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can be sub-divided into foreign bonds and Eurobonds. During those.
'there were also soime moderate changes in the location of thi !
international financial cenires. E
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1 Introduction

¢ term ‘exchange rate’ has already been mentioned many times in preceding
hapters. Chapter 2 described the close link between the balance of payments
nd the exchange rate. Every balance of payments entry, or every international
'_ansaction, leads to a foreign exchange market transaction and therefore
nfluences the price level on that market, namely the exchange rate. All balance
payments entries together therefore determine the exchange rate. Thus, the
xchange rate is the result of a large number of determinants: every variable
shich influences an internaiional transaction also has an effect — albeit small —
n the exchange rate. The previous chapter showed that capital transactions
nrelated to trade in goods and services dominate the foreign exchange market.
They therefore largely determine the exchange rate.

This composite impression of the exchange rate gives only a superficial idea
f the economic forces which determine it. This chapter will provide a more
etailed picture. It is not sufficient to know that capital movements, in particular,
influence the exchange rate. Information about the particular form of capital
fransaction is required too. Furthermore, it is useful to have some knowledge of
the latent forces behind these different forms of capital movement and the
“precise way in which they affect the exchange rate. Do these latent forces also
include determining factors of the international trade in goods and services? Has
this international trade perhaps even an independent influence?

~ Everyone involved in international transactions has a great need for the best
‘possible information on which to base forecasts of the future trend in the value
of the exchange rate. In order to ascertain that outlook it is essential to know
what factors determine the exchange rate. This applies not only to a company
involved in international trade in goods, but certainly also to an international
investor and a government which has to decide on its policy. Case studies 13.1
and 13.2 make this clear.

ital Movements, Cambridge Universi

Case study 13.1 Exchange rate uncertainty and the
business world

Gasunie, which we met in Case study 12.1, has to contend with exchange rate
uncertainty on two fronts. A soundly based forecast of future exchange rate
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The exchange rate explained

f a frec foreign exchange market where trading takes place at roughly the official -
xchange rate, Who would be willing to buy the overvalued Surinam currency?
More particularly, in the case of overvaluation, if the central bank wants to give
he official exchange rate any practical significance then it has to require all foreign
xchange transactions to be conducted through the central bank, as we saw in the
revious chapter. An overvalued (domestic) currency means that the central bank
as to contend with a demand for foreign currency which exceeds the supply,
because the artificially expensive domestic currency makes foreign currencies
:heap, prompting strong demand from importers and investors. On the other hand,
.xporters who earn foreign currency will be very reluctant to offer this currency
o the central bank. Essentially, they will get far too little domestic currency in
veturn. 1t is therefore not surprising that a black market in foreign exchange tends
‘to develop where a domestic currency is officially overvalued. On the black
.:market, exporters can sell their foreign currency at a far more attractive — and
realistic — price. The characteristic of a black market in foreign exchange is that
t is not officially permitted, and is illegal therefore. Such a market is also known
by the — rather more neutral — name of parallel market, There is in fact such a
market in Surinam: in April 1993, for example, the price was 25 to 30 Surinam
guilders for one Dutch guilder. By mid 1994 this price had already risen to over
‘100 Surinam guilders.

* " n this situation it is advisable for a government to Hberalise foreign exchange
“ dealings. A very unrealistic official price causes severe disruption in the domestic
" economy and also undermines authority. This is exactly what happened in
Surinam. The crucial question then, of course, is what the new official exchange
- rate should be. What is the equilibrium exchange rate at any particular moment in
' time? What determining factors can be used to estimate that rate?

This chapter which, as we have said, deals with factors determining exchange
rates, is arranged as follows. First, section 13.2 will give an idea of the different
‘exchange rate terms and how they are used. The way in which the exchange rate
is presented, or listed, in the financial press will also be described. The factors
‘which determine ‘exchange rates form the subject of sections 13.3, 13.4 and 13.5.
‘Section 13.3 describes the macro-economic context of the balance of payments
and the exchange rate. This will lead us on to relevant conditions for the balance
- of payments equilibrium and thus for the equilibrium exchange rate. A coherent
chains of causal relations on the essential faciors determining the level of the

exchange rate is called an exchange rate theory. Exchange rate theories can be

[

Case study 13.2 Determinati _—
exchange rate nation of the equilibrium

Eztgurf;jmlfzi,i lilé;inq‘agq oigfiicifﬂlly adopted a fixed exchange rate for its CUITency,
. 1he otiicial exchange rate was such that a Suri ilder

was worth roughly the same as a Dutch euj i  overvaliod o
: . ame  as guilder. This vastly overvalied

Surinam guilder. A strong indication of overvaluation ofa currel)l(cy is the agsc;lc::

divided into long- and short-term explanations of the exchange rate. The long-
term explanation forms the subject of section 13.4. The key element of such an
explanation will prove to be the equality of a currency’s internal and external
purchasing power. The short-term explanation is discussed in section 13.5: it
centres on international capital movements,

An important factor which helps to determine the exchange rate will be
disregarded in this chapter, namely: how exchange rates are influenced by
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international agreements on the international monetary system. The very
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existence of such an agreement can influence the exchange rate. Moreoye
precisely defined government policy on the exchange rate normally formg.
of such an agreement, and that usually influences the level of the exchange
as well. The next chapter will consider these international agreements. '

13.2 Exchange rate concepts and presentation

The exchange rate which we have always been talking about so far is the RO
bilateral exchange rate. ‘Nominal’ because the value of the foreign curren
expressed in terms of money, viz. the domestic curtency. The rate is 4]
‘bilateral’ because it concerns the relative mutual value of currencies o
countries. The price of a foreign currency and with it the price of the domey
currency cannot, of course, be expressed any more precisely than that, This ¢
tells us much about the bilateral relationship concerned, However, it is
appropriate for other purposes such as ascertaining the position of one curren
among others in the world. The nominal exchange rate of a currency also offa
only limited information on the competitive position of the two countri
concerned. Modified expressions have been developed for that purpos
effective and real exchange rates. =
‘The nominal effective exchange rate is a weighted average of nomin,
bilateral exchange rates. For the economy of a country, the exchange rate of oj
foreign currency is likely to be much more important than that of another. Th
level of a country’s international trade with its individual partners is a good
indicator of that economic importance, which is why that level is norma y
expressed in the weightings when determining the average of nominal bilater
rates.é‘hus, the flow of exports to ding partners in proportion to the tofal
exports of the coun : >d 1s used as a factor for weighting the bilateral
ports or the sum 6f Import and export flows. i

dimensions differ. This would be the same mi.

pears. To avoid this mistake, the bilateral nominal rates are first converted to:
index numby ith a certain base vhich the i

period Tor whi e values
fates involved in the calculation are set at 100. If thic wei
index numbers of bilateral rates increases, then the average

stake as adding together apples and:

¥: ‘'value of the currency:
(the dollar in our example) rises against that of other currencies (the guilder and
the Belgian franc). ' o

The nominal exchange rate is of limited value as an indicator of the.
competitiveness of the country in question. Of course, devaluation of a currency
makes a country cheaper for the rest of the world. But if this reduction in the

qun

currency’s value is in response to high inflation in the country during the
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sedi i in the exchange rate serves only to compensate for
e gf;ézg;ﬂslﬁo??n\ietlﬁat the exchagnge rate tells us fa}r more about the
UT;}: competitiveness when considf:red in conj}lnction with pntccs 3&1 }:Eme
broad. Real exchange rates combining th'e nomma! t?xchang{? ra eI wi t ies:
s are therefore constructed to indicate thxs‘ competitive ?os1t10n.hn prac (; \
‘real exchange rate is produced by takl‘n.g ‘the_ nom;lnal _exc‘nagieoil?;,
ultiplying it by the price in one country and dividing it by the price i .

example, in the case of the real exchange rate of the dollar against the
or. »

i i f guilders per dollar, this
| i ominal rate expressed in the number of g ler -
('lerr,n‘ljll:i};;?:dnby the price level in the United States .and divided by the price

t‘::llsin the Netherlands. The numerator then comprises the product of the

sminal rate and the American price level, or the American price level converted
]

 guilders. The denominator consists purely of the.Dutch price _level :1n tg;uldf:rs.
his numerator and denominator provide a very direct comparison (in the same

ency) of the price levels in the two countries and hem?e their relatw;;
]tlt;ctiveness as suppliers of goods and service§ _for the world’s coz}suéngl;s.t
this real exchange rate rises then the competittveness of the Unite ‘ atﬁs
deteriorates in comparison with the Netherlands — and v1§c Vf‘:;S:a. tI}lll p;j;ﬁc(ff az
te are first produced in the
components of the real exchange rate a ' .
ﬁ:ilt:( nunfber. The real exchange rate itself is then also in the form of an index

umber.

Like the nominal exchange rate, the real exchange rate can be stated in both

ilateral and effective form. The real bilateral rate is a useful_indlcator oft;he;
trlend in a coﬁﬁffy;é"éoﬁ'lgetitive position, particularly in relation to one othe

ountry. As regards a country’s competitive position in general, the real effective

‘exchange rate is a better indicator.

Box 13.1 Daily information on exchange rates

Information on the level of exchange rates is published daily in tIhc ::Sz?izﬁ
sections of newspapers. The kind of informatior;v dgf;rs, l;ojwev:;.l yr:)u meriean
¢ York Times and the Wall Street Jour
newspapers, such as the New . : e e banks
i York selling rates for trading
for the last two working days in New fng amons bes
i ilH These exchange rates are publis|
in amounts of $1 million and more. : hed in doffats
i i ber of foreign currencies p
n cwrrency and its reverse, the_ numl| ' , ;
%?tft(t)ll;aeli%lformation can be more extensive, espec1a}}y for rctall. trat:ls;ctxor:;ﬂ 1;:35
example, in Dutch newspapers each day two price lflsts arc‘:i ;t)ltllbh;:::eforosortles el
i , : lectronic transfers and the r: .
bilateral exchange raies: the rate for & the o e
i i ds transfer (Table 13.1b) apply to pay ‘
buying and selling rates for fun P e vcian
i nk accounts. The first figure
from other countries through ba B e oy e
indi i hich the bank pays for one unit © cy,
currency indicates the price w ‘ : O e
i i hich the bank charges for
second figure gives the price w ‘ e same e e
i [ does not only yield a p

tageous margin between the two prices ' y1e o

ab[:l;;nbu% also serves as the necessary premium to cover the risk incurred by a ba
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attractive 1o customers than the bu

over the bank counter.

numbers, the values for that year bein

Table 13.1 The Amsterdam foreign exchange market

Table 13.1a Banknotes
The recommended rates in guilders given below are GWK

Bank’s buying and selling rates for banknotes in foreign
currencies.

in foreign exchange transactions. These funds transfer rates are much g
ying and selling rates applied by a bank
foreign notes are offered or requested over the counter. This is evident frg
figures under the ‘banknotes’ heading in Table 13.1a. The keen prices for cash-[e;
foreign exchange conversions are due to the larger volume of the transactions’
Iower labour costs per transaction in comparison with dealing in foreign exchang,

g set at 100. In the case of the guilder th
column shows that, with some fluctuations, the nominal effective rate rose by 228
per cent on average from the base date to 1994, However, this does not mean tha

Previous day 29/6

The exchange rate explained

.:e Datch competitive position deterioratefl to the same degree. The facts confltrlrln
(i since the real effective rate of the guilder rose by only 5.6 per cent over the
e eriod. Inflation in the Netherlands was evidently more moderate than in its
E1'1'ngi61'11g} part.ners. In comparison with its main tradix-lg partner, Gerr'nany, the
ather}ands’ worldwide competitive position actually improved according to ttgc
\ble: the real effective rate of the German Fnark wentup by 13.7 pir Ceil}lt over aIZ
‘same period. For countries such as the United States and Japan, the ¢ an'gesd -

. Samh reater. In both nominal and real terms, the value of tl}e dollar declined by
I?)l{l;.lt %5 per cent, while the yen rose by 104 per cent in nc'}rmnal terms and 7(Lper
=nt in real terms. All these trends have continued stl'ongly in 199; . ng.evcr,f tbzzz
hanges should be placed in perspcctive_ by remembering that the cb .ou:tet ;) fbuse
eriod is essential and random here, partlcularly‘ as the dollar was sillx jelc o1 ja x
fluctuations in the 1980s: at the end of 1985 this currency was still only just p

ts peak.

$ 1.490-1.610 1.490-1.610
Aus$ 1.05-1.17 1.05-1.17
BFr 100 5.29-5.59 5.29-5.59
Can$ 1.065-1.185 1.065-1.185
Dkr 100 27.15-29.65 27.15-29.65
DM 100 109.40-113.40 109.40-113.40
£ 2.32-2.57 2.32-2.57
FinM 100 35.05-37.55 35.05-37.55
Frfr 100 30.40-33.10 30.40-33.10
Drachma 100 0.60-0.77 0.60-0.77
Hong Kong $ 100 17.50-21.50 17.50-21.50
Irish £ 2.45-2.70 2.45-2.70
Israeli sheqel .48-0.63 0.48-0.63
Italian lira 10,000 8.55-10.25 8.55-10.25
Yen 10,000 180.50-186.50 179.50-185.50
Nkr 100 23.60-26.10 23.60-26.10
Aaustrian shilling 100 15.64-16.14 15.64-16.14
Escudo 100 0.96-1.14 0.96-1.14
Peseta 100 1.21-1.37 1.21-1.37
‘Turkish lira 100 0.0027-0.0047 0.0027-0.0047
S.A. rand 0.35-0.50 0.35-0.50
Skr 100 19.90-22.40 19.90-22.40
Swiss fr 100 132.50-137.00 132.50-137.00

Source: Het Financieele Dagblad, 29 June 1995,

Ab Funds transfers
%zgl:atljv. g)guilders below, established at 13,15 hours, apply to
fonds transfers effected by GWK bank
Previous day 28/6
$ 1.54925-1.55175 15()52286}“(;52’;%3
illi i (0.8600-0.8900 . .
i:tsléhan guilders 1.1060-1.1160 1.1090-1.1190
Bfr 100 5.4475-5.4525 5.4445-5.4495
Can$ 1.12675-1.12925 1.13075-1.13325
Dkr 100 2.8.655-28.705 28.655-28.705
DM 100 111.990--112.040 111.980-112.030
£ 2.4565-2.4615 2.4615-2,4665
Frir 100 31.885-31.935 31.865-31.915
Drachma 100 0.6420-0.7420 0.6400-0.7400
Hong Kong $ 100 19.935-20.185 19.995-20.245
Trish £ 2.5250-2.5350 2.5330-2.5430
Ttalian lire 10,000 9.5050-9.5550 9.5150-9.5650
Yen 10,000 184.500-184.600 183.950-185.050
NZ 1.0380-1.0480 1.0380-1.0480
At SAI59300 159200-155300
i illing 100 15.9200-15. . -15.
2;1;1‘;1;211 sehilling 10 1.0400--1.0800 1.0380-1.0780
Peseta 1.2770-1.2870 1.2780-1.2880
SKr 100 21.935-21.445 21.415-21.465
Swiss fr 100 135.495-135.545 135.305-135.355
ECU 2.0585-2.0635 2.0600-2.0630
Scurce: see Table 13.1a
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3 The macro-economic framework for the exchange rate

“
5 DN Gy~
? ?‘i 3|88 5 § 3 E % g § § § f:: § § E 5 § g g § 5 " _exchange rate is a Macro-economic vgriable par excellence. As argt‘md
= AR A ek jously, all sorts of international transactions come together on the foreign
52 hange market. The starting point for a macro-economic review is the income
g'ﬁ S5 S0~ s NY o M moymee onity. This indicates that a country’s domest?c pr_oduction _is mhe;dlula up of
E ,a: ) 3 5 2 § %. 2 § 5 5 § § § § ‘é}' E § g § % g g § Arious components, Expressed as a formula, that identity looks like this:
B =C+I1+G+EX-IM (13.1)
o 2
E?é = § m2ngnagon X000 oo nungg e mean:ings of the_ symbols. are as follows: Y is‘domestg Proc;l]uction, tC ?s
54 gl 2¥rrrtdrrn CRREE Y e sumption by rgsldents,. I is investment by res_ldents, is the coun ry,s
§'g vernment spending, while EX and ‘IM resl?e.ctwely denote thg country’s
g‘é ;ports and imports. All these economic quantities are expressed m’domesuc
o 3 B R e e R e e i T LU T T, prency units. The sum of the first three variables (C +1+ G) on the right-hand
e DE|S®rERPC08RN PEREE F S EEgEge de of the identity equation is a'lso known as a}ggregate.spend,mg by r@ldems
E = or absorption, A. By deducting Imports We arve E}t residents’ expenditure on
§ % smestic products. ‘If we add exports — 1¢. foreign purchase_s of domestic
- g o g anzeoes SN AN N VWO e e G, products — we obtcam the total ex_pel}dlture on goods produced in the country.
E L 2| S35l RRRRR 7T R8888g88g s total expenditure on domestic goods will always correspond to domestic
o S; j roduction. If, for example, expenditure is liable to be lower, then companies are
i'ﬂé E arced to stockpile unsold products; however, these stocks are included in
'§ g8 MB[ O aooo mw ifivestments, voluntary or enforced, so that equati(?n (13.1) still holds true. _
288 |BER|As8gasdsdsag SQEEg\r?ggggS@Qm - By substituting A for (C + I + G) in equation (13.1) and after a minor
: g g THEERRER carrangement of the remaining variables we arrive at the following identity:
=}
S EX-IM=Y-A (13.2)
£¥2) 5 |g5SEIgEEanUmag s anazseney | | 1
3 &8 EfFRRSSESEERAE Oodes T daddg3ss This shows that the export squlus.(EX —1IM), corresponding toithe net resu t on
g %E - v N visible and invisible transactions in the balapce of payments, is equal in va_lue
adl§ & ‘to the difference between domestic production Y and absorption A. Equation
E 22| Eg(32350829 DA MOS0 NNt mnen | § (13.2) is merely an identity. Unlike behaviourial equations it therefore does not
w 58 '% SE| 2SS =8a8 SE883 a " S& 5 & EREE |2 indicate any causal relationships. Equation (13.2) merely expresses the fact tk}at
§ "g 8 E‘ . 5 : a balance of payments problem in the form of an lim.port surplus is necessarily
% § &3 :«:" associated with surplus spending of resident's. This is the essence of a theory
§ 52 g 3 §§ Ss Sag g bbb b il b R R 2 which has become known as the absorption approach to the balance of
5 ~3 55 B SRRE2RS®2S8S 5858 YEEESEES S | payments.' The equation clearly shows that if a country -succeeds. in increasing
2 .‘CE’). 5 %Dg 'g 2 domestic product}on and./or reducing e?(pendlture by remdept.s, this is l?oupc_l to
;i“ll‘ £ g g E o o1 o e = o be associatedf v:;lth an unproven?nt in the balance of visible and invisible
XEe3 ElSrdacnadrna oot o oo ] {ransactions of the couniry in question.
: %E % E 28| 8885 S SET & 3 I8 § & g aa g § % % % % g% Equ‘ation (13.2) can be developed somewhat further. For one t}flingb, {he left;.
o =g G2 be hand side comprises only part of the current account balance on the ba at‘met?]l
298 g E - 00 5 payments. Net income earned abroad by domestic factors of production is stl
'ﬁg‘uv,g agamc\oﬁma-,d.m@.ﬁ_ =) By
EEEEE RERER22282 s55EF  geeveven | AY
—SemES SRS R 2RISR E | E8 . oo -
. ainly through the work of Alexander (1952).

1. The absorption approach became known m
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lacking, as is the balance of payments item ‘net inflow of unilateral transferg
We therefore add these balances, R, to the left-hand side. If we also add R to th
right-hand side, equation (13.2) still balances. We also add taxes, T, twice to
right-hand side: once with a plus sign and once with a minus sign. This does i
alter the value of the right-hand side. Finally, if the absorption is replaced by j
component parts, we arrive at the following equation: '

X-M+R=Y+R-T-C-I+T-G

(13:3)
Here, (Y + R) is national income.? Private savings are defined as the part ¢
national income not spent on consumption, investment or payment of taxes. The

first four terms on the right-hand side of equation (13.3) are therefore equal:to
private savings, S. If we replace them by S, the result is:

X-M+R=(S-D+(T-G)

(134
The left-hand side shows the current account balance. The first term on the righ
hand side gives the difference between private savings and investment. The
second term gives the difference between tax revenue and government spending;
this is the budget surplus or the government’s saving. Equation (13.4) shows that
the current account balance is closely linked with private savings surplus and th
government’s budget surplus. Once again, there is no causal relationship. We ¢
only state that any current account deficit must imply a simultaneous private
savings deficit and/or government deficit. We can also state that in order t
reduce such a current account deficit it is necessary either to reduce the private
savings deficit or the government deficit (or both '
Since all current account entries imply transactions on the foreign exchange.
market, equation (13.4) contains important information on factors influencing.
the exchange rate — the real subject of this chapter. If everything else remains the:
same, changes in the private savings surplus have a direct effect on the value of
the currency. If this surplus falls, then the current account balance also falls a
aresult of the identity, and demand for foreign currency will increase. A declin
in the government budget surplus has a similar influence on the exchange rate,
These macro-economic relations for the exchange rate are not derived from any.
specific economic theory. As already stated, the above equations are the outcomeé
of the use of a set of identities without the addition of any behaviourial equations:

2. As we know, domestic production is output produced within the national borders, National
production is production by individuals who are nationals of that country. National production:’
differs in two ways from domestic production. First, there are individuals with that nationality who'
produce abroad: that production has to be added to domestic production, Second, individnals with
a different nationality contribute to the production process within the national borders, To ascertain
national production, that production has to be deducted from domestic production, The balance of -
the income earned abroad by the factors of production, capital and labour, portrays these two
differences, National production is therefore defined as domestic production plusthis balance - a °
balance which may equally well be negative, of course. National income in turn is obtained from

national production if ‘net inflow of unilateral transfers” and terms of trade improvements are
added,
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t all.®> The earnest attention paid to this type of identity m practical po]_jcy—
aking dates mainly from the 1980s. A well-known exa}mple is the c-iebate since
985 on the reduction of the American trade deﬁcit,' whlch.was considered to be
orryingly large, and the associated macro-economic requirements. .

Equation (13.4) does not only give an idea of the macro-economic influences

‘on the current account and the exchange rate; it also forms the foundation for

nalysing the scale of these influences, If, for convenience, we reduce the current

‘account to visible trade and invisibles by setting R at zero, we can write the left-
hand side of equation (13.4) as follows:

X-M=P, ex-P_ .im=EP*, ex—-EP*_ .im (13.5)

‘Here, P, 1s the export price level and P, the import price Iev.el. Additipn of an
‘asterisk (*) fo a variable indicates that it is denominated not in domestic but in
:foreign currency. The symbol E expresses the nominal exchange rate and the

mall letters ex and im represent the volume of exports and imports respectively.

E is the number of domestic currency units per unit of foreign currency, In the

ase of a current account deficit, equation (13.5) shows the variables which can

be used to achieve the eventual restoration of equilibrium on the current account
via devaluation of the domestic currency. However, in order to effectuate that,

e cannot avoid introducing behavicurial assumptions for these variables. In the

simplest situation, we assume that prices are determined entirely on the. world
market: the country in quesiion is merely a price taker and is therefore evidently

small in comparison with the world economy. This means that the foreign prices

on the far right-hand side of equation (13.5) are fixed.

In the case of the said devaluation we assume a 1 per cent increase in E. This

reduction in the value of the domestic currency then causes the current account

to deteriorate by the same percentage as the depreciat%on via variablle E in
equation {13.5). The export and import prices in deeshc currency units bpth
increase by this percentage depreciation (since prices expressed in a foreign
currency do not change), so that the same must be true for the' balance on the
current account. On the far right-hand side of (13.5) the increase in E causes both

_ terms to rise by the percentage devaluation and, thus, their difference too.

Consequently, any existing trade deficit will increase by th_e percentage of
depreciation, The desired improvement in the current account w11.1 therefore have
to come subsequently from volume effects. In terms of dor_nesnc currency, th_e
depreciation causes an increase in the price of goods traded 1nterpat10nallyr This
will inhibit domestic demand and stimulate production. If there is productzonl at
home which competes with imports, this will also be boosted' by the price
increase. All these volume effects of depreciation lead towards an increase in the
available volume of exports and a fall in the required volame of imports, in short

3. Behaviourial equations describe the behaviour of economic subjects, the private sqctorl%?d
government. It is in the specific assumptions regarding this behaviour that economic theories differ
from one another.
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to an improvement in the trade balance. Clearly, these volume effects on}
more than offset the negative price effect of the depreciation on the curr
account providing they are sufficiently large. Only then will the deprecia
lead to a net improvement in the trade balance. The so-called Marshall-Le
condition describes this requirement: it states the price elasticities of the vol
of exports and imports in relation to the devaluation percentage. The exact fo
of this criterion depends on both the initial trade balance, the size of sup
elasticities, and the degree to which depreciation pushes up import and €Xpo
prices expressed in foreign currency. In its most simple form the Marshall-Lerng
condition requires that the sum of the (absolute) values of the price elasti \
of both export demand and import demand exceeds the value one. Only the
devaluation improves the current account. :
The right-hand side of both equation (13.2) and (13.4) shows that:th
Marshall-Lemer condition in fact goes beyond just the balance of trad
domestic demand for imports and exports is to be reduced by devaluing
domestic currency, then in general absorption must fall in relation to dome
production and the national savings deficit (made up of pet private - &
government’s savings) must be reduced. If that does not happen, then the trad;
balance cannot improve either. In other words, domestic production and deman
must offer scope for more exports and fewer imports after the depreciation of
domestic currency. An extension of production of these tradables would be eas
in the event of unemployment and spare production capacity. Otherwise, thy
extension would need a shift of production factors from the nontradable secto
In addition, other countries will also have to give the country in question th
opportunity to improve the trade balance. Thus, it must be possible to exploit th
enhanced export potential by expanding foreign sales. Our simplified assump
tion in the preceding analysis that prices of imports and exports are determinet
on the world market offers the country that scope for expansion. The reason
that that assumption implies that the country concerned is so small in relation t
the world market that the world market can readily absorb changes in thi
couniry’s demand and supply at current prices. However, if that is not so thé
the country will be able to sefl on the world market only part, if any, of thi
enlarged supply of exports resulting from the depreciation. The rest will be left
unsold and the producer will be forced to stockpile the goods. This will b
expressed as follows in equation (13.2). If domestic production is stepped up in
order to expand exports, the right-hand side of (13.2) increases. However, the
associated improvement in the trade balance does not occur now: the good
cannot be sold on the world market. This leads to an increase in domestic
‘investment’ in the form of forced investment in stocks, The investments form
part of the absorption, so that the right-hand side of equation (13.2) again falls
in value by the same amount as the original increase. In other words, the initial’
tendency towards an increase on the right-hand side is negated by this forced
increase in investments. From this it is clear that equation (13.2) expresses a two-
way traffic: this corresponds to the earlier finding that the equation does not
incorporate any causality.
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e-qtltlxge\?;fue of the domestic currency. The significance of tk.le Marshall-Lcrper
ondition goes beyond that. The exchange rate 1s the price on the fore1g.n
«change market. The question which the Marshal‘l—'Leme‘r condlltlon answe;s is
ssentially this: under what exchange market condition will a price c}_isz.nge. aKe
he effect of restoring equilibrium. In pther words, under what confllt(llgn is tt ;
xchange market stable. If the equilibrium on the exchange _market is 1sng)t§ ;
en a stable market implies that the distuption lgad\c{ to a price change su(ci* A .a;
the disruption is rectified. Let us assume that there is a current af:count ¢ 1ct:t11 .
This implies excess demand for foreign currency. If the resulting increase ;? t e
rice of foreign currency brings that excess demand back down, the mar] ‘e 12
table. If it does not, then we have an errafic or unstable market, In the c:;lse dcl)
n unstable exchange market, the forlcgs of delmand and supply push the
er away from its equilibrium value. .
Kcltrlla;rg;c:?ct:,f:\:il just ﬁi;m the point of view of current account transacnrcl)‘nm:s;
he foreign exchange market certainly need not be stable in the si_lort. tern‘1t.h
phenomenon has even been given a name: the J-curve effect. It ties in with our

previou

assuIm : tion t
he vo?ume effects take some time to appear. This means that the deterioration

1 the current account based on the price effef:t is manifest imn.xediately afte}' the
devaluation at time t,,. If a country is able to influence mter'natlona! trac_:llfl: tgnft(las,
mport prices will injtially tend to rise faster than export prices. Thls wi ulr e;
aggravate the original deterioration in the trade balance. The posifive vto 11ﬂ1tr1r1
effect on the current account batance will only g_radueglly k_)ecome ap;iaren . : s
this balance produces a pattern like that exemplified in F1g1}tc .1??.1. Frorﬁ ime
onwards, the volume effects gain the upper hand, atter w1'110h itis not unt1 t}lumﬁ
. t, before the effect of the devaluation wears off. If the prior calculation, w (‘:11
‘underties the devaluation policy, was correct, the current account balance wﬁll
then have attained the desired value B, so that the balan_ce has improved to the
amount of AB. In the short term the cxchange market is unsta}_)le becalflse the
depreciation of the domestic currency initially increases th_e deficit on the orelgﬁ
exchange market. But in the end it is stable after all, since in the longer term suc
a depreciation reduces the deficit on the foreign exchange market.

4

The exchange rate explained

~Up to now the Marshall-Lerner condition has been interpreted as the

nt for an improvement in the trade balance as a result of a reduction

s analysis of the price and volume effects of depreciation. The gd@iﬁonai
tion is that the price effect takes place immediately after depreciation but

4. The name of the curve is easicr to understand if Figure 13.1 is turned slightly in an anti-

clockwise direction.
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3
trade balance

Figure 13.1 The J-curve

134 Exchange rate theory: the long term

13.4.1 Purchasing power parity

The oldest theory explaining the exchange rate is the Purchasing power parit
theory. The basic idea is found in the Law of one price: disregarding trad
barriers and transport costs there will be a tendency for a given product to havi
the same price in different countries. Goods arbitrage is responsible for thi
result. If prices of the same product are different in two countries, it is profitab

to buy the product in the cheaper country and sell it in the dearer one. This
buyl_ng and selling activity will cause the price to rise in the cheap country and
fall in the expensive one. The arbitrage activity ceases once the prices are the:

same in both countries. A change in the exchange rate can contribute to this pric

equalisation tendency or may actually be entirely responsible for it, because the.
prices in two countries are only genuinely comparabie if the price in one country
is multiplied by the exchange rate to give the price in the other country.:
International buying and selling also influence the exchange rate in such a way:
that changes in that rate contribute towards price equalisation. If the prices of
goods are rigid in the short term, price equalisation will actually have to come

about entirely via changes in the exchange rate.

The retail price index is a weighted average of prices of individual (types of)
goods. It is tempting to state that the law of one price also applies to countries’
price indices via the concept of price aggregation. The idea then is that if prices
of individual goods are the same, a composite set of prices will also be identical.
Expressed as a formula, this gives us the following equation;

P=EP* (13.6)

The exchange rate explained

This equation expresses purchasing power pa!tit}" or tlr}e ipternational equiva-
ence of national purchasing powers. The name in itself indicates - as shov;fn by
,quation (13.6) — that a certain collection of good_s can be bought with a
,articular sum of money at home, given price level P in that country. However,
he same sum of money enables the same collection of goods to be boug}§t abroad
at price P* after conversion at the current rate of exchange. If the price lev;l
expressed in domestic currency units is higher .abroad tlllan at home, demand vyﬂl
switch to domestic goods. This is associated with a decline in demand for forei gn
currency and increased demand for domestic currency. As a result, the domestw
arrency rises in value: E falls in value. This engendgrs the restoration of
purchasing power parity. Interpreted in this way, purchasing power parity is an
quilibrium condition for the exchange rate:

E=P/P* (13.7)

If the domestic price rises, demand for domestic goods :':md thus for domest_ic
currency will fall. This will reduce the value of the domestic curre‘r%cy.(and E will
therefore increase). This contributes to the restoration of equ111br1un.1 on t.he
foreign exchange market. The same effect occurs in the case of a foreign price
fall. ‘ .

There are two ways of specifying the purchasing power parity theory gf the
exchange rate which mitigate some of the drawbacks of the absolute version as
given in equation (13.7). In addition to this version of the theory there is also a
relative version. The formula for it is this:

AE/E = AP/P — AP*/P* (13.8)

“The practical advantage of this version is that transport costs apd trade befrrie.rs
“do not play a part so long as they do not alter significantly during the period in

question. Another important advantage is that the baskets of goods on whic.h th‘e
price indices are based need not be exactly the same. For the relative version it
is sufficient if the relative price increases in equation (13.8) accurately reflect
inflation in the two countries concerned.

The other variant of the purchasing power parity theory stresses the facet that

" the law of one price and goods arbitrage are possible only_ for goods which can,
' in principle, be traded internationally. Non-tradable goods include many services

such as medical services, the renting of houses and the services of hairdress&trs.
In principle, of course, everything can also be obtained fr.om abr.oad, ie.
including services or goods which are difficuli to transport. B_ut in practice, apart
from some rare exceptions, there will clearly be no internz.monal transportation
of quite a few goods and services, so that no interna’gonal competition 1S
possible. Elaborating on this idea, purchasing power parity can apply only to

5. This formula follows from equation (13.7) by taking the paturai 10garithm§ of the left- and
right-hand side and differentiating the result. By approximating the differentials by the first
differences we arrive at equation (13.8).
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goods which can be traded internationally. Taking this view, the &

Here, P, stands for the price of tradables,
internationally.

eory of purchasing power parity Iooks like this:
E=P/P*

xch

goods which can

1.

2.

3.

compares the prices of Big Macs in 79 countries. B
we can see whether an exchan
term) equilibrium rate, I purchasing power
expressed in one currency must be identical,

column shows the price of a Bi

the actual exchange rate against the d i
a Big Mac by the American dollar pric
at which the Big Mac purchasing pow
rate, the price of a Big Mac is the sa
is the cohumn ‘Implied PPP of the doll
in the case of Big Mac purchasin

exchange rate {the fourth colamn
under-

100 per cent overvalued against the dollar, or
undervalued against the yen. Similarly,
respectively 50 per cent and 52 per ¢
indication of an undervalued dollar is
there are almost as many currencies u

concerns a homogeneous good: the r
index does have its shortcornings:

Case study 13.3 The ‘Big Mac’ index

Since 1986 The Economist has published the Big Mac index €Very vear, T

¥ comparing hamburger P
ge rate is under or overvalued in relation to its {

ng
parity applies, prices of Big M.

Table {3.2 is taken from the 15 April 1995 issue of The Economist.

e used in the US we obtain an exchange rat;
er parity applies. According io this exchang
me in the different countries. In the table
ar’. If we take the exchange rate applic _
& power parity and compare it with the aci

the Deutschmark and the Dutch goilder are
ent overvalued against the dollar, But this
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ecipe is the same worldwide, Nevertheless, the

The Big Mac index is a creativ

The purchasing power parity theory
is not traded internationally.
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differences in rates of tax.
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je13.2 The hamburger standard

i Local
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4. Profit margins need not be the sa

s will not change, as we will see in the next sub-section. The demand shift
competing substitutes,

rtheless affects the mutual price of the two consumer packages. The foreign
Therefore, the Big Mac ing ‘ ‘ age will become ‘more ex.pensive. Thjs implies an increa:se_ in T and,
equih'briu;n nchnae rat: ex only gives a quite rough indication of the long- rding to (13.9), an increase in the nominal exchange rate E Itis in this way,

Goldman Sachs,® an Ar.nerican firm of L (0 a MOre expensive foreign currency, t‘hat the more expensive foreign goods
Sen ratc applicable according o purchasinsmifwt;mker's, also calculated the do] ckage manifests Ii'iself. Not through a higher price level P*. It turns out that
185 yen. According to their calculatio. thg Power parity. They arrived at a rqy trough an explanation of 7, we are able to explain an absence of purchasing

e dollar ' i
undervalued than the Big Mac index would indicateI.S fherefore wetually even E prer pacy.

Me everywhere because of difference

. .2 The monetary approach
Empirical research offers only limited support for the purchasing power p

theory. The theory does not hold good in the short term. However, viewed;

a number of years there is tendency towards purchasing power parity.

Of course, the idea

he beginnings of the purchasing power parity theory date back several hundred
ears. It was not until the 1920s that the Swede Cassel perfected the theory and
dve it its present interpretation. In the latter half of the 1970s the purchasing
.Pdwer parity theory was further developed into the monezary approach to the
change rate: here, the longer term exchange rate is again explained by the ratio
of the price levels in the two countries, but this approach delves deeper than the
purchasing power parity theory. It does not end with prices as an explanation for
the exchange rate: the prices themselves need to be explained. For that purpose
the monetary approach uses the equilibria on the money markets in the couniries
concerned.

The domestic money market equilibrium is as follows:

M=PL(y, 1) (13.11)

M stands for the money supply and L is the real demand for money, so that PL
s the nominal demand for money (in currency units). The widespread
“assumption is that the real demand for money depends on real income, y, and the
(nominal) interest rate, i. If y increases, the demand for money is reckoned to
“prices in the countries with the d increase because of the increase in the stock of money needed in the country to
it becomes clear that g b tnator. Looking at the dimensions of ¢ i pay for transactions. ‘Money supply 'consists of c.ash and sight d_eposrts at a bank

. mmension ; that do not produce interest. If the interest rate in the couniry increases, it thus
becomes more expensive to hold money and people will tend to reduce the
amount of money in stock. In this way an increase in the interest rate depresses
demand for money. The interest rate can be regarded as the cost of holding
money; that does not mean real costs (unless one has to borrow) but the return

power parity. Although there is a long-
apparently something is missing. It mean i isti
iy S Following wan Iy ans that it is realistic to adapt

E= n.p/p*

The variable 1 functions
vartiable is referred to ag
rewriting the equation:

T=EPxpP

as a bridge between the values of E and P/p*, T¢
the real exchange r :

ate. This can be explained by

rate. § name: the real exchange which one is foregoing by not inv_esting the money at interest. For this reason
By means of thi . - one usually speaks of the opportunity cost of holding money.
i y ol this economic contents of the rea] interest rate %, we are able to The assumption is that the money market is continually in equilibrium. This is
mdaicate the economic Interpretation of its ad ’

dition in equation (13.9). Suppose part of the idea that financial markets in general find a new equilibrivm
o foreign goods while there is no immediately (within a few minutes!) after a disruption, by means of change in the
he latter means that the two price price. In this context the money market price is the interest rate. An increase in the
money supply (e.g. because of an easing of monetary policy on the part of the
central bank) leads to a short-lived excess supply on the money market, but almost
immediately this will cause the interest rate io fall. This makes it cheaper to hold
money, which immediately increases the real demand for money. The fall in

6. The Economist, 11 March 1995,
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interest rates continues unfil the my i
! oney market equilibrium i
The widely accepted assumption is that the ir{ilterp o money

. lay of th :
real demand for money determines the longer term pgice Ie\?erln?l?lfg 1851 i
. SEGE

the prices of goods tend to be rigid i

pric . gid in the short term, so t
f;]tuﬂt]}?nu;n cannot be atheved by adjusting prices in th’e shoi}ta ;u?lio’?ﬁy' :
; e therefore (temporarily) does the job. In the long term, h o
evel is able to perform that function. Thus, in the longer terl;l‘ oHeen t'he

P=M/L (y,1)

If there is a permanent in i

- a p crease in the money su
;ﬁtlmqtely rise if the Feal demand for money reI);laiHEI;}ljg
¢ Sere is ﬂ? permanent Increase in the real demand for mon

¢ or the 1nterest rate falls), the price level wi i
money supply remains unchanged, vilt utimatel
. Internationally, there is a similar relationshi
asggﬁf‘; suthpéilgihz;nd real fiemand for money, comparable to equation (13.12).
assun s equation also applies for the same variables, but ;

lon of an asterisk. If we now substitute for P and P* tion (13,

the price leve
same. Converge]
ey (because ingg
y fall — at least

p between the price leve

E = M/M*» L*/L in which L = L (y, i) and L* = L* (y*, j¥)

g:::f :}(l];a;o% shows that if the domestic money supply increases by,
change rate will also eventually rise by | ,

_ 0
:eﬁagse the equation only holds for the long run. Inyviewlz;rﬂfglll:
quation (13.13) — and particularly equation (13.12) - the co ,

between M and E here is th . 1 nnecting
10 per cent, e domestic price level which eventually also rises b

13.5 Exchange rate theory: the short term

13.5.1 The uncovered interest rate parity

i=i*+(B° -~ EYE.100

g

I, measured as a percentage. The right-
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(13.14)

shows th i isti
e domestic rate of return consisting only of the domestic interest rate, :
hand side expresses the rate of return on -

The exchange rate explained

{nvestment abroad. This rate of return has two components: the foreign
st rate, 1%, and the exchange gain’ anticipated during a possible investment
oad. Both components are expressed as percentages. The numerator of the
onid component indicates the difference between the expected exchange rate,
and the present exchange rate, E. The period to which the expectation applies
> same as the investment period. If we divide this difference by the present
e of the exchange rate, we find the expected relative change in the exchange
If we multipty it by 100 it becomes a percentage.®
Equation (13.14) is the short-tun equilibrium condition for the foreign

schange market. It brings the exchange rate together with the three factors

- determine it, namely the domestic interest rate, the foreign interest rate
d the expecied value of the exchange rate. Changes in these affect the

quilibrium value of the exchange rate. For example, if the foreign interest rate

ses, investment abroad immediately becomes mote attractive than domestic
estment starting from an equilibrium situation. This prompts a mass tendency
exchange the domestic currency for foreign currency in an attempt to invest
broad. As soon as this tendency is perceived on the foreign exchange market,
re is an increase in the value of the foreign currency and thus in the value of
Given the value of the expected exchange rate, this means that the expected
xchange gain declines. This compensates for the more attractive foreign interest
ate, so that a new equilibrium is almost immediately reached at a higher value
¢ B. In other words, the domestic currency has depreciated. The influence on

the exchange rate of other changes in the factors which defermine it can be

oduced in the same way. Thus, in the short term the international value of the
omestic currency is evidently infiuenced in a negative direction by an increase

in the foreign interest rate and in the expected exchange rate value, and by a fall
in the domestic interest rate.

This explanation of the exchange rate in the short term can be easily combined

with the long-term exchange rate model as expressed in equation (13.13). This
composite model consists of equations (13.12), (13.13) and (13.14) plus the
assumptions of national income determined exogenously and a speculator acting
rationally. This means that the speculator knows the model and hence sees the
consequences of any change in model variables. The consequences still hidden
in the future are discounted by the speculator in his expectations based on this

‘model.

This model can explain the remarkable practical phenomenon of over-

7. That profit may well be negative, of course, and thus expresses a loss situation.

§ The second component on the right-hand side is only a fair approximation of the expected
exchange gain, It concerns only the gain expected on the principal. The expected exchange gain on
the foreign interest yield (which is paid out in foreign currency, of course) is ignored. However, this
amount is quite small compared to the other components so that its exclusion does not affect the

essence of the subsequent conclusions.
9. This variant is not alone here. There are other variants which also produce this

phenomenon.
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3
exchange rate level

gure 13.2 Overshooting behaviour of the exchange rate

exchange rate. It has now reached level B in Figure 13.2, the level which the
xpected exchange rate had already reached immediately after the monetary
sturbance. The pattern of the actual exchange rate over time in Figure 13.2
arly shows why one states that exchange rate over-reacts. °

Case study 13.4 The trend in the principal exchange rates

(13.14) remains below the orfa, %am As aresult, the left-hand side of equ Figure 13.3 shows the trend in the mutual values of the three leading exchange
transfer thejr investments o gina l‘evel, so that speculators still have reago; ates in the world since 1970. Apart from the presence of upward and downward
50 far that in o aoroad. It is not untj the actu ason ends, substantial fluctuations are particularly evident. These did much to fuel

quation (13.14) the right-han side ic ;
value as the left-hang side that the Sgpecula;tgrs%de 18 Just as far below its o
country where he wishes o j 1s again indiff;

e ideas on exchange rate overshooting. In the 1980s the American dollar, in
riginal particular, produced an equally spectacular rise and fall. The explanation put
' forward for this ties in with the explanation of exchange rate overshooting
presented in this section. In response to the continuing rise in inflation in the 1970s,
the American central bank, the Federal Reserve Board, introduced a very restriciive
monetary policy around 1980. This caused the American interest rate to rise. An
expansionary fiscal policy further contributed to this. The greater demand for
goods caused an additional increase in the interest rate in the United States. The
high American interest rate attracted a large amount of foreign investment capital.
The associated strong demand for doHars caused a massive increase in the value
of the dollar. To compensate for the interest rate advantage, the value of the dollar
had to rise beyond its eventual equilibrium value so that people expected it to
appreciate. It was not until the price rises in the United States diminished after a
while as a result of the tight monetary policy that the US interest rate could drop
back again, and with it the rate of the dollar.

10. The name of the American economist, Dombusch, is associated with exchange rate
overshooting. He was the one who first offered a model to explain this phenomenon which so
obviously occurred in practice. See Dornbusch (1976).
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sney demand function owing to the opportunity cost of holc}mg _money.
1 wever, no distinction was made between domestic and forc1g1} interest-
. a’sscts. They were implicitly treated as equal, because the f(?relgn rate of
/ tinrrlll fi;s not presented as a second indicator of the opportunity costin 'the money
i nd function. In the adjustment process following a monetary d1§turbancc,
pﬁi\rer there was an incipient distinction between domestic and foreign assets,

' until equilibrium was restored. _ ‘
t'fI?hI?;;lsIzattlllceqof the portfolio approach concerns th? desired allocation of the
snancial assets over the portfolio of a country’s pnyate sector, l’fhese a}sstca;s
involved are domestic money, domestic bonds and foreign bonds. Changes in thc
esired allocation occur on the basis of the (expected} rates of retgm on ! e
soancial assets concerned. In the simplest form, the rate of return 1s zt?rot h(;r
sney and the relevant interest rates for .both types of bonds: But t}n his
pproach, these bonds are incomplete sub_stltutes. F(?r cxamplq, if fhe ore1gtn
terest rate rises then the (desired) proportion of f.orelgn bonds in pnyatehasts;shs
will increase at the expense of money and domesty: bonds. But df?Splte t aaﬂ e
omestic bonds remain desirable in the por?foho', although with a smaller
proportion. If the volume of private asset holdings increases, these Pﬁoport:ons
o not change; demand for and hence ownership of the assets wil mcrlease;
oportionately to the previous asset holdings. On the supply side, t?aa sug[; y 1())
money domestic bonds is assumed to be exogenous as 1l 1s considere tothz
determined by, respectively, the central bank and the governmenlt. Infcontrasr,rent
sapply of foreign bonds is endogenous and changes as a result ci any cuS o
account surplus or deficit on the balanqe of Payments. A 511rpfut.°;l mearxzfoﬁo
increase in foreign claims: owing to the snnghcxty of the model o he po folio
approach, this is entirely in the form of foreign b01.1ds. The dor.nestlc supp i gf
foreign bonds does not increase in this way alone; it can also rise asl ahresu 1
dn increase in the value of the foreign currel?cy, bes:ause in the model the sxlep ]3fr
of and demand for foreign assets are denominated in domestic currency 1;1111 Sih
the exchange rate rises (so that the foreign currencies l?ecqme dearerf), dt en tifC:
value of the foreign bonds in the portfolios will also nise in terms of domes

currency units.

—

1 1 i ] 1 1 L I 1 L L1 1 1 i L 1 1 [l
T T T T T T T T T T T T
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= = = - 100 yen per US dollar

Figure 13.3 Nominal exchange rates, 1977—94 (yen/dollar and D-mark/dollar)
Source: IMF, International Financial Statistics, several issues,

13.5.2 The portfolio model

The exchange rate theory was further developed in two ways in the 1980s. In the
first, least radical development, the constraint that domestic money can only
in domestic hands was dropped. This led to the currency substitution model o
the exchange rate. The deciding factor for substitution between domestic and
foreign currency is uncertainty about the future value of the exchange rate and;
particularly, the direction in which the rate is expected to move. If people
anticipate a depreciation, they will put their money into other currencies. The:
differential between the domestic and foreign interest rates naturally plays no.
part in this because cash and sight deposits at banks do not yield interest. This
expansion of the theory did not produce any important new explanations for
practical phenomena, but the theory has interesting practical implications for
hyperinflation countries where the national currency is at risk of being displaced
by more stable foreign currencies, and particularly the American dollar.

A more interesting expansion of the theory is the portfolio approach to the
exchange rate. In addition to the monetary approach, this now explicitly
incorporates the equilibria on a country’s domestic and foreign bond markets,

In the monetary approach, such interest-bearing investments are already an
implicit alternative to holding money. This is hinted at by the interest rate in the

Case study 13.5 Financial liberalisation in Japan

After the Second World War, Japan’s financial system was initially .largeiy cIose:{ili
The 1973 oil price shock led to a temporary cum.ant gccount deﬁmi foff Japan.th

response to that, Japan eased restrictions on capital imports 'FO heP én.anc'ct e
increased oil account. In subsequent years Japan gradually liberalised its in er-
national capital movements more and more. When there seemed to be no st011}§1§)g
to the rise of the American dollar in the first half of the 1980s (see Figure t t(;
President Reagan brought great pressure to bear on.the Japanese goveiingntan i
open up its borders still further to financm% transactions. The prests;ljre ed to e
intended Japanese measures, but not to the intended behaviour, as the main resu
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was a sharp increase in Japanese capital exports. Since most of these went to:thy
US, the dollar received a further upward boost. But Japanese capital imports 313
increased, also from the US. The portfolio approach, in particular, can explain 5

To ensure a proper understanding of the portfolio approach to the eXe
rate, we shall describe the adjustment process which occurs after a disturban
Say, the central bank increases the money supply. In this model that means 1iy
than just an increase in the money supply, because the central bank usuaily
the additional money into circulation by buying domestic bonds. The altern
in this model is an exchange of money for foreign bonds. This is in fact a
of foreign exchange market intervention in which foreign currency in the f;
of foreign bonds is bought by the central bank for domestic currency. ‘Thi
transaction does not alter the level of private asset holdings, but excess supp
occurs on the money market and excess demand on the foreign bond mark:
This excess demand also means excess demand for foreign currency, which le
to an increase in the price of that currency. This means a fall in the val
depreciation of the domestic currency. As a result, there is an increase in
value of the supply of foreign bonds, caused not by a larger volume of bonds.
the country but an increase in their value in domestic currency. This rise in valy
also means an incipient increase in the value of the financial assets of private
persons in that country. This in turn leads to increased demand for all assefs,
depressing the excess supply of money and causing excess demand for domestic
bonds, resulting in an increase in the valuc of those bonds and 2 decline int
domestic interest rate. This in turn generates higher demand for money and
lower demand for domestic bonds. Thus, the markets in money and domes
bonds tend towards a new equilibrium. On the foreign bond market the increase:
demand leads to a further rise in the value of foreign currency, instigating another
round of changes, until the financial markets have gained equilibrium. :

The financial equilibrium is again disturbed by the fact that the decline in the
domestic currency brings a current account improvement over a period of time;
and this leads to an increase in the number of foreign bonds held by the domestic
private sector. This new development implies a surplus of foreign bonds causing
the exchange rate to decline. The temporary financial equilibrium was appar-
ently characterised by overshooting of the exchange rate. Under certain realistic
assumptions a new equilibrium is eventually reached on all three domestic
financial markets. The end result is that the central bank’s action causes an
increase in the stock of reserves held by the central bank, a fall in the domestic
inferest rate, a net decline in the value of the domestic currency on the foreign
exchange market, and a new current account equitibrium.

The current account is indeed in equilibrium again, but with changed balances
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reased compared to
4 services balance mus

change rate. This price increase is a response
mand for domestic goods.
deprcciation._ The _permanent c
holdings of financial asse

3.

The exchange rate explained

i inflow of foreign financial

- _ As the country experienced a net ini ! :
e f}wcotll?lrv;tsz;uij\1Sstment period, the inflow of foreign ca_pﬁa} earnings has
P the initia! equilibrium. In the new equilibrium the goods
t. therefore, necessarily be unfavourably compared to

: o ilibrium i ompatible with domestic goods
an increase in mutnal capital inflows between two countries following the capi initial situation. The new equl brlun.l 13 ong ;:11 hl::r domestic prices, whereby
liberalisation. In both countries people are adjusting their investment portfolios at have become dearer, This outcome 1s gue to g  rices cxoeeds that of the
the new possibilities which have been opened up. ' : nse ol p

initi ilibri rcentage ]
ive o the e S er : to higher foreign and domesu‘c
The initial cause of this higher deman‘d is
ause is an increase in the real value of private

ts, being a determining factor of domestic expenditure.

6 Summary

y forms. Normally, when we refer to the
‘exchange rate’ we mean the nominal bilateral exchange rate. This exprleis(sizz
tl?; valuge of a foreign currency in domestic cum_:ncituplts:i ﬁ; %e;r:::;i e
i domestic currency 18 oblaine ;
of the trend in the value of the ot b o e ehiod
i i i s the value in relation
-ts nominal effective rate. This expresse N I ‘ ehtel
1t\s;;a e of foreign currencies relevant to the copptry s mterqgtlgnsl t?;ls A
iettergpicturc of a country’s competitive position 18 parr(zwfe larger s el
i hange rate forms part ol 2 !
e rate. Here, the nominal exc ' ' : N
?: C&?lrilfh the domestic price is expressed 1n }'elauon to the forelt‘g;ni fr;fso
1neasured in one and the same currency. This real exchange ra
ilable in bilateral and effective fo_rm. ‘ e
aE\;cil;llznge rate theorties aim to explain the nanl‘nal exchanﬁe ra;e.l'f'il;:eér[ﬁese
an indication of the relevant factors determining the exc! amfgthe cx.Change
theories can offer support in attempts to predict the value 0

rate. Sound exchange rate predictions are Very useful in both 1ntaelx*sr:)at1f§);1§;
trad;a in goods and the investment world. The go_vermrlllen also Bocs
exchange rate theories helpful in its exchange rate POI]I?C}ImW Oi:: nléle. caions
of the equitibrium level of the exchange rate are ol 1mp

R s,
chapter the exchange rate theories have been divided into three categorie

The first category of theories is based on economic defi'nitioxtl]i ec}lluatigi‘;’st.hﬂ'éef
income identity leads to the absorption approach in which g

: . 9
domestic production and a decline in absorption (s.pe,ndmirg1 b); :i ‘f;u;}ftrfhe
residents) boost the trade palance surplus and bence the

s the
domestic currency. The definition of the cul?ent accountthforet;;ect o
framework for the Marshall-Lerner condition. This states that efﬁciently
a devaluation on the volume of imports and exports must be su

ia hi i ri prices.
e via higher import and expo B
2;1:?(1112% expec%ted improvement in the current account. In the short te

will not always happen: then the J-curve effect occurs.

The exchange rate takes man
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4, g‘ll;eks)icgo;i;attigigrgl ;):ntsh‘::)(‘)::es focusl:,s on explaining the exchange te.

' , _ T & number of years. In the purchasi
gz?ntgsaeggé tg;? isa c.lose link between the exchange ralt)e an}?illlzif '
domestic and for ign price le‘:'els. Apart from this absolute version, tha

ehonge e ersmln of thls. theory. Here, the relative increas;:.
e hange rate is ;qu% to the dlfference between the domestic and for
ot o o mo.n o e absolute version of the purchasing power parity f§
rate is linked viaatlgeaggzzas;i? ttil?mh%nge v e o exch
S ;ﬁﬁg{ alt}d demand compared fo that r;:iga:l;)r::;?veen fe domestic m
- short :;:)1 c;x;)hangfl:) rate them"ws th‘e emphasis shifts from an explan
paed on good them}]:cn asard on financial assets. The basic assumption is th
loner e in the ancial spher:? are rectified immediately wheres

er or shor a Jélgtment period is necessary where goods are conce
exp[a,in e hce)r\:ere interest rate par.il:y can serve as the starting pog -
o CXChangepratc;nI}r?ilon of oversh_ootmg, so characteristic of the behavi,
complete substituéabﬂ?t;noc;foc;’s;fgs?;e;sfit; ate' Paf_ity st potorised by

bili oreign interest-beari e

;(())llriagisi It}t::rt szll];stltgtzon is incomplete, whicgh meafsSttﬁsﬁlzili?t?és; :
e e ?}S“; ear;]ng assets are considered to be different, the portf'and
approach moneye:;:d a;lfri erséz lj)ﬁfomes relejvant. Apart from markets
distinguishes a market for foreign ili;i’:iii;ﬁi;;::;; s approach

4 Exchange rate effects

1 Introduction

ter discussed the influence of various factors on the exchange

¢ previous chap
ate. These influences are incorporated in theories to explain the exchange rate.

this chapter the interest shifts from the exchange rate as the consequence of
ertain effects to the exchange rate as the cause of economic effects. In other
words, the subject matter now concerns the influences produced by the exchange
ate itself. We shall see that a change in the value of the exchange rate may have
range of consequences: for the purpose of analysing those consequences, it is
casonable to distinguish between the -influence of the exchange rate on
sconomic policy objectives and its influence on the policy’s effectiveness.

‘The principal economic variables influenced by the exchange rate are

international trade in general and bilateral trade flows in particular. These also
es including those which are the

lier the ultimate underlying economic variabl
target of policy. This does not only concern the balance of payments: the whole

set of variables comprising wage rates, business profits and ultimately inflation
is also affected, as are the objectives associated with them: domestic production,
economic growth and employment. All these influences of the exchange rate
form the subject of sections 14.2-14.4.
" In macro-economic policy we distinguish between monetary policy and fiscal
policy (this is also known as the government’s budgetary policy). The
‘government uses these two forms of policy to try to achieve its MAacTo-econonIic
objectives. In sections 14.6 and 14.7 we see that the possibility of changes in the
value of the exchange rate is very important for policy effectiveness. This in turn
is connected with the system of determining exchange rates applicable to the
currencies involved in the exchange rate concerned. Before examining that, in
section 14.5 we shall therefore consider the various exchange rate systems. As
well as describing the systems we shall look at their consequences for exchange
rate stability and for the instruments with which a central bank can influence the

value of the exchange rate.

Bibliography

£ Llexande[ . ( 9 ) ]
’ S 1 52 ] Ihﬁ EfteCtS Of a deialuatloﬂ ona nade ba]ﬂllce 11!41 ‘Staﬁ 1 aP
VO].. 2, Pp. 263""; 8. .

Dornbusch, R. (1987), Purchasi
, R. , asing power parity, in: J. E i 1
Newamon (oo, The o2 / rity, in: J. atwell, M. Milgate and

oeman w Palgrave; a Dictionary of Economics, MacMillan, p
Frankel, JA. i

CXChaﬁg :nncli aﬁ(is F::,?: 151699(% Chartists, fundamentalists, and trading in the forei

, an Economic Review, vol, 30
Frankel, J.A. and H.G. John e Boo S
, 1A, .G. son {eds) (1 j
) Kfe[ec;edSIudng, Addison-wes](ey ) (1978), The Economics of Exchange Rates
cKinnon, R.IL (1982), Currenc tituti i .
' X ¥ substitution ility 1
American Economic Review, vol. 72, pp. ;g(()j—];l’as‘tablhty i the world dollr standard,

a s‘ 101' M.P (1 5) The COn: i
L . L] FHL ] ¥ r‘
I ) ’ 9‘ 9 ' € OIMIics Of cxchangc l‘ates, Jou al CfEcOn mi(.‘ Li.te atre

14.2 International trade

international

Variations in the exchange rate add an element of uncertainty to
e a foreign

trade transactions which does not apply to domestic trade, becaus
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