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Abstract

The study is primarily concerned with exchange rate
policies with a view to assessing the impacts of exchange rate
changes on dowmestic price levels and the balance of payments
developments of a selected group of countries of ASEAN and the
Republic of Korea. The methodological viewpoint adopted for
the present investigation is the monetary approach to exchange
rate determination.

In an attempt to contribute to an analysis of the
issues being considered, the following findings of substantive
importance should be spelled out,

First, since and after the generalized floating of
major currencies, the sanple countries?! currencies were shifted
from pegging to the U,5.dollar with prescribed margins to
adoption of the rate regimes based on managed floating for the
Philippines, during 1971-1974, for Melaysia and Singapore
guring 1973-1979, and in case of the Republic of Korea during

1971-1973, The notable feature of the exchange rate regiues

of Indonesia and Thailand is that their currencies were pegged

to the U.S8.dollar throughout the period, except for Thailand
whose currency was pegged to a basket of major currencies in
November 1978. It is interesting to note that countries with

high and medium inflation rates, Indonesia and Kores, pegged
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their currencies to the U.S.dollar, whereas those with lower
inflation rates allowed their currencies to float, or rather
adopted a managed fleat. Secondly, the sample countries being
considered experienced relatively smail movements in their
effective exchange rates (defined as the weighted average of
the bilateral exchange rates); and the effective exchange rates
of the various countries depreciated substantially (except for
Singapore whose exchange rate appreciated slightly). For these
¢countries, prices of import and export goods are determined

on world markets, and not influenced‘by the exchange rate,

The domestic price of traded goods is thus determined by the
price on world markets converted into home currency by the
given exchange rate. In the whole, it may be said that exchange
rate movements in the sample countries had only marginal
effects on the respective inflation rates of these countries.
The main findings bear out the assertion that the intensity of
inflation rates in the countries under study could be attributed
to changes in the orices of commodities imported from foreign
countries, Thus, the prices of internationsally traded goods,
especially the import price was the key factor contributing

to domestic inflationary pressures in the sample countries
being reviewed during 1973-1979, Thirdly, if the fact is that
the sample countries experiencad a similar degree of foreign or

imported inflation, and as indicated in the preceding paragraphs,



encountered relatively small changes in their effective exchange
rates over the sample period, what accounts for the diversity

of inflation rates in these countries over the period from 1973
to 19797 The present study argues that differences in the
domestic inflation situation could not be explained by these
countries' respective exchange rate policies nor by repercussions
associated with their exchanpge rate changes, since it has shown
that these tountries experienced relatively small movements in
their effective exchange rates. The present study takes the

view that the diversity of the inflation developments resulting
in differential rates in the sample countries was ascribed

mainly to differences in the conduct of their respective monetary
and especially credit policies., Given the similar changes in

the foreign prices facing these countries, the countries that
increased their money supply relatively faster than the growth
rate of real output experienced higher inflation rates, and

vice versa., In fact, a ranking of the sample countries

according to their money supply growth rates matches correspondingly

that according to their inflation rates, Taking into account
the role of imported prices, domestic inflatioﬁ developments in
the various countries being studied can be said to depend on
the rate of change of traded goods prices (and these changes in
the prices of traded goods indirectly affect the prices of

non-traded goods, because as traded goods prices increase,
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supply adjust from non-traded to traded goods, which causes
prices to be pushed upward), and the growth rate of money supply

in the countries being reviewed.

Fourthly, the increasing demand for traded goods
along with the excess supply of money exerts inflationary
pressures to a significant extent, Moreover, the excess wupply
of money increases the demand for traded gocods and led to the

deterioration in the balance of payments developments,



ChaEter I

Introduction

T¢1 The Setting of the Problem : Exchange Rate Arrangements

Since the 1970's

The Bretton woods international s&steﬁ of fixed
.exchange rates in the name of the renown gold exchange sténdard,
which served as a fountainhead of the world's trade and.payments
since 1944, came to a fatal collapse in August ﬁ971; and a short-
lived Smithsonian Agrecment which followed eventually broke down
in 1973, During the years of the fixed rate system, the majority
of countries of the world, including developing countries (LDCs)
pegeged the values of their currencies to the United States dollar
because the dollar predominated as a key currency, and
convertibility between the dollar and gold was formally assured‘
by the United States government's commitment to maintain fiied
price oﬁ_gold, However, the suspension of the U.S; dpllar and
gold convertibility in August 1971, and the subsequent developments
of two formal and unsuccessful devaﬁmtions of the dollér in an
attempt to establishing an appropriate par value,were abandoned
in March 1973,.after which the U.8. dollar became a floating
CUrrencye. As a consequence of such unprecedented-events, currency
réalignmen@s.among major industrial és well as sdme défeloping
countriés téok on a.running cburse. The 1971 cﬂrrency'reaiignment,

accompainied by exchange rate instsbility and the severe



disequilibrium in the international monetary system on 2 scale
not seen since the Great Depression, hos provoked s profoundly
detrimental effectroﬁ trade and.developﬁent, espécially of
developing countries, and certoinly endangers basic goals of
the International Monetary Fund and the world Bank for
maintoining internal stability with external payments
¢quilibrium, znd for improving living conditions irn develcoping
countries during the United Nations Third Development Decade.

A netable feature of the international trade and
payments since the 1970's has been 2 widespread shift among the
major industrial and developing countries from a system of fixed
parities to flexible exchange rates, although it has fallen far
short of a complete move to a freely floating exchange rate
regime, "Floating cxchange rates have existed by default poather
thanrby design. Honetnry zuthorities héve generally agreed that
recenf disturbénces caused by the oil price rise, rampant
inflation,.and volatile flows of short term caopital ruled out

the fixiﬁg of exchange rates”1

The currency realighments have correspondingly
witnessed shifts of unprecedented magnitude in the current
accoﬁnt 5alances of major groups of countries, expecially LDCs,
During 1970 - 73, industrial countries as a group recofded
- annual current nccount surpluses by an order of magnitude.ﬁf

between $ 14 billion and ¢ 19 billion, whercas over the saonme
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pericd non-oil exporting LDCs ran annual current account deficits
of between $ 9 billion z2nd § 12 billion and oil-exporting countries'
current account surpluses rose from § 6,5 billion in 1973, to ¢ 68
billion in 1974, as shown in Table 1.1. The counterpart of the
shift in 1974 wos apparently the emergence of deficits for
industrial countries and non-~cil exporting LDCs. Since 1975 the
current account surplus of industrial countries declined rather
sharply; but for nonw-oil LDCs the current account deficits varied
from ¢ 38 billion in 1975 to $§ 25 billion in 1976 and settled at
about $ 22 billion in 1977. This suggests that LDCs as a group
bore nearly the full burden of accougt deficits.

The currency realignment aftermath has produced a
dilemma for LDCs which have been facgd with a range of options
for exchange rate policies. A remarkéﬁle feature of LDCs in this
.connection has been a conspicuons fact that, although some LDCs
made recourse to the flexible or quasi - flexible rates, the
majority of them has opted for pegging their currencies to a
single currency or a composite of foreign currencies. The study

by the International Monetary Fund suggests that the current

international monetary system is the ﬂgfggté on¢ in which fixed
exchange rates predominate but the floating rate regime.
coexists. Accoraing to the IMF tabulation, the present exchange
rate regimes may be classified into_five main categories

(i) currencies pegged to a single currency; (ii} currencies pegged
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to a basket of currencies; (iii) countries that float

independently; (iv) currencies that float jointly; and (v} countriss
that are pegged to others but change the peg frequently. Firstly,

it should be ncted that of the total of 122 currencies of the

Fund member countries in 1975, only 17 members were operated under
the independent floatiﬁg exchange rates (the United States, Britein,
France, Itoly, Canada, Japan, Switzerland)}, and develoning countrias
ingluded Malaysin, the Philippines, Singapore, Morrocco, Nigerin,
Saudi Arabia, etec. This group of independent floaters accounted
for about 46,4 percent of world trade as of June 1975, Secondly
another exchange regime is joined by those Western Lurapean
countries which maintain common currency margins with each other
and were classified as joint floaters. They included Belgium,
Dennark, Germany, the Netherlands, Norway and Sweden. This group
accounted for about 23 percent of international trade in 1977.
Finally, the remaining 104 member countries which included
industrial and developing countries of the world, all pegged their
currencies to a single convertible currency, such as, the US doller,
the French franc, or to a composite of foreign currencies welghted
by their trade proportion with their trading partners of this proup
77.88 percent of 104 countries were pegged to a single foreign
currency and 18.27 percent to a basket of currencies or other

indicators such z5 the SDE, as can be seen in Table 1.2.
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Table Tel

Current Account Balances of IMF Member Countries,1970-~1977

(In pillions of U3 dollars)

519702 1971 {19721 1973 1974 19751 1976 | 1977
1 i . {
g |
7. Industrisl Countriesg 13.6] 17,1 | 14 4} 18,8] -3.9| 26,0 6,8 0.8
| :
2. 0il exporting ] Ou2 240 | 3.0] 6,5 67.8] 34.7] 40.9] 35.%
countries |
3. lMajor Developed 3.2 =24 1 147] el |=14 5 =14.8]=13,7 =13.3
hreas
4, Loss “eveloped “O w1202 1 29,7 (=11.3]=29.9] 37,721 =25,2 1~22.0
countries(LDCs)
5. O‘Ell‘tJI‘ ﬂgricultural "‘12.6 '“‘1406 “"'800 ""‘1002 “"“{.‘bT.Lf -52."“' “38.9 "35-2
countrics
Source : Sydney Deil and Roger Lawrence, The Balance of Payments

Adjustment Process in Developing Countries, New York :

Pergamon Press, 1980, p. 2.
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Table 1e2

Ixchange Rate Regimes of International Mometary Fund Members:

Types of Exchange rate regimes

Number of

Percentage Share

currencies of trade
1« Currencies that float independently 11 L, b
2e Currencies that float: jointly 7 23.2
%e Currencies pegged to a single currency 81 1, b
2.1 Pegged to U.S. dollar Sh 12.4
2.2 Pegged to French Franc 13 Ot
%e3 Pegged to pound sterling 10 )
3.4 Peggzed to South African rand 3 -
3.5 Pegged to Spanish peseta 1 -
4, Currencies pegged to a composite of currencies 19 1264
5. Currencies pegged to others but change the
peg frequently _ b 2.0
122 99.4

Source : International Monetary Fund, Annusl Report, 1977.
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The point of crucial importance is that a variety of
exchange rate regimes impinge on developments in the bhalance of
payments adjustment process of the countries concerned. In fact,
there is widespread agreement that improvement requires more
flexible exchange rates than under thé Bretten woods system, and
the Jamaica Agrecment of January 1976 legitimized flexible rates.
lowever, as indicated in the Table 1.2, the majority of LDCs
chose a3 system of fixed parities because they feared that groater
exchange rate flexibility would be detrimental to LDCs and somc
¢laimed that LDCs have already been injured by the smithsonign
realignment of exchange rates in 1971, the dollar devaluations
in 1973, and the flexible exchange rates that thereafter per-

" meated major group of industrial countries thereafter.3 In

view of this, for a group of LDCs that strictly held on to
fixities, flexible exchange rates would be anathema. The
government authorities of these countries insisted on supporting
unchanged parities in relstion to their respective industrial
country trading pertners on the grounds that flexible exchange
rates would worsen the terms of trade and induce general price
increases which may "repidly undercut the improved competitiveness
that deValuation-is designed to achieve".4 Thus, Comuion Wealth
countries anticipated that flexibility of thelr exchange rates

in termg of the pound would reduce the real value of theilr export
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earnings for those commodities whose prices were guoted in
sterling. Even at the international forums, including the
meetings 0f the United Nations Conference on Trade and
Development (UNCTAD III), representatives of LDCs defended
theiy position by arguing that LDCs had lost real velue of
dollar and sterling reserves due to shifts in major currency
parities among industrial countries.5

In addition, theoretical arguments put forward by
economists and policy makers opposed to greater exchange rnte
flexibility have been pervasive and varied. Briefly, the
arguments include the following points : (1) flexible rates
for LDCs would increase uncertazinty about import prices nnd
foreign exchange reserves; (2) it would exacerbate commodity
price fluctuations; (3} Trade elasticities of LDCs would not
facilitate exchange flexibility to provide for increased
exports; (&) exchange rate flexibility would trigger vicious
cycle of inflation in LDCs; (5) it would ralse problems of
externsl debt and reserve management.6 In sum, free floating
is not likely to be a viable policy option under the present
regime of generalized floating among major currencies. On the
other hand, fixing the exchange to one or more currencies
under the present regime implies floating against all other

currencies.

»



A problem of crucinl importance conironting LDCs under
generalized flexible exchagge rates among the major world currencies,
is how to respond to this situation in the setting of LDCs' own
exchange rates. A pertinent issue in this connection relates to
whether the differential exchange rates regimes adopted by LDCs
have contributed to the level of domestic inflation in these
countries, and through what channel an impulse of inflationary
upward préssure is transmitted into domestic prices as a result of

exchange rate changes,

At the onset of the generalized - floating pericd,
during the 1970's economists appeared to believe that exchange rate
flexibility among *the industrisl and developing countries had sﬁrely
solved the external -~ adjustment prcblem once and for all, However,
the short interval of floating rate experience has witnesscd adverse
shifts in the current accounts of irndustrial and non-oil exporting
developing countries of an unprecedented scale as a result of
exchange rate fluctuations. These fluctuations not only have
failed to restore balence of payments equilibrium as anticipated
but also have led to high cost of resource utilization througn
restrictions. As Marina V.N.Whitman enunciated at the annual

meeting of the -Amcerican Economic Association in 1975
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"The fundamental question to which we seek an answer
from recent experience is, of course, whether greater
flexibility of exchange rates is indeedran effective
means of reducing or eliminating payments disequilibriun,
thus alleviating the burden of adjustment which nust

be otherwise be borne either by internal measures or by

-

direct restrictions on international transactions®,”

Undoutedly, this is the guestion of fundamental importance
during the generalized floating and it is the issue of crucial
importance in the world today. The adjustment cost in terms of
"internal measures” spelled out by Professor Whitman in the
foregoing quotation implies the possible domestic inflotion costs
associated with the use 5f monetary and fiscal policies for
stabilization purposes, if exchange rate adjustment is ruled out,
Some economists believe that exchange rate depreciations lead
simply to higher inflation rates without any significant benefit
for the current account, 1In particular, the evidence pertaining
to the sample countries shown in Figure 1.1 indicates that during
1973 - 1979 countries with depreciating currencies have had
reletively high inflation rates and weak current - bélanoe
achievement, while countries with appreciating currencies experienced

relatively low inflation rates and rather strong current account
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performances. However, it is not possivle to gonclude on the
basis of this evidence whether the domestic sources of inflation
have been the causal factor for the exchange rate depreciation,
or vice versa. It does suggest, nonetheless, that the whole
period of floating rates since 1973 has been characterized by

a certain shift and divergence between countries with current -
account surpluses and countries with current - account deficits.
On the whole, the transmission of inflation under the recent
exchange rate adjustment has important implications that may
impair fhe effectiveness of monetary - fiscal measures as

instruments of demand management for stabilization purposes.

1.2 The Significance of the Problem

The Variety of exchange rate regimes and the a2ttendant
exchange rate policies adopted by different groups of countries
in response to the advent of generalized floating since March
1973 have intensificd intercest in identifying the sources of
exchange rate changes and in assessing the comparative performance
of the flexible versus the fixed parity regimes, A rnost notable
feature of the current floating rate regimes is that they have
been characterized by large fluctuations in cxchange rate even
for relatively stable economies., Movements in spot <rates of
some currencies of the order of 20 percent over the span of

quarter to quarter, 5 percent weeck to week, have not been



unusual; and such a magnitude certainly is rather large by
pistorical standards. In response to the event, Chaﬁcelor
Schmidt of West Germany contended thgt the excessive
fluctuations in the dollar rates for European currencies have
been disruptive. le may have overstated the exchznge rate

effect, but his statement merits serious consideration :

71 believe that volatile floating rates have
contributed to the current world recession. The
transition tc floating exchange rates was, on the
‘other hand, an unavoidable step if international
trade and payments were to be kept free of
restrictions in the face of balance of payments
deficits and sizégle differences in the rate of
inflation. We should all be trying to ensure
that oscillations do not become as large again
as they were during the first phase of flOating.”9
The wide fluctuations in the exchange rates since
the advent of generalized flosting have been duely recognized
by econcomists and government officials, and this fact probably
explains why a preponderant majority of countries, especially
less - developed ones, preferred the fixed rate system, pegging

their currencies to o single convertible currency or a composite
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of currencies. As alresdy stated, the major advantage of the
fixed rate regime lies definitely in the certainty which renders
underlying cost and demand conditions of the trading countries
reasonanly stable, and there is no reason to expect abrupt shifts
in either the supply of or the demand for foreign exchange, and

thus no possibility for erratic exchange rate movements to arise.

Moreover, the International HMonetary Fund reflects the
attitude faverable to the experience with floating, ""On the whole,
exchange rate flexibility appears to.have enabled the world sconomy
to surmount a sucession of disturbing events, and to accommodaie
divergent trends in costs and prices in national economics with
less disruption of trade and payments than a system of par values

would have been able to do.”qo

Nevertheless, the Fund was
concerned about the urgent problem of how to deal with disorderly
exchange markets and considerably wide fluctuations in exchange

rates. In the outline of reform of the international monetory

system, the deputies of the Committee on Reform of the

International Monetary System and Related Issues in June 1974
laid down the exchange rate policy that countrics with floating

rates should follow :

(1) A member with a floating exchange should intervcne
on the foreign exchange market as necessary to prevent
or moderate sharp and disruptive fluctuations from
day to day and from week to week in the exchange
value of its currency
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(2) a member with a floating rate may act, through
intervention or otherwise, to moderate movements
in the exchange value of its currency from month
to month and quarter to guarter, and is encouraged

- to do so, i1f necessary, where factors recognized
to be temporary are at work. the member should
not normally act aggressively with respect to the
exchange value of its currency (i.e., should not
50 act as to depress that value when it is f2lling,

or to enhance that value when it is rising)."1]

In the declaration following the Rambouillet (France)
conference in November 1975, government officials from the United
S8tates, Germany, Japan, France, the United Kingdom, ond Ttaly
reaf-firmed the need to cooperats in achieving greater monetary
stzbility and in countering "disorderly market conditions or
esratic fluctuations in exchange rates."qz ind, the meetings

legitimized the flonting system.

Receﬁtly the International Monetary Fund has forwarded
to its members for approval a comprehensive second amendment to
the Fund Agreement," Surveillance Over Exchange Rate Policies",
the essential feature of which is its recognition of the
internztional interest in a contry®s exchange policy, regardless

of the rate system:



The Fund shall exercise firm survelllance over the
exchange rate policies of members, and shall adopt
specific prineciples for the guidance of members with
respect to those policies,wwe-- ~= Carrying cut ihesec
commitments will require = policy and guidelines for
a floating rate system and the above document explicitly
set out the guidelines in Principles as follows :
"4 member should intervene in the exchange market if
necessary to counter disorderly conditions which nmay
be characterized inter aliz by disruptive short-ternm
movements in the exchange value of its curr.enc.y”.13
A specific issue on which recent experience of
developing countries in our study migit throw some light centers
oen the relat;onship between the exchange rate regime or the type
of exchange fate adjustment azdopted by LDC authorities and
ability to untertake effective fiscal and monetary volicy
measures. Large, discrete devaluations invariasbly involve a
diffiﬁuitupoiitical decision - making problemlwhich may forge
policyrmakers into taking.actions on severallfronts
simulfanéoﬁsly. Macro « economic policy measures accompanying
nomiﬁal exchange rate adjiustments are of course onl& oné of many

possible influences on the behavior of the general price level,.
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If the exchoange rate choange is attended by o relsxation of trade
restrictions, domestic prices need not rise ac inflstionsry cfiect
will be offset since devgluation simply substituted for import
controls., Moreover, ecxogenous disturbances, such og adverse Lerms
of trade movements and bad weather, could generate domestic
inflationary pressures independently of exchange rate changes.
Further, producers might take the opportunity to raise prices
which they have been for any reason able to do before devaluationj
prime examples are public utility enterprises and firms whose
products are subject to government control or to wage pushes.
Finally, the reactions of consumers and investors to exchange rate
changes, such as uader inflationary expectsation, would also have
an impact on aggregate demand and hence on the general level of

prices.

4 point of critical importance pertaining to the effect
of exchange rate changes on the general price level is that for
inflationary pressure to sustain, there must be an accommodating
expansion of money supply that would validate increasses in domestic
pribes and money wages from any source., The role of government
fiscal policy is important nalso because public expenditure represents
a major component of total absorption in developing countries nnd
it is uncommon that budgetary deficits have led to excessive

increase in wmoney supply, cspecially when such deficits were



financed by resort to central bank credit. If the deficit is
financed fully by taxes or pubiic bond issues, the same amcunt
of government expenditure would be less inflationary, since

money supply is not augmented.

The question concerning the inflationary effect of
exchange rate changes have received due attention by economists
and a number of empirical studies have been published, Cooper
(1971) undertook to cxamine 24 devaluation episodes .involving
19 {mostly developing) countries during the period 1959 -~ 1966,
and he finds that increases in the wholesale and consumer prices
have been on average for less than the devaluation, by 32 and
L2 percent, respectively, of the devaluation.11+ Connally and
Taylor (1976) have likewisec, noted that 8 devaluations in 5 LDCs
during 1962 - 1970 resulted in faster increases in wholessle and
consumer prices in the yeazr following devaluation but at much
lower rates than export and import prices, over two years
"devaluation would have added 13 and 14 percent to export and

import price indices,? {p. 85?).15

On the other hand, the study by Crockeft and Goldstein
(1976) for a number of industrial countries over the period 1958 -
1970 indicate that the inflationary impact of exchange rate changes
had been, if any, negligible to sustain increases in the general

price level.16 Recently, Krueger {1978) examined the inflationary
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impact of devaluations in 10 developing countries using datsa
through 1972, and the author concludes that, zfter taking account
of menetary repercussions the net effect of other influences on
the rate of price increase in each of the four guarters folleowing

17

devaluation has not been statistically significant.

The empirical studies on the devaluation mentioned
above took place under the Bretton Woods system of adjustable
par values, involving large, discrete exchange rate changes.
However, country studies on LDCs experience with smell, gradual
gxchange rate adjustments under generalized floation, are not
aveilable., In view of the nature and empirical significance of
the inflationary impacts of exchange rate changes and in view
of the fact that the operation of such mechanisms have.yielded
conflicting evidence in the literature, a study of this mechanisnm

for certain Asian developing countries will be worth-while,

1«3 The Purposes of the Study

In recapitulation, a period after about a decade of
floating cxchange rates, there remains sericus and fundamental
disagreement about how floating exchange rates have provided
impacts of importance on basic economic adjustment. i reicvant
issue is whether floating exchange regime, as compared to the
fixed exchsnge system, contributes as an exogenous variable to

the level of inflation and the degree of uncertainty in the
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system. The present study exrlores two issues, First the study
investigates the question about how the recent exchange rate
regimes have worked, using a sample of six East Asian and the
Pacific countries as a casc of investigation, These countrics
include Indonesia, Malaysia, the Philippines, Singapore, Thailand
and South Korea, over the period between 1970 - 1979, The reason
for selecting these countries rests on the similarify of their

- respective stages of economic development and especially on
their economic interdependence in terms of foreign trade, through
which the exchange system serves as & channel for linking these
economiés. The second objective of the present study is to
explore the question as to whether the differcential exchange rate
regimes of the sample countries have contributed to the level of
inflation in these countries., A pursait of this latter issue
will help in assessing the transsission channels through which
exchange rate changes are imparted into the domestic econonics

of the sample countries; and particularly in verifying the
hypothesis that exchange-rate flexitility insulates a country
from external inflationary repercussions. It is not our purposec
to inquire into the causes of inflaticn at its various sourcces.
Before pushing further, it should only be noted at the outset
that by "inflation' is meant a rise of prices generally, not

an increase in a particular price or group of prices as nmight

result from tastes, in techniques, or shortages of particular
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resources, A nofinsl exchonge rate is defined as units of
domestic currency in terms of foreign currency.s An ¢ffective

exchange rate whenever it is being referred to, will be difined

as exhibited in the immediately following section,

7.4 Review of the Sample Countries' Economic Characteristics

1.4,1 Exchange Rate Policy as An Instrument of Demand lanagement

As the various economies ¢f the countries under question
have characteristics peculiar to themselves, so the role assigned
te exchange rate policies varied considerably among these countries
over 1971-1979. An outstanding feature of developing countries
that can be distinguished from industrial cconomies may be briefly
indicated in the foliowing terms. TFirst, most developing countries,
and a majority of them included in the present study, sre exporters
of primary products, =znd raw materiasls to a greater extent, although
in some countries studiecd (Republic of Korea and Singapore)
manufacturing and other industrial activities produce a substantial
and growing proportion of the country?s national product. In
Indonesia, Philippines Malaysia, and Thailand, industrializoticn isg
sti1ll at an early stage, znd some common characteristics shared by
them being their reliance on primary exports. Now, it is gZenerally
agreed in literature thot for thesc countries there tends to bve low
substitutability between export goods, import goods, and noén~trnded

18 . . .
goods. Domestic demand for export goods is normally small
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relative to total output. In the other hand, manufactured
imports in these countries do not compete significantly with
domestic output, witﬁ a result that developing countries can
improve their external payments situation by redirecting
eéxisting factors éf production from the non-traded goods
sector and enmploying them in export and import-substituting
activities, The implicastion of this characteristic is that .
it may take longer time for developing countries in making
adjustment to achieve a durable external payﬁents eQuilibrium.
4 second distinguishing characteristic of develouning
countries, is that they meet the "Small country" assumption,
as far as prices paid for imports and received on their exports
are concerned, With export prices determined by the world
market, expenditure-switching policies by neans of cxchange
rate changes to increase export earnings can be effective only
through expansion in supply of output, Howéver, empirical
studies suggest that supply elasticities ére reletively low fer
primary zgricultural exports, and for the development of new
export goods {e.gs mineral resource) lags may be rather long

19 ppis

and it means long lags in the adjustment process.
situation becowes a factor constraining developing countries
to find it more difficult to bring about a balance of payments

improvement.
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.Thirdly, the sample developing countries studied
{with an oxception of Sinéapore and Korea) is characterized by
the rudimentary nature of the financial system. The only major
source of financial intermediation is the banking system which
often operates under severe financial repression, such as
lending ceilings and intercst rate limitations. It has been
recognized that in a regulated financial system-and subject to
controls on interest rates in developing countries, interest
rates are nof the main mechanism by which credit is rationed,
Therefore, under LDCs circunmstances, higher interest ratces
world not necessarily reduce aggregate demand., Higher rates
should rather foster financial dceepening which enables LDCs to
maintain over-all investment levels while improving financial
intermediation and maintaining external equilibrium,.

This suggcests that tae effect of the underlying
characteristics of developing countries studied, %o the extent
they apply, is to accentuété attempt of these countries to
achieve a balance of payments equilibrium by relying on msasurcs
that focus solely on restraining domestic demand, especially
the instruments of demand management in the form of exchange
rate devaluation. Finally, in the environment of developing
ecbnbmies, the instrument of e¢xchange rate policies has been
during the past decades subject to considerable debate. As

empnasized in the preceding section, frequent autonomous or
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induced changes in exchangé rates in several developing countries
have been to a greaf extent in excess of inflation rate |
differentials, Although the magnitudes of these exchange rats
changes have been considerably large, trade balances have toended
to respond sluggishly and frequently have exhibited a perversc
novement, This implies that for small open economies, the length
of time over which such résponses have been 6bserVed makes it
difficult to dismiss.them as short-term J-curve phenomenoﬁ. Thus,
one recent empirical stﬁdy concludes that although devaluation
usually improves the ovér-all balance of péyments, in almost all
cases, it does not improve the trade balance.21 -

Against these terms of reference, it is evident that
the coﬁnt?ies under investigation varied considerably in so far
as the fole assigned to the instruments of demand manégement,
especially éxchange rote policies, are concerned. While in some
countries, namely, Philippines, s:‘.ﬁgapore, Thailand and Republic
of Korea, gconomic pélicies are génerally basically market-oriented,
thé role assigned to exchange rate.iﬁstruments differed markedly.
The feso had been allowed to float qﬁite independently since 1970,
the Singapore dollar was fleoated beginning in March 1973, and
similarly for the Malaysian ringgit. The Korean won went through
relatively large devzluations several times before and after the
generalized floating during the 1970's. Thailand's baht and

Indonesian currency had been pegged to the U.S. dollar or a



basket of foreign currcncies. Furtherrore, it should be noted
that some countries studied (Singapore and Republic of Korea)
made rather successful efforts at financial reforms, and the
instrument of exchange rate policie and exchange rate devaluations
played a crucial and for-reaching impact not only in stimulating
these countries manufactured ekports, but also in gradually
eliminating financilal repression. The financial structure of
one of these latter countries (Singapore) scrves aos an.efficient
network for mobilizing surplus funds from countries in Asia, the
Middle East énd Furope and at the some time, their financial
system functions as a fulcrum for channeling funds into
development projects in a number of Asian countries including
Theiland. The relative growth achievement and the current
account developments are shown in Tables 1.3, and 1.4, and their
monetary expansicn in relatiﬁn to fhe consumer price index
changes is given in Table 1.5, Furthermore, a chart cxhibiting
the nominal exchange rate changes and changes in consumer price
indices of the sample countries over 1371-1979 z2re shown in
Figure 1+1. The relative money supply and price changes are
shown in Teble 1.5.

The over~zll pe;formance of the various cconomies
during the period under study also differed rather substantizlly.
During the period from 5970 to 1973, some countriec, notably

Korca and Singapore, grew at average annual rates that cxeosded
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10 percent, while Philippines and Thailand's national product
grew at relatively low rates with an average annual rntes of 5
percent and 6.6 percent, respectively, During the 1974-75, the
400 percent increase in oil prices to fuel world wide inflation
and triggered deep recession in.j975, the econcwies of these
countries and Republic of Korea fell off rather markedly. Thus,
after 1973, certain growth potterns emerged in the performance
of the sample countries, The commodities boom of the 1970's
turned to.gloom as these sample countriés struggled to cope
with burgeoning deficits, rising inflation and deepening
recession of unprecedented magnitude. A notable feature of
these econcmies after 19?0'5 is that sharply higher current
account deficits characterized the entire period, Durirg the
19074=1979 period, overall economic performance deteriorated in
alinost all seven countries, experiencing rates of growth of
national product over the period and esbecially in 1979 that
were lower than those achieved in the 1970-1973 period. At

the same time, rates of price inflation during 1974-75
accelerated rather sharply in all countries, and throughout the
years that followed, which had not been brought under control

to a comparable level in the 1970's, see Table 1.3 and Table

TeDs
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Table 1.3 + Growth ¢f Peal GDP of Sarmle Countries

(annual rercentace Chanoe; 1375 price)

1966 1967 | 1968 | 1969 1970 1971 § 1¢72 | 1973 | 1974 11975 197€¢ | 1377 | 1478 | 1974
zndgnegia 2,30 | 2,28 [11,11 7,07 7.54 5,90 9,43 111,31 (7,63 14,98 6,881 7 42| 7,21 |4.89
zoraa | 12,18 1 5,40 | 11,34 113,85 .76 110,07 ) 6,14 15,28 [ 8,26 ]16,09(13.38 [10,05(11.33 { 7.40
Heluyzia - - - - - 7.08 | 9.3% 11,70 {8.,32 | 0,80(11.07 | 7.60| 7.58 | R,47

1ilipy ines 4,36 § 4.8 | 5.36 | 5,33 | 4.30 .78 | 4,92 2,55 (6,33 15,86) 6,11} 5.71 6.27 | 5.842
Linoapored 28,17 [-3.04 13,88 [13,69 | 13,72 112,51 (12,42 11,33 16,35 4,09 7.48 1 7.90f 8.%4 | 5.25
Thailand 12.21 7.78 | 8.48 | 7.93 | 6.48 1,08 | 6,28 [10,29 ;5.44 1 7,1d| 2,341 7,3« 10,72 { 6.71

Zource :

1¥®, Internaticnal Financial Statistiecs, 1980
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Table 1.4 : External Current Accounts and Peserve Chances Sample Countries
(in millions ef U.S. dollars)
1 Current account balances Chaenees in internaticnal reserves
Country '
107073 | 1974-75 1197672 1979 1970-73 } 197475 | 197¢-78 | 1979
Yoreza -3106 -3609 ~2B52 ~&5€5 -417 =202 ~3380 ~-B35
Indonesia 1637 4050 7732 5871 =777 ~513 =117 -1439
Malasia 1355 581 £725 3419 -57% 176 ~1720 ~2g81
Philippines -75 1646 ~-328% | -1539 ~1136 ~568 =731 =440
Sincapore. ~-4283 | -4651 | -6771 | -3022 -1459 =721 | -2296 ~515

Thailand -1410 -1047 | =-1849%9 -~1534 -436 ~452 -302 +228

Sources

1M, International Financial Statistics, varicus issues, for country reports.
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Supply of Sarczle Countries 1966-147

(annual rercentage Chancoe}

: Changes in Conzumer frices and Money

1366 1967 | 1958¢ 13€%( 1270 1971 18721 14973 1974[ 19753 197¢| 1977 18781 1279
indo uia
e - - - 15,87§12,33( 4,39 6,54|32,92140,70119,05(19,8 |11.10| 8,57]24.43
L. ey Cupoly - - - 157,83136,42127,58;48,50}411,56140,45|35,22(25,63125,33124,02133.,27
cpu Ic ¢7 Xorea
TG 11,76{11,14 10.85]12,53]|1€,03}13,49111,467¢ 3,22124,30125,31{15,30110,15 {14.4111%,31
. Mope Suoply 25,72]44.54 [44.47141,81122,06116,39145,08{40,60{22,50124,96{30,67[40,7024,%2|20.66
_*la"_:_‘_
RN G 0.91} 4.52 |~0.14}-0,42] 1.881 1,71} 3.22|10,43}17.42] 4.49) 2.60]| 4,78 £,93] 5.64
. Money Tupply 10,81{-9,04 |12,23}11,42| 8,27 5,07|24,71|37.61| 8.54} 7.25|20.,88}16.55/18,20{17.18
v0iliopincc ’
U ST 5,571 6,33 2.48] 1,%4 14.01!15.00 GL,90114,05)33,53f 8,23 &,10) 7,92] 7,604{18,83
. Muney upply 5.66116.19 | 2,86{22,54{ 7.29!1¢,27/29,12|12.3223,95;14,51{17.06(23,72{13.44{11.20
| incapore ' -
S 1.93] 3,27 0.,67]-0.17{ 0,33} 1,82} 2.11|26,35322,36) 2.67|-0,02] 3.27} 4.74] 4.00
L. voney Tupply 14.06(|~2.09 (18.68(18,48{15,10] 7.21{35.51(12,34] B8.59121.48{15,21{10,30/11.,6515.83
| ailand
i i CET 2.96| 4.33] 1,83 2,45 L0211 0,487 4,91115.41424,35) 5,26 4,20| 7.58| 7.85| $.93
| . Money ‘pply 12.67{ 3,77 9.47| 4.56} 7.94|16.20{15.35{21,00] ©.31] 6.05016.84 9.24}19,40{14,81
curce : . timatison from IMP' International Tinancial Statistics, 19330,

tes : 1, CPT = Jonsumer price indices

. omer Turpls

raTeys to narrowly defined roney which eguals currency plug

cromercizl benk o,

demand deposits at
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1.4,2 Some Measures of Bxchange Rate Changes

In essence, thergfore, exchange rate poiicy in the
current regime of generslized flpating can be analyzed in terms
of two policy options : (i) what currency or basket of foreign
currencies to peg to; and (ii) how to adjust the peg when the
underlying circumstances are called for, The discussions the
first section suggest that there have been divers exchange rate
arrgngements adopted by developing countries, from independent
floats, Joint-currency floats, and pegging tc a basket of
currencies or a single currency with fregquent or discrete,
infrequent peg adjustments. In principle, pegging to a chosen
standard (be it a single currency or basket of currencies) and
adjusting the peg appropriately should enable a country to
attain a target effective exchange rate even under the
circumstances of major curreﬁcy realignments, This can simply
illustrateé. A developing country trades with two foreign
countries, assuming to be Japan (j) the United States (s).

If the base year trade shares are used as weights in determining
the effective exchange réte (e¢), then the oppropriate adjusting

of e is provided by the following formuls :

e = (i~w Je. + w & (141)

=)

where dots (.) denote proportionate changes of the affective

exchange rate, and W denotes U,S. trade share of this LPC, and
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ej and e¢_ are the bilateral cexchange rates in units of domestic
currency per yen and per U.S. dollar, rcespectively; the ratio

of ey and ej represents the yen~dollar exchange rate, c*; thus,

. = 6 - (1.2)

By substituting (1.2} into (1.1), the following is obtained

¢ = (1 -w ) (e ~ &%) +w. e {(1e3)
s s s°8

e - (1 ~w_) e*” {1.5)
5 o3

This final equation demonstrates that for a given e*, it is
possible to achieve a target effective exchange rate, e, by
adjusting this LDC, country's peg in a way that the nominal

exchange rate in terms of the U.3, dollar becomes

¢ - ¢+ (1w ) & (1.5)

It is apparent that major currency realignments are exocgenous

to this LDC and changes in exchange rates among partner countries,

due to generalized floating will unavoidably affect the country's
exchange rates, the extent of‘which depends on the degree of
openness of the gconomy measured by the U.S, trade share,

Fortunately, the effective exchange rates measured in terms

of trade-weighted indices have been regulary published for most
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of the Asian and Pacific countries, the Pacific Basin Economic

Indicators, and the present study will make use of such effective
exchange rates for the sample countries. For purposes of the
present analysis, it will be relevant to note the wide variation
in the patterns of effective exchange rates movements among the
sample countries which may be divided into two main groups

Korea and Indonesia went.throﬁgh large, discrete devaluation,
shown in Table 1.52 and the rest of the sample countries with

small changes in

Table 1.5a

Percéntage Changes in Effective Exchange Rates After Devaluations in October 1978

! f :

. 1 quarter 2 quarter t 4 gquarter
Republic of Korea ' 15.3 6.3 0.7
Indonesia 25,0 134 2.0

Sources : Estimated from Pacific Basin Econ.-iic Tndicators, 1980.
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cffective exchange rates. It is clear that the initial increases
in the cffective exchange rates after devaluations in these two
countries are rather large on z first guarter timespan but
reverted virtually to the pre-devaluations after about one year.
The patterns of the effective rates were also different from those
cf the nominal excﬁange rate movements, In terms of mean, standsrd
deviation, and coefficient of variation, no marked differcnces
showed up for the period under fixed as compared with the period

of flexible rates for the countries involved; Table 1.6, Table 1.7,

and Table 1.8.

The remgining of this study will be orgesnised as follows.
" Chapter 2 reviews the controvial issués“over the transmissioﬁ of
inflation under fixed vorsus flexible exchange rate regimes intended
to provide a background for theoreticsl discussion of the exchange
rate determination. The diverse exchange rate determinstion models
were’ examined in somewhat detall in chapter 3, for the purpose of
giving theoretical perspecti§es on the role of exchange rotes and
the potential impact effects of exchange rate adjustment, Then,
chapter & took up a theoreticql“synthesis upon which the empirical
framework was explicitly l1aid éﬁt. Finally, the empirical findings

were presented in chapter 5.
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Table 1.6

Change in ominal Fxchange Pates:

fean, “tandard deviation and Coefficient of variation

*alaysian Ringgits Peso {Per Singapore
(Per 11.8. dollar) 1.5, dollar} dollar (Per
11,5, dollar)
1. For veriod 1965-1072

ffean 2.934 5.503 2.274

Standard deviation 0,108 1.208 0,114
Coefficient of Variation 0.036 0.235 0.038

2, For the »eriod 1973-1879 __

Mean 2,378 7.271 2.374
Standard deviation 0.138 1.251 0,114
roefficient of Variation 0,058 n.034 0.048

Source: International “fonetary Fund, International Financial Statistics,

various issues andPacific Pasin Economic Indicators.
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Tahle 1.7

Exchange Rate Changes of Mertain Industrial Countries

Yor Floating and Fixed Periods

Germany  Japanese
Neutsch Yen

Marks {Per U.S,
(Per 1.5, dollar)
dollar)
1. Oﬁer the Fixed period 1258-1972
HMean 3.871 353.38
Standard deviation 0.305 12,94
Coefficient of variation 0,278 0,056
7. 5ver the Floafing neriod 1973-1976
tlean , 2.497  282.15
Standard deviation B 0,130 12.47
Coefficient of Variation 3.051 0.044

British
Pound

{Per U.3.

dollar)

2 .6514
0,188 -

0.070

2.401
0.077

0.032

French
France
{Per 1.5,
dollax)

5.012
0.235

0.546

4.500

©0.275

0.061

Source: William R. Cline, International “fonetary Reform and Neveloping Countries,

Washington, the Brookings Institution, 1976. p. 1i.



Table 1,3

Cranges in Effective Exchange Rates of the Sample Countries, 1%75-1972

{percentage changes in terms of 1,8, dolléré)

1975 _ 1976 ’ 1977
21-021 Q2-fz } 03-04 } 04-01 | 01-02 [02-03 | 02-241Q4-01 | 01-92 | Q273 |*
: ; {1976}

thailand 4.1 12,0 | -0.8 -12.7 1.3 4,2 0.9 -6.5 -5.7 -2.4
Singapors ~1,4{ -15.9 | 5.1 |-14.6| 4.2 [|16.0 }2,6 [-5.5 | -3.1 1.8
“alaysic -23.0 0.4 | -8.9 4.6 14.7 -0.1 [3.,5 (-4.1 1.7

Philipnines 3.5 ~12.9 1.0 -17.2 3.2 6.2 1.7 -5.9 ~2.5 -1.4
¥orea 3.3 11,7 0.3 -14.8 0.9 8.3 2.7 -£.6 -5.3 -1.7
Indonesiz 3.0 15.4 0.1 -14.,9 0,5 6.6 2.3 -7.4 -G.,1 ~-2.2

To be continued



Table 1.8 (Cont.)

1077 1979 1070

Qz-04 |04-01 01-02 | 92-03 | N3-04 | 75201 | 01-02 | 22-03 | 23-04
Thailend -2%9.4 1-13.3 | -9,1 | -14,0 3.6 8.5 | S -0.5 | 10,6
“iinape 2.0 -2.0 -6.1 3.2 9.6 3.5 3.4 4.0 2.6
talaysia 1 -4.4 -8.1 -8.3 -1.1 13.1 9.9 6.9 3.6 -0.6
Philipzines -15.5 |-10.6 | -7.4 | -13.2 3.5| 2.8 | 5.3 | -1.2 6.3
Loren _ -17.0 {-11.1 | -10.4 | -13.0 5.1 12.1 4.8 1.1 10,0
Inionesia _ -1e.8 |-13.3 | -11,0 -16.5 -48,4 1 14,8 7.7 1.2 10.6
Soarce: Pacific RPasin Economic Indicators, Various issues,

Mote ¢ Malaysia, and Singavore began float in “farch 1973 and turned to basket pegging in late 1973,

The Philippines floated the peso in 1970 and adopted the pegging to basket of currencies in 1978.
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to a situation in which 2 reguloted financizl system is
subject to direct controls on interest rates, exchange ratoes
and trade activities through tariffs, ect, These control
measures are responsible for hindering financial growth and
development that should have proceeded  in absence of such
restrictions, Thus, McKinnon, among others, advocates that
if financial expansion compatible with the level of investment,
income and other economic activities is to be sustained, they
must be gradually be eliminated. To be gpecifiec, higher
interest rates in developed countries arc viewed as a means
of restraining aggregate demand, and thus are contractionary

in their impact. However, in a regulated financial market
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of less-developed countries, higher interest rates do rot
necessarily reduce aggregate demand; to the extent that they
direct financial resources from consumptign.to saving, they
enable financial intermediaries to finance a higher volume
of investment, Similarily, exchange rates should be allowed

to adjust so that over-valued rates should be nminimized.

j R.I. McKinnon, Money and Capital in Economic Development,

1973} Ch50 3, 61 8.
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Chapter 1II

N

Some Controversial Issues Over Channels of Transmission
of Inflation under Fixed and Flexible-Exchange Rates : A First

Approximation.

2.1 The Effects of Exchange Rutes on Inflation under Fixed Kates

Prior to proceeding to some rather detailed analysis of
the impacts of aifferential exchange rate regimes on domestic
inflation in the countries studied, the present chapter provides for
a review of fhe controversy over the long-~standing arguments made
in favor of or in opposition to the transmission of inflation under
fixed versus flexible exchdnge.rates. First, consider a fixed
exchange rate system. The current account operates ns a major
channel for the transmission of fluctuation in real output and
money supply among countries that is, the trade flows effects are
imparted into domestic prices throﬁgh shifts in demand for tradeble
goods.1 It may be helpful to distinguish between a number of
variants of this argument.

One variant argues that variation in bilateral exchangc
rates is due to randomly distributed shocks and to divergencias
between home country and foreign country's monetary policies
impinging on aggregate demand. Since the exchange rate is defined
as the units of domestic currency in terms of foreign currency, an

increase in the domestic money supply to accommodate demestic
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demand would generate on ultimate increase in domestic prices
relative to the rest ¢f the world. The domestic price rise will
eventually be in proportion to changes in the money supply which
is required to maintain money market equilibrium., In the process,
residents in the first country will direect their spending_toward
cheaper goods, namely, imports froﬁ abroad,‘which résidénts in
the rest of the world will divert their spending away from the
c¢xpensive goods exported by the infléting country. Therefore
there will be greater spending in goods imported from foreign
countries with the result that domestic prices of imported goods
and domestic prices in general will rise¢ even further and
detcrioration in current accouﬁts im-balances will ultimately
result in a depreciation of an exchange of the first country,

- The argument, rzive as it seems, has been accepted widely to
¢xplain the persistently erratic and disproportionate exchange
rate variztions and the inflationary transmission after the

generalized currency realignment,

A second variant of the current account traznsmission
mechanism focuses on an inflationary biass of foreign price
changes countries. Under a regime of fixed-exchange rates, if
prices in one country (including the imported goods) show =
tendency to increase more rapidly than in foreign countries,
residents in the first country will direct spending toward

cheaper goods from abroad, while purchascers in the rest of the
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world will divert their spending awsy from the goods exported by
the inflationing country, with the result that there will be
greater spending on the goods produced in the rest of the world
and a rise in the prices of those goods. Meanwhile, the rest of
the world will encounter a balance of payments surplus and the
increased foreign exchanges would impart an inflationary bias to
the effect that the rise in prices will be taking place.2

A more sophiticated version of this transmiésion
channel revolves around a notion of demand shift inflation_in an
intérnational setting. According to the International Monetary
Fund director, the exchange rate regime can affect the rate of
iﬁflation by chenging shifts in the sectoral composition of
demand, even if the level of =zggregote demand remains unchanged,
as prices will rise in those sectors of the economy where demand
is increasing by more than they will fall in those sectors whefc

demand is declining :

Exchange rates influence the distribution of demand
between domestic and foreign products, and rate
fluctuations will involve demand shifts which will
later in some measure be reversed, These demand
shifte wmeoy well exert a ratchet effect inflotion....
shifts in purchase patterns brought about by the
exchange rate changes, or even the expectation of

such shifts, may tend to raise prices in the countries
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of depreciation currency without ~IZfecting n
corresponding price reduction in the countries of

appreciating currency.

This statements opparently views an inmpact of an exchange rate
change to alter the relative price of tradable and non~tradsable
goods. The more pronounced and frequent are euchange rate
changes, under a regime of fixed exchange rates, the more
important will be those intersectoral demand shifts and the more
serious will the inflationary presure be fed into the domestic
€CONOmY .

The third variant of the transmission of inflation
concentrates on the government's demand managenient policy
strategy., It is crgued that the government's policy targets
are influenced by the exchahge rate system in two importent
ways. The first arisces from the fact that any upward price
bigs fed in by the exchange rate regime will alter the nature
of the policy.trade-off, between inflation-and unemployment
objectives §f the policy-making authorities, and hence will
prompt revision of policy tzrgets. The second results frem the
fact that the balance of @ajment equilibrium objective rcquires
more active use of domestic policy instruments under a systen
of fixed exchange rates than it does under a floating rate

regime. These effects will be taken up in turn,
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The first effect may be described in this way. The
ﬁolicy strategy involves a process of assigning a number of policy
instruments so as to achieve a set of predetermined targets. The
centrazl of theory of economic policy, developed by Tinbergen
(1956), among others, recognized that there are trade-offs between
high employment, price stability, rapid growth and balance of
payments equilibrium, and it suggests thot these objectives can be
reconciled, An important principle of this assignment problem is
that there must, as 2 general rule, be as nany policy instruments
as there are targets, 1f all the specified targets are to Te
attained. As indicated in the preceding paragraph, under the
regime of fixed exchange rotes inflationary pressure tend teo be
introduced through foreign price bias or international derand
shiftg. When n country experiences higher prices at a 7iven level
cf demand, it will result in lower renl income and will tend %o
generate an increase in unezﬁployment,5 The fact is that the
policy=-maling suthorities attach high priority to maintaining a
given rate of unemployment, the authorities may respond to this
situation by an increase in aggregate demand, with an objective
of preventing an increase in unemployment. The result of this
type of expansionary policy will be an exacerbation of inflationary
pressures, In this policy scenarie, it is not structural factors
but rather the government's attachment to high employment target

that triggers inflationary ncceleration,.
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The second, and morc important, channel through which
the fixed exchange rate regime may affect inflation involves the
constraints that bhear on governments' freedom of policy
implementation, This argument, referred to us the ‘discipline
argument™ and has long heen ﬁrominent in the contreversy aver
fixed versus flexible exchange rates., Iven supporters of flexible
exchange rates, Yeager,6 among there, regards the dizcipline
princinles as = moest potent merit of the fixed cexchange rote
systgm. The crpgument runs as follows : Under a systom of fixed
exchange ratces, a country that experiences & higher rate of
inflation tharn its partners will, other things being cqual, suffe
a deterioration in its balance of poyments and an incipient loss
cf foreign exchange reserves. 8ince under a system of fixed rates,
the use of cxchange rates to restore equilibrium is only marginal
and is almost completely closed, the high inflation country will
cnventually discipiine itgelf by restraining aggregste demwand so
us to bring its inflation under control and to be in line with
its trading partners; otherwise the country will have to run down
its recerves which has 2 limit, TFor this reason, the fixed excharzc
rate and running down reserves provide az wedpge necessarily
constraining the high-inflation country to willingly impose =
policy of domestic restraint which over time will hely relieve the
payments deficits., With this discussion about the {transiission
process under the regime of fixed rates, we turn to the meclinnis:

under the flexible rotes,
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2e2 Inflation Transmission Urder Flexilble Raten

Now we turn to examine the msjor tenet of flexible
exchange rates. One argument on bchalf of freely flexible ratcs
is that they put an end to this inflationary-bias transmission

mechanism, The arguments may be reviewed as follows,

A first variant of arguments supporting this regine is‘
that under flexible exchangé rates, the central bank does not buy
or sell foreign currency in order to maintain exchange rates;
therefore, if residents of a country rcceives more foreign currency
from sales of goods or securities, they would be unable to sell
foreign currency to the central bank in exchange for domestic
gurrency balances, and this would prevent domestic prices from
rising., The adjustment is achieved through riscs in the price of
foreign exchange. On the contrary, in circumstances with the
demand for foreign currency in excess of the supply, the
depreciation of the exchange rate would dbring about an equilibriunm
between the supply and demand in the foreign exchange market. To
make this same point in a different way, if the first country is
experiencing inflation and the foreign country is not, the
increasing demand for goods by residents of then high~inflation
country from the stable country will operate to bid up the forcign
exchange price of the stable country's currency rather than the
domestic prices of the stable country's goods {(i.e. imports of the

first country). In this way, it is asserted, a country, under
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flexible exchonge rates, should be able to indopendently select
its own rate of inflation, whereas this would not hold true under
# fixed exchange rate regime.

Thus, it has traditionally been argued that a more to
flexible exchange rotes will insulate countries from external
disturbances. 'Futhermorc, the elimination of the balance of
payments constraint enables authorities to assign monetary and
fiscal instruments to the achievement of demand managerént targets,
and control over the nominal money is considerably enhanced by
the move to greater exchange rate flexibility.

A second variant of argument on behalf of flexible
exchange rates concerns their effect on the demand for liquidity
{both official and privete)., It is argued that since the demand
for gocds and service, in =z general equilibrium framework, is the
opposite side of the coin to the demand for money and finsrcial
assets, the exchange ratce system affect the former if it affects
the latter. Specifically, it is assumed that national monetary
authorities many find a reduced need for currency reserves in o
system of flexible exchange rates, because adjustment to balance
of payments imbalances takes place to a greater extent through
changes in the exchange rate, Likewise, the private scctor many
decide to hold smaller money balances in the flexible rate systoen
because of the lower degrce of certainly with foreign exchanges

9

can be converted into znother currency.
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The argument that the demand for international liquidity
by monetary authorities will be reduced by a move to flexible
exchange rates lies in that the supply and demand for foreign
currencies will be equilibrated through movements in exchange rate
in the foreign exchange market. Consequently, governments that
hold large amount of resecrves will encounter costs (Unproductive
use) and will seek to run down reserves. However, the available
empirical evidence on reserve use under fixed versus flexible rates
is still limited and ambiguous. A recent study by Suss (1976), for
instance, provide results which lend support to the prior expcctation
that'reserve demand by authorities fall under flexible rate regimes, ©
There have been counter arguments, of course, and it is beyong the
scope of the present.study to pursuc the question any further.

What is relevant to our review in this connection is that™.....in
interpreting evidence, one should note that none of the studies is
able to develop a fully satisfactory meth&d for estimating the
independent effcect of either increased exchange rate flexibility
or generalized floating on reserve use?"
| However, there have been counter arguments against
flexible exchange rates. First, the flexible rates are conductive
to inflationary bias. The argﬁment that flexible rates provide a
leverage for aﬁthorities to insulate countries from external
repercussions, means thot the achievement to this effect operates

throvgh and depends on the relative strength of price and real
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balance cffects, If donmestic cxpenditure falls and there is an
incipient move of the current account towards surplus, the exchange
rate will sppreciate; the resulting increase in real balences in
the appreciating country will in turn kelp to sustain domestic
demand while dampening demand abroad., Price effects of an
appreciation at least in the short-run will contribute to balaonce
of payments equilibrium by redirecting domestic and foreign deuaond
from domestically produccd goods to goods produced abroad. Some
economists challenge thot this arpgument is not realistic in that
it ignorces the effect of cxchange rate movements on the price of
domestically produced goods which may partially offset the relative
price effects of sxchange rate changes; and it virtually excludes
the role of the capital account in the exchange rate determination.
The Toregoing counter-argunents are central to the
stabilizing versus destagbtilizing speculation and uncertainly issucs
which have implicetion for the controversy about the efficiency of
monetary and fiscpl policies under the fixed vis-a~vis the flexible
exchange rates. Friedman who has been a prominent proponent of
flexible rates for a long time, argues thus : "On bonce, it scoems
to me undeairable for a country to engage in transactions on the
exchange market for the purpose of affeCting the rate of exchangga
I sce no reason to expect that government officials will be betier
Judges than private speculation of the likely movements in

underlying conditions of trade and hence no reason to expect that

12



sovernment speculation will be more successful than privat=s

1

A

speculation in promoting 2 desirable pace snd timing of adjustment .
Friedman contended that the freedom of cxchange rates to move under
flexible rates does not imply that they will in fact be unstasble,
and if underlying cost and demand conditions at home and abroad nre
reasonszbly stable, there is no reason to expect that private copital
movements associated with speculation will‘cause shifts in sither
the supply of or the demand for fofeign exchange and therefore, no
need for erratic fluctuaticons in exchange rates, Friedman admittcd
that private capital flows that are not btased on judgements abouv
the long-run equilibrium level of exchange rate, could surely
generate temporary rate fluctuations but that it could not be
profitable to investors for a sustainced period and the market ac

a whole., Moreover, Friedman asserted, destabilizing speculation
would suggest that investors in the market buy when the price of
foreign exchange is high and sell when the price is low which rienns
speculators run into capital losses and these "amateur' speculators
which may be only a small propertion will be ultimately driven out
of the market, Therefore, the conciusion smerged from the

Friedman thesis is that private capital flows may exert temporary
fluctuations in exchange rates but over the long-run it will be of
a stabilizing variety in that speculation in terwms of capital
movements will push exchange rates toward their equilibrium position

14

and oscilatory Movershooting™ rates will be ruled out,
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In challenge to the foregoing proposition, Nurkse
(1944) long =2go arpgued that o compressed cxpenditurc level that
contributes to a currenit account surplus noted ir the preceding
section may be viewed as temporary by market participants and to
the extent that there is a high degree of substitutabiiity
between domestic and foreign gssests, offsetting capital cutTlows
may respond to exchange-ratc or/and interest-rate movements with
the result that these movements especislly of exchange rates
could become self-perpcectuating even in a short periocd. The
Nurksian argument explicitly points out that the magnitude of
exchange rate changes depends on the market participants!
expectations about the future rote. I they expect the future
rate would be revised in the same direction as the actual chonge
in the rate, the cxtent of gself-perpetusting rote movement weuld
be rather large. In the other handy if the speculators have
realized that the rote had moved too fur in that direction, they
would revise expectations which could push the rate too far in
the opposite direction, the case in which speculation being
viewed to be destabilizing. In sum, the Nurksion thesis concludes
that destabilizing speculation via private capital movements was
responsible for volatile and self-perpectuating movements in
exchange rates during the 1920's and it was this factor which
tend to prevent the spot exchange rate from stabiiizing at a

particular level and causing it to deviate from the purchasing
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power parity. Nurkse proposed that the only way to offset
speculative czpital flows is for the monetary authorities to
recourse to dircct exchange stabilization measures. Thué, the
argument against flexible exchange rates centers on the roeason
that the exchange~rate movements may have to be very lorge in
case of appreciation to induce equilibrating capital outflows;
and the rate variation may have to be excessive in case of
depreciation to induce stabilizing capital inflows required

for achieving the balance of payments equilibrium,

From the foregeoing consideration, there have emerzged
counter arguments, firstly, that flexible exchange rate will
generate greater exchange uncertainly ond will he more variable
and unpredictable than the fixed system of exchange rate; aond
secondly, flexible rates by way of exchange rate uncertaintics
faced by international traders so that the costs of uncertainty
are higher and thereby exert inflationary bilas into the domestic
economy. The essence of these arguments are aé follows. When
exchange changes in an unpredictable way, importers and exporters
face uncertainty they are not sure about the price they will.have
to pay or rcceive for foreign exchange. To the extent that these
traders arc able to buy insurance against this uncertainty (ise.
where forward exchange markets =zre developed) such insurance or
hedgzing® costs can be added to the costs of production and

marketing to the effect that flexible rotes may generate an
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increase in the price of traded goods and the domestic price

16

level,

Actual cxperiencc with flexible exchange rates since
March 1973 provides cvidence that the advent of generslized
flonting has been associated with substantial oscillation in
bilateral e¢xchange rates, as indicated in the first chapnter.
However, in interpreting these rather wide fluctuation in exchange
rotes, one needs to bear in mind the following facts.q? First,
the underlyving conditiors, especially the 400 percent increase
in oil price over 1973-1974, the worldwide recession in 1975, and
sc oiiy, had been severely disturbed; and most observers would
concede that had the fixed rate system been existed, substantial
changes in parity would probably have been occurred any-way.
Secondly, exchange rote volatility during the period migkt be put
in a process of adjustment toward the new equilibrium pattern of
exchange rates, since the "parities' under the Bretton Woods
system were not reaslistically credible. Finally, Friedman suggests
that the system of flexible rates enables a country to use the
¢xchange rate as the equilibrating instrument in balance of payments
adjustment which otherwise some other adjustment i.e., aggregate
demand management, incomes policy, exchange and trade controls,
will have to bear more of the adjustment burden. In a similar

15

veiﬁ, Chitman put forward a defense of flexible rotes, arguing
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hat the exchange rate uncertninty will in faet be léss under
flexible rates because the private traders can predict the timing
and size of exchange rate changes better with the information
comes from market forces rather guesses about political judgewmonts,
Finally, Mc—KinnonZO has provided evidence to show that
there has been no substantial expansion in the facilities for
forward trading during the floating pericd, and teo the extent
traders have access to insurance facilities against exchange risk,
these costs of protection have been indeed negligible so that
should have no impact on the continuing rate of inflation,
Considering the impacts of flexible rates on trade-flows,
one is confronted with shortages of empirical studies. A general
observation has been that over the period of generalized floating,
there seems to be no evidence that the volume of internationsl
trade has been adversely affected by exchange rate variability.
Thus, one author can state : ''Despite substantial fluctuations in
exchange rates, the widely feared decline in international trade

ne It should be noted,

and investment has failed to materialize,
however, that before-and-after comparisons of trade flows are not
really reliable for testing the independ effcct of exchangé rate
uncertainty on the volume of trade. What is really more rclevant
is whether flexible raotes affected trade flows relative to whai it

would have been under &z system of fixed rates., At present, there

are no empirical studies on this issue to make any definite
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conclusion, and the controversy over the inflation transmission

under fixed versus flexible exchange rates caznnot be simply racsolved.

243 Some Summary Statements

In appraising the controversy about transmission of
inflation under fixed versus flexible exchange rates, it may be
pertinent to clarify the issue in terms of a simple analytical
apparatus of an equation forn.

Assume a "“"small developing country’ faced by the
generalized floating like that of 1973, so that some other price
in this economy is [fixed with a result that the economy cannot
return to the pre-currency realignment equilibrium set of relative
prices. Over the¢ period of disequilibrium, changes in the
exchange rate ar: faster or slower thon relative price changes
between home country and the rest of the world, and the real effects
will be tronsmitted to domestic economy. In fact, from the revicw
of controversies in the preceding éé&ions concerning the inflation
transmission and experience since generalize fleoating n useful
gencralization that can be made is that the magnitude of exchange
rate fluctuations has been comsiderably larger than that of
corresponding relative price changes between countries, 1In some
cases, exchange rate "overshoot¥ as and when they change by morec
than that is warranted by relative price changes and then reversce

to restore relative price equilibrium, This phenomenpn has lec to
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frequent and sometimes prolonged deviations from purchasing power
parity, the problem whick will preoccupy our discussion in the
following chapter.10 Another consequence of the diseqguilibrium
which characterize exchange rate fluctuations over the period have
been adverse effects in terms of trade of LDCs, thus, indicating'
a link between exchange rate changes and the country's terms of
trade, Let us take up the second issue first,

Assume that this small developing country exports to
the United States and imports from Japan with prices set in the
reépective trading partner countries, An appreciation of the
Japanese Yen vis-a-vis the U.S8. dollar that is not offset by
price changes will imply an improvement in the Japanese terms of
trade and a resultant worsening of the terms of trade of the
developing country in quesfion. This adverse terms of trade means
this developing country will suffer a rise in import prices
relative to export prices, and this holds true independently of
whether its currency is pcgged to the U.S, dollar or the yen, or
" some combination of the two.22 If the country in question is
pegged to the U.S8, dollar, import prices will rise in domestic
currency, thereby worsening its terms of trade. 1If it is on the
¥en standard, its export prices via the appreciation of the yen
will fall with the same effect. If it's currency is pegged to a
basket in which the export-weighted and the importe~weighted

indices are used, domestic currency prices of imports will increase,
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though to o lesser extent than in case of a U.S. dollar peg, and
prices of exports will.fall, to a lesser extent than in case of a
yen peg, the final outcome will be adverse terms of trade ¢ffects
for the country in question. The terms of trade (T) in domestic

currency may be written ass follows

US
¥ Cus
e
P Cus/ser

where the notations arc ¢ T = terms of trade in domestic currency:

Pis = price of exports in US dollar; P% = prices of imports in yen:
Cus = domeatic price of U.S. ddllar; and e* Yen price of U,S, dollars

It can be scen that equation (1) is reduced to (2)

PU.SQ*

Too= -3 | (2)

P)J
in

which implies that if rclative prices are fixed in the country's
trading partners, namely Japan and the United States, and if
purchasing power parity is maintained, the choice of an exchange
rate regime or changes in ekchange rates cannot exert influence on
the countrj's external terms of trade, in which the terms of trade

equation becomes



T o= P opd oy b (3

ex = pd oo p¥S (k)

Hote that 2 dot over a symbol denotes s proportionate change, ond
in case of fixed relaotive prices in trading partners, ¥ and m can
be dropped. Thus, when purchasing power parity holds, the
proportionate change in terms of trade is zero (equation (4)),
because movements in relative prices offset exchange rate changes,
However, under circumstances when purchasing power parity
does not hold, such as, a depreciation of the U.S. dollar vis-n-vis
the yen, therc will be an impetus to reallocate of rescurces from
the export sector to the import substituting sector, and the
exchange rate arrangements exert an important impact on terns of
trade as well as on domestic price levels, Thus, if the country
concerned pegs its currcency to an export weighted basket, 1.c.y Hela
dollar, so tnat Px is fixed, the import and the over-all traded

goods price indices will incrcase @

—_ U.S =
px - euspx (5

Pow o, = bk
m i ~

And, consider this country pegging to an import-weighted basket,
i.es, the yen, so that ej = Pm = 0. In this case the export vrice

as well as the index of the traded goods price witl fall :
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The domestic price index c¢an be written as

a Jva us,b
PT = (eij) (e Py ) (7)

where a + b = 1

It is evident that under the circumstances of digsequilibrium where
PPP does not hold, the price cquation when pegging to the U.3, dollar
can be simplified to

P = aPY + bP"® - ae* (8)
when e* denotes 2 c¢ross-rote ej;eu . Likewise, if the country
concerned pegging to o yen-dollar basket, a yer having = weight . and
the dollar having a weight % then

ol e* (9)

o]
i
o
b

[
[
N

-3 e* {(10)

The domestic inflation rate will become

po= opd et (11)

which implies that the domestic inflation rate equals a welghtec

sum of the 7,5, and Jupancse inflation rates. It is abundantly

clear, that under fixed exchange rates, whether the country's
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currency is pegged to single foreign currency or on the basis of
trading partners' trade weighted basket, that country is not capadle
to selecet its own rate of domestic inflation.

As regards the impacts on inflation of exchange rates
under a flexible rate regime, the foregoing reviews reveals =zmbiguous
and conflicting substantive arguments, One line of thinking sceuns
to be that the transmission under flexible rates resembles closely
that operating under fixed rates, The controversy over the
transmigsion chennels through which exchange change effects, under
the alternative éxchange rate regimes, are imported into domestic
inflationary bias cannot be resclved without theoreticel framework

.
in which an appropriate assessment can be facilitated. In the
Chapter 3, a survey is expedited about theories of exchenge rate
determination.

It is hoped the survey of theoretical perspective about
exchange rote determinetion will help in building up an empirical
frame in chapter 4. The main theme of the survey focuses
specifically on two main strands of thinking : the manner in which
exchange rates are determined, and the possibility and the extent

to which exchange rate change effects are transmitted to trigger

domestic inflation.,
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Chapter III1

Survey of Literature on Fxchange kate Theories

The controversy over the transmission channels by which
exchange rate changes, under the fixed versus the flexible rate
system are imparted into domestic price costs which provoke an
inflaticnary pressure, has preocoupied economists for mdre than a
decade, and there seem to be no possible concensus among econonists
on the issue, One way to resolve the controversy has to d&o with
providing empirical ecvidence to verify the stated hypotheses. The
present chapter attempt to survey the ensuing literature, focussing
on the main strands of thinking which underline different exchange
rate theorieszs, For the purpose of the present study; and in
consideration of the questions under investigation, it may be of
more relevance to examine five major fheories of exchange rate
determination, recently appeared in the literature : Purchasing
Power Parity theory, balance of payments theory of exchange rate,
the Mundell-Flemming approach, the Portfelio Balance theory of
exchange rates, and the exchange rate dyngmics tﬁeory. Bach of this
theory will be breifly reviewed with o view to assessing in what
manner -can these theories be incorporated into an analytical frame
which should help analyzing the transmission of exchange effects

one domestic prices.
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3.1Phe Purchasing Power Parity (PPP)

A long-standing building block of the theﬁry of exchange
rate determinastion is the purchasing power parity which in simpile
terms states that the eguilibrium exchange rate equals the rates of
domestic to foreign prices, or alternatively, that changes in
exchange rates are related to changes in price ratios. The
purchasing power parity deetrine...simply states that pricec in
terms of any given currency, of same commodity must be the same
every-where,.,.The eguilibriun to which the foreign exchange market
tends is an egquilibrium of the price level...of the currency units
of two coﬁntries be concidered in terms of foreign trade product
only, then the rate of exchange between the two currency units will
approximately(ﬂbsély to the rates of their purchasing power so
calculated..“1 The problem of purchasing power parity principle is
that it holds over long period of times but in the short-run horizon,
deviations from it in the present regime of generalized floating
anong major currencies have been quite persistent, and have revived
an interest smong economists in PPP, |

The extent:to which deviations from the’ trend of exchange
rates of developing countries in the short veriod has been an issue
of relevance in trade theory, For in this'bonnection, PPP leaves
open two questions of operatiohél importahce. First, the question
relates to the channels by which inflation differentials and exchonge

rate deprediation would come about, There has been considergble
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controversy and confusion on this issue, The sccond question

centers around the extent to which purchasing power parity is

complete, il.c. does it hold only in the short-run and is there
no possibility of trend deviations in the long-run?

Some economists, Dornbusch in particular, argued that
there is the possibility *that systematic deviation from PPP may
arise in connection with non-traded goods,2 The reason is that
non=traded goods in the form of services tend to be labour-
intensive and indicate low technical progress compared to
manufactured, one would expect that rapidly growing and innovating
countries to cxperience increaseg in real price levels over tine,
With troded goods prices tend to be egualized, the productivity
srowth and innovation in the traded sector would raise costs sand
the relative price of non-troded goods and hence the price levels
in the rapidly growing econowies. Therefore, o country with
rising price ievels will encounter a corresponding depreciation
of its eurrency at least in the short-run.

A sccond source of deviation from PPP, as pointed out
by a number of authors which can be traced far back to Viner
(referred to by Dornbusch), may be attributed to the effect of
capital flows or current account imbalances, The argument is
that a country experiencing current account deficits is compelled
to recourse to external borrowing which will result in a risec in

the relative price of non-traded goods and accordingly the price
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level in general.3 Finally, a number of authors provided svidence
to suggest that z link of importance through which spot exchange
rates can be pushed away from their purchasing power parity centers
on monetary changes by authorities which produce adverse responses
in exchange markets and in turn induce inflationary bias anda at the
same time a higher spot exchange rate (i.e, a depreciation of
domestid currency). Following a simple but instructive presentntion
of Dornbusch, purchasing power parity operating through goods
"arbitrage” to eguate the prices of internationzly traded zoods, nay

be written as :

"
It

EP% (1)

when Pt and P; denote the dofiestic and currency pricesy of traded
goods, and E represents the domestic currency price of foreign
exchanges In equilibrium relationship, the relative price of

traded goods in terms of the price levels for = first country (9)

and the rest of the world (8) will be

P = OF; and p} = o*p* (2)

where P and P* stand for the price levels in the country in question
and the rest of the world, respectively: and where © and ©° denote

the equilibrium relative prices.
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By substituting (2) into (1)}, the exchange rate is oxpressed in

terms of price levels and relative prices.,
E = (B/P*) (8/5") 3

Next, Dornbusch introduccd the monetary sector into the preceding
analysis. Define the domcstic and forcign nominal money supply as
M and M*, and by invoking a condition of monetary equilibrium in

which demand for real money balances equals the supply of money in

both countries, one obtains:

o= w5 s (4)
F
And thus,
. (M) (L") (o/ ) (5)
= * O

M L

Thus, the determinants of an equilibrium exchange rate are dacomposed
into three major factors, namely, the relative nominal quantities of
money supply, the real demand for money, and the relative prices in
domestic country relative to the rest of the world,

Equation (5) may be rewritten to have a meaningful inter-

pretation by using a differential as a percentage change of each

vairable, as follows :

=

E =  (M=M*)4+(L*-L)}+(6- o*) (6)

v
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It ‘& evident that according to Dornbuscit's analysis when moncy
and prices are linwed with purchasing power parity, changes in the ®
snot exchange rate arce made o function of :5

(1) Relative monetary changes, meaning a country with
higher growth rate of money supply will experience a depreciating
exchange rate; thus, differences in inflation rates associated with
the authorities' stabilization policies will be reflected in
deviations the spot rates from purchasing power parity.

{(2) Relative changes in real money demand, implying that,
in equation (6), the country whose real demand for money increases
rcelative to abroad will have an appreciation in the rate of
cxchange (a lower spot exchange ratel,

(3) The last term in equation (&) captures the effect of
chenges in the relative prices on exchange rate, znd those factors
affeeting rcelative price changes include changes in abscrption,
ghifts ir domand, and technological change, etc., This reproesenis
a channel through which PFF holds, and the extent to which the spot

rate deviates from its long-run equilibrium value,

This analysis sugpests that a country with higher expectad
inflation through relatively higher money supply growth will
inzvolidably experience a higher spot exchange rote, i.€e, as L J
depreciation in the exchange rate, whercaes in the country with
real demand for money balnnce increases rolative to abroad wili run

into a balance of payments surplus due to a rise ir the noninal
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interest raotes which induces a surplus in the capital account by
attracting foreign capital, and this country théreféf will have
an appreciation of domestic currency.

To sum up, Dornbusch has resolved the question concerning
through what channels purchasing power parity comes to hold and to
what extent the spot rate deviates from its equilibrium value using
PPP as a benchmarlk, This rescolution has important implications for
our subsequent synthesis, Before providing for a synthesis it will
be in order to turn to the nonetary approach of exchange rate

theory.

3s2 The "Monetary Approach'’ of Exchange Rate Theory

The recent system of generalized floating cxchange rates
differs significantly from the exchange rate regime based on the
Bretton Woods principles which had operated prior to 197%. In many
circumstances, the monetary authoritieg no longer seek to maintain
fixed parities, nor db they forego direct intefvention in the foreign
exchange markefs, as briefly indicated in the first chapter'of the
present study. Paradoxically, economistes contend that the basic
theoretical framework of the monetary approach to the balance of
payments, devcloped for a fixed rate system, remains relevantly
applicable to the current regimés df exchonge rates that have'pre-
vailed since the generalized fioéfing of major currencies. As a

matter of fact, the monetary approach of exchange ratc theory cen
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be viewed as a combination of purchasing power parity doctrine
with the quantity theory of.money, briefly noted in the proééeding
section,

It is pertinent in this connection to derive the final
form‘of equation which simply summarizes the monctary zpproach of
gxchange-rete determination. Suppose M,P,Y; and V denote, ros-
pectively, nominal quantity of money, the price level, renl income
and velocity of money. The well-known text book version of the

7

guantity theory of money may be writien as
My = PY (7)

Or alternatively,

’ P = (8)

Which implies that for a given wvelocity and real income an increase
in money leads to an proportionate increase in the price level. An
Increase in the welocity alsc raises the price level, whercas an
inerease in real inconme, ceteris paribus, will raise real money
denand, z2nd thereby would lower the level of prices.

As steted in the preceding section, purchasing power
parity theory holds thsat the equilibrium exchange rate equals the
rates of domestic to foreign pricecs, since commodity arbitrage

equalized prices of internationally traded goods. That is,

p = Ep* (9)
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When P and P* are domestic and foreign prices, respeétiVely, and
F is defined as the domestic currency price of foreign exchange.
. aubstituting (9) into equation (8) yields the equation of equili-

.brium exchange rate : !
E = —-1'1 (10)

Equation (10) suggests that the equilibrium exchange rate depends
on nominal money, real output and velocity of money (measured by

the incomeFmoney rates). An increase in nominal money supply and
for vélocity would induce the exchange rate to depreciate in the

proportionallmanner, while a rise in real output results in an

appreciation of exchange rate.

However, when an economy is open to foreign tradc,
foreign prices are linked with the country's domestic prices
through the exchange rate. The foreign price level is determincd
by demand and supply conditions in the foreign.country, so that

equation (10) becomes

E = (0 () (1) (11)
MoVt g

In this perspective, the arguments that determine the equilibrium
exchange rate are relative supplies of money, velocities of monies
and real income in the two countries., If the money supply in the

first country increases relative to the second (foreign) country,
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it implies that, other things being equal, the first country's
exchange rete will depreciate. Real income eXpangion in the firat
country will, by contrast, lead to the exchange rate appreciation,

If the velocity of money is assumed to depend on rea.
income and the cost of holding money, equation (1) may be

rewritten in logarithmic form as :

: = M M* *eg, Yir .' *or) )
ln E a11r a, In +a3 in ¥ 2y +151n(r r (12

'Tﬁe final e@uation suggests that the equiliBrium exchange rate is
nothing but a2 relative price of two éurrencies, and it is detefmined
by the relative supply and demand for thé two currencies.

A formal derivation the equilibrium exchange rate equation

(42) can alternatively be facilitated as follows.

The real money demand of residéhts in a country is assunmcd
to be a stable function of the level of real income and the noninal

rate of intefest :
M = PF(Y,r) (13)

Sinilarly, in the foreign country, the real money demand functiou

will take the form

Y
-
£

R

M* = P*F(¥*,r*)

Where M,¥,r and F denote respectively the money supply, level of

real income, the nominal interest rete, and the price levels for
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the first country, and an asteridﬁ refers to the foreign country.
It_is‘clear_from the preceding diécussion that the rcal money
demzndy F(Y,r) is negatively related to the nominel interest rate
and positively related to the resl income level. Hext, the
vurchasing power principle links the exchange rote to the ratio

of the price levels, as specificed in equation (9)
F = EpP* B | (9)

By substituting (9) into equation (13) and taking into account
equation (14), one obtains the reduced form equation for the

equilibrium exchange rate as :

g ¥ *

| g . MEQ D . (15)
M*P(¥, r)

#riting this equation in logarithmic form yields the scolution

expressed in equation (12). To repest,

In & = b, 1n H-b, In ¥*+b, 1n T%~b, ln ¥Y+b, Inlr*- r) (12)

The meaning of this equation has alrcady been noted.

1t is clear fha£ the monetary approach of an exchange
faté determination is built on the monetary approach to balénce of
payments analysis. fhis monctary approach of exchange rztes is
predicated on the assumption that the dgmand for real money balances

is 2 stable function of g limited number of arguments and this torcy
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deiand function constrains the equilibrium size of the money supnly.
Under the fixed exchange rate system, the foreign domponent of the
roney supply is endogenous because the meonetary duthorities are
committed to buying snd selling foreign exchange to maintain the
par values of their national money. If demand for real noney
increases due to a change in onc of the arguments of the money demand,
and if the domestic component of the money supplj remains unchanged,
the monetary approach predicts that the country in question will
expefiencé a paymeﬁfs surplus, and thereby.an appreciation of the
exéhahgé rate, TUnder such circumstances the authoritics will buy
foreign exchange and thus increase the foreién source combonent of
the money supply. ©On the other hand, undeér a system of fixed
exchange rate if the authorities are compelled to increase tlhe
domestic credit component of the money supply, while there is no
change in any of the argpmenps governing the nioney demand, the
result will be an excess of money supply which would exert downward
pressure on the exchange rate. To avoié the exchange rate
deprediation, the authorities would ocompress the foreign source
component of the money supply. Thus, the adjustment toward
balance of payments improveméﬁt lies in the equilibrium condition
betwéen money supply and real money déménd.

"In their contributions to the monetary.approéch to the
balange of payments, Mundell (1968) agh‘Johnson (19?5)10 advocnied

that the approach, which had been applied to the countries under
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fixed exchange rates, was equally ppplicable te the flexible
exchange rate system. TIn the words of Frenkel and Johnson the
view is explicitly expressed.
In a floating rate world, the theory commonly misapplicd
-to o fixed rate world-~that the monetary zuthority controls
the money supply and the price level~-again becomes valid;
but for the monetary approach this merely shifts the focus
of analysis from the determination of the balance of
 payments to the determination of the exchange rate: (The
theoryrviews) purchasing power parity as determining either
a nation's price level via its exchange rote under a fixed
rate system, or its exchange rate via its domestic woney

supply under =2 floating rate system.11

Whaflﬁhése authois emphasize in this context is tﬁat‘thé mnonetary
approachrto ihe.balance of pajments views internationalladjustuent
not as an aut&matic process but rather as an instrument of demand
mnnageméht'policies designed to maintain payments equilibrium and
intéfnal stability; and under the flexible exchange ra£e regimes,
it is the exchange rate that must adjust to achieve tﬁe result.
#hat is of crucial importance is that the bélaﬁce of
paymeﬁﬁs theory that applies directly under é system of fixéd
exchange rates is egually applicable under tﬁe recently emerged
system of generaiized flexible rates, What distinguishes the
appliéétion of‘the monetary approach of exchange rate theory from

the monetary approach to'balance of payments theory lies in the
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adjustﬁént of exchange rate. Under a regime of flexible rates

the foreign source component of the money supply is fixed. Thus,
if any of the arguments of the money demand function or in the
domestic credit c¢omponent of the money supply shifts, equilibriun
in tﬁe money market cannot be accompliéhed by changes in the
foreign source component of the money supply. Since under the
flexible rate system, the monetary autﬁorities do not buy or =cll
foreign exchange to Maintain parities of their currencies,
equilibrium can come gbout. through the adjustment of oxehzngs rates.
These rate adjustments induce effects on the variables which govern
the money demand function, ﬁamely, incones, interest rates, prices
and s0 on, with the result that the exchange rate under the
flexible rate regime must change sufficiently to achieve
equilibrium between soney supply and real money domend,.

As for the controllied exchange rate regimes, the countries
that made recourse tc flexible rates do not allow freely flexible
_rates to operate, The monetary authorities under this monaged
floating regime intervene frequentcy as they see fit in the
foreign exchange market to monitor fluctuations in exchange rates
to a managable extent but they do not maintain fixed rates by
engaging in the foreign exchange buying and selling operations.

The monitoring of exchange rates affects the variables of the
money demand relative to the domeétic source comporent of the

noney supply, ond thereby putting pressure on the exchansge rato.

~



The policy strategy of the authorities under the managed rate
situation centers on deciding the extent to which this pressure
will be relieved by allowing the rate to change and the extent
to which it will be absorbed through changes in foreign exchunge
reserves, That 13, the policy decision involves a Y"trade-off"

between costs due to permitting variations in the exchange rates
and foreign exchangé reserve changes.
To recapitulate, the monetary approach of exchange rote

determination demonstrates that real money demand and money supply

constitute the approximate determinants of exchange rates, lHowever,

it needs be pointed out that "real’ voriables are also imporiznt

in deteruwination of exchange rates, notably, the level of reasl incoue,.

éw@’éiﬁe emphasis to the role of monetary cornsideroticns in the
context of exchange rate determinctions,....tne cxchsnge rate s
approximately deterivined by the balance between money supply and

real money demgnd, The fact that the approach here is monetary™

in no manner precludes the role of Yreal? factors since these nmust

be expected to enter as determinants of the demand for real bolonces
and thus exert an effect on the exchange rate,...there is no relevant
sense in which one would want to assert that exchange rate is an

exclusively monetary phenomenon.”12

That is, a country that experiences rapid growth in reol income
will also experience rnpid growth in the real demand for money.
Unless the monetary authorities allow the domestic source componernt

of the morey supply to expand more rapidly than tlie real ncrey



demand, the monetary aprroach of exchange rate theory predicte
tiot this country should run bslonce of payments surplus and/or
apereciating exchange retes. On the other hand, in a country
where real output and employment fall, the governments are likely
to resort to ewpansionary nonetary and fiscal policies with the
rasult that the domestic credit component of the money supply
inereases iore rapidly than the real money demand. Thus, the

¢ountry should be confronted with the balance of payments

deficits and/or depreciating exchange rates.

2,3 Balance - of -~ Payments Theory of Exchange Rate Determination

For purpose of our review of literature that is
relevant to our pursuit, it may be worth while to briefly exsnine
the text-~book balance-oi-payments aparoach to exchange rate doeter-
mination. In essence, this traditional theory views exchange rates

as a mechanism which adjust balance receipts and payments arisin

oy

from international trade in goods, services and asseis. The
current gccount consisting of exports, imports and invisible ifTens
1s affected by'the axchange rate because it alters the relative
prices and hence competitiveness, the capital account is affected
to the extent that interest differentisls and expectations nbout
changes in the rates are important. The theory may be couched in

13

the functional form as follows. |

BOP = © = C(EP*/v,Y,Y") + Flr, r*, U2 {16)
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Where BOP denotes the balance of payments measurced by changes in
foreign exchange reserves which becomes zero in equilibriumn; T is
the domestic price of foreign exchange; P* and P stand for forcizn
and domestic price levels, respectively, and thus EP*/P captures
the relative price of foreign goods and service as & measure of
competitiveness; C represents the current account, and F the rate
of capital inflow which depends on the relative differential
between domestic interest rate (r) and foreign interest rate (r*),
U is inserted to scrve as a speculative variable which will be
ignored for our purpose.

The point of importance for this theory lies in Lhe
inverse relationship between exchange rates and domestic interest
rates. This has an intuitive appcal because for a country's
external payments of imports of goods and services including :sssets
to be in equilibrium; a rise in S,i.e.,2 depreciating exchange rate,
would render this country morc competitive and thus improves tho
current account, given prices, foreign income and intcerest rotes.
This means the current account would tend, due to favorable
competitiveness, to surpluées. To restore an over-all bzlance-of-
payvments equilibrium, dower interest rates are required tec provoke
an offsetting capital outflow. In this conceptual framework, the
exchange rates can be shown to depend on intercst rates, real
incomes, rclative price levels and the exogenous variables

. e b
surrounding the composition of worid r.1emar1<il.,I
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= f(Y,¥*, r,r*, P*/D) (17

This suggests that exchange réte chaonges have significant direct
effects on relative commodity prices which in turn affect tae
current account balances. DEssentially, the exchange rate is viewed
as the relative price of national relative to foreign output which
contradicts the monetary model of exchange rate determination.
Horeover, the balance-of-payments theory assumes that the exchange
rate is defgrmined by the conditions for equilibrium in the markets
for flows of funds, including the rate of capital movements over

a period of time, On these grounds, a devazluation would reduce
relative prices of domestic output (the country's exports) relative
to foreign output (the country's imports), and the effectivericss of
currency devaluation depends critically on the relevant trade
elasticities.15 Thus, an increase in the country's income, due
probably to an autonocmous spending increase, would worsen the
current account and thercfore requires an offsetting exchange ratec
depreciations An increase in foreign prices or an ircrense “n tle
domestic interest raotes relative to foreign countries will lemd ko
an offsetting appreciation, 7The channel by which higher domestic
interest rateé result in an exchange raote appreciatié%dié illustrated

in Figures 3.1.
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PigureIS.l

The channel by which Higher Domestic Interest
Rate Result in an Exchange Rate Appreciation
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In this illustration, BB is fhe balance-of~payments schedule,
Exchange rate is meassured on the vertical axis and. interest rates
on the horizontal axis., An incrcase in interést rates leads to o
net capital inflow or a reduced capitael outflow and therefore
causes the over-all balance of payments to move into surplus. The
exchange rate will appreciate, and the rate appreciétion will be
sufficient to offset a worsening of the current account; where the
economy moves from A to A' on the BB schedule, given prices,
foreign incomes and interest rates. However, if the domestic
country's real output declines due to higher domestic interest
rates and aggregate demand falls, the BB schedule shifts dinward

overtime. The long-run payments schedule that incorporates'the
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equilibrius: of income implied by.the real exchange rate and interest
rate will be the steeper schedule such as Bh. And, the long~run
exchange rate will be further appreciated to the position such as
point AY,

In comparison with the previous theory, it is evident
that this traditional approach relies on two major assumptions.
Firstly, an exchange rate is viewed as the relative price of
national outputs rather than the relative price of national
currencies. Second, it is assumed that the exchange rate is determined
by the condition for equilibrium in the markets for flows of fﬁnds
rather than by the condition for equilibrium in the markets for stocks
of assets. " Thus, capitel~flow constitutes, in this theory of
exchange rate, an important mechanism by which exchange rate changes
affect copital flows, the extent of which depends on the interest
rate. This balance of payments theory predicts that an increase in
domestic interest rates create gn incipient capital inflow with the
result that the exchange rate appreciates. This conclusion is in
sharp contrast with the monetary model of cxchange rate determination
which predicts that an'increase in domestic interest rates will produce
a depreciating exchange rate, since the increased interest rates
compress the real money demand.

Another apparent conflict with the monetary model of
exchange rates arises in the exchange rate and income relationship.

This traditional theory predicts that higher levels of real income
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would lead to increasing demand for imported goods, thereby the
current accounts deficit and & depreciating exchange rate. .On

the contrary, the monetary approach to exchange rate determination,
reviewed in the preceding section, predicts that higher levels of
real income result in an increase in the rezl money demand and
create an incipient balance of payments surplus and hence an appre-
ciation of exchange rate. With this summary statement, we turn now
to another model of exchange rate determination, the Mundell-

Flimming approach.

3.4 The Mundell-Flemming lodel

The balance of payments £heory, indicated in the preceding
section, has drawn attention to the role of capital flows in the
determination of exchange rates, This is also the perspective
abcepted in the modern macro-cconomic approach to exchange rate
determination originated with the pioneering work of Mundell (1963)
and Flemming (1962).717

The Mundell-Flemming thesis revolves about the.macro-
economic framework of interest and cutput determination which links
goods market and money market equilibrium with the balanceQOf—payments
nexus because exchange rate changes influence competitiveness and
capital movements, with domestic price level fixed. Changes in the
exchange rates, particularly devaluation; constitutes an important

instrument of demand management, since it tends to increase the

demand for domestic output 50 that its role in a stabilization

v
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nrogram is both tc switch demnnd to the foreion sector which should
improve the balance of wnayments and to offset in part the deflztiorory
impacts of a restrictive demand manageument policy. On the wholo,
devaluation shifts foreign demand towards the goods exported by the
country in question and acts as an expansionary stimulus.18 Thus,
with prices and foreign real income fiied, net c¢xports arec a
decrcasing function of domestic real income and the exchange rate.

On capital accourt, with foreign interest rate exogenous, net inflow
is an increasing of the domestic interest rate and the expected rate
of appreciation of the domestic currcency.

The Mundell-Flemming theory may be summarized by referring
to a conventional IS-LM diagram, with the assumption of perfect
capital mobility, imposed by the positively sloped balance of payments
schedule, Note that perfect capital mobility implies;that there is on
only one rate of interest at which the balance of payments can be in
equilibrium, If the interest ratc were higher, there would be cspital
inflows which lead to a current account surplus and conversely;if it
were lower. The nmoney market equilibrium is represented by the
conventional LM, and the goods market egquilibrium by the IS
schedule except that it incorporates not export as a component of
demond determined by income and coﬁpetitiveness. Thus, excuonge ra
depreciation should shift the IS schedule tb the right. Thisis

shown in Figure 3.2.



With perfect capital moLility and of the ‘snalle-counta; ¥
assumptions, the analysis the Fleﬁming«Mundell analysis may be easil,
exploreds Let the country in guestion flcoats rather freely. Hoext,
assume an expansion of the money supply indicated by the rightward
shift of the LM schedule, The impact &ffect iz to lower interest
rates gnd to exert dn oxpansionary effect on domestic expenditure,
The fall in interést rates, however, leads to exchange rate
depreciation due to incipient capital outflows. The depreciation in
turn enhances the country's competitiveness, thereby, stimulating
net exports and/or import-substituting activities. This, the IS
schedule shifts to the eight to a new equilibrium point at A'. The
outcome of the monctary expansion, then, is that, output and income
have increased.sufficiently for the increased money balances to be
absorbed at the original rate of interest, and therefore leading
to the depreciation of exchange rates. The extent of depreciation
ig greater, the less the interest and income elasticities are in
the demand for money, the larger propensity to import, the smaller
are priée‘eldsticities in trade, and the more interest-responsive

is domestic expenditure.

Figu‘re 312
The Mundell - Flemming Theory : IS - LM Diagram.
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This Mundell-Flomming analysis has some important
implieations for exchangs rate theory and monetary policy. First,
under perfect capital mobility condition, with given the world
rate of interest, monetary policy operates not by raising
interest-sensitive components of spinding, but rather by provoking
a depreciation and a current account surplus., Tt is through net
export component that monetary policy works and doing so quite
effectively, Secondly, the analysis brings into the forefront the
link between interest rates and exchange rates, and this has become

central to recent exchange~rate models.

9]
Let the condition of goods market equilibrium1’ be
represented by
Y = a(Y, v) + C(EP"/P, ¥, ¥%) (15)
where A( ) denotes aggregetc¢ domestic spending, C the trade

balance, and other notation being as previously defined, then it
can be shown that an equilibrium exchange rate is determined by

the following arguments.zo

E = ®r,Y,Y*, P*/P, O) _ (16)
¥here O captures fiscel policy variables and other exogenous
determinants.

In a reduced form equation, an equilibrium exchange
rate in this model becomes;

E = E(M,y*,o) : (17)
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That is, ©n exchange rate in equilibrium of all markets
would be a function of the stock of money and. foreign demand for
the country's goods and services, as well as other fiscal policy

variables.

Note that the Flemming-Mundell model has a number of short-comings.
First, the theory implies that strict interest rate cquality éﬁst
obtain internationally, and it exciusively leaves out the role of
e¢xchange rate exprectations. Sécond, the analysis takes no account
of the effect of exchange rate depreciotion on domestic price levels.
The model virtually neglects the depreciation either to affect the
price level, and thereby the real value of money‘balance,.or.the
price of the country's output and hence the country's compétiiiveness.
That is why monetary increase leads to'expansion in output a2nd income
and depreciation the‘currency, to maintain, through the current
account, external balsnce with whatever mix of output (higher) and
interest rates (lower) required to restore cquilibrium in the goods
and money markets .

Moreover, the Mundell-Flemming épproach seems guestionable,
expecially in the light of recenf experience and throritical
developments. This involves the absence of dynamics, i.ec. lags in
response of output and trade, and lack of the role Qf expertations.

If these lags operate and are taken into account, it would imply tint
monetary policy in the short run may not be expénsionary aé the

theory predicts. Likewise, if an interest rate cffecet on capital
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flows operate with long lags, such effects will cease as flows
occur, 1In view of these remarks, we turn to a more elaborate
analysis which incorporate¢ asset preferences and the requirement

for portfolic balance on current account.

3ip The Asset Market Approach to Exchonge Rate Determination

The Mundell-Flemming theory assumes perfect substitu-
tability between domestic and foreign.assets with the implication
that there would be only one rate of.interest at which the balance-
of-payments equilibrium can be maintained. The asset market
approach of exchange rates, relaxing the stringent "perfect capital
mobility" assumption, emphasizes a more limited substitutability
between domestic and foreign assets and argues that the exchange
rate along with asset yields determine balance between asset demand
and asset supplics. A vast literature on the asset market theory
or the portfolio balance approach, as sometimes referred to, has
appeared over the past decade. The review in the present section
focuses only on the main strand of thinking on this approzch of
exchange rates insofar as it is relevént to our mainstream of our
investigation.

The main theme of the asset market or the ﬁortfolio
balance approach of exchange rate discussed in the present scction
follows models that have been developed by Dornbusch (1975),

£122

Dornbusch (1976)21 Schadler (197 ' Kour123 {1976), and Branson®

(1979}
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Before taking up a critical review of this approach,
it may be helpful to breifly pinpoint the basic assumptions of tle
nssect market equilibrium model. The first assumption of the saset
market equilibrium medel is that it views o multiplicity of factors
as determining an equilibrium exchange rate, including money, bonds
and other financinl assets, domestically supplied and those in
¢xigstence abroad. Secondly, the asset market equilibrium assumcs
that stock equilibrium, rather than flows equilibrium in the zoods
market and balance of payments, play 2 prominent role in the marlets
for money, securities, and forelgn assets. According to the agset
market theory, asset holders contimuusly adjust the composition of
theilr portfoliocs on the basis of which to refleet relative expected
rates of return on various domestic and foreign assets, and it is
changes in interest differentials which induce capital flows. Tt
therefore impliecs that changes in current-account positions play
a rather subdued role in the short-run, not only because commodity
markets are assumed to adjust only pgradually but also because
longer lags come to play in the adjustment of current accounts to
price changes., Finally, the portfolio balance model assumes that
expectations are regressive playing a limited part in affecting

tra@e flows.

*The terms "asset market equilibrium®™ model is used here synnonymousliv

with the "portfolio balance' approach of exchange rate,
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Following Dorubusch (1976) and Bransoq {1979) wo ossuite

the situation in a typlcal country as follows : bomestic residents
hold domestic moncy and bonds, which form the tradable asset; thoce
domestic money and bonds are not held by foreigners, and any
increase in liabilities to foreigners indicates a fall in doamestic
holdings of foreign bonds, which represents net foreign assets
assumed to be positive., The proportion of any férm of wealth which
domestic residents desire to hold, as already stated, depends on
relative expected yields of assets.

Under thesc circumstances, the exchange rate performs
three functions., First, since it 1s cssumed the domestic residents
are in net credit position, an appreciation will cause wealth to
rise, Second, exchange rzte expectations are linked with changes
in interest differentiales which form a component of relative
expected yields of domestic and foreign assets. Thirdly, the assci-
market model incorporates the Mundell-Flemming analysis of the
gxcllange fate effect on the current account, by arguing that this
effect deftermines the net acquiéition of foreign assets.

| Thus, the exchange rate is viewed as a relative price
being determined by equilibrium in the asset markets, i.e. whcfe
the existing stock of a vast variety of assets are wiilingly held,
or the maintenance of portfolio balance is achieved in the
shorterun, with lagged feedbacks affecting the current account nnd

the accumulation of foreign assets. In the long-run the currcnt
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balance will be unchanged and the accumulation of foreign assctsg
will cease. Thus, in the short-run, the exchange rate in poriiolio
balance models plays the role of equating asset markets, providing

a corrective mechanism for foreign exchange markets, working through
the capital account: in the long - run, trade and other real
varigbles are allowed to adjust partinlly, This analysis draws
sharp distinction between the short-run and long - run responses ol
exchange rates to monetary changes which may produce different
results. It implies that the factors that establish a stock
equilibrium in asset markets may not necessarily be consistent 'with
those that would produce continuing flow cquilibrium in commodity
markets because variability in the factors that impinge on expected
rates of return or risk will tend to cause wide variation in exchange
rates., Since changes in commodity prices and trade flows respond
only gradually toward their eqﬁilibrium position, the equilibrium
exchange rate in the short-run is achlieved when existing stocks o3
financisl assets are fully absorhed in the wenlth-holders!
portfolios., The implication of this assertion is that the focus of
the analysis of the asset market eguilibrium theory is on the short-
runy congidering relative prices of goods and production factors to
influence exchange rates in the long ~ run., In effect, this thcory
maintains . that the factors that establish a stock equilibrium in
asset markets may not necessarily be compatible with those thot

would produce continuing flow equilibrium in commodity marketam; ond
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since this theory assumes that expectations ploy o limited role in
~current accounts and that the response of current - acecount flous to
their underlying determinants operates with logs of longer durction,
the exchange rate in this model may move to a level which, whils
clearing the foreign exchange market in the short—run, is not
necessarily consistent with continuing equilibrium in' the long-run,
In other words, the short-run stock equilibrium exchange rate thot
is obtained in the asset market may considerably deviate frorm the
flow equilibrium rate that would achieve external payments balaonces
over a long - run period.

To appreciate the model described gbove, it may be useful
to clarify the asset market approach in terms of equational forms.
Specifications of the asset market umodel hove been made 2t various
levels of generzlity and theoreticel rigor. This review is intended
to spell out only the basic elements of the asset market model,

following a comprehensive study undertaizen by ':;ouri.25 According to
Kouri's interpretation, the focus is on the relation between the
domestic absorption and trade balance. The private sector is
assumed to hold a stock of assets, the demand for which being s
function of expected rates of return on such assets and an spctivity
and wealth variables, Rates of return on foreign assets arc nade a
function of expected exchange rate changes. The trade balance is

residually defined which corresponds to income less total- domestic

absorption (private and government). A full model is as follows.ag



- 95 -

W = LM'+ AfT + A*E/r*J P (1)
e% = Al y,w,e,0t) (2)
M/E = M(Y,W,r,r*) (3)
BOT = Y - c(Y, W) -G | (4)
B = Bt )

Where W denoctes total wealth, M,A,A* are respectively, moﬁey stock,
stock of domestic msset and stock of foreign asset; Y stands for
real income, and P the price level; C.and G represent private
consumption and government expenditure; r and r* are domestic and
foreign rates of return on assets, and E‘is the exchange rate.
Weélth equals money supply foreign‘ﬁssets times exchange rates and
domestié asset.

This simple framework should enable to analyze the two
basic questions connected with the assef market theory : firstly,
the extent to which the short-run exchange changes lead to n
disproportionately large change in the long ;.rﬁn equilibrium rate,
following financial sector shocks; and secoﬁdiy, whether the
short-run exchange rote adjusts gradunlly to its long -run
equilibrium,

Note thpt the reduced form eguation of this model, in
~ which an equilibrium exchange ratc is determined by relative ocset

supplies; and in particular, an incresse in domestic nominal ossoto,
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money or securities, relative to external assets, will lead to
an exchange rate depreciation, The asset market model draws
attention to the possibility of substitution between domestic and
foreign assets but they are imperfect éubstitutes and therefore,
thelr relative supplies determine, along with the money stock,
equilibrium interest rates and the exchange rate. The link with
the current account is achieved by the fact that foreign ascets
are acquired over time through the current account surplus, Next,
consider the implications in this framework of an increase in the
money supply brought about by the authorities. An expansionary
domestic rates of interest to fall relative to those in foreign
countries, and the decline in the interest rates will be sufficient
until domestic bonds, money and real assets are willingly held in
the desired portfolio balance. However, the lower domestic interest
rate induces on increase in the demand to hold foreign assets but
since foreign assets are imperfect substitutes with domestic residents
are limited, the exchange rate bears the burden of adjustment; tie
exchange rate depreciation will arise and the extent of depreciation
will be sufficiently large so that the excess demand for foreign
assets is completely eliminated,

The mnalysis also suggests that the shorterun exchange
rate adjusts gradually to its long-run equilibrium., In the process,
deviations between the two will equal the initial proportional change

of the money supply.
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And, as domestic sesidents continue to acquire foreign assets with
the result that the exchange ratc depreciates the current account
should move into a surplus, However, this will not occur since the
theory assigns lags of long duration to the response of trade
account, and expecially under conditions that the domestic interast
elasticity of momney demand is less than the elasticity of demand for
foreign assets (will respect to domestic interest rate)}, trade
account must, therefore, settle at deficits for a long period of
time. And, so long as the trade account deficits continues, tiie
short-run exchange rate will depreciate even further.

The similar conclusilon that the exchange rate depreciation
will result can also be arrived at, in cnse where the foreign rate
of interext rises relative to domestic rate,

On the contrary, a case where the domestic econony acquilres
net holdings of foreign assetss The foreign source couponent of
money supply increases, and to maintain external pasymoents tarrmct, Lhe
domestic credit source component will be reduced, so that the
equilibrium exchange rate appreciates to the extent equal to the
increase in foreign assets,

Finally, note that the asset market model has also certain
drawbocks, TFirst, it leaves out the role of expectationé ¢ffect,
Second, this model has merit in the analjéis of exchangé'rate
without relying on shifts in money demand or supply as sole

determinants of exchange rate changes. However, it is still a
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partical equilibrium analysis in that dynamic adjustwment which is

considered is still atienuated.

3.6 The Dornbusch Exchange Rate Dyngmics Model

The most recent development is Dornbusch's model} of
exchange rate dynsmics which has in common with the basic monetary
model the demand for money and the assuwption of interest parity;
and the theory assumes competition in trade is imperfect so that
PPP does not necessarily holds In addition, there ere differences
in speeds of adjustment between assets and goods markets, with
interest and exchange ratic responding faster to shocks than goods
prices and output; the expected exchange raote and interest rate
become endogenous, and free to equilibrate the money markets. In
essence, the Dornbusch dynamics model incorporstes the monetory
approach into the asset market equilibrium wodels of exchange rate
determination, The model recduces to two major relationships betwecn
the price level and exchange rates, one explaining the condition for
market equilibrium in financial markets, the other the condition for
cquilibrium in domestic goods markets and money markets. They may

be summarized as follows,

3.6.1 Interest Rate Parity

The distinguishing feature of the exchange rate dynamics
model is an assumption of imperfect competition in trade, and hence

T

the model lends support to the possibility for deviations from Prby



- 99 -

and the interest rate parity condition constitutes the primary
link between internationsl financial markets., The interest ratco

parity condition may be cxpressed as

r-r = log (F/E) o 1)

where log ¥/E denotes the forward premium, F being the forward
exchange rate, E is the spot rate, and r and r* ars domestic and
foreign interest rates, and (r - r*) represents the interest rate

differential, For simplicity, equation (1) may be rewritten as

o ~

T ~ 7 = E;: orr = r*+ B (2}

where E is the expected value of the spot rate in the period t+1,

conditional upon the information availsble in period t.

%6.2 Regressive expectations

Exchange rate expections in (2) are assumed to be
regressive, that is, the expected rate of appreciation depends on
the discrepancy between the expected long-run exchange rate F and

the asctual current rate :

E = (1nE - 1nE) (3)

This suggests the hypothesis of rational expections, meaning thet
traders form expectations by projecting that future exchange rate
movements would be in the same direction as the actual change in

the rate. This doss not suggest that investors always project the
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future rate perfectly sccurately but only '"rationalily® in terns
of the information available; this hypothesis (3) is consistent

with rationality and perfect foresight,

%.6.3 Money market

The Dornbusch dynamics of exchange rate follows the
nonetary model of exchange rates in specifying the real money
demand to be stable function of certain limited arguments, i.e.
real iﬁcome and nominal interest rates. The demand for money tay

he written in logarithm :

lnMd = kin¥ - :linr ()

The nominal money supply is regulated by anthoritus; in logarithmic

form

1nM = alnP - (1-a) InP* - (1-a) 1nE (5)

In specifying these noney functions the problem arises as to what
rolevant price indices should be used for deflating the nominagl
money balances and other financial assets, so as to reflect
portfolio balancing for both domestic and foreign assets. The
present study interprets that the relevant price index for
Dornbusch dynémics analysis of exchange rates shquld pve the
"general price level™, weighted by domestic prices and foreign
prices (i.e., prices of imported goods); that is the general pricg

but (P) is represented by o fixed weilght index that depends on
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the price of domestic goods end the domestic equivalent of the

price of imported goods allowed for exchange rates :
in P = 2 1aP + (1-a) 1nP* + (1~a) 1nE
where a is the relative weight of domestic prices {(P) and (1-2)

the weight of foreign prices (P*), ond money market equilibrium

will be, using the lower case letters to denote logarithm.

m e ap -~ (1-a)p* -~ (1-a)e = ky - ar (6)

The supply of rezl balances equals the level of nominal money

divided by the price level.

3,6.4 Goods market

To obtain an expression for a long-run cguilibrium
exchange rate, we turn to the goods market. The demand for
domestic output (D) is related positively to real income,
relative price competitiveness {through PPP) and negatively to
the rate of interest,

: : o o b N
1nD = /J(e+p*~p) + 5Y - 4  reap - (1-ade ! £7)

where ﬁ and € denote expected rate of price changes and exchango
rate change, respectively.

The rate of inflation is then assumed to be proportional
to excess demand : the price level now plays the role of clesring

the goods market ratihier than the money markes,
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aln P

it

Tin (D/Y)

P = T [(ewpap) + Gim1) Y |

0]

—
G
——r

- {(r-a£ - {1~a)

3.6.,5 Final Equation Forms

By appropriate substitution, the final eguations
expressing the exchange and the general price change in terms of

the explanatory variables, will be as follows :

s
[l

- im-ap-(1-a)e—(1—a)P*}/h ~ Ty - ky/ a (9)

{ 2a T(esP™=P) ~ ar 7 tmmap-{1-a)e=(1=a)P*| /(1=2il)  (40)

”

o
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Chapter v

Transmission Channels of Inflationary Impacts To

the Domestic Economy Under the Current Exchange

Rate Regimes': A Theoretical Synthesis and Empirical Reaults

“e1 Some Summary Restatement About Exchonge Rnte Models

The purpose of thic chapter is primarity to incorporatc
into an integral theme of thinking the theoretical clements irnplied
by the various theories of exchange rate determination re&iewod in
the pfeceding chapter, The attempt is, however, constrained by
serious controversy‘amdng gconomists ovér an interpretation of ecach
“of the exchange rate models and in particular by lack of.empirical
studies on developing countries which should serve as a point of
departure for gur investigation., Nonetheless, the centrsl theme of
the bresent chapter draws attention to the‘possibility of theoretical
integration wifh a view to iddﬁ%ﬁfﬁiﬂ&;and éSSussing the channels

.

through which exchange rate impact effects and/or external shocks
associated with wide and disproportionate changes in exchange rotes,
under other current rate regimes, have been transmitted and passed
into the domestic econony.

The synthesis of the various exchange rate models, reviewed
in the preceding chapter, attempts to explore the relationship beiween
prices, inﬁerest rates and éxchange rates, and other relcvqnt‘

variables. On the whole, our re-appraisal of the various theories of
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exchange rate determinntion suggests that each of the models
attributes to monefary'developments 5nd policy =2n influence on
exchange rate, predicting that internal monetary expansion will
lead to depreciating exchange rates and eonversely., What
distinguishes the more recent from the previously conventional_
models is thé“fbllowings : the-convéntional theofieé qf ezchange
rates emphasized the influence of the exchange rate on the current
account, and the more recent models all focus on the role of the
exchange rate in equilibrating asset markets. This view of
exchange rate has been motivated partly by empirical evidence,
such as the ong lags which tradg appears to respond to changes in
prices and exchange rates, and the wide volatility of e#change
rates in relation movements in relative‘pfices and other real
variables, In particular, the asset market equilibrium modeis
view the relative ylelds on various assets as determining the
equilibrium composition of wealth, changes in interest
differentials inducing capital flows, and the éxchango rate
equilibrating asset markets.

One mzin stream of thinking underlying 5 monetary
approach of exchange rates centers on the monetarist assumption
that the domestic pricc level is sufficiently flexilble, with
given flexibility irn the exchange rate, to cléar the money nmiarikots
whereas the interest rate is determined elsewhere and not éirectly

affected by monetary disturbances, In the Mundell~Flemﬁing
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analysis, the price level was given, and a monetary increase led
to a fall in interes* rates, an inecipient capital account deficit

and a resultant depreciation.1

In the asset market model the price level is given in
the short-run; a monetary expansion brings about a fall in intercst
rates to equilibrate the domestic asset markets; and the fall in
interest rates requires a depreciation for the demand for foreign
assets to be restored to its original level.

In the Dornbusch dynamics model, the price level is also
rigid in the short~run; an increase in money supply results in a
fall in interest rates to reestablish money-market squilibrium; and
the fall in interest rates reguires an exchange rate depreciation
for relative expected yields to be in equildbriun,given rational
expectations.2

~
b

r - r* = = (1nE - EE) ("'{'.'].\)

In 211 these cases, monetary increase means real monciary
growth because of the stickiness of the price level, and impliez &
fall in interest rates which is the mechanism that triggers
depreciation. A fall in interést rates in all these cases reflects
casy domestic monetary condifions and requires an exchange rate
depreciation to improve the balance of payments developments. Thus,

the interest rate and the exchange rate are in each casc positively

By

raolated,.



Nonetheless, the monctary uodel of sxchange'rgta
determination has its distinction of signficance which roflecte its
central analysis, With the price 1evel being sufficiently f{ilexiblea,
interest rates are determined, through rate deprcciation,3 by the

gxpected rate of inflation:

r-r* = E = exp. (P = P*) (he2)

that is, perfect capital mobility ensures the interest cquality, and
rational expectations of PPP ensures domestic and foreign price
equalization. An increase in money supply affects inferest rates
only insofar as it affects inflation expectaﬁions, and if it docs
s0 it will tend to raise them, However, if inflation expectations
depend on underlying monetary growth and are not sengitive to
short-run disturbances, & monetary incrcase will faill to influence
the interest rate; money-market equilibrium will be restored, with
the real money supply at its initial value, by the rise in the price
level via the fall in the value of the currency. Thus, the domecstic
interest (2nd expected rate of inflation) ir this case will be
inversely related with the exchange rate. In conclusion, then, it
should Be pointed out that in the analysis of moretary influencés

on the sxchange rate it is the monetary model which ié uniguely
distinct from the rest., It wlll be pertinent to analyze the
inflationary repércussions of exchange rate chanéés in the
perspective of this approach, which inccrporating into our framewori
the elements of the asset market view and the Dornbusch exéiange

rate dynamic adjustment.
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k,2 Statement of Eypotheses of Exchange Rate Adijustnent

For the purpose of assessing the trensmission channels
through which, and the extent to which exchange rate fluctuations
generate an inflationary bias into the domestic cconomy, the
theoretical perspective summarized in the preceding section will
serve as our agnalytical gnd emplrical framewofk, Moreover, the
descriptive channels of inflation transmission reviewed in chapter
2, insofar as the discussions being relevant to our investigation,
will be drawn upon to substantiate the main theme of our argument.
Two major iésues will be expanded on theée.theoretical and
descriptive perspectives:

First, the pattern of adjustment of the economy depands
upon the nature of the initial disturbance, but under certain
circumstances, there will be a phase of adjustment process during
wich the eéonomy experiences rapid inflation of costs and prices,
and exchange rate deprecistion. In the absence of policies of
nonetary accommodation this phase will be marked by z peried during
which price and cost inflation wili be abated, and output {and
employment) begins to expand. Authority's policy priority is
implementing high growth and recuding unemployment objective,the
demand or supply of tr&dable goods will be validated by the policy
of monetary accommodation,.and it may be sustained during s phasec
of adjustmeﬁt. The impleﬁentétion of policy of accoﬁmodation will
unavoidably result in domestic price incrcases and exchangc

depreciastions. This statement epitomizes the theoreticol clemenis



of all of the exchange rate madels reviewed in Chapter 3, with en

. - . v s - A . N L.
exception of the monetary model. It is this view of adjustment thot
Friedman (1970) could have put forward the statement : "Inflatlon is

A .

always and everywhere a monetary phenomenon", The gquestion =z to
how the exchange rate regime can impert price pressures at n given
level of demand and in particular how exchange arrangements oy
affect the government's demand management policies so as to genercte

inflation, will be explored.

L,2.,1 Transmission of Exogcnous Shock to Domestic Econony

As a starting point, it will be suitsble for the prescnt
analysis to follow the asset market equilibriwsr model, with sonc
extension being allowed for. The most importont extension is, by
way of incorporating the Dornbusch czxchonge rate dynamics, to take
the view that adjiustment in portfelio composition is gradually
zehieved; this assumption cnables us to defive a M"eapital flow™,

As stoted in the Chapter 2, the exchange rate regime can exert an
éffect on the price level if-it changes the supply or demand for
goods. However, such price¢ level effects would not, in themselves,
have any continuing effeet on the inflation rate; insofar as any
upward movement in the supply or demand curves is validated hy
government policies of accommodation, it may well result in the
long~run shift in the rate of inflation, The question of whether
government's policy reaction will be systeﬁatically influenced by

the exchange rate regime, however, is one that tears primarily on



- 113 -

the issue pertoining to the cxchange rate effect on the domestic
price level. In the discussicn that follows, it will focus
specifically on determining what type of adjustment process is
triggered in motion following a disturbance (to be specifigd below)
in the absence of monetary accommodation. Once this process is
specified, the channels through with the exchange rate regimes con
affect the adjustment process and the inflationary impacts fed into
the domestic economy can be examined,

Second, the exchange rate regimes can affect the rate of
inflation, either by changing the nature of the perceived tradec-off
between inflation and other policy objectives, or by altering the
authority's preference for its various policey objectives.5 The link
between real variables and financial sectors is through interest
rates, and interest rates, at a given level of income, are determined
by money market conditions. The exchange rate is determined by the
intercst rate differials (via the interest rate parity coadition)
inducing capital flows,

A once~for-all monetary expansion.will generate the
following chains of responses. In the short-run adjustment,
domestic interest rates fall relative asset yields abroad which
induces an incipieqt capital outflow because portfolio substitution
takes place overtime in anticivaticon of‘changes in actual or cxvected
intérnational yield differcntials, The capital outflows result in
an exchange rate depreciation. Exchange deprecintion operates vin

the expenditure-switching role by changing the relative prices of
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démestic and foreign goods, thereby, effectuating an improvenent
in the trade balance, In this cconnection, the maghitude of the
depreciation must be sufficient to cnsure that capital outflows
are just counter-balanced by the extent of the trade surplus, The
slow adjustment in portfolio composition constitutes the link
between the current account and the c¢xchange rate. The factors
accounting for this slow adjustment afe official restrictions on
copital, institutional rigidities, and adjustment costs, and so on.
First, we focus on the money market conditions. As far
as the expenditure-reducing role of the exchange rate is concerned,
the once-for-all monetary expansion will lead to a fall in the
‘domestic interest rate to clear the money market. In view of the
interest differentials, the reduction in the domestic interest ?ate
results in capital outflows, and the fall in real balances ‘and the
larger the proportion of forcign goods in total expenditure,- the
larger will be the fall in real bzlances required to equilibrate
the demand and supply in the money market. For any given change
in real balances, a lower interest clasticity of money demand will
produce a larger change in the interest rate and therefore require
a large movement in the exchange rate. Thus, a monetary expansion
(in absence of accommodation) affect the exchange rate through the
interest rote differials, as specified in the monetary model, the
asset market view, and the exchange rate dynamics model reviewed in
chapter 3. In essence, the transmission mechanism that lends support

for empirical test is that a low interest rate elasticity of demand



for money will generate large fluctuations in the interest ratc
and large changes in the exchange rate, This hypotheéis will e
subject to empirical verification using reclevant data of the

sample countries over 1971-1979.

4e2+2 Transmission of Exchange Rate Regimes to Domestic Economy

Next, we turn to the transmission of exchange‘rate changes
to domestic economy. As stated, the deprecistion of domestic currency
in the short-run operates fhrough the expenditure-reducing role which
puts upward pressure on the consumer prices and real output, ené in
the short-run adjustment the price of imported goods has risen., In
this connection, some economists argue that the depreciation put
pressure on the prices of traded goods, in general, namely, prices of
imports which are denominated in the domestic currency, as well =s
prices of exports which are dcenominated in foreign curries; the
feedback of depreciation on domestic price levels is referred to as
the "pass~throught effect6. In short-run equilibrium, the size of
individual country parameters detcrmine whether a country's exchange
rate will initially overshort its equilibrium value (e.g., the PPP
principle as extended by Dornbusch)., The elasticity of output with
respect to the cxchange rote, the income clasticity of money demand,
and the size of expenditures on domestic goods in relation to total
private spending, the elasticities of supply of export and demznd
for import, determine, at constant interest rates and capital flows,
the magnitude of the pass-through effects, and whether the-oxchange

rate will overshoot.
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Small countries with the share of <upenditure on denustic
gooda in aggregste private spending is low, will be less vulnerabtle
to exchange rate over-shooting, but more vulnerable to over-shocting
because the elasiicity of output with respect to the exchenge rate
is rather low. Moreover, small countries could be more prone to
6verushoot bepauée of the speed with whieh exchange rates are fed
into import and export prices, expecially in when these snmall
countries aré price-takers" in ﬁhe world commodity market, and in
particular, the exchange rate effects will be greater, if prices
react asymmetrically to positive versus negative changes in costs or
demand, and if one exchange rate regime leads asymmetrically to
larger or more frequent changes.in exchange rates, This would hold
torthe contrary for large countrics with some powers to exert on
goods prices.

The existence of this asymmetry is the basic premise of
the so-called "ratchet and asymmetries" or Mundell~-Laffer hypot}:le.sis.8
Generally interpreted, this argumeﬁt iﬁplies that a regime of flexible
exchange rates exert an inflationary bias compared.with a regime cof
fixed rates., This inflationary bias arises firstly from the fact
that flexible rates are associated with mére frequent exchange rate
chaﬁgés than the fixed rate system; and secondly, in the regime of
flexible rates, in 2 world of downward price inflexibility,
depreciation in aepreciating countries generatés price increases
that are greater than the corresponding price declines in

appreciating countries. Thus, in contrast to a situation where
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prices are flexible equally in both directions in which case
exchange rate changes would have becn neutral with respect to the
price level, downward price rigidity 1ls a sufficient condition for
the ratchet effect of exchange rate changes, This Mundell-Laffer
hypothesis is of important implication for the presenf regime of
generalized floating and the recent eﬁperienCe of wide fluctuations
of exchange rates, The argument seems to be based on the "law of
one price" which in a world in which national economies are so0
closely intégrated, all internationally traded goods, vié goods
arbitrage, Will command the same price everywhere.9 This argument
is not widely accepﬁed nowadays. An alternative view would argue
that product differentiation characterizes the goods market in the
short-run or even in the long-run, so that price adjustment is ne
longer a matter of arbitrage but becomes rather a gquestion of
subgtitution. A depreciation produces competitiveness in which the
country's relative prices fall compared with this country's competitors
with the result thaf demand shifts towards this country's exported
goods occur; and this shift will put upward pressure on the country's
costs and domestic prices, as indicated in the preceding paragraphs.
In the foregoing discussion, the transmission of exchange
rate changes to, and the role of exchange rate regimes on, domestic
gconomy has been analyzed with a view to assessing what role
adjustment in the domestic economy plays and what charactefistics
might make the ecdnomy more vulnerable to exchange rate fluctuations

and inflationary pressurec.
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As regards the question of pass—through effects from
exchange rate changes to the domestic prices of iwporits, it is an
empirical one, and there are two important ways in which to obtain
the magnitude of these effects : one from dircct estimates of eEatatsl ]
through effects, suchas studied by Kréinin (1977)10, mid the other
from estimetes of the rolovant trocde clasticitics, and our study
will adon the second approach. Theoreticallﬁ, the countries with
lower trade elasticifies, the more vulnerable they will be to
greater pressure of inflation fed in through the large fluctunticns
(overshooting) in the eoxchange ratec as 2 result of exchange
depréciation.

In the similar vein, the Mundell-Laffer rachet hypothesis
carries the empirical implication that it points to:the size of both
demand and supply elasticities for traded (and non-traded) goods as
indication of the ratchet effects. In cases where %hc size of these
parameters is not very differ@nt between domectic and foreign
counﬁrieé, both the appreciating and deprecinsting countries will
bear the burden of price inflation resuiting from an exchange rate

1 that is, both domestic (P) z2nd foreign supply prices (P*)

change§
will change (in opposite directions) by less than the magnitude of
the exchange rate fluctuations (E‘), as discussed in chapter 2,

namely,
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where dots denote proportionate change of these variczcbles,
Furthermore, in cases where the absolute valuce of the price
elasticity of demand for imports is large relative to the supply
clasticity for dimports or import-substituting goods, one would
expect import prices to rise to a greater extent as a result of
eXchange deprecisation.

In effect, the countries included in the sample are
small economies which are reliant on foreign trade, and they
faced particularly serious problems since the currency.
realignment in the 1970's, Rising import prices have been =
source of domestic inflation and 2 deterioration in the terms of

trade adds to bzlance-of-payments problems. Many of the sample

countries have resorted to sltering the price of foreign exchange,

by a variety of formal and non-formal devaluations. This study
analyzes the experience of the sample countries to investigate
the inflationary effects of increases in the foreign price of
import and alternative exchange rate policies. To expedite the
analysis of the exchange ratc and foreign price changes and the
tranemission channels through which these repercussions ére
imparted into the domestic economy, cstimates based on threc
contending hypotheses arc provided.

| (1) Estimates of the parameters of intecrest rate

clasticity of demand for money which isolate monctary impact

effects on the exchange rate through the interest rate differentic

(2) the transmission of exchange rate fluctuations to the doncstic

v
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economy is analyzed with reference to pass-through effects from
EXChange rate changes to the domestic prices of imports and oxports;
and (3) estimates of the relevant forcign trade elasticities
provide the extent to which the countries under investigation nnv
ke more vulnerable to short-run J-curves and thereby experiunce

a possible over-shooting from an equilibriws PPP as a result of rn

depreciation and/or changes in the foreign price of importsz.

L,3 Empirical Evidence on Estimates of Interest Elasticities

The preceding section has indicated the theoreticsl
framework for analyzing the exchange-rate~change hypotheses, This
section sets cut to proesent information on the magnitude of the
important parancters and to assess the channels through which
nominal exchnnge rate changes arce transmitted to affeet dowestic
Prices and costs, under circumstance of non-accommodation pelicies.
The adjustment process under policies of monetsry accommodation is
discussed in section that follows, |

As regards the question of adjustment in forelgn exchange
markets, we hypothesize, that monetary repercussions affect the
nominal exchange rate through the interest rate differential which
specifically implies that a ldw interest rate elasticity of demand
for money will generate large'fluctuations in the interest raote and
thereby require large changes in the exchange rate., Estimates of
intereét rate elasticities of the satnple countries for the narrow

definition of money (M1), defined in the functional form well
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established in the literature , as reviewed in chapter 3. JFor
thc purposes of making comparisons across the sample countries,
etipirical estimates of the income ciesticities of the demand

for money of these countries are also presented.

Table 4,1

Sample Countries : Estimates of Interest Rate and Income

FElasticities for Narrowly Defined Money 1970 - 1979

Interest rate | Income ! )
Country o . ... i Eguotional Torm
elasticities elasticities

Indonesia -G.117 14238 See Table 5,3 for
detailed regression

results.

Republic of Koren -0,280 1.025 "
Maloysia Neds Nede 3
Singapore =0, 124 1.992 1
Philippines -0,092 OL771 i
Thailand | -0,076 1,048 L

Note : Interest rates are not available for Malaysia.



The evidencce in this table dindicatoes a fairly low
interest elasticity with respect to the demand for money for the
sample countrics, given precantions that these estimates may he
hiased and inconsistent to some extent., These low interest
clasticity results imply that, give releatively comparable incone
¢lasticities, an expansion of the money supply (or a contraction
of the demand for money) of these countries will exert slightly
larger fluctustions in exchange rates and/or capital flows then
would be required for countrics with relsztively high interest
clasticities, While limited samples in this study preclude us
to draw many conclusions, it is gquite evident that for the
countries implementing large discrete exchange rate changes,i.c.
Indonesia and Kcrea, the parameters of their money demond functions
beor on wide fluctuations in the nominal exchonge rete as 2 result
of o given change in real balnnces. For other sample countries,
the relatively low interest ¢lasticities indicate possible wide
variations in the interest ratces due to once-for-all changes in
the money supply or money demasnd, and these conditions mean that
a monetary expansion requires 2 relatively large movement in their

exchange rates,

Lok Parameters of Trade Elasticities of the Sample Countries

As regards the nagnitude of trade elasticities of the
sample countries, the empirical results are presented in table

4,2, Thesz price elasticities of demond for imports and exports



are calculated by the conventional formulation of the form

™

boa ¥ - = s M/
o F A, 1og 8, log /Pi o, (1)

1l
u]
4

log Qm

P -
log Qx bo + b2 logY¥ - b2 log X/Pi + Uy (2)

where Qm and Qx are the indices of import duantity of the respective
countries under investigation; Y denotes nominal GNP Pm and PK

are the prices of imports and exports, respectively, and they are
deflated by the domestic price level, Pi’ to capture the degree of
competitiveness between imports and import-substituting or.non-traded
goods. The estimation results of trade elasticities indicate that

in almost all cases they have relatively low values. The low

values of these short-run trade clasticities, along with low intercst
elasticities of the money demand, imply that these countrics are
vulnerable to wide variation in exchange rntes and to high degrec

of inflation as a result of given changes in the real balances;

the exchange rate Would tend to overshoot its equilibrium valuc in
the short-run, and the wide variation in the rate affects the price
of imporis which results in uwpword inflationary pressure fed into

the domestic economy. An excogenous shocks to the foreign exchange
cost of imports under low-value trade elasticities would add =

strong impetus to the domestic inflation, given an exchangc ratoe

changes, The trade elasticities are shown in table 4.2,
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Tablc 42 Price Flasticities cof Demand for Iumports

and Exports of the Sample Countrics 1971 - 1979

j Price elasticities of | Price elasticities of

Country ! i
demand for imports 5 demand for exports
Indonesian NeAe 0.079
Scuth Korea. -+ 760 0.214
Malaysia - 796 0.031
Singapore -0, 446 0.017
Philippines -. 488 0.241
Thailand -1.133 0.164

4,5 The impacts of import prices and exchange rate changes on

domestic price levels : estimation results.

As already emphasized, the domestic price of imports
may rise either through increases in foreign exchange cost of
imports, a factor exogenous to the small economy, or through
formal currency devaluations. The official currency devaluations
may take the form of chaonges in the rate of exchange which np?limé
tc all foreign exchange transactions, or the form of subsidies on
exports and duties imposed on imports to achieve the same rnvernge
devaluations, The latier non-formal components of exchange-rato

sanipulation will be ignored in the present analysis. To assers



the effects of price of import and excharnge rate changoes on
domestic prices, we estimate tho cquations of the follewing

13

specification of domestic rate of inflation.

P. = a +aF. + n ?m + aE + u (3}

2 3 3

where dots denote rote of change of the respective variables;
Pd iz the rate of change in domestic prices, Pm is the rate of
change in the foreign price of imports, B is the rate of change

in nominal exchange rate, and u_ is the stochastic error terms;

3

Ed stands for the excess demand in the goods market, To measure
this a proxy for the excess supply in the noney market is used:
it is the difference between the rate of increase in the money
supply (ﬁ1) and the ratc of growth of income (Y). The E,
variable captures the excess liquidity created by the government
fiscal deficit and by changes in the money demand caused by income
~growth; it is ¥ - ﬁ, reported in the regression results,

The empirical results for the sample countries over
1971-1979 arc presented in table 4.2, It is to be noted that
the cquation formulation does not distinguish between the two
components of exchange rate. Alternative lag patterns waere
tried but the results consistently indicated that lagged
variables should not be included for foreign price changes and
extess demand, since they are all insignﬂﬁsant and their inclusicns

reduce the efficiency of the extimation. The exchange rate

variables, however, are significant with lags., For the regression



results of the sample countrics, the following summary statements
may be offered.

For the case of South Korea, the verious parameters
have the right sign and plausible values. The excess demand
variable has the o priori expcctation and significant, implying
the increase in the money surply contributes to, while incone
growth inhibits, the domestic price increase. 4 one ﬁercent
increase in the price of imports, other things belng equal,ccuses
the domestic price rise of an order of 1.2 percent annually; and
1ikewise, an officiagl devaluntion of the won of Ten percent foeds
in the inflationnry pressurc to the extcnt of 60,1 percent annunllye.
For Malaysia, changes in the price of import produce a relatively
larger cffect on 'domestic inflation thzn the given rate of
exchange rate changes for the cgrrent period, but the opposite
holds true for the lagged exchange rote variable, given the
significance of the cexcess demnnd paramcter, For the case of the
Philippines, a compérablc results arc obtained. A1l the varialbes
have the right sign with plausible values. A 10 percent incrense
in the foreign price of imports leads to a 3.8 percent rise in the
domestic price levels, while a depreciation of 10 percent of the
peso in the previous year results in a 11.3 percent in the rate of
domestic inflation, and the rate of inrflation of 1.9 percent for
the depreciation in the current year. It is notable that for
Singapore, the results are similar to the case of the Philippines,

the excess demand varisble has the ccrrect o priori sign and
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significant. An increase in the foreipn price of imports is
agsociated with the rise of domestic prices of CJ.4& percent; whilce
the depreciation of the exchange rate of 10 percent in the current
year reduces the inflation rate, that of the previous year triggors
the inflationary pressure to the oxtent ¢f about 90 percent. In
view of the fact that three countries resorited to floating rantes
for almost all of the period under study, the interegting gquestion
arises t why is the price of imports not significant with logs
whereas the exchange rate is an explanatory variable? Thaﬁ is,why
is the exchange rate change different in timing from foreign price
changes?

The apparent reason should he simply noted., Import
prices (c.i.f.) includes freight znd insurance which reccorded at
the time of entry of the goods which is normally at least seoveral
months aftef fhe decigion to import was made at the prices then
known to importers. On the other hand, the relevant exchange rote
is that prcevailing at the time of payment: znd thus, lags‘fcf
exchanée rate are consisteﬁt with no lag for the import prices.

The other guestion of importance is : should we cxpect
the inflationafy impact to be.the same regardless of what has
caused the depreciation of exchange rate? From the empirical
résults for the sample countrieé in Teble 4.2, it is evident that
a discrete formal devaluation, i.c. the case of South Koreca,
produbes relatively lorger effectsz on domestic inflation. The

reason is that since a formal devaluation applies to all forcipm
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cxchange transections, and not only to trade ir geods, the discrote

change in exchange rate would certainly have stronger demand effects

|_h

than ordinary (non~formal) change of the ratec. Thesce relatively
stronger effccts may result from the increase in the domestic-currsncy
value of other transactions,i,c. unilateral and capitel transfers,

and from the revalustion of asseis denominated in foreign exchange.
Moreover, an announced change in the formal rate of exchange is
normally widely published and this makes it easler to pass on the
price and cost changes. Finally, it should be noted that for

Thailand the import prices have heen a significant factor contributing
to the domestic inflation but not the cxchaonge rate changes, since
Thailend had pegged the baht throughouf the period of study; and the
excess demand is not significant° Thus, the rate of inflation ovar
the period can be explsoined by the price of imports but nnt by

changes in the exchange rate,.

4,6 Summory

In conclusicn, the evidencce that the excess denand
VHrinBle is significant means that the short-run increasc in
monetary growth relative to the income expansion in a2ll casce of
the sample countries, except for Thailand, constitutes the
important argument in the variation of the domestic price levels
of these countrieslover 1971-1979, Since the interest rate
clasticities of the demand fof rnoney have expected a_prior sings
and relatively low valucs, ond the trade elasticities are nlso low,

this mezns the fall in intersst rates in the short-run rerflgcte



easy demestic monetary conditions and reguires nn exchanpe robg
depreciztion tc ristore. the halance o} payments equilibrium,
There must be a phase of adjustment process during which the
domestic economy experiences the'rathér rapid inflation of costs
and prices which are attributed to the relative increase in the
foreign‘price of imports ana the exchange rate depreciation or
devaluation, While available data for gach country do not pernmit
a breakdown of exchange rate changes into the formal devaluation
and non-formal depreciation of the rate, comparisons across the
sample countries allow us to make the following swmmary statement.
First, changes in the formal rates of exchange have arsigﬁificant
inflationary effect only in the current period and lagged vaiues
are not significant, i.c. the case of South Koren, On the other
hand, the e¢ffects of exogenously—détefmined changes in the rate
appear to have effects only with leags, and thus the difference
between formal devalustions ond the exchange rate changes due to
the currency realignments during the 1970's, lies in their time
patterns required for adjustment, Seccondly, the relative effects
of import prices amd exchange rate changes indicate that in 2il
cases, again with the exception of Thailand, exchange rate
depreciations and/or formal devaluations have a stronger impact
on expectations and thus their e¢ffects can be more easily passad
on to domestic prices and;lthereforo, is reflected faster in, ond
with a greater magnitude_of, the rate of domestic inflation than

an apparcntly conmparative foreign price of imports. TFinally,the



anrlysis in the present scction does not provide evidence o
conclude that the floating rote regimes are germane.to MoTe:
inflationary vressures than the fixed rate‘regimes, For .
Thailand the impact of foreipn price of imports appears to

explain the inflation rate ofer the period under investigsotion,
and exchange rate cffects have been, if any, negligible, It
should be noted that the model presented here does not taie

intc account the supply side,i.c.wage adjustment, which is o

Jimitation of the analysis.

Table 4,3 Regression Resuits of the Poss-through Effects,1971-1979,

Thailand (a) Pi

Country :RZ anm
Indonesia (no satisfactory results) :
South Korea Pd = =1.574+0,592( fi~¥) 41, 218, 6. 108% L300 W92

(1.36) (1. 90) (2.302) §

Malaysia (a) Py = 0.685+0.160(1-¥)+0, 39P +0.041E . 928, 1,42

(1.56) (7. ?L) (0,56)
(b) P, = 0.7964+0.129(M-Y)+0. 380? +0.0535+2. 765 Ey_ ﬂ ah& 1,57

d
(1429) (7. 73) (.23) (1.b46)

Philippines (a) P = 3467140,178(M-Y) 40, LOF -0, 24E «215 3.9
(1.16)  (6.32] (1.58) |

(b) P, = ~2.156+0.112{M-7)+0, 58P +0,19E+1,13E Leso 5,7
(1.74)  (6.08)" (1.82)(4.455"7

3ingapore ?d = 21415404 24(H-Y) 40, 46P wO.b#m+9.999Et_ ;?35 Eon3

(1.86) (2:29) (.82) (1,34}

17 ¢ 50~ 1.5%8(M-1)+O.)2P ~C,77E 1828 b
(3.43) (1.58)" (4, 31)

(B) Py = 11.21-0.95(M=¥) 44,98, -0, 41E-0.22E_, 5% 7.4

(1.00) (1 56) (0.46) (.24)

1

lioter The peried of repression is from 1971-197%. Figures in persvihes.s
2re t-statistics; gzoodness of fit is measured by coefficicnuts rf
debermination and SEE = standard error of estimotesy dots cvor the
voriable denote percentage rate of change; 211 vworisbles nre Loosed

on snnual oshservations.
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Chagter 5

Some Summary Staotements

5.1 Some Economic Characteristics And Demand Msnagement

The prasent study is concerned with the difféfential
exchange rate regines and the exchange policies with & vieﬁ to
assessing the real effects of exchange rate changes on domestic
prices and external payments of certain Asian countries, namel;y,
Indonesia, Malaysia, the Philippines, Singapore, Thaziland and
Republic of Korea, during 19?1 - 1979, 1In pursuit of the iseues
under'investigation, this study explores the‘mechgnism wherchy
exchange rate changes are transmitted to affect domesficrprices,
and the analysis attempts to uncovers whether the shifts of
unprecedented magnitude in the current accounts of the groups
of countries under review can be explained by their respective
exchange rate policies. In this connection,‘it will be useful
to ~ase and sum up the main thre;éé of the arguments;
| First, cconomiec characteristics of the scaple
couﬁtries need to be taken into account in the execution of =z
demand management'packagé. For the pﬁrpose of our stﬁdy, the
following economic features of importance are distinguished
(i)} As developing economies there tends to be low éubsfitutqbility
between export goods, impo:t gobds and non-traded goods. 'In the
export side, domestic demand for expart good of these countrics

is small relative to total oﬁtput. In the imbort‘side, nost
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manufactured imports do not compete with domc:itic output te =
gignificant extent. #hat this feeture means is that it is
guite difficult for developing countries to restrain domestic
demand with the objéct of redirecting existiﬁg output. toward
ret export, Thus, demand maonagement, per se, especially,
exchange rate changes are less likely to be successful in
fostering net export. (ii) Another distinguishing
characteristic of developing countries is that supply
elasticities of primary products and exports cause cxpenditure-
switching, such as devaluation, to subject to high degree of
‘uncertainties on the ﬁart of poliéy-makeré; sihce export prices
are determined exogenously in the world market, export earnings,
such as by means of exchange rate chanées, can come about only
through induced increases in output supply which not only takes
lorng gestation period but also dépends on » number of complex
factors (such a= sources 6f exploitable new mineral resources
etc. ). These characteristics of LDC's are often referrsd to
as "the small-country conditions.'" (iii) Lastly, but by no
means least important, most developing countries ‘under review
except Singapore, have only the rudimentary capitai markets.
The rudimentary nature of capital market in the countries being
studied have the following implications : firstly, internzl
finance tends to dominate investment financing; secondly, the

only important source of financial intermediation is the
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domestic banking system, and the only financial assets that the
public can choose to hold.are those cfe&ted'by the banking ﬁystem;
thirdly the banking.system has been made attenuated by
constraints imposed by the outhorities, such as, lending ceilings
and regulation of interest rates, the situation which exacerbates
the financial system. Thus, the capltal markets have been
characterized by a state of financial représsion, by which it
means inefficiencies in mobilizing.and allocating savings, and
thus constrains the countries to depend on foreign borrowingy
finally, the elasticities of demand for money with respect to.
interest rates under the mentioned circumstances will be relatiﬁely
smal}l and it mesns that some of éhe traditional instruments of
monetary policy will be less 1ike1y to be effective in support of
stabilization policy. '

In effect, these considerations of the characteristics
of the countries under study suggest that the design of demand
nanagemoent policy to bring about n balance of payments improvement
“through measures that impinge on exchenge rate changes, muét be
made with utmost precautions, And, the present study concludes
that the countries under investigetion were prudent ladequﬁtely
to choose their respective exchange rate regimes rather effectively
and the outcomes of their demand management scenarios reflect o
successful development both in the real effect of their exchnnrse

rate chenges on domestic prices snd on improvement in their
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external paynents development,

5.2 The Lxchanpe Rate Regimes

It is not possible and beyond the scope of the presant
study to provide rcasons as to why the respective countries clhoosc
the different exchange rate regimes. However, in assessing thc
differential impacts of variation of the real exchange rates
defined as the relative price of imported and domestic goods) of
the sample countries, one need to exaomine the exchange rate regimes
and their subseqﬁent developments since the breakdown of the
Bretton Woods sygtem in August 1971, the phenomenon which took on
‘n far-reaching course in the exchange rate and monetary policy
development of the countries reviewed in the study.

As indicatcd in the first chapter, a mzjority of less-
devoloped countries meintained a fixed exchange rate reginme,
peggihg to the key currcncies, notsbly, the U.S. dollar, and the
Pound Sterling, and so on, In the 1970's the situation holds
true for the ASEAN member countries, with the exception of the
Philippines. Republic of Xorea was the only country that =zdoptod
2 managed float over the period 1971-1974; but subsequently
during 1975-1979 pegged the won o the U.,S5. dollar, ©On the
other hand, two ASEAN member countries, namely, Malaysia and |
Singaporc pegged their currencies to the Pound Sterling during

>

1971-1972, but changed their éxchange rates into the 'mannged



floot! reginme zfter the currcncy reslignment., during the veriod
1573«7979, Indonesia maintained a fixed raotc system throughout
the perioed, 1971-1979, pegging her éurrency to thne U,5. dollor.
Likewise, Thailand during 19?1-19?8 opted for a fixcd raﬁe
standard, pegaing the Baht to the .5, dollzsr with » prescribved
margin; in accordance with the International Honetary Fund's
specification criterin; however, in late 1978, the baht wae
pegged to a basket of trading countries! currencies, The

details are shown in Table 5.1;

TableS.1

Zxchange Rate Regimes of Certnin Asian Countries,1971-1979

! -~

Country Exchange rate regime @fter Currcncy Realignmenté Inflation rate’
- N prior to 1973 ; % {(per cert:
! } § o

Indonesia Fegging to U,S.dollar Pegging to U.S.dollar E 173
(1971~1973) . (1974-1979) :

Walaysin Pegging to Poﬁnd'Sterling?Managed Float 545
(1971~-1972) © (1973-1379)

Philippines Managed Float %Pegging to U.S.dollar 10,5
(1971-1974) L (1975-1979)

Singooore Pegging to Pound Sterling Managed Float L8
(1971-1972) L (1973-1979)

Thailand Pegging to U.S.dollar = | Pegging to a basket 2.5
: i of currencies
(1971=1978) {late 1978 to present)

Koren Managed Float Pegging to U.S.dollar 14
(1971-1973) L (197441979)

Source

]

1MF Annual Report, Septembier 1979.

‘Infletion rete is measured by percentage changes of consumer price index of
respectbive countries, 1973~1979, IMF, Internetional Financial Statigtics,
various issues,




From Table 5:] the following considerations should
be in order. Firstly, it shculd be apparent that the exchansc
rate regimes of the sample countries differed somewhat prior
to ané since the generalized floating of major currencies in
Marchk 1973, DBssentislly, those countries thot are classified
to have pegged their currencics to the United 3tates doliar
managed to monitor their exchange rate fluctuations within =
margin of 2.25 per cent of officially announazd parities.
Those countries that pegzed to an undisclosed basket were
classified into a system of managed float in Teble 1.

Secondly, it will be instructive to examine the
relationship between the respective exchanpge rate regimes and
inflation rates of the sample countries. From the informntion
in the tcoble, it reveals that countrics that pegged their
currencics to the intervention currcncies, i.e. 0.5, deller,
experienced relastively higher infl-ation rates, whereas those
countries that adopted the managed flosting system encountered
relatively lower inflation rates. The consequences of
selection of the exchange rate regimes may be unambiguously
stated. Tor the countries with higher inflation rates, their
effective exchange rates depreciated in lines with the U.S.

-dollar during the period.{the effective exchange rate is
defined as the weighted average of the bilateral exchange

rates, TFinally that should he emphasized is the fact that the



foreign rates of inflotion faced by these countries nre very
similar, because the commodity trade of these countries
cohcentrated mostly on the some  industrial countries, Over
the 1973~-1979 period, the inflation rates ranged from the
annual rates of 4.6 per cent (in case of Singapore) to 17.3
per cent (in case of Indoncsial). 1In effect, this study
suggests to the view that insofar as ezch of these countries
experienced a2 similar degree of foreign inflation rates, and
as {see Teble 2) the respective effective exchange rates of
these countries'vary only siightly, the implication is that
the different domestic inflation rates in the sample countries
could be attributed to the conduct of monetary and credit
policy of fhe respective countries in question, and that the
source of change in the trade accounts of these countries
‘over the period must be explained by movements in the prices
of internationally traded goods, or other factors. HMoreover,
the present study suggests that exchange rate changes, insofar
as,purqhasingrpower parity frame of reference is of relevance,
had no»predictable‘effects on the trade balance of the sahfle

countries in absence of the monetary accommodation policy.

5.3 Some Mathodological Viewpoints

If the foregoing considerations hold, that is,

if changes in exchange rates of these countries had an
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unpgredictable effect on their trade bhalnnce domestic inflstion

and balance of payments developments in the countries being
studied must be explained by the =lternntive ‘asset morketV
=pproach in general snd the market for monies in particular. The
monetary approach to the exchange rate determination is central
to the present study. To reiterate, let ¥ znd M stand for the
given domestic and foreign money supplies: snd i denotes the
rate of interest on bonds denominated in the domestic currency,
and i* be that on foreign country bonds; snd suppose P and P*
1

are respectively the domestic and foreign price level, where Y

and Y* represent resl domestic and foreign income, such thsat

M/p L{Y, i) (1)
which characterizes the demond fer domestic money, ond
™ . :
o = L{Y* | i*) (2)
which characterizes the demand for foreign money. And, in view

of the purchasing power parity,

* ;
P = B . F (%)

S

wherelP and P* denote respectively the domestic and foreign price
level, and E is the cxchange rate, assuming absolute purchasing

power parity holds. Thus, it has been shown in the preceding



chapter that an equilibrium oxchange rate obtains

’-‘\,';Y* i
E = LML I0

ML LY, 1)

That is, the exchange rate is'determined by the relative
demand and supply of the two currcncies. Thus, if the supply
of domestic money increases, exchange rates rise'(depreciates)
and domeétic prices move upward; by contrast, the increase in
the domestic demand for.moneﬁ, exchange rates fall (eppreciates),
and domestic prices would tend to novedownward,

The relative interest rates in Equation (%) nre
rélated to the exchange rate through the interest rate parity,

especially under the situation of integroted money market,

A = i~ i* . . .(8)

That is, the interest rate differentinl determines the extent
of exchange rate changes, especially in the short run., Vhen

it is said that the financial markets including iqterest—
bearing bank deposits and loans of the countries being
considered are.”integrated“, it means only that private firms
and governments in these countries can borrow on the some terms
domestically and internationa}ly. Definitely, nominal interest

rates differed across currencies but the differernces only



reflected different inflatior rates snd cxpected exchange rat
fluctuntions., It is thesc ‘‘regressive’ expectationse----zn
anticipated depreciation sets up an expectation of an
appreciation~--~back to equilibrium that csused the short-run

wide variation in the ratcs. The justification of this

=1

alleglation relates to price-level stickiness. het is, a
violatile exchange veriation to an extent of 10 te 25 per cent
may occur, but it produced & rather narrow rates of changes in
terms of wholesale or consumer price indices. In summary, the
domestic price inflation in the countries reviewed could not

be explained by their effective or real exchange raté changes;

the phenomenon that viclated the lov of one price in the

short-run,

5.% Exchange Rate Changes 4nd Inflation

‘he foregoing theoretical framework based on the
monetary appreach provides for an understanding of the
transmission procesgs and policy scenario involved in exchange
rate changes. Thé monetarist approach maintains that develuation
is a monetary instrument and it exerts its impulse through the
real balance effcet, That is, a devaluation in 2 country under
a small-country cpndition would trigger increases in the rrice
of internationally traded goods, ond since tﬁe prices of traded

goods enter into the domestic price level, the latter price nlao



~ 143 -

inereases, Conséquontly, the real value of cosh balences in
the‘countr& involved declines, causing an excess demand for -
cash balances matched by an eXCess supbly of real goods. This
excess supply‘of goods means; firstly, that the prices of
non-traded geods must fall relative to the prices of traded
goods, and secondly, that the excess supply of domestic goods
induces the halance of payments improvement, given the
initial money supplye.

More specifically, the monetary approach to the
excharge rate determination provides fof criteria by which to
analyze and to assess the role of devaluation and its relation
to the authorities' choice of intermediate target variable,
namely, the domestic component of monetary base. These would
help the authoritics in choosing between when a devaluation
should be employed and under what circumstances a nenetary
contraction should be uced to achieve the same balance of
payments effects. The following summary statoements would be
appropriate in this connection. First, there exists a rate
of increase in the domestic component of monetary hase that
would completely neutralize any short-run balance of paymente
effect of the devaluation., Conversely, therc - is a rate of
devaluation that will offset the domestic eredit effect on the
balonce of payments. Second, the devaluation is a kind of

lump-sum tax on cash balances, Thus, the mere fact that =
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country has a balance of payments deficit is not sufficient to
prove that devaluation must be @ necessary weapdny a baolance
of payments cdefleit may be asgcribed to, or viewed as 2 reflection
of, an excess supply of money., The cure of external payments
imbalances may bc sought By other means, such as, limiting thec
central bank credit ond/or increasing bank reserve rééuiremcrts,
and other measures designed fd reduce the rate of éxpansion of
the domestic component of the monetar& basé.

Nonetheless, insofar as devaluation is a pure
meonetary adjustment tool, under certain conditions some degrees
of devaluation is pérticularly beneficial in the adjustment
process, The condifions congenial to the czse for devaluzstion

2]

are those where the gap between the money supply (M) and the

Ay . . ; .
demand for money (M) exists, and devzluation should help in
augmenting the money demznd so as to eliminate or reduce the

8 el S A .
(¥7 ~ ¥), and the grenter the (M~ - "), everything

gap,
being equal, the greater the case for devaluatién, and the

slower the growth rate of real output.



frmchanre rate changes, inflestion rates, and output growth rate 1968-1579%

(unito: zverage ennal rates of chnage )

B (2) (3) (k) ‘ (5)
(1) (Effcctive exchanze | - . . . .
ae rate neal cxchange rate| Domestic prices importsd prices
Countr growth rate| : ' ‘ T
average{Variabllity |Average | Variability jAverage Variability Average | Variability

ndonesina ! ,

1968-72 8.3 -70.3 hi2 =5k 6.7 9 5.8 3.7 1.5

197 3-79 7.6 - 2.0 3.7 747 10. 4 17.2 7.8 6.9 Eal

alrysia ) - | . B -

1068-72 Gob - C.2 0.5 ~2.0 1.8 2. 143 3.7 13

1973-79 7.8 0.0 3.5 -2.3 2.8 5.9 3.8 7.9 .0
Yhilirpines '

1568=72 b3 -17.5 10.5 -10.2 10.6 10,6 3.6 3.5 1.5

1973-79 5e7 - 3.7 3¢5 - 0.4 3.4 10,7 7,0 743 2.7
Sincnpore _ , . . : L : - :

1008”?2 13.5 O.L:_ Oo? - O-? 3|5 2.1 'Ic? 2.5 2.‘{"

1973~79 7el 0,0 2.7 - 3.5 3.9 5.0 6.4 8,2 7.2
Thailsnd '

1968"72 ?02 bt _.8 2-5 - 495 7.6 1.6 1|5 3;6 ’ LN 1.6

197379 7.8 - 1.9 {7 6,2 - 0.5 3.6 9.0 L.6 7.0 7.8
Repuclic of Korea : : : 4 .

1068-72 10.2 =172 S.b - 2.5 he3 11.6 2.0 3.0 1.8

197379 11.2 - 5,4 5.1 3.5 5.8 | 16.3 5.2 6.8 8.5

Source : IMF International Financial Statlstlcs, various issucsi col,(2) is the weighted average of bilateral
exchonge rates; col.(3) the relative price of inports to domestic goocds.




Let us turn fg the empirical evidence, notzuly, the
inflation-exchange rate nexus, From TableS-W,and Tableb.2,it
is apparently clear that the inflation rétos in the sample
¢countries were slightly affected by their respective changes
in the excharge rate znd this has ecertain dimportant implications.
First, inscofar as tnc countries.big considered experienced
relatively small movements in their effective exchange rates
over the sample period, it implies thet imported inflation,
altributed to the increase in the prices of internationally
traaed goods, especlially the import prices, contributed mainly
to domestic inflation in the sawmple countries. That is the
domestic price of traded goods is deteprmined on world markets
converted 1into domestic currency at o the given cxchinge rate,
This suggestion is consistent with the view thet the commodity
terms of trade of these countries declined markedly cover the
sanple period,

Secondly, the relatively small movements of effective
exchatge rates in these countries imply that the governments
of the sample countries were reluctant to undertake large
adjustments in exchange rates, even when the domestic inflation
rates Wﬁre substantially'diffefént from foreign inflation rates,
The reluctance could be explained by a number of factors commonly
shared by the attitude of LDC's, summarized in chapter oneg

especially, (i) political reason and fears that a large discrcte
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ad justment in.cxchange rates would exacerbate domestic
inflationary pressures; (ii) it would causec rather large burden
onrforeign debt payments; (iii) uncertainties about fluctuations
in bilateral exchange rates among the major currencies could
obscure future developments and tﬁe sanple countries would do
well to adopt 2 "wait-and-see' attitude; (iv) for those
countries whose currencies were pegged to the J,5,dollar, the
depreciation of the dollar would be indicative that it would he
unnecessary to make further'adjustment of their currencies,
Thirdly, if the sample countries experienced a similar
imported inflatibn‘rates and reiatively smﬁll mévements in their.
cffective exchange rates, the diversity of their domestic
inflation could be explained mainly by differences in the
techniques of these countries' monetary policy., The evidence
that the elasticities of the money demand with respect to
interest rates in the saomple countries during the period under
investigatiop were relatively low implies the followings.
First, a given discrete change in the @oney supply might produce
a rather wide variation in the short-run rcal exchange ratcs,
although-the_effective exchﬁnge rates changed only slizhtly.
Secondly there is the possibility of raising the rate of
intergsf with a view to augmenting the demand for money at
given price and inqoﬂe .1evels,_as Korea did rather

successfully. On the whole, the present study conjectures
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thet the growth of money supply and the inflotion rntes vary

rather systematically nccross the somple countries, znd thet the
pattern of inflotion developments.in these countries fellows

clogely the direction cf their exchange rate movenenits. Specificrlly,
ranking the sample countries according to the net inflation e¢ffect
(defined as the differcrce between their domestic and foreign
inflation impacts) corresponds to their ranking nccording to the
extent of appreciation (or depreciation) of theif real exchange

rates, a2s shown in Table 5.3.

5.5 Exchanpge Rates, Inflation and Balance of Payments Developments

It should be node clear thzt the present study 2id
not take into account the supply-side saspects ond structural
factors such as the wage ané price rigidities which are trested
in the literature zs n» sourcc of inflationary pressures. For the
small develdping éountries ﬁnder review, the power of labour
terds to be limited and the surplus labour exists, and thus, the
neglect of the iésue is justified. Given these supply factors,
the inflation rates in the sample ccuntries are specificd as a
function the excess demand (défined as the difference between
the mbney supply and real output srowth rates), the rate of
change of fToreign prices and the exchange rate variations.

An excess supply of money relztive to real output

growth exerts increases irn demand for internationally tradcd
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goods =nd contributes to a deterioration of tie balance of
payments_(BGP). in fact, the essence of the monetary approach
to balance of payments which posits that the LH0P constitutes

the channel through which the excéss supply of money is
eliminated in the open economy. HMNorcover, when account is taken
of non-traded gobds, part of the excess supply is spent on these
goods, thercecby pushing up domestic prices and changing the real
exchange rate, The changes in the real exchange rate, in turn,
influences the excess demand for traded goods and hence the ROP
position of the countries involved. From Table’.3, it bears‘out
that the sample countries' BOP outcome was mainly attributed to
domestic credit expansion and by chanzes in forcisn inflation
rates. In cffect, in all cases of the sawple cbuntries, the
changes in domestic credit were the primary factor resulting

in the BOF developments.
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5.6 Concluding Remarks and Suggestidns

In summary, the following remarks should be stated
about the exchnnge rate policies of the sample countries.

T During and since the currcency realignment in
March 1973, the countries being studied ﬁhose domestic inflation
rates were relatively higher -than thoir trading partners, nancly,
Indoneslia, Republic of Korea, the Philipﬁines, angd Thailandx
adhered to pegging their currencies to the U.S.dollar, and
during period under invesfigation the U.S,dollar pregnantly
deprébiated to some ektent, thereby permitting these currencies
- to depreciate along wiﬁh the dollar,

2. The second group of sample countries whose donestic
inflation rates were relatively lower than their trading nortners,
notably, Malzysia and Singaﬁore, nade recourse tc floating their
currencies, which allows these currencies tolaﬁpreciate against
the U,5.do0llar.

“3. Over-all, the changes in the effective exchonge
rates in the countries being examined were rather small,
indicating the fact that these countries made 1ittle use of
exchange rate as an instruﬁent in collsboration with monetary
policy. In the other words, the ronetary policy,rﬁarticularly
in respect of domestic credit expansion, dominatea the‘demnnd
management scenario qf the various countries ﬁndéf review,

And, it wes the domestic credit component of monetary base



whieh contributcd significantly tc domestic srice increszser.
and 30P outcomes of the sample countiries, Tor the mediunm
inflation countries, witlh changes in prices larger than their
trading pariners, pegging their currencies to the U.S5.dollar
or arbasket of major currencies would be an approprinte
choice and it would provide for relative stéhility in the
countries' reanl exchange rates. Yor these countries,
floating would be ruled out as an unsuitable option, because
it might result in voletile real rate movements since the
trading mechanism for risk-covering, il.e. forward m:gkets,
and_so on -~ is5 not asvailable. Pegging to the dollar would
provide for exfate stability since holders of domestic currency
are able to have access te the services provided to the
dollar by the international markets at rg};tivcly low cost

end with limited risk,

&ﬂ Pegging to = basket of najor currencies had
the advantage of reducing risk associnted with varistions of
the major currencies. However, in view of the fact that
forward cover is not developed for developing countries, tic
basket pegping had diszdvantage because the cover cost would
.beAhigher than in case the currency ie pegged to 2 single

ma jor currency, such as, the deollar,



5., For those high inflation countries, i.z.
Indonesia and Korea, expansibnarg credit pelicies, alony with
an exchange rate policy of pegging to the dollar, would lead
to a substantial apnreciation of their real exchange rates.

To overcome this, exchange rate policy should be closcly
coordinated with monctary policies. Unly in ilorea, exchange
rate played an active role over the sample period, when it had
been oriented towards strong incentives for exporis, and the
rates was adjusted in line with changes in changes in relative
prices between domestic and foreipgn goods. TFor high infletion
countries, therefore, pegging to the dollar would exacerbate
inflationary pressures directly through imported inflation

and indirectly through rises in non-traded goods prices.

We suggest the countries in question, a crawling peg, wiereby
sn exclhange rate could be adjusted periodicolly and
systematically on the besis of inflation rates and credit
policies, should be a remedy.

For the low inflation countries, namely, Malaysia
and Singapore, where domestic inflation rotes were lower than
. their trading partners, the real exchange rates depreciszted
markedly during 1973~1979. Conservative credit policies
pervaded the monétary-scene in these countries during this
ﬁanaged float period. dHere again, close coordineticn between

exchange rate and credit policies should be essentially called
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for, =nd crawling ncg would probvably be a more appropriate
chioice for these countries to maintain relative stability in

their resl exchange rates.
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