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EXCHANGE RATES, INTEREST RATES
A MACGROECORONIC VIR

L. Paul O'Mara %
Australian Burean of
Agricultural and Resource Economics
Canberva

The underlying csuses of longer term movements In real
exchange rates, and the implivations of such movements for
the Australian farm sector, received congiderable attention
after the mid-1970s. Following the floating of the
Australian dollar in 1983, major swings in the nominal and
real exchange rate and in Interest rates s imuloted a new
round of research in these areas. Because th» rezl oxchange
rate cnd the real interest rate are probably the two
domestic macroeconomic variables with the greatest potential
to affect the Australian farm sector, they have also been
high on the list of research priorities in the Australian
Bureau of Agricultural and Resource Economics (ABARE). In
the pesper, this recent ABARE research is reviewed from both
an Australisn and an international perspective. The focus is
on the forces driving exchange rates and interest rates, and
the outlook for those variables.

% . This paper, under the title ’'Exchange Rates, Interest Rates and
Agriculture: A Mzcroeconomic View from Down Under!’ was presented
originally to the December 1988 Meeting of the International
Agricultural Trade Research Consortium, San Antonio, Texas, 14-16

~Decenber.
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snces, wers a Rey focus of the August 1986 meeting of the Internstional
Agricultural Tvade Research Gonsortium, In many of the papers, the esphasis
¥ax on the US experience and on the results of some aggociated emplys
_theorstical research (Padrlberg and Chambers 1938). The sbjective of the

mplement that sarller materisl by vaviewing the recent

s on agriculture,

_ interest rates and agriculture.
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 movements in the Teal exchangs tate frow time to time (Swan 1955, 19607

. The underlying causes of longer term movements in resl exchinge rates,

and the fwplicatiol - of such movements for the Australisn farm sector,

5 Snape 1977; Stoeckel 1979; 0'Maxa, Carland and Campbell 1980y, = =
owing the floating of the Australian dollar in 1983, major swings im the

" roainat and yeal exchange vate and in interest rates stimulated a new round

- of regearch in thess areas. Becduse the roal exthange rate and real interest
 rates are probably the twa domestic macroeconomic varisbles with the
 greatest potential to sffect the Austyel: :
- high on the list of research priorities in the Australian Bureau of
Agricultural and Rescurce Economics (ABARE). In what follows, the frcug is
- on the forces driving exchange rates and interust rates, and the outlook for
those varisbles, rather than on the detsiled microectmomic effects of
movements in these vaxrisbles on the farm sector. The latter issues Rave been
- gddgaasm at some length by, for example, Martin and Shaw (1986) and Hipgzs
- {1986), ‘ ; ‘

In the next section, recent macroeconomic developments in Australis are
reviewed briefly, particularly with respect to exchange rates and interest
rates and the associated issues of the current sccount balance, the nerms of
trade and foreign debt levels. The theoretical models which have underpinnea
and provided the intuitive basis for much of the recent Australian research
are outlined in section 3. Some of the key components of that research are
drawn together and discussed in section 4, with an emphasis on the ABARE
contributions. Taken together, that research has permitted ABARE to place a
particular interpretation on the recent exchange rate and interest rate
developments in Australia, and on that basis to make medium term projections
of those variables. In section 5, some recent ABARE research on
international current account imbalances and exchange rate movements is
discussed briefly Finally, section 6 contains some concluding remarks, with

particular reference to the sustainability of present key exchange rates.

2, RECFNT ECONOMIG DEVELOPMENTS IN AUSTRALIA

A cxunial feature of Australia's economic performance during the 1980s has
been a matked increase in the deficit in the current account. Since the
early 196)s, the current account deficit had averaged around 2 per cent of
GDP, but during the 1980s the average nas been around 5 per cent, peaking at
. about & per cent in 1985-86 (see figure 1). Since then a significant
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L for inflation differentials - Fell dramstically, by around 37 per cent,

 berween the December quarter 1984 and the September quarter 1986 (figure 3).
" Though estimates of the real exchange rate ovey long perieds of history arve
. necessatily uncertain, there iz some svidence that the fall in the real
%m&smg@ rate in the mid-1980s was one of the sharpest this century and
caveied it to the lowest level this century (McKenzie 1986). Since the :
latzt:ar pars of 19“86, t;ha mul exchmg& m;a m xism mxkadly. although hy
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From the viewpoint of the Australian farm ssctor, the real exchange rate
and real interest ratos are the domestic macrosconomic varisbles with the
greavest potsptisl to affect profitability, For example, the decline in the

. real sxchange rate in 1985 and 1986 was so large as to cushion much of the
effect of the worldwide slump ‘n primary commodity prices at thst time
{Martin and Shaw 1986). Indeed, the key livestock industries, wool and beef,
remained very profitable during this period despite the fact that, measured
in forsign currency, the world prices of bath commodities were relatively
depressed. On the other Land, the very high interest ruces ruling at that
time excded part of the benefit of the low real exchange rate by adding to
the cash costs of indsbted fai.crs und by dépressing farm asset values. ,

3. SOME KEY THEORIES

Thére is no guestion that the factors whi.l: drive exchange rates are
mumerous and corplex. There are, however, some key theories and theoretical
models which enable some order to be made ocut of the chacs. From a medium
and Jonger term perspective, important insights can be gained from a simple
theoretical paradigm developed by two Australian economists during the 1950s
~ Swan (1955, 1960) and Salter (1939). In the short run, the major
influences on exchange rates are likely to be moretary factors, expectations
and sentimept. Theoretical and empirical work on these lattar issues is now
legfon, but much hag its origins in the seminal work by Dornmbusch (1976).

In the weal world, at any point in time, exchange rates are driven by a
cosbinatioy of these longer term and short term influences. However, in
order to male econowic research more tractable, it is often convenient to
 draw a distinction between the two and focus on one or the other. This is
the ggpgdnch which has generally been adopted by ABARE in its exchange rate
research,

The Swan/Salter paradigm ran be conceptusliged as a simple general
equilibirium modsl which distiaguishes two classes of goods and services -
 traded and non-traded. The ky relative price in the model is the relative

 price of traded and non~-trad.d goods - in other words, the real exchange
' ravs, Sincu the model origin ted as & mode of analysis for a 'small’ open
- econowy, it is gssumed that tho velative price of importables and

)



T ; note that, given equilibrium in the market for .
" pom-traded gobdx, an excess demand for trzded goods must imply that - =
- abaorption excesds aggregats production, and conversely. Im other words, the -
f fﬁ; ; m “force behind & trade imbulance iz an imbalence between absorption

" The existence of @ trade Imbalanice doss not, therefore, necessarily mean
that the real sxchange rate is at an inappropriaste level, or that & chapge = .
~ in the real exchange rate will, in isolation, provids & sojution. Rather, °© -
_the ultimate solution lies in the narrowing or closing of the gap between =
f _absorption and GDP. Most often, this will occur more or less automaticslly .- -
 as the private sector of the econosy responds to the changes in its wealth .
- pasttion which have resulted from its previous borrowing and lending .

~ decisions - desisions which axe likely to ltave been vational in the senss
that they resulted in an intertemporal msximisation of expested utility.
However, & change in fiscal policy may be requixed if an excessively loose
o1 tight £iscal policy was a major contributor to the pap between sbsorption
. and GDP, and if that fiscal policy stance did not result in a change in
 private sector savings in the way suggeated by Barro (1974, 1379). If either
or both of these adjustments ozcurs too slowly for the satisfactivn of
- participants in financisl markets, then they may seek to force the pace of
adjugtment. In the case of an external deficit, for example, investors may
genarate an outflow of capital, driving up domestic interest rates
sufficiently o either choke off some private scctor demand or to force the
. government to tighten fiscal policy.

. As the gap between shsorption and GDP narrows via one or more of these

- routes, then, and only then, ia & gusteiped change in the real exchange rate
1ikely to occur. The extent of the change in the real exchange rate will be
_governed by the need to maintain equilibrium in the non-traded goods sector.

~ ' The Swan/Salter model also provides important insights into the

- intersction, over the medium term, between a country‘s terms of trade and

dts real eéxchange rate. This is a crucial issue for countrles (such as
Australfa) whose exports include a large proportion of primary commodities.




- - Finally, the equilibrium real exchangs rate obtained from this type of
. enplysis, focusing as It doss on Tonger tetm structural factors, can also be
- iuterpreted as a weasure of the Fundsmental Equilibriuwm Exchange Rate, or

- FEER, proposed by Willismson (1985). Also th the FEER approach,

o in Kesping w

- ‘there is no presunption that the veal exchange rate will spproximate its

- longer term equilibrium levsl at x1l points in time, In particular, shoxtsr-
term influences way, in some perfode, ceuse the sctual real exchange rate to
2iffer mavkedly from its longer torm aquilibrium level. ‘

: - Over the past decade, an extensive literature has smerged dealing with
the impact of monetary policy and expectations on the nominal and real
-exchange rate. The primary contribution was probably that of Dornbusch
(1976}, with important extensions beirg made by, among others, Gray and
Turncvsky (1979), Bhandari (1981) and Turnovsky (1981).

At the risk of some oversimplification, m key assumptions or
_ relationships can be said to provide tha driving force in thess models,
Firstly, it iz assused that with capital very mobile around the world,

 arbicrage will ensure that interest rates, adjusted for expscted exchange

- réte movements and risk, are equated around the world: the dnterest rate

- parity condition. Secondly, it iz sssumed that, in the short term, prices in
Einencial markets, such as interest rates and exchange rates, are more

responsive to market forces than ave prices in goods markets - particularly

the prices of non-traded goods. Dornbusch (1976) considered the case of a

. - change in monstary policy wnder such circumstances. His results for, the long .

rith 2¥e 4ufte ‘conventfonal - monetary policy is neufral with respect to real
~varisbles, including the real sxchange rate. In other words, over the medium
g er tarm, snslysts can ignore monetary influences and focus on general

e lfkﬂi ue or structural factors such ss those identified in, for example,
* the Swan/Salter spproach,

© ' In the shoru run, however, the role of monetary influences can be much

o ; mawxmm A monstary shock csn cause not only an immediate change in
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 After Dﬂmch’x xuxml work on mmhaoﬂng of m exchangs x
“the short rum, some research sffort was directed toward identifylng
 circumatances vbder vhich an overshoot may ngh occur in response to &
monetary shock. For excaple, Turnovsky (1981) argued that an overshoot wuy
not be necsssary if output is not f£ixed. In other words, pert of the Tbuxém
of mainiaining equiribrium in the money market may be borme by & change in
output, reducing the need for change in the interest rate and hence in the
exchange rate. Gray and Turnovsky (1979) demonstrated that a pre- '
armouncement of the monetary shock could reduce the extent of, or w:hapa
alininate, the short run overshoot of the nominal exchange rate, From an
slternative psrapective, Bhandari (1981) demonstrated that, if the assumed
Instantaneous equilibrium in the money market is replaced by partial
adix;xmm, then agalic a short run overshoot in the exchange rate may be
ganided.

It must be strezsed, however, that the crucial issue from the viewpoint
of those sectors of the economy which are exposed to exchange rate movements
{which in most countries include the farm sector) is not that the exchange
rate may overshoot its long run leval in the short run. It is that the
exchange rate, srd hence the price of traded goods, is likely to change pore
guickly in response to a monetary shock than will the price of non~t:raded
goods and heuce the gensxal price level. Therefore, aven if a short run
ovarshoot is circumvented - by, for example, one or mors of the ‘circuit.
braskers' noted above - the monetary shock may well still result in a change
in the real exchange rats in the short run and therefore have an effect on
ahu farm sector.



tion 1 iz %3; pmuuw on whmh s
wnodel of sho changs m;» belaviour is basad. Most such
b RESUNE m, : mhm rate expsctations are formed ratiopally {or
& "ot rationslly’, or ‘regressively’). Hovever, in vecent papex
3] and ’tmw: (1986, 3&%&} Wxplorsd some {mplications of a limited

de re from rationally a':umﬁ sxchange rate expsitations and were :mz “&:o .

. the tox ative bubbla', Iuring pericde when the exchangs rate
o Mﬁbi&a » aimﬁﬁ.m - .fm;d‘ it {s 1ikely thet exchange rate forecists
_ basnd on sisple time series mitysis mm perform relatively well, and that
articipsnts in the foreign exchange market would give them s signific :

s ﬁiﬁxﬁnﬁ when forsing thefr exchangs vate sxpectations. Such sxpsctations
ey « self-fulfilling for x time. resulting in a continuation of the
trand in the exchangi - Tate beyond & level consistent with the country‘s

longer term sconomic fundamentals (such as the level that might bhe implied
by a Swan/Saltar type mﬂy&tah awwm, as the tise seriss fo.scasts
gradually move out of line with market £ wntals, their accuracy will
decline, sncouraging market participants to give sore weight to market
: fmd;u?ntﬂt wid aventuslly lesding to a ‘bursting of the spaculativa
Wﬁ &

The t;hmw provides Little guldence s to the length of time over which
& speculative bubble may persist, In the particular case of the U dollar,
Frankel and Froot suggest that a lubble may have been present for around 15
wonths, from esrly 1984 to March 1985. Generally, it seems reazonable to
suppose that such o phenomenon would be restricted to the m‘ht:twly short
term,

iii

In addition to attempting to suticipate movements in the exchange rate -

perhaps on the basis of vational expectations or of the speculative bubble
phenomsnon - participants in finarcial markets may also seek a risk premium
in the veturns on their investments in one country relative to other
countries. The size of that relative risk premium ox discount is likely to
reflect, among other factoxs, the degree of cextainty with vhich the
exchange rate expectation is held, as well as the wore nebulous factors of
optinism or pessimiszm about the future prospects for the economy and the
likely path to be followed by economic policy.

In terms of “he monstary overshootirg model, the effect of the emergence
of, or a change in the si : of, a risk premium can be analysed in exactly
the same way as can that of an exogencus change in the world interest rate.
Consider the case, for example, of an incresse in the risk premium. The
options avallable to the domestic monetary autho ities are essentially the
sams as those which would be available to them in the case of a rise in the
world interest rate, On the one hand, they could tighten monetary pelicy
sufficiently to ensure that the risk premium is incorporated rapidly inte
the domestic Interest rate strzucture. As financial markets would be
satisfied with the new, higher domestic inturest rate structure, major
capital outflows would be avoided and the nominal and real exchange rates
would remain relatively stsble in the short run. However, to the extent that
the higher dramestic real interest rate reduces domestic demand for goods and
services by encouraging ssving and discouraging investment, some downward
pressure would be placed on the real exchange rate over the medium term - an
outcome which emerges readily from the Swan/Salter framework.

The alternative strategy is to leave monesary policy alone. This would
mean that domestic interest rates would not rise immediately to incorporate



 the tivk prenive. In terms of the Dornbus h analysis, the outcoms would &
~ siuilax to the cass, outlined abovs, vhere the domestic nonwy! supply is
susimed to increase. The nominal sxchangs rate would wesken ismediatsly and
ird, crestiog @ etation of & subasquent exchange vate
31 markets with the risk premjum they

mw*&ﬁmmm mawﬁ%tw particulerly in the sone

© wi'L s, reductng tha reel money stock and henc
. om domastic intarsst rates. As the risk yeaive fx 3

<5, ‘tradad goods 4  weskening of the nominal sxchange rate will also -
- lower tha Tee angs: vats, Owy mnﬁmmmim genaral pel
tad

the donestic Intecest rate structure, the nesd for 4
. will be xeduced. The combination of & atreugthening nosl 1 exchange rate
 and & rising price level will réverse much of the real devaluation which
ooturs it the short term. Ax under the first strategy outlingd sbove, the
real devalustion which remaing over the medium torm, iF sny, will be

governed by the decline in demand for goods and sarvices in response to the
higher domesti: resl intarest rats, \ DA e

4. BECKNT AMRE RESEARCH
4.1 fpplication of the Sv

Perbaps the most cbheious, snd certainly the most popular, explanation
“at the dramstic decline in Australia‘s real sxchange xate in 1985 and 1386
ws. the £all in the terms of trude and the sssociated daterioration in the
curne. £ sccount balance and rise In the foreign debt level. For example,
ressarchers at the Institute of Applied Economic and Spcial Research at the
University of Melbourne (Dixon and Parmenter 1787; Frazer 1987) argued that
not only could a1l of the dacline in the resl sxchange rate be explained in
this way, but that sven further real devaluation was warranted, velative to
the level reached in mid-1986. The prospect of further teal devaluation also
1ed these researchers to suggest that real interest rates world vemsin very
high in Australia during the vemainder of the 1980s as the declining real
exchangs rate was reflectad In exchange rate expectations.

A msjor govermment advisory body, the Economic Planning Advisory Council
(EPAC) has taken a slightly less extrame viaw. They argued that while all of
the decline in the real sxchange -ate in 1985 and 1966 could be explained in
terms of the developments in Aw tralia‘'s current sccount and terms of trade,
no further decline in the xsal xchange rate was required relative to its
nid-1986 level (EPAC 1986, 1988) With the real exchange rate expected to be
relatively stable in the latter hav ~f the 1980s, EPAC was relatively
optimistic that {in contrast to the @lbourne Institute view) interest rates
would decline from the levels reach o in 1985 and 1986.

ABARE used as a vehicle for its anslysis a large scale general
equilibriue model of the Australian economy, code named ORANI (Dixon,
Parmenter, Sutton and Vincent 1982). This model has been developed and
rafined over a psriod of well in excess of ten years by several government
departments and sgencies in cooperation with the University of Melbourne. It
hak been used extensively in industry and policy amalysis during that time.
Most sectors and industries in the Australian economy are captured in some
detail in ORANL. The philosophy underlying its structure is strongly neo-
classtcal, although price rigidities and non-market-clearance in key areas
can be iwposed at will.

ORANI 1s an excellent vehicle for quantifying the effects of the
{nfluerces identified and discussed in the context of the Swan/Salter model.
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(}'mxm ﬁmﬁ:x and Cootn 1987: ﬁ*ﬁﬂm 1988) was to assess the effect on the
Torl ey e rare of the decling in the terms of trade in 1985 and 1986, In

1ine !;m:h the ﬂi&mﬁm of the Swsn/Salter model above, & Tange of -

aszaptions wexe ma out the size of the change in absorption thst wm‘m
te 1likely to be induced by, or vo otherwiss accompany, the decline In the

. tarms of crade. In brisf, the results indicated that the m:im in the m;L'
_exchange vate would be, at wost, avound m per cent.

“yen befare the decline iv the verms of trade in 1985 and 3.%6,5 v
lfustralis's current mcmmz: daficit wes gomevhat larger than its historical
sverage as & share of GDP - large enough to imply that Australis’s forelign
a0t as & share of CDP would trend upward, Australia‘s foreign debt to GDP
ratio was alteady around 30 per cent by 1986 and & source of some concern
for policy mekers and in financial maxkets. It thexsfore sessed probsble
thst, in one form or mtharf, wju&mm would occur during the remain
of the 1980 to reduce the . current account dsficit to & lavel
clessr to its historical average. There were, of course, several ways in
which the required dacline in absoxption relative to GDP »ight come about
inctesses in private ssving in response to changing debit and wealth levels,
& tightening of fiscal policy, or, by defsult, enforced adjustment in the
private sector in vesponse to the imposition of a risk premfum in the
interest rate structure. In either case, the analysis indicated that this

further sdjustwent would be unlikely to be sccompanied by s sustained
additional decline in the real exchenge rate of more than aroumd 10 per -
cent. In other words, even if it wera hypothesised that the daclins in the
real exchangs rate in 1985 and 1986 reflected not only the concurrent
decline in Australia’'s terms of trade hut also the anticipated effects of
structural adjustments kKely to occur later in the 1980s, it was difficult
o rntimliu a fall in the real exchange ratas of more than around 20 per
cent.

As with &1l general aquilibrium modals, the numerical results obtained
nesd to be intexpreted carefully and allowance mude for & significant margin
of ercor. Nevertheless, the gap between the weasured decline in the real
exchange rate in 1985 and 1986 - close to 40 per cent - and the decline
suggested by an exaninatfen -f the longer term economic fundamentals as

outlined above is quite str. .Ang. It was concluded that there was plenty of
scops for othey, shorter term, influences to have contributed to the
putcone.

One cundldate for inclusion in the list of pomsible short temm
influences on the exchange rate during the mid-1980s is an expansionary
monetary shock, A very pronounced increase occurred in the rate of growth of
the major monetary aggragstes in Australia in the latter part of 1984 and
during 1085, around the ssme time as the large fzl! in the exchange rate
{Eigurs 6). This conjunction of developwents would seem to fit quite neatly
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into the Dornbusch overshooting framework. Unfortunately, the pictuxe is
conplicated by the fact that dersgulation of the Augtzalian financial system
was proceeding apace at the same tims. Among other efficts, deregulation
improved the competitiveness of bauks relative to non-hark financial
institutions and Jed to the emergence of wvarious new forms of financial
instrument. This is likely to have cauzed a slowdown iu the velocity of
circulation of money, particularly of the more narrowly defined money
supplies. Consequently, despite the fact that the monetary aggregstes vere
chserved to be growing very quickly, thsre was consliderable uncertainty
among policy makers snd policy advizers as to whether this implied an
excessively rapid rate of monetary growth,

Uith the bepafit of hindsight, it now seems clear that the rate of
growtk of the money supply was, in fact, excessive during the latter part of
1984 and 1985, In addition to the sharp decline in the exchange rate,
inflation in Australia incressed sharply, from around & per cent in 1984 to
more than 9 per cent in 1986, end growth in aggregate demand and GDP were
wery streng during much of 1985. These ¢avelopments are consistent with the
hypothesis that an expansionary monetary shock occurred during this peried.
More formal empirical support for this hypothesis has been provided by ABARE
research (Hogan 1986). In that analysis, sevaral conventional monstary
madels of short term exchange rate behaviour wers estimsted using Australian
data up to sid-1985. At least some of those models scem to be capable of
tracking and explaiuing at least part of the large decline in the exchange
rate in 1985,

Other ABARE ressarch has explored the questions of whether the emergence
of a risk pre.lum in the Australian interest rate rtructure, or the
formation of a speculative bubble in the foreign exchang: market, may have
also contributed to the decline in the exchange rzte in 1v85 and 1986
(Thorpe, Hogan and Coote 1988). A common approach to the muasurement of risk
premfuss is to sssume that exchange rate expectations are tformed vationally
and hence that, given coverec imterest paritcy, the observed prediction error
in the currency forward market represents the risk premium (or discount). An
ohvious problem with this approach is that, even if currency markets are
ratirasl or speculatively efficient, prediction errors can arise as a result
of ‘ww information coming to hand after the expectation is formed. In its
vrsaarch, ABARE adopted the alternative approach of measuring the risk
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. premium ap the difference between the forward market quo*e and the expacted
- future spot rate cbtained from a survey of market participants, L
. Tha results indicate that a very stbstantisl risk premitm smerred Cicing
- 1985, st times reaching double digits'as an annual pate, However, the Tisk
premium seemed to become appreciably smallsr during 1986, before increasing
‘briefly in the period just after the stock market slump {r October 1967, It
is interesting to note that, while the risk premium appesred to beceme
~spaller in 1586, there iz also evidence of less rationality In the formation
of oxchange rate expectations at that tims, Ona possibility is that, given
the volatility of the exchange rvate in 1985, survey respondents were in 1986
nore inclined to base their exchange rare expectations on the Forwsrd ‘matket
quote itself, thus bissing the survéy results, Alternatively, the weakness
in the exchange rate in 1985 may have been sufficient to create an
expectation of further weakness in 1986, in the manne- of a speculative
bubble. S o

4.3

Another key area of exchange rate research in ABARE has been the
definition and measurewsnt ‘of the real exchange rate and of international
compstitiveness. This issue has genersted a great deal of interest in the
profession, both in Australia and elsewhere, over the past decade and has
spawned a vast literature. Much of this literature has been directed at the
relatively machanistic aspects of the choice of countries and walghtings in
the construction of real effective exchange rate indices ~ particularly the
construction of commodity specific real exchange rates. Many of the issues
involved have been surveyed vecently by Dutton and Grennes (1985, 1987y
Juttner (1988) and Fagerberg (1988),

Recent ABARE research has taken ag a starting point the definition of an
industry’'s competitiveness as its ability or otherwise to attract resources
from elgewhers in the economy.

From a microrcononmic perspective, the key factors influencing the
corpetitiveness -. an industry, thus defined, would include: the output
price rzlative to the prices of other goods in the economy; the input prices
relative to those pafd in other industries; the relative rate of
technological change; and the relative influence of government regulations
and controls. At a macroeconomic level, of course, the focus must be on
broad sectors rather than on individual industries. Taking a lead from the
Swan/Salter model, an obvious basis for aggregating industries is the traded
and non-traded categorisation. Thus, the competitiveness of traded goods in
general can be defined as the ability of the traded goods sector to attract
and hold resources in competition with the non-traded goods sector. The key
relative price in that case is the relative price of traded and non-traded
goods, or the real exchange rate.

Even where the focus is on the competitiveness of an individual industry
within the traded goods sector, this approach remains valic. A sensible
first step is still to consider the relative price of traded and non-traded
goods in general as an indicator of the competitiveness of Lhe overall
traded goods sector, other factors unchanged. This leads naturally to the
recond step of considering wicroeconomic factors which are peculier to the
particular industry end which may make its experience different from that of
other traded goods industyies. An ebvious such factor is5 a change in the
price of the commodity iv question on world markets relative to other traded
commoditieg. Hence, the focus rcturns imwediately to the familiar territory
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Though it is common to define tha real exchange rate theoreticslly as -
the relative price of traded and non-traded goods, empirical estimates have -
' gener#ily been cbtained indirectly because of the difficulty of cbtaining
price data for non-traded goods. Specifically, empirical estimates are .
ganerslly obtained as an index derived from the movements in the nominal

' axchange ratis sgainst wajor trading partners, weighted by oversll trade
shares aud adjusted for inflation differentisls, Howevar, the two measures- -
are closely related; and under cettain assumptions their movements. will be
proportional (see appendix C), Those sssumptions are that the ’law of one
price’ holds with respect to traded goods, and that the relative prices of
traded and non-traded goods do mot change in any of the home country’s :
trading partuers (or at least that any such movements exactly cancel out),
Theze assumptions, while plausible, are sufficlently restrictive to raise
the possibility thst, on cccasion, the conventlonal empirical measure may
not provide an accurate guide to the actusl movements in the relative price
of traded and non-traded goods. This is an important issue for ABARE,
Because the Bureau has for many years published a regularly updated real
exchange rate index computed in the conventional way, and has interpreted
the movements In that index as being indicative of changes in the relative
price of traded and non-traded goods (0'Mara, Carland and Campbell 1980).

In recent ABARE research (Dwyer 1987; Dwyer and O’Mara 1988) an attempt
has beon made to obtain a direct measure of movements in the relative price
of traded and non-traded goods in Australia. Implicit price deflators a.:
readily available for exports and imports, and it was assumed that the
prices of exportsbles consumed domestically and importables produced
domestically would move in sympathy. Making a range of plausible assumptions
about the share of traded goods in the CPI, the implied movements in the
price of non-traded goods were obtained by deduction. Finally, to remove the
direct price effects of changes in Australia‘s terms of trade, it was
ansumed that movements in export prices were identical to the movements in
import prices. The ABARE’s conventional real exchange rate measure and this
alternacive measure are shown in figure 7. The relative price index is
represented as a band to reflect the use of a range of assumptions about the
share of trdded goods in the CPI. A fall in that locus implies a rise in the
relative price of traded goods, and conversely.

Se encovatersd fn




‘While there is evident corrslation betwesn the two series, the =
relationship is obviously Far from precise, OFf particular interest are the
movesents in 1985 and 1986, As noted earlier, the corventional weasure of
Australia’s real exchange rate declined by close to 40 per cent during that
period, However, the rise iu the relative price of traded goods, though
substantisl, was significantly less at around 20 pexr cent. Several factors
are likely to have been at work in producing this divergence. The real
exchange rates of several of Australia's trading partners changed :
significantly during this period - most notsbly those of the United States
and Japan. However, as the movements were in oppc 1te directions, their
effacts on the conventional real exchange rate would have cancelled out to
somes extent. Following such a major change in the exchange rate, the 'law of
one price’ is also likely to have been viclated in the short term as foreign
 suppliexs of imports absorbed soms of the effects of the devaluation in
order to msintain market share, Contractual arrangements may also have
slowed the flow-on of the devaluation Into the domestic price of traded
goods., '

It is poteworthy, however, that over the period since the lattexr part of
1986, during which time the Australian doller has trended upward, the
relative movements in the two series have been wmuch more comparable. In
other words, the effects of contractual arrangements, departures from the
law of one price and so on seem to have produced much less tardiness in the
price of tradad goods in the presence of an appreciation than during the
sarlier devaluation episode. Consequently, while the real effective exchange
rate remains about 20 per cent below its level of 1984, the relative price
series has xeturned to around its 1984 level - slthough it remains to be
seen whether subseguent data will result in some modification of this
conclusion. Nevertheless, should the relative price serics remain around its
1984 level, it may indicate that some real devaluation is in prospect, given
that some sustained improvement in competitiveness is required as part of
- the process of reducinyg Austrslia’s current account deficit and foreign debt

~ burden.

More generally, it may be sensible to interpret the conventional measure
of the real exchange rate as providing some indication of the change which
sight occur yltimateiy in the relative prices of traded and non-traded
goxds, sfter aufficient time has elapsed for the various lags and rigidities
to have béon worked out,
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A more important explanation probably lies in the assumptions nsed,
particularly with respact to fiscal policy. In the ABARE research, it wvas
et

,, umed that f£iscal policy would be tightened over the remainder of the
xﬁlﬁm.mfﬁﬂmﬁy to reduce the current account deflcit to a level - -
ironsistent with its longer term ave age level - = tevel which would also

2, . “allow Australia’s forsign debt to D2 ratio to bo stabilised. Dixen and
¢ Paymenter assumed a similar outcome for the current accounC balarnice, but

also assumed that ne contribution would be made by a tightening of fiscal
policy. Rather, all of the restraint on absorption was assumed to occur in
the private sactor, in response to very high interest rates which, in turn,
required a rapidly devaluing currency in order to maintain the intexest rate
parity condition. However, even here a major puzzle remains because the:
cumulative effects of such projected real devaluations would carry the real
exchavige rate to a much lower level by around 1930 than found necessary by
any oher researchers.

Armed with its own research results, ABARE has, since the latter part of
1985, based all of its assessments of the medium teram outlook for commodity
prices in Australis on an assumption that the real exchange rate would trend
upward:s fgnificantly. It was also assumed that interest rates in Australia
would deécline significantly from the very high levels ruling in 1985 and
1985 ac the risk prewium in the interest rate structure declined and as the
appreciating trend in the real exchange xate became incorporsted into
expectations. To date at least, both of these assumptions have provenm to be
quite close to the mark. Around half of the real devaluation in 1935 and
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 Fiuslly, it is clesr that there are sows simil

. differences between the Australisn experience since the mid 1980s a
exparience partictlarly in the First half of the 1980s. In both cases, there
is evidence that monetary policy contributed to the large change in exchange -
rates, albeit fn opposite directions in the two countries, The US experience
iz well documented in, for example, Chalfant, Love, Rausser and Stamoulis -

{1986). In both cases, too, a *speculative bubble’ may have extended the

movement in the exchange rats; the US evidence is sutlined by Frankel and -
Froot (1986), On the other hand, it is clear that the other msjor :
contributor to the US experience was another policy varisble, namely
expansionary fiscal policy, while in the Australian case it was a largely
sxogenous deterioration in the terss of trade. The role of £iscal policy in
the real devaluation of the Australian dollar in 1985 and 1986 is
problematical, Fiscal policy was, in fact, relatively expanciun-vy at thav

© time, pointing to upward pressure on the veal exchange yats, in 1ine with
the 15 sxpsrience, rather than downward pressure. However, the large budgec
deficits at that time may have contributed to the emergence of a xisk

~ premivm in the Austrslian interest rate structure, which may have been
sufficient to reverse the sign on the relntionship hetveen fiscal policy and
the exchange rate.

5. SOME INTERFATIONAL ISSUES

Large current account imbalances and major swings in real exchange rates
have Deen key features of the world ecotiomy in recent years, and are likely
to remain the crucial issues for policy mskexrs in the foresesable futurs
(figures 8 and 9). In that sense, Australia’s experience has been something
of a sicrocosm of developments in the world sconomy.

General equilibrium theory in the spirit of the Swan/Salter snalysis
indicates clearly that if the current account imbalances in the major
economies are to be reduced to levels more acceptable to financial markets,
changes may be required to both absorption and real exchange rates. Changes
in real exchange rates in isolation may not be successful, or even
sustainable over the medium term, withcut an appropriate change in
absorption. This is a simple point, but it did not appear to be recognised

~ fully st the time of the Plaza Agreement: in September 19,5, where the focus
was mainly on the perceived need to achieve a major devaluation of the US
dollar and an apprecistion of the yen and the Deutschmark following the
- marked increase in the real value of the US dollar in the first half of the
1980s. More xecently, the meed for a two-pronged approach has become much
more widely recognised, possibly reflecting in part the slowness of the
gurrent account imbalances to decline in the face of the very large exchange
' rate movements which have occurred since 1985.



Thers is also now widespread sgreenent that & decisive reduction in the

US budget deficit is central to the changes in absorption which are
reguired. Much has been written on this issue recently - for exasple,
Branson (1986), Dornbusch (1986, 1987). Howaver, a docline in savings
relative to investment in the US private sector during the 1980s has also
wade sn importent contribution to the deterioration in the cuxrent account
balarce, Thiz stands out clearly in some estimates compiled recently by
ABARE (Wallsce, Brawma and O'Mara 1988) - see table 1. It remains to be seen
whether the wealth effects of this imbalance between saving and investment
will produce & sufficiently powerful self-correcting mechanism in the
privite sector over the next few years, or whether financial markets will
sesk to force the pace of adjustment by imposing a risk premium on the US
{ntsrest rate structure. Even if financial markets are relativaly
“unconcerned shout the savings/investment imbalance in the private sector per
g%, they may still force adjustment pressure on to the private sector in the
orm of o risk premium if a further tightening of US fiazcal policy is not
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There is also soms uncertainty about the most approprists changes, if
any, to fiscal policy in Jspan and the Federal Republic of Germany. Though
fizscal pollicy has been tightensd significantly in both countries during the
1980s, this change commenced from & position of largs budget deficits, and
even now both countries atill have modest budget deficits (see tables 2 and
3). It would seem, therefore, that the case for the adoption of much more
expansionary fiscal policies in these countries for an extendsd period is
much wesker than is the case for a tightening of fiscal policy in the US.

- The large current account surpluses in Japan and FR Cermany largely reflect
an axcess of savings orer investment in the private sector, and any

- sustaitied reduction in the curvent account surpluses will therefore probably
require adjustments in the private sector. A reduction in world real
inteiest rates in response to a decline in the demand for capital inflow
into the United States in future years is one possible source of such a
change.

 While it is clear that the major econcmies will require further
adjustwents to sbgorption ovar the next few gears if rhg curzentgaccoynt , .., ..
" “imbilancéh sre to be reduced'to levels more acceptable to financial markets,
it ix much less certsin that further adjustments will be required to their

xeal exchange rates. Perhaps the key lesson from exchange rate theory is

that relatively short term influences on exchange rates can be quite
pervasive and can carry the exchange rate temporarily to a level well

removed from that whi- . is sustainable over the longer term. Large

. sdjustments have occurred since 1985 in the value of the US dollar, the yen
- #nd the Deutschaark, probably induced in part by monetary and speculative
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mﬁlmmu. Even if further chmsu are Tegquired, they will not mcqnar&xy ,
be In the directions that might be suggssted by intuition - that iz downward
in ths csse of the US dollar and upward in the case of the yen and the
Deutschaark. For sxample, it is possible in principle that the recent
exchange Tate adjustments msy have contained an e ement of overshooting,
wuch &8 scems to have occucred in Australis in 1985 and 1986. Certainly, the
ware cbssrvation that the current sccount isbalances remain substantisl dnes
not provide conclusive proof of the nesd for further exchange rats
adjustment in the conventional direction.

In the 1ight of that conclusion, it is perhaps not surprizing that
opinion sesms to resain divided sbout the prospects for the key
&n%«mmﬁvm currencies over the medium term. For example, Dornbusch (1987)
srgued that the US dollar might nesd to decline much furthsr than it has
done to date, to around 100 yen. However, other eminent commentators in this
£ield, such as McKinnon and Willismson, have been recently reported to hold
the contrary view that the US dollar is at present substantially undervalued
{Bconomist 1988).

There are grounds for supposing that the real levels of the US dollar
and the Deutechmark in the Septesber quarter 1988 may heve been broadly
‘consistent with, or slightly above, their sustainable longer term levels,
while the wen msy have been somevhat overvalued in real terms. The real
u},w nﬁ tl e US dollar in the September quarter 1988 was around 5 per cent
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1980 3.6 19.0  -2.9 23,6 1.9
1982 2.8 ‘ 17.6 -3.3 - 2.3 0.6
1983 2.5 8.0 -5 23.6 08
1986 2.4 16.9 1.2 2.6 41
1987(p) 2.4 168 -L7 26,8 3.8
1988(%) 2.4 7.2 . -6 26.0 - 38

(=) General government financial balances. (b) Iaputed as s residual (equal
to the sum of private and public investment less public saving plus the
cnrrent sccount balance). (p) Preliminary estimate. (f) Forecast. -

Source: Wallace, 'ripma and O'Msra (1988). ‘

balow its level in the sarly 1980s, the most recent pe tod in which the US
sconony was close to internal snd external balance. S5i -& that time,
however, ths Uuited States has moved from being & net cr di*-~v pation to &
net debtor nation, and by the early 1990s the turnaround in net transfers
abroad could be equivalent to around 0.7 per cent of GDP (see tables & and
5). Assuming that the overall current account deficit has been reduced to
more scceptsble levels by the esrly 1990s, then the balance of trade will
need to be sufficiently stronger thau in the early 1980s to allow these debt
servicing costs to be met. This means, of course, that sbsorption will need
to be lowsr rslative to GNP than it was in 1980, and with other factors
unchanged the real exchange rate will also need to be lower than in 1980. On
the basis of plausible assumptions about the relationship batween absorption
and the real exchange rate, as set out inm table 4, a sustained declive in
ths real exchange rate of betwsen around 1-5 per cent relative to its level
in the early 1980s may be required, other factors unchanged.

Adopting & similar line of analysis with respect to the yen and the
Deutschmark, it is likely that the sustainable real value of beth currencies
is somewhat hilgher than in the sarly 1980s, the most recent period in which
Japan and FR Germany were in spproximate internal and external! balance. In
the Interim, both countries have expsrienced a large buildup in their net
foraign assets, and this process is likely to continue for several more
years yet (see tables 4 and 5). The net income received from these
investments, if reflected in a higher level of absorption relative to GNP
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(=) Based on figures in table 4. 1981-93 for Japan and Germany. (b) Due to
the change in the net external asset position. Assumes a 4 per cent real
return on assets, (c) Assumes a 10 per cent fall in 1988 and no change
thereafter. 1981-93 for Japsn and Germany. (d) Based on real exchange rates
published by Morgan Guaranty. (e) In both cases, & relatively wide ramge of

slasticities has been uswd, the midpoint of the range being broadly

consistent with the Australian experience as outlined in, for example,
0'Mars, Wallace and Meshios (1987). (f) The fall in the trade bslance to GNP
ratio is sssumed to be equal, but opposite ia sign, to the change in the net

axternal income to GNP ratio over the period from 1980 to 1993.
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than was the cass in the esrly 1980%, may vsguire \ rea} sxchange rats
- around 1<5 par cent higher than in that sarlier peried.
" It is also important to make sllowanca fox changes ir. the toxms of trade
sxpavienced by thexe countries ovur this pexied. All thres countries enjoyed
& rise in thelr terws of trads betysen the sprly 1980s and 1987, with Jepan

. pxperiencing the largest rise. The recent Iscovery in comsodity prices may.

“see sows raversal of that trend. If, in all-thres countrfes, the terma of
trade ave assuned to fall by 10 per cent in 1988 and then fo remain stahle
at that new level over the madium term £o 1993, the US terms of trade would
 be shout 3 per cent below the Ievel of the early 19805 (see table 4). That
might provide some justification for a real sxchangs rate perhaps 0.5-2.0
par cent below that of the sarly 1980s. The same assuptions fmply than
Japan's terms of trade would remuin around 13 per cent sbova, and Germany's
around & per cent sbove, their levels iu tha early 1980s - in both cases
pointing to some upward preasucs on the Yeal exchengs rate. '

#dding together the uwffects of changes in pet foreign assets and temms
of trade since the early 1980s {see table 5), ths squilibrium real level of
the US dollar may be, a¢ most, avound § per cent helow that of the Suptember
quarter 1988, In the case of the yen, the equilibrium real level could be at
least § per cent, and perhaps closer to 20 per cent, below its level at that
time. The situstion for the Deutschmerk is similar to that for the US
dollar.

Such estimates are, of course, only approximations. Apart from the
uncertainties sbout the size of the elasticities, it is possible that
structural changes within each economy have alse had some influence on tha
equilibrium real exchange rates. For example, the tradsd and non-traded
goods sectors may bave had unequal rztes of growth in capital stocks and in
technological advancement. Thus, in terms of the geomstric representation aof
the Swan/Salter medal in appendix A, the shape of the production pessibility
frontisr may have changed over time. Further, in the light of Australisn
experience it would be important to assess the extent to which movements in
the relative price of traded and non-traded have mirrozed the movements in
the conventionaily measured real exchange rate index during the 1980s.

6. SMMAR- KD COMCLUSIORS

The Australian experience of the m»id-1980s is in one respect similar to ths
US ssperience during the first half of the 1980s: it seems to have provided
another practical illustration of the phenomenon of overshooting in
financial markets. In tho mid-1980s, a sharp decline in Austr-lia’s terms of
trads and a deterioration in the current account deficit and foreign debt
level provided a sound theoretical rationale for a significant decline in
the exchange rate. However, ABARE research indicates that such factors alone
are unlikely to explain the full extent of the decline in the exchange rate
or the very high real interest rates which emerged at the same time. Shorter
ters factors, including an element of overshooting in response to an
expansionary monetary shock, a risk premium in the Australian interest rate
gtructure, aud possibly a ’speculative bubble' in the foreign exchange
market, are also likely to bave bsen important. The marked recovery in the
exchange rate and f2ll in interest rates in 1987 and 1988 probably reflect,
at least in part, a gradual dissipation of thuse shorter term influences,
sllcwing the earlier overshooting to be reversed. This is not to deny thut
the recovery which has occurred in Australia’s terms of trade since early
1987 has also played a role.
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seemingly adopted Ly other researchers - is that fiscal policy would not be
tightenad and hence that financial markets wauld force additional adjustment
on to the private sector via the maintenance of very high interest rates
and, in the short term at least, & very low exchange rate. ~

Other ABARE roseaxch has focused on the relationship batween the
traditional ewpirical measurs of the real exchange rate and itm thesratical
analog, the relative price of traded and non-traded goods. It was found that
the relative price of trided goods did mot rise, at léast immediately, by as
much as might havs been expected from the extent of ths decline iIn the
traditional resl exchange rate in 1985 and 193¢, &1l of that increase
subsequently Being reversed. This will nsed to be horne in mind when
sasessing the extent of the ovorshoot in the evchange rate. :

In the iInternntionsl arena, resolution of the current accoumt iwbalancas
of the major industrial econemies reguives, in principle, adjustments to
bouth absorption and veal exchange rates. For that purpose, the adjustments
which have occurred in absorption to date have been insufficient,
~ particularly with respect to fiscal policy in the United States, In
contyast, there is some evidence that tho major realipnment of real exchange
rates which has occurred since 1985 may have brought those exchange rates -
particularly those of the US dollar and the Deutschmark - guite close to
their sustainsble longer term levels. In other words, &s was the case in
Australis in 1985 and 1986, these exchangs rate adjustments may have
occurred much more quickly than the adjustments to sbsorption. However,
unlike the Australian case, it is not clear that the exchange rate
adjustments have contained a large element of short run overshooting: with
the possible exception of the yen, the exchange rates may have been carried
to about - rather than markedly bayond - their longer term equilibrium
level. Even so, this dichotomous adjustment of exchange rates and absorption
is unlikely to be viable other than in the relatively short term. In other
words, unless the adjustments to absorption catch up relatively soon, it is
1ikely that market forces will prevent the present levels of the real
exchange rates from being sustained until such time as absorption has
adjusted.

Finally, there is a range of issuss on which further research by ABARE
and others may prove useful. One example is the factors which determined the
size and behaviour of the apparent risk premium in the Australian interest
rate structure in the mid- 1980s, including the role of fiscal and monetary
policy. A second is the relationship between the alternative measures of the
real exchange rate, particularly the size and nature of the lags involved.
Extending thai analysis to “he major international exchange rates may also
help te clarify whether the .'djustments to these exchange rates since 1985
have carried them to a level Lvcadly consistent with a longer term
equilibrium.
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, of the fall in the sxchange rate and the rise in Intersst rates can
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| n figure A2, the driving force behind the balance of trade deficit §s
. ‘clearly the excess of demand oyer income. ¥hile ever that ysp remains, it
will not be possible to reduce the halance of trade deficit sisply By -

raising the relative price of traded goods. For exsmple, in figure A3, the -

relative price of traded goods has heen raised to a level .at which, ceteris
paribus, production »f and demand for traded goods ave equated, but only at
the expense of infreased excers demand for mon-traded goods ~an =~ .
unsustainable condition. “ ' P e

Changes in the terms of trade are a little less convenlent to anulyse
geomatrically. One approach is to add a third dimension to the diagram to
‘allow traded goods to be separated into importables and exportables. It is
. ‘moxe common, however, to retain the two dimensional representation and to

- recognise that a change in the terms of trade can hn‘aﬁgmggcd by 2 blased
: ; Fron .+ Gonsider the case,
for example, of a rise in the terms of trade. For any given leval of output
- of non~traded goods, the economy now has the potential to consume & larger
bundle of traded goods than previously, without rumning a balance of trade
deficit, This is similar, in effect, to an increazed sbility to produce
traded goods, In figure A%, the economy Is Initially in internal and trade
balance, PP is the actual production possibility frontier; PPy, the shadow
frontier, is PP with the improvement in the terms of trade factored into the
~output of traded goods. Assuming that the gverage price of traded goods is
uachanged following the rise in the terms of trade, and hence that the real
exchange rate doss not change, output is determined at point A, but
" effective resl income is given by point B on PPj.

Provided that at least part of the rise in real effective income is
reflected in incrsased absorption, then the expenditure lime will also move
to the right, from EF to (say) GH. If the expenditure elasticity of demand
‘for pon-traded goods is positive, it is clear that this rightward movement

-1 This analysis of a change in the terms of trade is somewhat similar to
the analysis of a mineral 'boom’ given by Snape (1977). There is, however, a
subtle difference. In the case of new mineral discoveries or some other
physical progress in the traded goods sector, the production possibilities
frontier sctually moves. The nsw production point can then be determined as

| ~ the peint of tangency between the new frontier and a relativo price line. In

gontrast, in the case of a terms of trade change, the production point must

i xﬁﬂﬁ% deternmined on the actual rather than the ’'shadow’ frontier.
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abserption wnich . induced by the rise in the terms of tmda.
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 ¥or simplicity, governmant expenditure and the volume of exports are
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Conversely, if b + 4 = €, thew:

(B11)  SBT = X, and hence:
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(p12) BT = &p*i-

In other words, in this case a change in the export prices ir reflected
fully in the balance of trade.
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- It follows that, given the ”mﬂm thet the r«l mhm rates of
the hone country's trading partners are not changing (or that any swch ‘
changes exactly cencel), and that the law of one nm:t mm fm: traded
goods, than movements in the ammatmmy measured resl
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