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A Simple Example of a Currency Basket
For Thailand, trade with both Japan and the United States is important.  Suppose the central bank of Thailand decides that trade with Japan and the United States are equally important: it wants to give equal weight to each in the its exchange rate management for the Thai baht.

Suppose in particular that the Bank of Thailand establishes the basket on November 7, 2001, a day on which the yen price of a dollar was ¥120.90.
Then the basket is set as follows:


(0.5)($1.00)

=
$0.50


(0.5)(¥120.90)

=
¥60.45

The basket thus contains 50 cents and 60.45 yen.  The value of the basket on that date is exactly $1.00.  So, on that date, the exchange rate for the Thai baht against the basket would be the same as its rate against the dollar, which was B44.68.

In the future, exchange rates will change.  Suppose that at some point in the future exchange rates become


¥96.72 per $


(a 20% depreciation of the $ against the ¥)

Consider now two potential responses for the Bank of Thailand.

1. The Bank of Thailand holds the baht-dollar rate fixed at B44.68 per $.  In this case, the value of the basket in dollars is now


$0.50   +   ¥60.45/(¥96.72 per$)   =   $1.125

So, the basket will have appreciated against 12.5% against the baht (and the dollar), given that the baht-dollar rate is unchanged.  The constant baht-dollar rate implies that the baht has depreciated against the yen by 20%, just as the dollar has.
2. In contrast, to hold the price of the basket fixed in baht terms, given that the dollar has depreciated against the yen, the Bank of Thailand would have to make the exchange rate against the dollar


B44.68/1.125

=
B39.72  per $

In other words, the dollar would have to depreciate by 12.5% against the baht.  In this case, the baht will have depreciated against the yen to 96.72/39.72  =  ¥2.4350 per B, compared to the initial rate of 120.90/44.68 = ¥2.7059 per B, a depreciation of about 10.0% against the yen.

