Microstructure Approach to the Exchange Rate
Determinants of the Korean Won

As macroeconomic exchange rate models face constraints in
explaining exchange rate variation in major advanced countries, a
microstructure approach has come into widespread use. Its focus is on
bid-ask spreads and order flow, both of which reflect trading behavior
and expectations of foreign exchange market participants. Particularly
since order flow, which is the net of buyer-initiated orders and sellerinitiated orders, fully incorporates the private information of market
participants, there have been a number of empirical analyses, using
order flow as a major explanatory variable. In Korea, as the won’s
exchange rate has exhibited greater volatility following the currency
crisis, in response to the adoption of a free floating exchange rate
system and the liberalization of foreign exchange and capital
transactions while the trading volume of interbank foreign exchange
market is increasing, microeconomic information, such as the
expectations and trading behavior of market participants, is deemed to
have a great impact on the won’s exchange rate variation.
Taken these factors into account, this paper uses a micro exchange
rate model, as set out by Evans & Lyons (2002), and a model combined
with macro- and micro exchange models. It sets out to conduct an

empirical analysis of the relationship between exchange rates and order
flow, based on the won’s daily and monthly exchange rates during
January 1999 ~ February 2003.
First, in the case of the won’s daily exchange rate, the results of the
analysis show that order flow provides a good explanation of the part
that macroeconomic variables, i.e. public information, fail to do. In
addition, when the entire period is divided into major appreciation and
depreciation periods, the order flow’s coefficient of estimation is larger
in a depreciation period than in one of appreciation. This means that
the impact of order flow becomes larger in a depreciation period. As for
monthly exchange rate, meanwhile, the results of the respective
estimation of a macroeconomic model and a hybrid model show that
the latter is superior to the macroeconomic model in terms of
explanatory power and stability as order flow affects not only shortterm variation of the won’s exchange rate but also its long-term
movements.
In conclusion, we have drawn the following policy implications from
the results of the empirical analysis. First, in order to heighten market
stability, the foreign exchange authorities should strengthen their
monitoring activities, by examining not only macroeconomic variables
but also micro information related to order flow, including purchasing
and selling order in the interbank foreign exchange market, bid-ask
spread and trading volume. Second, considering that the explanatory
power of order flow on exchange rate variation is larger in major

advanced countries than in Korea, efforts should be made to invigorate
interbank transactions through the electronic broking system(EBS). At
the same time, systems relevant to foreign exchange and capital
transactions should be energetically upgraded to enhance the efficiency
of the foreign exchange market. Third, since order flow in the foreign
exchange market now has a greater impact on short-term exchange
rate variation and long-term movements, micro information of foreign
exchange market, including order flow, needs to be utilized to the
utmost when it is necessary to determine the appropriate level of the
exchange rate of the Korean won, or to undertake foreign exchange
policy countermeasures.

