three important advantages over Dollar’s 
measure: the Dollar index has less than half as many observations; the Dollar index 
changes over time in response to shocks to the US dollar, the reference currency, due to 
the lack of inclusion of year dummies; and there are no clear theoretical grounds for 
including regional dummies in the construction of the Dollar measure. 
19 The pairwise correlation is 0.43 for OVERVALUATION and DOLLAR INDEX; 0.38 for 
MANUFACTURING and MFG EMPLOYMENT; and 0.67 for STATE BANK (ADT) and STATE 
BANK (MPY).   
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significant with as long as a seven-year lag. These facts suggest that it is unlikely that 

reverse causation drives the results.20  

A final set of robustness checks address the concern that the sample used in the 

previous analyses include a substantial amount of missing data, and the results may be 

biased if the data are not missing completely at random (King et al 2001).  To investigate 

this issue, multiple imputation techniques were used to fill in missing observations;21 I 

then re-analyzed models 3 and 4 using a complete dataset of 5952 observations from 186 

developing countries.22  The results based on the imputed data were similar to those 

presented in Table 2: the coefficients for MANUFACTURING×STATE BANK (ADT) and MFG 

EMPLOYMENT×STATE BANK (ADT) were both negative and statistically significant.  

In sum, the interactive effect of a large manufacturing sector and state-owned 

banks on undervalued exchange rates is robust to a variety of measures, lag structures, 

and the use of multiple imputation.  The results provide strong support for the conditional 

interest group argument: the size of the manufacturing sector does not encourage 

                                                
20 The fact that manufacturing and overvaluation are not correlated under some 
conditions (e.g. in private financial systems) further suggests that reverse causality is not 
likely to be a severe problem. 
21 Multiple imputation was conducted with Amelia II (Honaker et al 2011).  Following 
the recommendations of Honaker and King (2010), the imputation included lags and 
leads for the main variables of interest, and a cubic spline interacted with each cross-
section, which improves imputation because it incorporates information about country-
specific temporal trends in the data.  The imputation also included a ridge prior of 1% of 
observations in order to reduce the instability of the imputation algorithm, which can 
become a problem when there is also a high degree of missingness (Honaker et al 2011). 
22 I did not re-examine the models using STATE BANK (MPY) because diagnostic tests 
revealed that the imputation procedure failed to produce convergence when this variable 
was included; this is likely due to the fact that this variable is only available for 9 of the 
31 years in the sample, making it nearly impossible to accurately impute missing values 
in the remaining periods. 
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undervalued exchange rates in private financial systems, but large manufacturing sectors 

decrease overvaluation when the state owns a large share of the financial sector.   

Several other control variables appear important to exchange rate valuation.  More 

democratic regimes tend to have more overvalued exchange rates, presumably due to the 

increased political importance of consumers.  As expected, export-dependence and large 

agricultural sectors are associated with undervaluation in some models, which supports 

the sectoral model.  On the other hand, the results provide less support for the size of the 

service sector, reliance on imports, and net foreign liabilities: the sign and statistical 

significance of these coefficients varies across the models.  Larger urban populations are, 

if anything, associated with less overvalued exchange rates, which contradicts the urban 

bias thesis.  None of the other variables included in the models has as robust an effect on 

undervaluation as the interaction between a large manufacturing sector and large state-

owned bank sector.   

 

V. THE DETERMINANTS OF EXCHANGE RATE PREFERENCES 

a. Data & Methods 

The next set of analyses try to better understand the reason why the manufacturing sector 

has different effects on exchange rate valuation in state-controlled and private-controlled 

financial systems.  The theory conjectured that the preferences of the manufacturing 

sector are the main intervening variable in this causal process.  I hypothesized that the 

manufacturing sector strongly supports an undervalued exchange rate when the state 

controls the banking system, but does not prefer undervaluation when the state owns few 

banks.  This section tests this hypothesis more directly. 
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 Survey data is useful for shedding light on individuals and firms’ policy 

preferences.  A recent study by Broz, Frieden and Weymouth (2008) utilizes the World 

Business Environment Survey, a survey of firms from 80 countries conducted in 1999, to 

analyze preferences for exchange rate policy.  Broz, Frieden and Weymouth (henceforth 

BFW) (2008) use firm’s responses to the following question as a proxy for firms’ 

exchange rate preferences: “How problematic is the exchange rate for the operation and 

growth of your business?”  They created an ordered variable, EXCHANGE RATE PROBLEM, 

which is coded as follows: 1 = no obstacle, 2 = minor obstacle, 3 = moderate obstacle, 

and 4 = major obstacle.  Firms that report that the exchange rate is no obstacle to their 

business are indicating that they hold at least a minimal level of support for the country’s 

exchange rate arrangement.  Increasingly large values of this variable imply greater 

opposition to exchange rate policy, and can be interpreted as a preference against 

prevailing exchange rate policies.  Since this is the only large cross-national survey that 

asks businesses about their views about the exchange rate, I follow BFW and use this 

variable, EXCHANGE RATE PROBLEM, as the dependent variable for this analysis of 

exchange rate preferences.23   

The general goal of the analysis is to better understand what types of exchange 

rate policies are favored by manufacturing firms in developing countries.  Since firms 

from other sectors and those from industrialized countries fall outside the scope of the 

theory, they are excluded from the analysis.24  The more specific objective of this data 

                                                
23 Other firm-level surveys pertaining to exchange rate policy have been limited to single 
industrialized countries (e.g. Kinderman 2008; Duckenfield and Aspinwall 2010). 
24 By contrast, Broz et al (2008) sought to compare how different sectors viewed similar 
policies—for example, whether internationally-exposed firms were more opposed to 
floating exchange rates than domestically-oriented firms.  As a result, they used the 
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analysis is to determine whether the manufacturing sector opposes overvalued exchange 

rates, and if state-owned banks intensify this opposition.  The degree of real 

overvaluation is therefore treated as an explanatory variable in these statistical models.  

The degree of OVERVALUATION in the year 1999 is used to assess the effects of exchange 

rate valuation on firms’ perceptions of whether the exchange rate is a business obstacle.  

If manufacturing firms prefer undervalued exchange rates, they will be more likely to 

report that the exchange rate is a problem for them when their country’s exchange rate is 

overvalued than when it is undervalued.  The sectoral theory predicts that 

OVERVALUATION will be a positive and statistically significant predictor of EXCHANGE 

RATE PROBLEM. 

The models also include Micco, Panizza, and Yañez’s (2007) measure of state-

owned banks for the year 1999.  For a cross-sectional context this continuous measure is 

unambiguously superior to Abiad et al’s (2010) ordered variable because it contains more 

precise information and has more observations for the year 1999.  As a robustness check, 

I also consider La Porta, Lopez-de-Silanes and Shleifer’s (2002) continuous measure of 

the share of bank assets in public banks (STATE BANK (LLS)).  La Porta et al’s measure is 

similar to Micco et al’s but is based upon a slightly different methodology and different 

data sources.  Their measure was not used in the panel data analysis because they only 

collect data for a single year, 1995.   

An interaction term between overvaluation and state-owned banks is included to 

test the hypothesis that manufacturing firms only prefer undervalued exchange rates 

                                                                                                                                            
exchange rate regime as a scope condition.  Since my goal is different—to compare how 
a single industry reacts to different policies—I treat the sector, rather than the policy, as 
my scope condition for the analysis.  
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when the state controls the bank system.  Unlike the sectoral theory, my conditional 

interest group theory does not expect OVERVALUATION to increase EXCHANGE RATE 

PROBLEM because I expect that manufacturing firms do not prefer undervalued exchange 

rates in private financial systems.  The interaction term is expected to be positive and 

statistically significant: manufacturing firms view overvaluation as a greater problem in 

countries with many state-owned banks than in countries with fewer state-owned banks.   

 I include the same controls used in BFW’s simple specification (model 1 on page 

433).  Two firm-level factors are included as controls: a binary variable indicating 

whether the firm is owned by the government or not; and an ordered variable capturing 

firm size, where 1 = less than fifty employees, 2 = 51-500 employees, and 3 = more than 

500 employees.  BFW control for three country-level economic variables: the log of GDP 

per capita, the money supply (M3) as a share of GDP, and the log of the FDI stock as a 

share of GDP.  The average values for 1997 through 1999 are used for these three 

variables.  Two additional variables are included.  A binary variable denoting whether the 

country had a fixed exchange rate regime in 1999 is included (Ilzetzki, Reinhart and 

Rogoff 2008).  It is important to control for the presence of a FIXED REGIME because fixed 

exchange rates tend also to be more overvalued (Frieden et al 2001), and previous survey 

research finds that manufacturing firms prefer fixed to flexible exchange rate regimes 

(Broz et al 2008; Duckenfield and Aspinwall 2010).  I also include a binary indicator of 

whether a country experienced a CURRENCY CRISIS in 1999 because this variable will also 
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be correlated with overvaluation and should increase opposition to exchange rate 

policy.25  The models are estimated using ordered probit with robust standard errors.  

 

b. Empirical Results 

Table 3 presents the survey data analyses.  The results support the hypothesis that 

preferences for undervaluation are context-dependent.  More specifically, I find that 

manufacturing firms prefer undervalued exchange rates when the state controls the 

financial system, but manufacturing firms do not have a strong preference for 

undervalued exchange rates in countries with few state-owned banks. 

The first model is a simple specification that includes OVERVALUATION, STATE 

BANK (MPY), as well as the other controls, but no interaction effects.  The second model 

presents the simple non-interactive specification using the other measure of state-owned 

banks, STATE BANK (LLS).  The coefficient for OVERVALUATION is negative but it is not 

statistically significant in either model.  These models indicate that manufacturing firms 

do not find the exchange rate to be a bigger business obstacle when the exchange rate is 

overvalued than when it is undervalued.  The negative and statistically significant 

coefficients on FIXED REGIME indicate that manufacturing firms consider fixed exchange 

rate regimes to be less problematic than flexible regimes.  CURRENCY CRISIS is positive 

and statistically significant, confirming that manufacturing firms find large depreciations 

of the exchange rate to be major business obstacles. 

 Models 3 and 4 add an interaction term between overvaluation and state-owned 

banks to assess whether manufacturing businesses oppose overvaluation in certain 

                                                
25 Currency crises are defined as a nominal depreciation of at least 25% that is also an 
increase in the rate of depreciation of at least 10% (Frankel and Rose 1996).  
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conditions but not others.  The results confirm that this is so.  OVERVALUATION is 

negative and statistically significant in both models, which means that manufacturing 

firms find overvalued exchange rates to be less problematic than undervalued ones when 

STATE BANK (MPY) equals zero.  As expected, the coefficient on the interaction term is 

positive and statistically significant.  The correct interpretation of the interaction term is 

that manufacturing firms increasingly perceive overvaluation to be problematic when 

STATE BANK (MPY) takes on higher values.  This suggests that manufacturers oppose 

undervalued exchange rates in private financial systems, and they favor undervaluation in 

state-dominated financial systems. 

Figure 2 illustrates how state-owned banks condition manufacturing firms’ 

exchange rate preferences.  The horizontal axis is the level of OVERVALUATION.  The 

vertical axis is the percentage of respondents that report that the exchange rate is a major 

business obstacle (EXCHANGE RATE PROBLEM = 4), as predicted by model 3.26  The 

positive slope for the solid line indicates that manufacturing firms prefer undervaluation 

in countries, such as China, where 100% of banks are state-owned. The model predicts 

that, when STATE BANK (MPY) = 1, only 15% of manufacturing firms view highly 

undervalued exchange rates as a major problem whereas 37% of firms consider highly 

overvalued exchange rates to be a major problem.  By contrast, the dashed line 

demonstrates that manufacturing firms prefer overvalued exchange rates in states, such as 

Bolivia and Singapore, that do not own any banks.  More than half of all manufacturing 

firms are predicted to report that the exchange rate is a major business obstacle when 

STATE BANK (MPY) = 0 and the exchange rate is highly undervalued.  Only 27% of firms 

                                                
26 The predicted probabilities were generated with Clarify (Tomz et al 2003).   All other 
independent variables are held at their means (medians for nominal/ordinal variables). 
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report that the exchange rate is a major business when all banks are privately owned and 

the exchange rate is highly overvalued.  Undervalued exchange rates are pleasing to 

manufacturing firms in countries with state-controlled financial systems, but viewed with 

hostility by a majority of manufacturing firms in private financial systems. 

Overall, these results indicate that the manufacturing sector supports undervalued 

exchange rates in some circumstances but not in others.  The structure of the domestic 

banking system is one factor that shapes industry’s exchange rate preferences.  

Manufacturing firms strongly prefer undervalued exchange rates to overvalued exchange 

rates in countries with many state-owned banks.  However, in private financial systems, 

manufacturing firms do not favor undervalued exchange rates, and many even prefer 

overvalued exchange rates. 

 

VI.   CONCLUSIONS 

A small number of developing countries have experienced sustained periods of rapid 

export-led growth due to the maintenance of an undervalued exchange rate.  The vast 

majority of developing countries, however, have not followed their positive example, and 

continue to keep their exchange rates overvalued.  From a theoretical perspective, it is 

especially surprising that so many developing countries that have large manufacturing 

sectors maintain overvalued exchange rates.  To resolve this puzzle, this paper developed  

a conditional interest group theory that argued that a large and powerful manufacturing 

sector may be necessary, but it is far from sufficient for an undervalued exchange rate.  

Undervalued exchange rates also require a state that is capable of compensating 

industrialists for some of the costs associated with an undervalued exchange rate.  I 
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argued that state control of the banking system gives policymakers a simple and direct 

means to subsidize business costs, even when the exchange rate is undervalued.  As a 

result, state-owned banks should increase manufacturers’ support for an undervalued 

exchange rate.  The conditional interest group theory therefore hypothesized that 

policymakers are only likely to undervalue their exchange rates when two conditions 

hold: the manufacturing sector is large and most banks are state-owned.   

The paper presented two sets of empirical analyses that were consistent with the 

conditional interest group theory.  Analyses of time-series—cross-sectional data revealed 

that exchange rates are most undervalued in countries that have large manufacturing 

sectors and many state-owned banks.  Survey data indicated that manufacturing firms 

prefer undervalued exchange rates to overvalued exchange rates when the state controls 

the financial system, but they otherwise lack strong preferences for undervaluation.  The 

evidence suggests that interest groups influence undervalued exchange rates, but they 

only do so under certain conditions.  This paper improves our understanding as to why so 

few developing countries undervalue their exchange rates, but my findings also have 

important implications for broader theoretical and policy debates. 

These findings indicate that interest group preferences are as important to 

exchange rate policy as to other areas of economic policy.  Many scholars are skeptical 

that interest groups influence exchange rate policy, but such skepticism appears 

unfounded.  One line of argument claims that interest groups lack clear preferences on 

exchange rate policy because exchange rates have complicated and uncertain effects on 

their business (McNamara 1998; Helleiner 2005).  Yet the data suggest that, at least 

under certain conditions, firms do indeed recognize which exchange rate policies are best 
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for their business.  A second argument against interest group approaches to exchange rate 

politics contends that, even if businesses can identify their preferences, they are unable to 

overcome collective action costs and lobby for their favored policy, and exchange rate 

policymakers are insulated from any lobbying pressures that may arise (Krasner 1978; 

Ikenberry 1988; Gowa 1988).  The finding that exchange rate valuation is often strongly 

associated with the size of the manufacturing sector suggests that exchange rate 

policymakers are, in fact, responsive to societal pressures. 

On the other hand, the results also suggest that standard interest group approaches 

to international political economy—what Lake (2009) labels the “open-economy politics” 

approach—are incomplete in at least two ways.  First, interest group approaches tend to 

deduce actors’ preferences based on their position in the global economy, but the results 

indicate that firms with similar characteristics do not always prefer the same value of the 

exchange rate, and that preferences for undervalued exchange rates are highly context-

dependent.  Second, interest group theories underestimate the importance of the state: the 

open-economy politics approach recognizes that state institutions play a role “aggregating 

preferences”, but the results presented in this paper demonstrate that state structures can 

play a more fundamental role—they may also shape preferences in the first place.  Both 

interest group power and developmental state structures are important but insufficient 

variables for understanding the political challenges involved in maintaining undervalued 

exchange rates.  Future research in IPE would benefit from considering the interactive 

effects of state and societal characteristics.   

Finally, one important policy implication of this research deserves emphasis.  The 

international financial institutions have, by their own admission (see Independent 
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Evaluation Office 2007), had very little success convincing developing countries to 

abandon overvalued exchange rates.  The statistical results indicate that undervalued 

exchange rates are difficult to sustain in the absence of state-owned banks.  However, at 

the same time that the international community advocated competitive exchange rates, 

they also pressured developing countries to private their domestic banking systems.  

These two elements of the Washington consensus (Williamson 1990)—competitive 

exchange rates and privatization—appear to be in conflict with one another.  The 

existence of this trade-off may disappoint proponents of market-oriented reforms, but 

recognition of such tensions, and the potential benefits of retaining some forms of state 

capacity, is a necessary first step towards more effective policymaking.  
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Table 1: Exchange Rate Overvaluation in Five Developing Regions 

 

 
Real Exchange Rate 

Overvaluation 
Manufacturing/GDP 

 
Share of Assets in 

State-Owned Banks 
All Developing Countries 3.4% 13.9% 8.6% 
Middle East & North Africa 18.1% 11.8% 21.6% 
Sub-Saharan Africa 7.9% 8.6% 8.1% 
Latin America 7.9% 14.5% 0.9% 
Eastern Europe 25.9% 18.6% 6.5% 
Asia -22.4% 16.3% 25.7% 

 
Note: Overvaluation was constructed by the author using data from Heston et al (2009), 
and following the methodology of Rodrik (2008).  Data on manufacturing are from 
World Bank (2010).  Data on state-owned banks come from Micco et al (2007).  Data on 
overvaluation and manufacturing are for the year 2006, while data on state-owned banks 
are from 2002.  All data refer to the median value for group. 
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Table 2: The Conditional Effect of the Manufacturing Sector on Overvaluation 
 

  (1)  (2) (3) (4) (5) (6) 
Manufacturing -0.0059*   0.0055  0.0036  
 [0.0033]   [0.0043]  [0.0028]  
Mfg Employment   0.0007  0.0075***  0.0067*** 
   [0.0020]  [0.0022]  [0.0022] 
State Bank (ADT) -0.0241***  -0.0336*** 0.0837*** 0.0473**   
 [0.0085]  [0.0090] [0.0245] [0.0221]   
State Bank (MPY)      0.1469** 0.1679 
         [0.0580] [0.1043] 
Interaction Term    -0.0059*** -0.0033*** -0.0091*** -0.0101*** 
    [0.0012] [0.0008] [0.0034] [0.0035] 
Agriculture 0.0001  0.0018 -0.0002 0.0006 -0.0004 -0.0069** 
 [0.0033]  [0.0031] [0.0032] [0.0032] [0.0021] [0.0029] 
Services 0.0027  0.0130*** 0.0022 0.0131*** -0.0008 -0.002 
 [0.0029]  [0.0025] [0.0029] [0.0025] [0.0019] [0.0018] 
Imports -0.0014  0.0036** -0.0016 0.0032* -0.0005 0.0036*** 
 [0.0015]  [0.0018] [0.0014] [0.0018] [0.0009] [0.0012] 
Exports 0.0007  -0.0034* 0.0005 -0.0040** 0.00004 -0.0055*** 
 [0.0017]  [0.0019] [0.0016] [0.0019] [0.0011] [0.0013] 
Urban Population -0.001  -0.0004 -0.0008 0.001 -0.0189*** -0.0187*** 
 [0.0037]  [0.0032] [0.0035] [0.0030] [0.0043] [0.0043] 
Foreign Liabilities 1.1e-16**  -6.10E-16 1.1e-16** -6.60E-16 1.7e-16*** -8.0E-16*** 
 [4.3e-17]  [4.8E-16] [4.4e-17] [4.5E-16] [4.6e-17] [2.9E-16] 
Democracy 0.0037*  0.0057** 0.0041** 0.0057*** -0.0008 0.0049*** 
 [0.0021]  [0.0023] [0.0021] [0.0022] [0.0016] [0.0015] 
Terms of Trade -1.10E-16  2.30E-16 -1.10E-16 3.50E-16 4.5E-16 -9.9e-16** 
 [7.5E-16]  [8.7e-16] [7.6E-16] [8.5e-16] [8.0E-16] [4.6e-16] 
GDP -0.0769*  -0.077 -0.0647 -0.0816 0.1743*** 0.2502*** 
 [0.0462]  [0.0539] [0.0456] [0.0530] [0.0432] [0.0428] 
Savings 0.0011  0.0064*** 0.0011 0.0066*** -0.0024** -0.0001 
 [0.0016]  [0.0023] [0.0016] [0.0023] [0.0011] [0.0014] 
        
n 63  59 63 59 91 63 
T 31  26 31 26 9 9 
N 1469  750 1469 750 656 393 
R-Squared 0.35  0.7 0.38 0.72   

 
NOTE: *p< .1  **p< .05  ***p< .01.  Standard errors are in parentheses. Interaction term refers a 
multiplicative interaction between the first two variables included in that particular model. 
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Table 3: The Conditional Effect of Overvaluation on ‘Exchange Rate Problem’ 
 
 (1) (2)  (3) (4) 
Overvaluation -0.163 -0.035  -0.340** -0.959*** 
 [0.113] [0.139]  [0.137] [0.196] 
State Bank (MPY) -0.317***   -0.169  
 [0.122]   [0.139]  
State Bank (LLS)  -0.559***   -0.541*** 
  [0.113]   [0.115] 
Interaction Term    0.736** 1.977*** 
      [0.314] [0.324] 
Fixed Regime -0.767*** -0.616***  -0.773*** -0.630*** 
 [0.067] [0.079]  [0.067] [0.079] 
Currency Crisis 0.267* 1.235***  0.164 1.397*** 
 [0.146] [0.272]  [0.152] [0.276] 
Government Owned -0.107 -0.070  -0.111 -0.016 
 [0.071] [0.082]  [0.071] [0.082] 
Firm Size 0.04 -0.005  0.046 0.007 
 [0.033] [0.038]  [0.033] [0.038] 
GDP Per Capita 0.171*** 0.148**  0.115* 0.153** 
 [0.060] [0.071]  [0.064] [0.073] 
M3/GDP 0.004*** 0.001  0.004*** 0.002* 
 [0.001] [0.001]  [0.001] [0.001] 
FDI/GDP -0.138*** -0.203***  -0.119*** -0.258*** 
 [0.041] [0.051]  [0.041] [0.053] 
      
Observations 2049 1616  2049 1616 
Pseudo R-Squared 0.04 0.04  0.04 0.04 

 
Note: *p< .1  **p< .05  ***p< .01.  Robust standard errors are in parentheses 
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