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TO UNDERSTAND the movement of the peso, you must first understand what currency is.  And most people do not.


Paper money or currency is a medium of exchange for wealth.  Currency was invented by the Chinese a few thousand years ago.  Warlords who transported gold to each other were prey for bandits.  They instead passed along a piece of paper, which we now call money.


Banks in Europe picked up the idea. You took your gold to the bank and they gave you currency to show that you had your gold deposited there.  You now could exchange your money for goods and if the seller wanted the gold, he went to the bank and exchanged the money.


Money was issued by all the banks and everybody’s money represented the same value.  The key was that there could never be more currency in the circulation that there was gold in the bank.


Governments finally got on to the idea and they began holding the gold and printing the money.  And that is, of course, when the 5,000-year-old system of currency began falling apart.


Since all currency, regardless of which country printed it, represented a certain amount of gold, money was freely interchangeable.  You could use any currency almost any place.  In the 1900s, 20 US dollars purchased one ounce of gold.  Likewise, a certain amount of British pounds could be exchanged for an ounce of gold.  Therefore, the “exchange rate” between the dollar and the pound remained constant.  No devaluation.  No changing prices of the money.


After the war, the pound was devalued, (by mutual agreement between the two governments) meaning $20 bought one ounce of gold, but now it took more pounds.  The dollar suddenly became more valuable.  Over the next 50 years, they continued to play with the value of money until governments began pricing their currencies at any price they wanted to, with little regard to the amount of gold they held.  Eventually, all world governments refused to “back” their currencies with anything of value.  Now, money is intrinsically worthless.


Since there is nothing to “value” the currency to, they are allowed to “float” or, in our current situation, sink.


Because the US is the world’s largest economy, there are more dollars in circulation than any other.  For all intents, the world’s currencies are “priced” by the amount of dollars they can buy.


How is the price of a currency determined?  It is determined by demand based mainly on trade.  To buy American products, you need to first buy dollars.  If more Filipinos want to buy American goods than Americans want to buy Filipino products, the demand for dollars is higher than the demand for pesos.  The “price” of a dollar in pesos increases.  In addition, if you can get higher bank deposit interest, you switch into that currency first.


By the way, no events and conditions such as political problems are important unless they affect the demand for one currency or another.  And if it does not have to do with the “physical” (meaning you are going to buy something with it) demand for the currency, it should not count.


Theoretically, exchange rates should be fairly constant with the movements based on current trade and expectations for the future.  Since the Philippines has a trade surplus, meaning we sell more than we buy, the peso should be quiet with a slight positive bias over a longer term.


Speculation fuels the volatile currency moves in the market.  If you think the US might lower interest rates, thereby decreasing demand for dollars, you sell hoping for a profit later.  There is nothing wrong with speculation.  It is a normal business practice.  If you think consumers are suddenly going to have a desire to eat more mangos, increasing demand and price, you buy mangos.


However, there is a dark, sinister side to speculation called manipulation.


Find a country with some turmoil during a time of economic uncertainty, where the market for the currency is small, say trading less than $200 million a day.  Start selling the currency while telling everyone that things are terrible and there will be devaluation over time.  Remember you are not selling, for example pesos, because you have a demand for dollars.  You just want to create the impression that there is a decreasing demand for pesos.  Now by selling the currency your forecast of depreciation becomes a reality.  As a manipulator, you have done your job by pushing the price to a level that is not determined by actual demand. Now, as is normal, the speculators come in, hoping to make a profit.


It is just like the stock market.  Spread a positive rumor about worthless company that is barely trading.  Buy some shares to create an artificial movement to the upside and the speculators will come in to finish the job and give you your profit.  That is what is happening now.


If a currency should depreciate based on “negative economic fundamentals,” what are they.  Primarily, it would be the expectation for a negative trade balance or current account deficit.  This would increase demand for dollars.  A government that had to increase foreign dollar borrowings would hurt also.  There are other factors but a criminal problem or lower growth is not critical.  But these are critical to create the negative feelings that the manipulators need to fuel the speculation.


Ask yourself this question if you recently bought dollars.  Are you going to need dollars in the future to import something?  If not, then you are only buying because you believe this economy will demand more dollars later for importation.  If that is also not true, then you are speculating and I say it is because of the impression the manipulators have given you.  
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