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Ll'nCOlin Co1:1-g., Cb~·l.tC~t';b" .tIi. ~._tll\d,1"9 r.11~tya98~ 

IIClWfG£·MTU. ·:l~IA~, ' ~ACR.Ietn"TtJU:! 

.*~CftlW*· 

,Austr411l-.n!ureau of 
Agt:.'icultural andbs'!lutee EconcWic$ 

Canh_"" 

Theunderlylng csust$$ol lorl&ertor. aao'Vfilc!mts in r6.1 

uchanger4tes ~ and the b#pllc4tJ.OliS of $uch mov~.t:$ for 

the AU$tra.1.lan farm sector, received con.i.tlflt.-ble' lEt tt:cmti on· 

seer the mid .. 1970s. Follwlngtbe £loll.tJ:ng ofth.tJ 

Austt'slLtn dollsr in 1983', _Jar Sf11ng$ J.n the tlOQlfnal lUJd 

real exchlWgs rate and In mte1;'68t ~at:e:!1 s I.muld1t:4d I!I. n~ 

ratmd of research .fn thesEI .arftSs. Because tIll rc3..~ (J$(cluJnge 

rate and the resl interest r"l:" are probably the two 

domestic macroeconomic 1farlables with the greatest: potential 

to affect the AU$trallan farm sector, they have also been 

h.igb on the list: of resNrch priorities in the Australian 

Bureau of Agricultural and Resource Economics (ABARE) .. In 

the paper, this recent ABARE research is reviewed rrom both 

an Australian and an international perspective. The focus Is 

on the forces driving exchange rates an.d interest rates. and 

the outlook for those variables. 

* ,This paper ,under the title • Exchange Rates t Interest Rates and 
Agriculture: A Mecroeconomic View fro. Down Under!' was presented 
ot'iginally to the Decertber 1988 Meeting of the International 
Aaricultural Trade Researeh COMortium. San Antonio, Texas, 14-16 
~De¢e".r .. 

'" 
·**b· .. utb.or I,. indebted to Llnd$ay ltogan and Sally Thorpe for ab~istance 
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'~~~~()~Q (tJlflM.~'.f)U:~~~tcuil;~t."J1.t~~4\li"11,:~,chq.~.t •. " ,"" ",' 
lnfl~nQ .. ~,ver. ~i6y f~:9~:~tu.A"t.,lg8'.etl"" o~ 'tbe ~t~:tJ.'JA~Ql\al 
~icul~t.t ~t.d. ~~ •• ~Cb4~a~ti._* 'In>''Y~f ,tb,ht>..p.t:~.: tb~~l • 

• • , •• on ,tlWJ"U$ ~p.;f~'.nct~l\;~',·:;.slllti6.f.·~''''lbdJ'tl4;,.,t~~c.l,4t14 ' 
'thfl()J:.tteal:t ••• ,.t"Qh'(~.rl_~$,~' 'Q __ ~4.l;~dlal~~it)bj.CttV(lO!,~" 

~); •• :.ut::P~t'.J;~"to·cQ.,1.1\tthit"t:ll'1r*tJt~111 ,by·r.~w~ltI~' ,t'Ct,nt 
A'*'t.f'.li •• ~· ... r'ltlq:'· "and ;t~~~: 1: •• ,*1;61\, ,lfl, ,~ .. ~t"·Qf~h •• t,j, t.~.j 
tut.tt,t l:Ait." ~(l.pt~qtWt.~ , . , 

, ,4W1tt*llt, ;"®'t.\l'.~_tlilq~~p~btt1l." 'Il' ;tlO'.~·t\, "~c~~.,,, ::.ttt ron1y, ttl . 
19,JJ·t~'~ y.c~, l.t.~.~tb;lu.U10tb.t'·'count~1.'. ".l~&bi'.~'," •• 'Q!."" ' 
n~~ll,~t:Y ,'ati1na ,.~.' l~.: ,~' .. ,'f:c'%81f-nj", p4g,J ,'W'b,.n lut:~A;~.A'in" 1916 .• , 
~.v.~f,,~th*alon.$b· •• ~,~.~~IM •• 4',l1r' cAqtX'.t1._:".c(),Q,Q~.t. ,~t '".·,ftJ."" 

'. ~lua.l .. ~~~ltg. ~«, :Mltbarp~VtUttJ' .~)! .1Wftl,~ ,t'M.' Tt,.4 fo~~ 
'~_.t\t. in tb';(t.l·'.1(~"". :r:jt.t):o.t·,,~·, 't<>"t;u.." ';('.Illl' 't9:S5f"l9tin,~, 
s.4.tt.~,.9S9), .' 

" ,'. '~, ~~11.1~.C.~ •• 9~.lqn&.,t ~.l:'lI' ~~~I;tn, ,te.l.~qb~e , t .. ftUJ" 
'.nil" th.\;Dplt(#~'t;~~~,O!'.~1t~tt1~.' f'OJ; .,tll';Aw.~1:.1~~f'.r:. •• ~tO.t; 
1Zg~o~v:,"e.Qtt.'~_bl. _tt:.ntl~, «f~.~ ,ltlt.,.la"'~970$\fQx:.)tQpl.·t .O.t.,Qt1 
1.9!~,,~ SM"P.19tt'1;. St.~~ll"gr,jO·*~a.t;je~la:Qa ~:·CM1>1$111980),. 

" f<Jll~_ln$"tb.noAd::ln,.\ot tb~/i,.tt' .. ltli\ ~llu in 1·9a$:, • .,ot 'It!~j; ;in: :tb~ . 
nC)!llnal~t'~.~e~c~~.~at.·~M in >!tttet' •• e ~.t' •• tntul.t.4 ,,.,l1It,,,'):'ot.m(l. 
~~',.;'(U'~Atcn.,ln· t1l.*~ .a~ •• " .. ' :hc.j\w. ·t.'he.,~l:(u~l ,Q~c:h'n&.r.t.a114 1: •• 1 :tnt6rt.,t 
, ,r.t«.: ,.i".~rQb.bly ,tn4 twQ,~iI~f;~,_Q,~Q.CQll~C. vllt-laole., with :tb. 

'&re.t •• t: tk't_ntlal ,to; .. ffeQ.'ttb~ AttI~r.l~f." .ectQr ~ '~1 11.'1 •• llo-been 
h1lhb~ tb:, l!.t!oft~.,_~ch px-torltt •• ,'tu;· ,tb~ ,Au$·tt'.l;llUl 'llu;, •• u,CI£ 
4gtloUlt.\u:-.l a.n4 ~esc~¢~ ~c.t .. noJ.dQ.(4BAlI) ~ln ~t: ,~qll<>h.th.,fnc.UM 1. 
'()u,: 'tb~, £c)(C~$ '4tlvina, exchana" rato..l1d .'tiltex;,wat 7;41: ••. _ . .nil: t.b. cQPt1tlo'ktOl: 
tho$Ovl¢t.bloa, ratb.l:.uonth_ dt~f.l.d'a1ctQ.cQnQJ4c.ff~nt.·,C)f .' 
IiQv".nts. inthe$o"",:d.abl.a: on :tn« ,f~.,ct'orl\ the 14tter..l.~Wl. have b~~n 
.. dt.b:.'Ss~4 .t .0 .•. l.ngth. by,,. fol:' tClXQlpl,. &rt1~,.nd.Sba. (t986), ,.nei' Hl"~ 
(19S&)'~ 

1n the nexts~,ctiQn, recent _cl:.'o$conoalc develop •• nts 1n AU$tral1a Are 
'X'$v1ewed bt'i,fly,. -particularly .ith respect to Gx~hange rate,. and :interest 
J;'at~Q and the associated i.suss of the current 4CCOt,Ult balance, tb~ ~":erm$. of 
trade and fQretgn debt levels. The theoretical .odele whteh have 1,ln(1arp1.nnea 
~d provided. the intuitive basis for lIucb of tl'.e recent: Aust~alian re$eArch 
are outlined in section 3. Some of the key contponents of that research sre 
drawn t.ogetber and discussed in section 4. with an emphasi.s ontna ABARE 
contributions. Taken together, that research has pet'Ddtted Al5Alm to place a 
pa'!'ticular interpretation on the recent exchauge rate and interest rate 
~elopllent:s in Australia. and on that basis to make uedium tem projections 
Qf tho.e-variable!!. In section 5, some recent ABARE research on 
iltternationalcut'rent account imbalances and e,xchange rate movements is 
dJ;'c'U$sed briefly Finally. section 6 contains some concluding remarks. wi th 
ptll:;ticutar :.:eference to the .ustainability of present key exchange rates. 

A ew~i41fe.ture of Aust.t:alla' 14 econ.omle performance during the 19808 has 
b,to; "'-= ~ked1tlQJ:.e.$.e in the deficit in the current account. Since the 
a.t1y 196bs. the current account deficit bad averaged around 2 per cent of 
Gnp';., bt1t <luring the 1980s the average naS been around 5 per cent, peaking at 
·about 6p«r cent in 1985 .. 86 (see figw:e 1). Since then a significant 
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for't:ftn.tl0lt~f~~'t.ultl.l.·.,. f.llfttau.tl#.lfJ~ 'b}If. ~t~~~l. p~t' .:¢.nt'~ 
b.tw •. fI,'Q':. th~' :hr;~'t:~!f19S4.titl. '·tb,,· ;S"lle_f~ qUlr~.~1~~'6. (f'lUt. a,),,, 
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Aec .• n •• t111U11e..t~lnt tttt-Jtet. aQ8 .~~nc;.th.t ·t~. f_ll!n, ,the ~.~1 . 
• ich~~ lr-.t.,· ~tl:. ~h •. ,JIld;ioolt980. w •• ·~_o£· .. ;tbtr:llu\tp,.t .thl. :c.Jlt.itt,y"n4 
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~, dMt!Y1.~1 ... t, of @e, &$t):&lluf.r. .~QtpJ!'. the .J".al.xob~., r.t, 
;~ ,r •• l f,l\t,er .. t. 't'.t.I,.J:.~., .... ttc "c'ioecono.l~v.atf;.l •• wl·th ~th. 
F •• ~.'t.""'~'(ltl.l' to',.f{.ct lltofitAlltty. ,l!~#: ~1.1 'tbt ~el~, ,til til. 
:t.al.~c~r.t., in ,1985 '«n6 1985, ,VB .. q ,IuS" .. ,to cUlht~n.ucb 'of' :tb_ 
.ft«e,t'offh": ltQttM~ .1UJ;p ~B p~~xy c;~~1;y' ;lJ~lcJu~:.t that ,tiM 
(~:»:t'n, ,q4'ShAw: 1986')'.~ Ital •.• 4., th~ ,by ltv4st'o¢l¢, l~t'tlt\.~ "llqol .nil,oo.!, 
:J:,. .. tMc1 'v.-q:' pltot!1;:l$bl. \'l~tl1lJ,~lt~.:p.rlI)4 :~.'P1t.,t:M f4~ttbAtt,_'G\J~_tl 
tttfO,t.,.p ,·~'J).C)h '" "tb., wor14, pt:lee$ ~£, bo~ (:,~~tl~$ .er."t.'1atlve:l:y 
iUp't •• ,t4. en tbe,(t~b.~ l~.~. t.M. V_I! 'b11ll1nt.r.eat rc..ee$' ,~lJ.l'lI·ettbf;e 
tJWt: .~~d 'p~ :0£ ,tb_benef" ~" . of' t" low. ~.aldcMtJae ... te· ~ a44tua to 
th. ,eNb :<l<lft": .. f l~bt.d f'.1.~t;tr' ~'b,. dipr ,~us!l'lS f.1:1I .$,I.t17alu._: .. 

3. SCIII UY1mXlUE.S 

thete ~. 1."&(Jqu..t lon dult thef.eto1781dli ... :! d.t:tva ti~eh ... rAta. U." 
~Xtl_.:a:n4 COffPl.}t~ Therea,re., houvet, ,aoaelceytbeorl.# a.ud~"QX'etlcal 
~1. lfblch _nabl- aoaa. order to h. 1U4e aut of 'dle,ohac... ,From a .aediua 
~1~8e,r 'te'tll :pil.r$pe.ctlv~ I lapo.x-tant i);1$ightJJ can ba~ne<l fxora a al.ple 
tb.oreticu,gat.4tgadev.loped bytw'oAWltrallan econQlIi.t$ during the 1950s 
.. Swan (1:9.55~ 1960) and S"lter(t939). In tne ahortnm.tbepj or 
1nn\le~\oi.on excbange. rat,.. ue likely to b, lIOeetary fac.tor$. t ~eet4tions 
and.flnt~t..tb.or.tlcal ..na. eapt'ttcal work on these Ifl~tel: issues is r.,-aw 
tegion, 'butllUCh M.e ita orlg:tn.. in the seminal work by Dornbusch (t9.7.6) .. 

," 
lnthel:eal 'worlll. at any point in t1ue, exchange rat.a are driven by a 

4o.'bl_tiO"of th... l()nger tam and short tem influ.tu:e.. However, in 
ox-deX' -to _1:". ec;ommlic re.a«rcb .,re tractable 11 it is 0 ften convenient to 
dX ..... ·41.einctlol\ between tho two and focus on one olr the other. This is 
~b •• pproadh Whlch ba# ,enerally been 3dopted by ABARE in its exchange rate 
r ••• atch. 

Th-. sYab/S.lta1: 'paradip f an becQl\ceptu.lised as a simple general 
'qulll'r!. ~lWbichdl.t:lllgUlsh.. two cla".8 of goods and services -=_a.a ,and nQ1l..,t:r.4ed. The kt I.Y relative price in the model lathe relative 
pt;(t:;tof tx'.Q~ ancJ .Mn .... tr.;.dl1ctsooda ... in other words, the real exchange 
'r.~.tll~utn. '~lot'i81llj Ited.a a raodeof ~ly.l. for a • small' open 
.t;~, 'le, !., ••• ~d that tn..: 'telati:ve, price 1.)f i1lpoX'tableSl and 

i) 
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O,~,tt_,·~ftclt;; : ... ·~~~t",t,!lt . '.' . " 

. . .. **r~J: .l.~l~~tlv.~~.~t.:~:tIf.1t'Jt,~~un,~~tu.~ :,~·':th • .;bt>~~; 
. ~~l!t .. a:.;.~, .. ,:.tt .• ~: ••• ;~<fQi1:,'CX.4~\f~,~;1;i"l1't.Q~\ .... '. : 
~O~~QI4.x~ .. ~·.W-i.~ 't~"~:f" \~~~t.'ll .. :%tt· Qtb.~ wr"'!t~. " 

• < 4rl~ 'forA' 'hh,t14' .' ,"~ 1~1~. ~ .. ~ ~.l.M. hbie.tt .. ,a.l1.oret lon 
i~;"~ . '.' 

:~.xl.~.~.:Qt.tr.Jil.l_~l.nc •. ~CJ. ~t,~1:.t~r:t,M" ... it£ll "'ft.'. 
~.tt\1..t~n~ll~b ... tate> it· .ttM·t ' .. tk1:..l._v.,l.:~lt,:~1;. qb.11P~ , . 

, !.~ t'bttll! •• l ·.~C;ta.tJI8· ~.~,.'tfil1~i.nl.· .' "pl:'01'tae.- .ol~t't)n:"lathtt:,' 
.tt\.:~tlMte .ol ... elfjll. 11~ .• ~n :tUt ~Wl'P'o~' ~l~.lq t)ttb,.:"p, ·b,twj.ra" 
.'·.Ql:}1~l~~danJ.l(~.~: ~teJ1jd~t,.' ~111~C~ ~~. :o~. ·1.~~· .• ut~tlf:*tI1 ," 
utb- ttil1t4ttl*,e.toJ: ,of .tba .c~~ Q.sp~. t~ th. ~ •• ~n i't:' ~.1~ 
:po.!~ton ~!cbb~ 1;c4t,\lted·frQil·!ta ·,~r.v1~'b(u:J:.l~ ···ana l.t)d~ ;.' 
~ci.10'tW .' ~ d,,,1s!c.uw. ~.fCh ~~.l~k.lY to 11 .. vo ~.'Q; ~.t~Qll*l tn the Iln.
tba\: ~7' r.~ut~4 l~ ..• ~t.'tt •• i.l~t.t..t.ton; ~f.¥p_.(rt.'" "1!iltt~. 
llow.eVft1:, • ~Q.~"" 1nft,·¢.1'~,11~1·_1'b.·. ~G;qu1~.4 If ~.~c ••• t""l:11.Q.Q". 
QJt tllbt'fl.~4pol$.t;1w" 'a _jot: t:tfl'ltt11>utoX' t., '~. ,., :bet:W •• n ab8o.xptJ.<ln 
i~ '001-"1: ,@d,1f ~t fl.¢"l 'Pt>lic1 .t~c. <U6not. teJ1J.lt iu-.cih4ngo. in 
,rtv.t •• ~toJ· .hJ.~ .1n" "." ~ •• t.4 .by ;br·ro:(19;14, 1979). If ,elth«'t 
OJ;' ~ot~oftht.. .o..lU$'tIIIJtn~Dteu~.t:o.o, .• lowly f~ tb...t:·l.f-.ct1 .... n Q·f 
9"tl~)Wl~ .In flnanctal ._t..tlt then :th.,. .,. •• eileta fore. the pac& of 
:.tlj1,lj*111: •. In. tn. cut· of An ... t.~l ~fic1t" for flPJ#Pl., lnv •• tora..y 
;I.~.r.t. ,·.n,~u,tfloYof. ;eJlpltal. dtt:vl\1S. 'updQllaat1c :1ntere.t ratea 
.U£ff.clenely ;o.ttbe~ ;cboQo.ft 'OM ptJ:vat.1 .ectord •• and ot' to for·ce the 
I~v.~t ,to. ttpt.nfi:tletl.po11c:y. 

, .. ~ tll ••• p: bf.!W,en ,ab$().:rption ·.nd GDPnarl:ow. via one or IIOr8 of thes. 
·~()Ut.'*\th.nt and' onl, then .. 1 •• ''&It,in,d chang_ in the ;r •• 1 ,exchange. rate 
~lDl!'*;QOQ~ur. The .~t,ntof tb. chatlse in tbe real ueha'!l:S- l'ate will be 
a~.~a'bytb ....... <1: ,to .... lnt.in eqU$,11briua in th. non-tJ:ad,ef;l goods sector. 

·~.~$.WMJl/S.lt.~ r.aaa.l 41so. provide. :fJ.apcrtant lMight. into the 
lht.t.¢~lon.t, w.rth .... MUll tom. between ., country' stems of' trade and 
:l.J; •• l.:~u~hll11$ .. :t.t.~ .. n.l. i. a ctuclal :1.8118 fot countrle. (such u 
~V.\f;.l; Wbo.. ."~ll!t. inol~4 lara& proportion of primary COJ'lDlodlties. 



." '. 

~' ~ ,~t~ of. P~,'.~tlU~.~M."a. ':bt nl.t:1W1r ~bt"l. 'D~' 
~4 .u:bt4*, '. ~,.. o~ ~ti~, Qt pr.~ J~\\t; ~t1 .~2:1;.l"4 .1.0, ~~ 
"'to, :'" -.b.til'·f! ' ;" I' .' ',' , ' 

.... , .··.· •. :~~~tl!f.~'~~~i# •• ~.tti •. toIi~~I~·~t: ...... 
'" ,.ffMt,,~ ttw,xMl,_.,I:' t:.~. q,f • '~ '," "(!t~~.:)- .• ~ ::tn".",;9f., ' tt. ¥111 "* pftJ1J4d ~'f~ dt_ .. ~ ~.t,lo,~'~tcb _o~.l •• , .t: jltelf:M .. U 4OM*tlc ~ ·401, Mt: dlc;llM' *.,1., tt..': ~ll_ in 

~l'"'''f~~l;'''':'~*(,b' ~\t'\:~t;~'bj,,~;,.qU~ .:ll1.,.~.··,t.~oJ;'~."'l.. ' 
,tMtl ~J'~\:'toD!~tf._,·~. > . . ""l~' ,jJ\" tM"~"~-"'~;'lo~: •• ¢tQJ:':'JlJY ~~'~ , 
, .. ~ '_lplftcll1tlt~ ,ww.,::l1e*_ tb9t. "all'))'.l'tj:X.'1teq\l!.~~tf>lt:i*~ 
"';"1"'. 'i.e ............ , .:.····"t. ~d ;;'1iili ... iIII,'I'W"'''''''' .. !L .... t.....,;d~'k •• ""lr,r;k' ..../: " . , "~~~.'~~~. 'Ca ~'io,,' :~~t~~I~'~ :O'~'t ""~~ oJI~J ~~."".":,,'~~,".4r"~ " 
~.~~, ~:;~'~~"t\fl~: !~l_~i~l" ~.~ .. ~_:1~1,t;~v. t~l~',(~f::t«m~ ". ' 
,'1;J.4f4&~~11"flll'~ ,t" O~l: .~.t ~t >8r c.*t,~.l~tlon,'w'll"c~~' 
~~~'~f:":~, b •. :.~·,~ •• tl:r ~~),,'lf , .... "'~' ~,·f.~t*:btil.~*i.~ 
t1.l., ~1~~1'" x •• :l,f(Rtl" .. lJ¥.;QIW .foll.l~ .~.~l~. ;#tbe,tl;JM, ~!", . 
~.~~ ... ~ 4~.nt' .~c~owt will 'ut.~tQl''4t. (,'.I,:'~lx (8)~,,1:n ctAl~, . '. ' 
w;4I#~<\* ~f.~t:l!t'bl:~Wl~ • .t~.,~.t .. , 'to: . " .. ' ' .• ~.i:.,cl~~l#-~b':: "'i 

f;.~,f;le' I~.~' *1.11 .~,~~ ... "ll:~;ll ••• 'QQt.t.4,.lth,_~qp4: ,b,a14m;. oJ"." ,~. ~1#~.nt ~f;~t. ,Q\1t;c~.~· '. ' , 

llMl3.,. t .to. .qutl1b:t:t_~.~ .i_a, t~.ob"t_af:t:.. till., 't)'i1_'Qf • 
•• 1'.1... fiM;uslllg; ..1t:dQ~. on .lona.~·t.,*) .tnq~~.lf'ctqt.t:~"n allP· lle 
*Qt~r.ted; ·0 f ••• aJux.: ,q~ .. ~.~~t4 i~utl,f.b~~.,.~~.: It.t.i~r ~.p~4~&.d by lfUltUlJQtt(,19,8.5) *A~.olft:A.tp1nl ,.£t.n;th. ~-»Pl:Q4cb. 
tb"li:.l,;_pt".~tlon ·th .. ~"tho~ •• t ,.~b~. :r..t_,"tll_pptQ~lR:t..1t. 
lor.I't; t.~ ,.qtd.lib't1_1.:9.1.~ .ll,.~:1f;\t'. 11* :(:;1., .• lnpaz.:tJ'¢tU.t:,. '4'jhQ~.~· 
t.~Wl1.t.~ •• uy, ·tll .~p.~ttl4." 'C4ut,t., .tb., .c'tu4l : •• 1 ·.xch'UJ.;,r.t;~ . ,t;o 
~'~f'~. ~dl1 ftc. t:~, !\1Nlfn:ttrJI, .qutti.br*_l.".l~ , 

~~ 2 l:bI~'i"91IbQ;i X •• ' IIRbcl,I:, __ Slellt"'U. 
(4) Ibt,· . .. .. PU! .. ' . Iliio"'Q"iU . 11Mi4.1' ',' " ,~,<I9Pt~ srt.L~l/I??1 ~ .. 

, OVitt: th. p .••. t4e¢.d.. .uQm ..... lv6 l1ter:.t\¢$ h_. _rgfluide.l1ng With 
th# ,1.,,_0.1: ;qfaoM~ pollcy.na. .q~ct:stl~ ~n: tlut·· ~a1~1,.n4 r •• l 
.~btn,. ~.t."i Sh.! P1:~9' ;~o~ttitbqt1tmWd p¥'obab11tbtof ,J)omb~eb 
(1916)t with l.,ot.'t.~t qt.na'loMb.l~1: __ .by. ,UQQI< Jlthel:a. Grq f.nd 
tu~U1ty(1!'i79).. JS~~! (1981;) .n~\ ~k1(19al). 

At the :tiskof sOlie l1Vers111ipl tflcat.ion, two key •• au.ptiona Q~ 
t:tll.ttoMl'dp.,C_ be,$.M$toprovl~ tllo: d=tvtAl fOl:ce tn~ ••• :..,@l.~ 
:rt'.tl,.. l't ,. .... _4 tb4~ wIth c4p:ltAlvax;, ~btl •• rotmdtbe world .. 
• ~tC:.I.1d.ll'n.ur:. that: int*t; •• ttatu •• f1j:tJ&~d for upftctt4 '.2(chUlS& 
r«Ctp ,~ot •. ~ .. t"~.k. u..qwtttdarolll'd the wOl"14:tbe ~:nt.~e.e t'a:~. 
"aJ:tt)<=oHt:don",$,eon41.y. ,{e: 1 •••• ua$4 that. in the a}tort te,ra. pt1e.s, in 
ilMMt.l .,bta,.uehu inter •• t' ",ate, and uchang. rat, •• , .re aQr~ 
t't~1 •• to' .-tbt, for", •• than ate price. in 'Q~ ·M~ket., • 'p."ticular:ly 
.tl\ti,tl:<:,. O.l iw.n"'tr.~d: CC)Oda. Dorobwn:b (1916) constdexed tho c.ae of .. 
~bQl.~ ~ ~t. ~ll~" ,,~ .• ~b ... ol1c~t.~~'\tI .HJ., .~,su)ttt t9): .. tb, ,191'& , ~i,.l. :l¥tl<[ ,ot{on.\4o ,~t,&~ pc>lf,c1 1. ntn.ltralw1th ro.peat to teal 
'YU~Qttl'" ,nc~W1lnltl1 •. l:e.lexcbange z;at.. In (Jtlleto words. over: the medt1.Ul 
to',l~.~ :t.:.:, Jl~11.t.c.n i&Mre .,rletary :tnfluences and focus on ,eneral 
,.~it'bti_ot"trur:tur.'l tl.(!tQf', .uch •• thol. 1dentlfl",d in. for ex_pl., 
$ ,'WIR/$alttl):, ·I~~ro.ch~ 

:tntb •• h~J;" f,W. ~v.r ,the ~Qleof IlOnetaty l1lfluencfui can be much _.p, .• x~nt!IC A .,\ltt.~.h~t. ean ce:w,.notonly .n l-.edl.-techan.,ge in 



lc IlU.It b •• tr •••• d. bO'W'$ver. ,tbatth.crucfal la.WI fl:. tbe vte'Wpolnt 
of tho.. • •. ct.Qr.ofth~.¢ono., which .r. expo •• d to exchange rate IlOv ••• nts 
(1dtlcA in 'W.t· eO\U\t4"l •• include the lana .ector) 1. not that the exchange 
X'"t •• , ov«X'.booe it's lonl ntn level in the .bort l'tUl .. It is that the 
.xcltAllS_ 1:ate.. _4 h.l1Ce tb. prlc.. of traded. 80041. ~i. likely to change Zl.b. 
all'~~lu t: •• pottl. to • .,notary ahock that;! will tho prlc. of non-traded 
;$~ .anclbel .. e., th.,encral price level. 'lberefore t even if a abort run 
oV_J:Il1oat 1- clrcu.vented ..by. f.or exuple, one or IIOra of the ' clreul t· 
~".Ul:.'not.4 aJ>O~ll .. the mQlletary shock may well still result in a change 
{nth. 1' •• 1, .xc~nge rate in the sho.rt run and therefore have an effect on 
tb. ilraa-ector. · 



'. (tl.~'··"'.···'· ,····· ... ·t\il· '." ...• ...a: d' ·Ii· ....•• ", . ........ . ' ,~~, _1_' .fI1IR_M .. fIII·~ .?Y~LI~_· 

~~'t •• t;t.t.~*9,~t'_ t~.~~lJi)t_it.<mwb1.dt'i 
~t.~t~~l 01 .~ ~._~~,,: ~.t.:.tq:d(N'C ,.~ .. b.IWl •. ~It; ~b; 
",1. ~ ~ ~~~ .. ;~~t:',., •• ~~tl"~U. ~Q_«. ~ .. ~l~tl" \(O~, 
,.f;l~r; "'~t"!~ll"'."oJe~ '.'Vll,:*],;, .,~~',.!~~.,?l\~ .P4P.r#* 
't'~l_ ftMt.(1'''6,lJII)." .'. , .. d':, ... ~ll~tloM ~f'; .. ,;tl.$~~4 . " .. ': 
~~. f~x.tIQllll~,fotMd ~. t:.tt: .. ~.,~t.t'Q~ ,~' •• -re 3;". tJ) 
410"'-_ ".' ,. "' .... 1: . .. '.~:i..a .. "'t .... , .. ~;. ,1....-'L".,.,.,i\.~JO.~ .... .f:' . ''*'' __ :.1_,'"''_ "...t.l.Io... '. ''It..;IU.' , 
~! ~oqQ.~~q~& .. ~r:"'~'~~'~- ~~~~. ,t'.:ww."'DI:'P4~4~'.'fWn,~~~;~(; .. ~"Oj ·;.te 
~."£'t#., •• 1_ft~ .t:t.~.. 11; 1", ltbl" tn.t::.~c~. 'J.t,: fqtt~'.f;. '. ' 
bM. ,Qt,t ._1'.;tlM,,' .'l:1 •• ,.-1,.,.:¥0t4« ~~~. tt,1*t1v.ly_l1._t)4thAt: 
pU~l~~~h ~. ,tM ;fQ}:.~" ,.~. urt.t ~4. *1_. ,~. '.'lu,t;f;lc",~ 
-,t&b~. ~fo~.,t .. t~ ~. 1:atte .~'~Q"Qnf;.Bu.ch "'Qtlt~~, 
_r/~"i · •• U.f\llfl1,:U~1\C«O;: ... ~ ,$JM •. :t •• v1~, .l~:. ~ctJtt .. t~QllO' .tt. 
tl:.~1ntbl~, l:-t. ~~ .' 1.~1 ~QU;i'~'Jl; .t~ t;b,.~OAAtlt1:Y-. 
10 .. "r: ~.n. 1@~~. ~ti~l. ('~P' ,tOe 1.'8l.J~t.~P~ bfi' $.1~,4 tt, .~S"'t.t .~ .. t1.1'J,~ . HOtt~r, utbw t ••• t:t-,: fQ.·",IC;ClltI;, 
~~ll, Mft .• tol: l;1i:a._tth: ~M~ ~ntll."tb.t" ~Q~~Y .t~l 
~11M'.~our..S''nI·,_~h,t P"tle,tPA.nt. :top,", ,.01' -t$bt! .~ '''rte.t 
f~n~al •. ~ '."b~1111 •• tH\'W.e.o.JbUt.t$..,~l tb.ape..QQ.l..tlva 
~l.*. 

n. ~~ttxOY'J."'. lltt:l_p14anc .... to., tbe l.~,th oftn. :QV'9~~t¢b 
iff "~vl.tlv.i ~l .. _)" ,.:r.~.t" In tbt,pKt!e.\Jl-~.c; ... 'Of :tbeUS doll". 
h.Dbl a.M.. JtQot .• ~ •• t;tba't .. ~'Jb'l. -1 h4v.' b •• n \it.I-At for: .roUl14 15 
~th.. If_ •• 1'1.1 19M ,tQHaron 198$ .. Gtner"lly., it ..... :qQoMbl. tQ' 
~p.ol. t~t ,.~h A :p'benoMJlOn wou:l4> b. r •• tt:icted to th.x.l.tlV9111ho~t 
UP. 

In Uttltlonto .t~tttlJ: to .nt.iclpat:a lIOV'dellt. In tb. :.xchNl'.' :r:4t. -
P.l:1utp- on tb.' bdl. 4f ratlQ1:!$l.~t-.ct.ttOll$ or ',q! tbe, 'Ill.cul.~lv. bubble 

pMaOM:nolJ, .... ,.J:t:lct,tnta in fiurictal. _~"t. _y at_a •• ek atrl_k pre'd; ...... 
tn t'be ~tum..- on tMlr t1lV •• taon~. 1n <mecOW\try r.l.tlve to other 
eount;d..... !bet; .1_* of that r.l&tiv. riak prqiWl O~ 41lcountl. likely tc> 
refbtct.UIODI otb'l! f.ctota, th.<1'ar". otf:.r~lnty ~tb. which the 
excJwlJ_ 1:.t. e.~tftttQn 1. h,ld ••.• well •• th. ~ret1.bulou. factor. of 
optll!l.laor pel.iat, •. ab.out the futw:e pro.peets for the 8COD"1 and the 
11tel, patb to be follW*d. by econoll1o policy. 

III te%1U of "he ."'tu1 ov.r.hootb~~' mod.l, the affect of the ... rsenc;e 
'Of A or .. chan" :in tb. 8:1 , of. .. risk p:t(,lIiUll eM bet analy.ed In exactly 
th .... l1ay •• can that of an exogenous chan&tI. in the world InterEtst r .. te. 
Con,ld'r the ca.e. f(tr .".uple. Qf an lncre.sf;I in the risk pre.lwa. The 
~tlou a:vdlabl. to tb.. dOJllUltlc Munetary autho :ltle. a1'. • ••• ntially the 
.... •• tho •• ~lebwould be aVAil.bi. to thttm in the ca.e of a ria. in the 
WQrl<l lnte:t •• t xate.. On the one hand" they coul4 tl&hten monetary policy 
tufficlentl, t().~"r. that th. risk prell1ua is lncoxporated rapidly into 
tMd.oIH.tlc luter.atrate.truct"r •. Aa financial urkata would be 
•.• tt.fl •. .., wid! the new t htJb~ll: do._tic lnttJre.t rate structure, .. jor 
;c.,l~.lout'n$. troul.d b. av,otdad and th8 nOMittal andre .. 1 exchange rat •• 
woul4 raal:n c.la~lv.ly sUble 1n: the ahort run. However. to the ex.tent that 
tilt h1;,hln:dr •• tlc real intt"iJx •• t ra.te reduce. dOl'lUtlc de.and for loads and 
.•• tvic •• hy encQur.a&m& savin, and dlacouragins. inv.stllent t .cae downward 
plt .... ut'. would be placed on the real exchange rate aver the mediwa tem - an 
outcOMe whioh • .,r,e. x.ad!ly froll the 'Swan/Salter fr •• ework. 

Th..ltemat.:f.ve .trategy 1s to leave IIOnet:ary policy alone. This would 
... n tbatdo._tlc interest rate. would not ria. 1Irmediately to incorporate 
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.~.~~ ,. ....... i!~ :tt~ !!' •• ~.~:r~t •• a,,~~cC)Q' .~.ft 
q'~U~ @ ttw, ... , .l~d: ,~,~, ... t '* .~ta. ,..,~ ,~1,. ".' .. 
,..;;"""'" ........ ,.Mi-la. '*_ ........... _~, ...... :..-*.1 .. · "L........· ,loiIo·. ",,~ .. ilfd·~"'t..-""" ~ '. ·.u .... '1, ........... :.;1 .~~ "":~~!Ii 4~: ~ ..... ': .~; .••. ,~,,, '~~ .... .,I.~~ • .,...;~t ~ 
..... :........ .... i.:_ .... ~:~ ........ ;;t . ·.~ .... d--c •. ' ._~~~ ... __ 'Io. .... ...;. . ...;.. . .,. jo •• 

:.,.~~.,. ~~~l. .,,~":'":*~"".~~,:~~ .• ~~~~ .. '~~.~ .. ~ .. ~ 
~I~ ".d~,. '. '. ~,plMi'_tI; fdtl.a.· .1=,.k F~- .t1a.y. 
"ltf,~.·(~l",,~ ~~,r;d,...~,ift:l.t .,,.tl~"l~l.'t'bt "~~.' ·tf.,.. .. ~· t •• t.W~~~J.·~~I.,'~. '." ...... ~:t:.~. r~. ,.11 .• 1.·' 
'i1~;~f("'" _~~P.~: :~~ ItlMl ..... ",*, ,~ .. r.\, ~1..! ... 1 . 
·"I.'l. ~t._~l_~·C"J."'.~k_~".Pl_q~<l ,' ..... ' 
.~., .... t£~·ltl~ •• ' ~4td. ·M' ~. ~.la~ .r.t.kt.t,1.C~~ 'lMn'Ml~l11l\ 
~ ~lch~ •• t t.~ .t~~'tl· ~._4 fQ~ •. ~~'~t'.IC_. 'l:.tl . 

, ~lU'~" ~d~" ·~~tl_t.~ •.•.• t( .. ~q ;~!Mt·~~ t~~, 
,~ .• ri • .,. ~lM.l~*,lfllJ. ~~l:~~.~. jJf.t~ ~.t~t;.lQft~cb, 
:~.IUtM·.~#~p. ... ~)tt:"'fl1:.t:.t~.~11 ,4Ut.llMfl.~., 'a.., 
u.1. ".l~.tl., "'*1~b' a.~. owl: .... ,ditta, t*Ol"J-r _,.Ull .. 
.. ~.~ • ~ll_, Jll\'~ :fQr ,~ .... m~ •• ,'t\ 1,."fJ ••• ',to: tbI 
btpl:' , ... tl,: ..... 1 '~f:nt't't*t ~.t.~ . " " 
l,. _ ... ·UUUCI 

4.1_l:JQt$J.S1Q ·of. tilt ;b:.~(blW JllMQ 

r~.;·.o.. _.tOb"t~~ .~. CtlU1111y ,tll • .oat ~,\\1.rt.lCP1 • .,.t'?n 
""'t ~ dt ... ~to ,~~11 .... ill.6U"Mlu/.t: •. al ,*bMtO· 1;',.t.1,,\9IS.ms 1~16 
.." ~f.l1 ,In l~ . tttP: ·ofu~. ~ ·r'h. ,,~oGl.t.d ,&a:t,»lot'Atioirl i.»; ·tbt 
tt~o...·· ~ .. Re~tMl~ •• nd:. ~:tl •• in' d't~fo):'.11n'4"btl.""'1. ro): ~_l_. 
rtiI •• tcMA .t tt. l_tl1:Ut. Qf APpJl.'k~ .@4 .$oc.1al.i.l •• _.J:ob.."t tn.. 
U~d~n~11'Q 'bl' &1bc'.Nt:M .·(Dtattft «n4 .. '~nJ;'" 11'97; rr.-x 1981) .• ~p.t4tbat 
~t .• 1ycqUld., 41·of the. iCJ4clil)l;ln.th.,. :r: •• l@9hu1-t:ata be· .~Vl*la". in 
thl., 1tq'. ibUt·~'ba~ ... :0 fur·d\.;- l'~ala.v.l .. tl<>n .. w.-rt:.n~.(l.,r.latlv. to. 
tilt t..-l cGCM4 tl\ JI14-191& •• P~o,~C1; of fl#tNt.l:'nald.evalu.tlcm iIl,o 
lt4~ ••• ~ •• w:eb~. ,to .• ~8.t .tb.A~. 1:e'1l11l\t."t •• tt"t •• '~1~\ null\' wry 
Malt 11) Au$to:.U~.d\ql111,tn. QJUt_'tof tb.1940. .. .tbf; ",*cltlll~ " •• 1 
•• cbatlp~.t. '" ... rof·l,ect.4 ill·i.xebe,_ r.,~ .~ct.tf.ON. 

A ,.joy: ,,07.~Ut. &4vlaQljf b~t 't:be .leoDOlllc Plamlna Adtli..ory Council 
(IPAC1 ._t.b,n .... 11gt\tly 1 •••• xt ...... rift.. tb.yaJ:'~Wl4 'tNt wil •• 11 of 
the ~C1::b .•. l'Q ~t •• l _=-11, ..... &c:. in 1915 .na 1985 Ciould he .xplalnad .111 
t.~O~ ~. My.lop.Ult. in Aut e:r.U.·a cu"nt.~~ount and t..ru of tr.4e J 

'itO fUrtbordecll_ 1n the t:'8.1 "Xchange rab) wu required re.latl'\tato it. 
, • .l~-1986 1.~.1(.IPAC 1986 i 1988) \lith the. realexcMnle ra.te expected to be 
t:elatlqly at.abl.ln the lattet ba.a... .. r.f the 1980,. BPAO wa. r.latlvely 
cptW.tl-Qtbat(lu, eontf •• t to the (elhourne It\#tltute view) intereat rates 
~44tcLi:ne fIr_ ttt. lw,l. reach to in 1985 and 1986. 

AIAlUluaed ' •.• vehle1.. for 1 t. analysi. .. 1&1:,. 8cale ,anerd 
.qU11!'b~i_~1 ofth. Austr.lian.conoaty t cotlet n&JH.(l ORANI (Dhon~ 
'A1Mnt-;-. $Qttou «tld Vine_ne 1982). This model h •• been developed and 
I'ttt'M4 .~~·4 ,.1:104 of well 1n exce,s of ten ye&rs by sevaral government 
4Ip.:tt1Mnts~ 4n4 ",_ncl •• 1n ·c:;ooperation with the University of Melbourne. It 
bt.: bit'll 1Ue~,.xtenalv.l, 1n ludulltX'Y .nd poliey &rUtty.i. duX'ing that tille. 
Host ,.ctor_ .. \4 inch::ustr1e. in the AU8t.ralian econoay are captured in .011. 
Mbdl in 0iAfB." The ,h11os";')phy undarly1ua it. structure 1s strenS1y neo
eld.-teal, a1tbo~ab price r1g1ditle.. and non-lI&l'ket"clearance in k&y areaa 
·c.a 1M blpo •• tlat wIll. 

,Qb:NI1,anexc.llent vehicle for quantifylnl the effecta of the 
l'Qfl~ •• 14t:ntlfJ..d. all!d Ili.au"ed. 1n the contex.t of the Swan/Sal tel' model. 
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~_t.' .~. q~.~. ~lt'~tlott:ci.D'*'~>Bt:Q.t)'"*"6 ~ 
.~~~ .. ~ .. 1": ~.~. ~ll'''; .~. ~~. ~1'c.n:b"Yall4. t1W~tt . 'Oe., •• t:~t ~~ '.1,..,. ~_ ~f.~l~,.l.xP);'.,llOf& 'to, ~"$."'S. IJ: . 
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. . ... to~"I/IOlIU_.lJt~ ~~liti~t~'01Wtt •• _ .. !d.~' 
". , ...... ~'.,_ .... 11.1! .,l*t«l ,"\\t;librl.~~t .. /41:v.l~"4 .thin AlW$ .. .; 

'crwl.'t;'O"*t.}·~ ,1 f1913):it \, ." ',"" ' ,". . " 

tt..e~J:.t: .t.,fn'tbeAJAU ~ ••• ~~'Otjqr.t Wlll.c....n4 .• 'fb,(J1 ,19ai: 
·O'.x.,.Ctoft.: __ ·~t~ ttI1'l~tJW;.lgla)· VO: tQ,'~".u~\1.;,"f.~~ ·qn·tl$ 
t:Ql-~"'1.:.~t:oltJa~,~U_ll\'~~lt.ma #tf"ttJ,4t_"9a, ~ .1116" 1:0 
Ito.; Yltl1._, 4l'~lQa.Of tlMt :SWG/I.ltUt'~l~V.:l'~ 1t-1lI- ~t" . ,".'" ' 
w •• ..,~t .. "rli .... ,~t·tb. *iho'£, ,tbt,'.~ .. ,., lnmo,l:Jtl0rf: ~t; ~t4 
~,.ltlll!1,to,·k ~H." •• Ql' ,~\l"QtM"l' •. ,ft~~.l,.;, ~df~l!.'.1t\,·~ .. ' 
~ .. , of,',~ .. _ Xl\'bx:"t. 1:Qe' x.~~ lQ(lt"~.a, ~t tM _ella '11.l. tk '1:_1 

, ~~;#.~ ~14~., .1; ._~ • • t~ 10 p~C.Dt~ 

,,~~~baf(\:r:t:, t~ a.q·liM 1l\ ;~ '~rM·f),t t~.a. lu, 114$ a,n4: 19,$6_, 
! ~tf.l!~'. ,~.t.lt~C~~.flclt". ,~t .l.~"~ . t'M\1',t"ht.tQtf.~.l "":1:., ... ..... 1:.Q# Ql, .. 1~ •• ' .l\Q~ tQ., blpl1 tlMt ,AMtr.'tt.*;I.t.q,;"P, 
.~tg •• bR.ofGn'~~~l tt.D4.ard*, Au.tr.lt.-.•. fottlp:q.ettoGl)i 
t:.tl'Q'" .11 •• 41 ,~~ 30: '~t: :c.nt< by' 19,&6 ,!1.n4 ... ~~'Qf."'cQl.V:.m 
fo~ PQll~~ .au." ud !uf~l.t~PU~ XtcMx.fot.· •• _~p.tob~l. 
'ttuJ~" .1ll;,.IQ8 to"" ,Ql:~thtt1.~jUltlMmt. ~4 tX;e~ dW:llll:" t.M~J.* 
,of. ,tM,ltao.·tol'~' ,tbJ ,-tln. cUt~.nt.C:4o?#\t'~f!lQit to ,.1fN~1 
"'lo,.t:~t" l'tl •• rt~l .".~.,.~ ~~.'Q#.,of ,CQDl:... .~r.l .•• y. ~u 
tibl~· ~. '".~lt.d: .~ltM t~ .*otpt;l~nt.l.et'f.,. ttl: 01)' at,iht=c •. , ,~Q11't 'II 

l:ncf',MiI: 'I. p-rlv.t. ""'k1& in ".~. to~tna "'b,t ~,W.l~l.wl.f 
.,tt.~n1n,.of ft.c~1.,oliC;1..or. bJ', ,atf,ule., ._r.fQtc.tl.wju~ ... t:tv.: ,tb. 
prtvllt •• «cf;Or: in T.~.:to .tbtJ·t •• 1Cl.onof, ,. tbkpt_ld.\a ill th., 
inc.rt .• t r.t..tttu:tQ.r.1l In .ttbtr·. ';' ••• '., .th •• "*l,.t.u..u:~.~t.,j -tb.~tbtf; 
fm:tM~.a.juabMn~wou1t1 :beunllk.ly-tq, ilt' teC'_.nl.~ :b, a tu_\:.t~4 
aMttloual "~1tl\.1l\·:tM x ... luo~.:t:.t .. o.! *r, tbatt u~ 1:Q,.r 
e.'ll.~_ In a.tho}; ftl:4s., ovtn If 1t Vt" bypott.,t,.a 'tb,&t ,~, d.¢l.'1'Jlt; tIl, the· 
~ •• l .x~. t:a~ln 19.5and: 198"t.n.~t.4 nat ,oni1 'tb.conC'Q,l:~.nt 
~1t.l'lt' In Auttrali.'. t:exu of ,tx-aa wtral .. o tho 41lttc;;'pate4egftQta (i:f 
;.t:~t1U.l a4j ... ~nt(; bly 'to occur lateX' lutbo1980.. it wu. di:fftcult 
to; t:atlomtll •• ,« f.l1 1u 'th. r •• l e¥cn.n,. fat. of -.oro. 'than aX'o\1Q4 '20 'p~t' 
c.nt. 

Mwlth .. 11 ,eM;-al. .qu.!l1bl"iwa _dela, tho ntUJericAl rOlNlts obtained 
~.<l to b. ~nt'tpr.t.4 cuetQll,. and allowance _48, fora ld,4Jl1f1cane utgln 
of, .tJ;or.. ..ve;thel ••• t the·S.p bat;\J •• nthQ .. _liured. ~ecl1n. in th. real 
.xckaOi. rat_in 1985 and 1986 .. <;lQ'. to 40 per cent .. am the decline 
-UJ&e,t-" l?1 .-In elCtult!nst'!lfon .. f the lons.r tera .conordc. fundamentals 4S 
OU.tli~abov. t~ qultil .cr. .ins. It vu concluded that there vaaplenty of 
8cOJiI«l:for other. shorter tt:r:a, influence. to b~e e,ontrtbuted to the 
cOut¢'*". 

Qml =~ldct. for lnclu81C!.n in the list of possible short torm 
iafluonc.te on-the ucban,_ rate d~tns the .id .. 1.9S0s i. an expansionary 
e_~9 .d1Qck. It ".ry pl'OlWuneed In(:1!$ ••• occurre" in the rat. of growth of 
tll.NjO:r _ne~%'1 -W-&4.tta tn Aust't'aU,* 1n the l~tter part of 1984 and 
,~1tl' 19a5" .A1!'0tm4 th ...... t!M aa the. 1aU's. f*ll~ in the exchange rate 
{'taw:- 6) ... tbll con"~~lan ·of davolopaent. would. saem to fit quite neatly 
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int.o ,,~J)ornou.c~ overlb()ot11l1 ft:.-wotk. unfo~tun.te11 .• 'th .. piutwte u 
oo.pU¢f,.tt4 by til. f.c~ that dlt.pt.t.iCQ of tho· Auln';;~!an tS.~lal aysteJJ 
·WU ;prOlC.o41'U1, q.c. at tn • .tt.Je tt.. .QQnJQth.reft. ctlJi der_8P1at:lot;\ 
flJprQYe4 t'M. c;~tlttv._'. '>f 1l~ lr.latlv •. to ·non",l ... * f~:n.nclJ.al 
lnatLJ:QUol\tJ &n4; I.A totb.. e.Mt:,g-nce Qt ·Y'ex:i.<)u.t tl"'" ~~ru Qffl1'Ull\Ql«l, 
iNlt~~t .. 'thbl •. ltkat, toitd,Q .. u.td •• lowdown in th. velocity' Qf 
c!%cu1Atl-.m qfaol1ie1.PtJ:ttc.w.atly ofth_.r. 1lUl'oyl)" d,.ftlul)j -.oM.)' 
s\tpl>lb~ .... C01W.~ntl,., d,unilf.te tile fact tbat tb.JlOn.tatY_Jltlptes WClt;
ob •• ~ :to b.- Fatlf.na -ve't1 q,u1ak11. thl$rf/i WA;& -cout&u:abl. ~'U~~,t.l'O.ty 
MOna polley uD~. cd poltc;y. adv1',tt>l •• to ~th.r tlll. 1apl1e.6 an 
."ce,alve1, rapt.d X'.te ot _MtexYI'(Ollth. 

With the benefit of hindtight. it now •• eI!U\ clear that the r.teo.f 
,rowtlt of the ItOn.&Y ~ly "u" tn fact •. execra.ive dur1ns tll. lA\:terpart of 
1984 _114 198'" III .Mitton to the sharp dec11:n. 1n tb& exchange tate, 
!;of!atiOn in At.\$tra11a 1no1' •••• 4 sharp1r. froa -.round 6: per cent in 1984 to 
.,r. than 9 p.~ Cqt. in 1986, and aroml in awes.e. Ulland and GOP wer~ 
"er,: ."cn& dw:lng -.eh of 1985 .. Th ••• (,ltvelopa,nt$ are conal.tent wItb the 
hl"POth •• ln that .n exp.maionarymone.tuy .beck occurred. during this p&X'iod. 
8Qt:6 foral ..,l't'lcal 4Upport foX' this hypotb •• la baa baen provided. by ABARE 
t: ..... rch (804&n 19(16). tn that analysis, •• v.rat oonvantiona.l aonetary 
~l_ of aho~t te" exchatlge Tate bebaviour wcn~. eati.Jlated \1$1:05 Australian 
cl4ta ~. to .14,.1985. At least sc;" .. of tbos. ed"i. se.. to be capable of 
ttackin& end uplalld.q at. l •• at part of the large decline 1n the ekchange 
'fat*t.n 19.8$~ 

Oth.X' AWl re.~lUlrch bas explored the quest.1.ons of whether the emergence 
of a 'riAk pX6-1ua in the Australian interest rate '~tru.. ... tur8. or the 
fQtlIatiol.'l ,('tt a $pecw.ativ.bubble in the foreign e Itchan&" urkat t may have 
.1.0 c.ontrUnlted to th. decline 1b the exchang~ t"i'.te in 1~\Q5 end 1986 
(1h.otptt Sog.n and Coote 1988). A e.o_on approach to the Ilu.suresent of risk 
'Qr..t.... 1a to .... ~ thee exchange rato expectations are roraed t>ationally 
and banea tb.t. &tven cov.rec' interest parity. the observed prediction error 
J.n the 4~.ncy forw.r4 au)tct represent. the risk prelliu.m (or discount). An 
obvious: prQbl •• wl.th thl$ approach 1. that. even 1f currency markets are 
't'.t'f~ ,ot8pttculatl"oly effielent. prediction errot;1J can arise .a a result 
of . AW inforJatton cOllins to band after the expectation is fornted~ In 1 ts 
1:1 ,,* •• X'~b$ AJAl!·.4opted eh~ alternative approach of lIeasuJ;ing the risk 
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pi~_,.l.t'tlt-~atft.t.~l!b.t1t.entbt tOJ:W.:r4 .t~t '1\.\0': •. aDd:. tho ,.;"cted 
~tt.#.'P9yt~ .. t$o'bt.JMd f:~OM.IUt'V.7 of._rbtp~ttotP~t.~ " 

. ~~ ~ •• t.llt.,'f;n4t~.;t •• tb~t .. '. ve'q' :.tJ.b.t~l.lt'~.~. fr'tea1. ·'.rr,ttd; ~ ,t~#1s" 
19S'.ilt,t1M$; l:e.~btn. ,tWWle. CUpt.· ... ~t :r.~." ~.ver., ch,ntk 
'~;r~~ :"a..,4.to bec~_ .appX:',cialtly .. _11.~~,111l.'1"9a&lt· bJfo~. !t:I,Q,X'euln& 
,btle.nyf.tt "tb_'p'*tlQCljJJ$t:aftertb..tock Nt'k.t .1~J~Oceob'~ 19B7,It 
i.,. l11tlxeatiltl ,to no~,tb .. t)Wbl1.; :tht: ri"k ttl: ... lu. :.p:gl~ea;~Q'b.Q'*I 
~:_llet 11); 1:~UI6.tb.l'e 1.a110 ,~Vla.nc. Qtl ••• 'r.t1~ti~, J.ntb:.fo~~f;otl< 
~o!q~~ng. ~at. e~C1tatlQru; ,.t th4t :t~. "~ »O •• i~£ll,t1,.·~.'tJM.t.;Jt;ven, 
thoV<l1.tll1J;yof the ~xchang~1!.t& ,~n 198'j.'f~Y ~;~ •• pona.nt.,"~.11l19ll~ 
*1:'e 'incl1:fu;4 1;0; b.-_ ~lr' .~atli.r.t".txp.c~tl~ou tb., ,fOrw4td· -.t1(CJt 
qu~t. ft •• lf.t tb13 -bl.'ill8~h •• ~r •• u1t.~ A1t.~tlv.ly.tll. ft~._. 
In tbeexcb.enge rate In 1985 .. y h..-vo been fu!f'1cfentt to c;t".teg:, 
expectl.tion of £ureher weakne •• in 1986:t 1n 'the ;~- ot • • pe.<:Ul.Uve 
bubb.l4\. 

4.3 An 6l:t lt'Mtil!1 P,r'UQt:illffl-QOtbt R,ll EXQbIJlpiltt 

Another key ue. cf exchange; r.te ~fluJeaJ:,cb: in .A.J,USha$ b.ell ·the 
detitt,ltion and .• e:aaU2:e .... nt ~of the real exebans.r.te~dof t'i\tematio~l 
cOllpGt.it1ven •••• This i.au..haa genetated a great 4t.1 of tnt;eX'elle. tn tbe 
pr.ofe •• lon, both in- Au.tralia and el,e.whet't, ·over ,tl1e pc.t dec;,aileau(l-has 
.spawntd a v'.~l't ltterature .. Kuch of·tbi:8 literature bas bee.n <tuGcte4.t tb& 
'tiblaelvely _ch.td.t:lc aap~t. of the c11ot08 ofc.oQ.Jltrl". and wld.gbtl-nS. in 
the COll$ttuction of t'eu effective .xchan&e ~.telndlces..,pat'ti4Ul.tl1 th& 
eOMttuction ofco~dlty ,pee.ific real e~chan,e rate... lfauy ~()fthe ltnlu~uJ. 
f.1\V()lvedh""'e been#urvey.a t:'ecently by Outton and. OteOO88 (19&5 '. 19.81) 
Juttner (1988) and Fagerbet'g (198.8)., 

Rflcent ABA'RE reaearcb has tltkenas a stat'tlugPQirtttllc! definition of .0 
lndust;,y'$ ,cOllipet:it.ivene" ••• its Alb111ty or otherwi.e t() ~t'tt'act resources 
frfl. el.ewhere in the eeonoay. 

Ft'e>. a lIicrof>t'!Q"loalc peX'spective. the key factors 11'lfluencio$ the 
eOl:Petiti~lenes. ,..... an industry ,thus defined. would include: 'the output 
price ralatlve to the prices of o'thar goods Inthe econollY; the input prices 
relative to those pl'id in other industries; the relatiV'e rate of 
teehnologlcal change; and the relative influence of gOV8t:'tlD1ent regulations 
.-ud controls. At a I18croeconOJaic level, of course ,the focus lIlUSt be on 
broad '''Ilctor. rather than on individual industries. 'raking a lead. fro. the 
Sw4Q/Salte~ model, an obvious basis for aggregating industries is th~ traded 
and non-traded categorisation. Thus, the competitiveness of traded goods in 
genceral 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 1s the relative price of traded and non-traded 
gooas .. or the rol!al exchange rate. 

Rven where the focus is on the competitiveness of an individual industry 
w:J,.tbln tbetrad$d -goods sector, this approach remains vali .. ·. A sensible 
ti!:'.r: step 1's still to consider the relative price of traded and non-traded 
good# 1n general as an indicator of the competitiveness of ~he overall 
trade4 goods aeetor l other factors uncbanged. This leads naturally to the 
•• condst.p of considering /;\t1croeconomie factors which are peculi2lr to the 
partlc~lar industry and Which may make its experience different from that of 
other tr/Jded ""ods industries. An obvious such facto!' is a ebe.nge in the 
pr.lqe of the. eo.-od1ty iu qtUlstion on worl.d markets relatiVe to other traded 
c:~a!t;1~.. Hcn:u:e, the fDCU.$ rc t'Jrns itlSlJsdiate'ly to the familiar territory 
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~f$~ •. ·l;'~t..~~lt~ ~,'~~~t", .tht""~I.~~tQtft~,_r .~ .. 1f()Wfl~.J: .• 
~~f:.·'ln~'~l~'b.·lD~~t.t"~Q.e. ,.t~~'t(l'c.,~~ .. ~·.~~l.~'~f· 
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~.~~~'~,~<";t.;~~ .,.; ..... l.!f.~.'It~~~~"-~~,..~ .... 'OJ;:,~e i~~'~ i1i~,~.~-J'. ~ . :', . 
C~'~rJ;" Ntbu •. in Vl-4t,.·~4Ufll;ut1!l •• :"~'b\y.·tc) ."l.I.~O\m~t.;~, 1\\ . 
• ~~~f.~i .,«WtQ~~t.tt~.t~~.; ·.ftll! ·.~h,ao~t~,.;t'r ... '.'.~-.*~~,·· •• fl$I~J~, .'~C)c " 
.b~ ''tb., ,.~~.Pt •. _t.W_~tt~J;t·1nto . ~:.!~~ .·.6·t~a,t, hYt;lop.,n.".lrt" 
•• ~:~Q~~on,th.l,l: '.l:.~~.J.~~h·'~"'_~,1t~'.I$.l~t;'~:~.·(Olf .. ",' . 
.. t;h.:r "~i!~tl~cb.ll&'lJj: .llt ,..l!k.t ~l"t~~.ntf~,.ln.D1.~.~' <.V.P.iti.~. " . 
l~t;J.'.~(ib.fo~dt.Q~ '~~X1'~t.llll6(l.~x.ititU.~.te"~lIUl!"thf.~th.~ . ' 
~.ri,bl •• *!'cb .~1«, ''b' ."fljhte4.· :~(),etb.l'.t:'.;, t11'l.IOV~tl~ .• :Ql .. tIt'e; '.' . ..... ' 
l:_1 .. «;1," p~lc«'De ·~x.~4 an4,'nO'Q~tt~«I(,\~ In. tb •. ~'l.~ant '.;~_,.'w. ' 
l:lidlfiX' ,t~n ~.o~. ,~onwnt.t;()tU!ll. :):t:~btl.l:.t.l:txcblill_qt •• ~ 

~~1t it,~~/~(,\.f1~ tbat"l.tx~.t.~.'tn,O%.el¢~li~ ... : ' 
tb;j· ~e:bltl\t.pl:~. :o~t:C'.4, '.and ~n"'~t,l:.~ aOOp. •. 'e .. tX'f~l •• tf.Mt •• ,It.~ 

'. 8 __ ~.111' ~.~ obtai \\ad 1n4tl:.t;~l1: ;'bfQ.~'" ;qf' ~.4.1jlf'l(;fJt~ "Qf 'Q'b~atm.~: 
p .. t~ •• ~ ,fQ~ .non ... ,"~dgo;od$ ... SPJ!l(d:ffc#11y) ·,.,lt1.<t.l ~.t __ t •• ,.4't., 
,.Ml:,l,ly \Qbt.lit8;4 ,'-. mii\~&.t£V'e4,' f~o. the ·~ .. n.t. t.'~b.;~llIl 
ex<:h.n&1c)I ·~.t~,_gd:~t · .... jQrtt .. ~tn8. PIi"t.tn'" •• ·.;w.~p~.a b)" . ov.tal1.'t'tf:c:lI 
.baXQ, .~' .4jbt.'tt, tor !:nf1atldn.dtff.r.ntl.l.'ltllQw.'Wl~'tth. ~Q!"'iUte.; 
aro ~1<) •• 1, xtl:a{;ed. Iil1d ~te'ttdnu.UllPt1on.' ,tn,lt' llOy..-nt., wIll be 
'Pt6J.¥ltt:tOtiA;t ( •••. aPPtMuC). Tho....st..-ptlOM '.1'8 tlUJt. the '14WO! OM 
p~lc~f hotd$;rith respect tQ·tr"aeaaQO.t,andtbatth. rol-.t!""'Pl:lceeJot 
t1:'aa,aand .1.\~t:~.cJ.a:. goodS do no1: cb.Ug~ :1nattyo£ th$baatt :co\ll'it'Yts 
tJ:*<11:nt,attntrJ;(o,;·.at. l~st that .." such. ~nt$·.uo,Cl¥ c.ncel :out) Ii 'tit... • •. u.ptlolU. Whil. 1'14us1b1., are . .su£ft.eietttly t~$tri~tlve to rat., . 
t'he p~ •• 1bl\ltyth4t .. on o'CC:Ulob. ·thecQtlVentlonal ,-.pirtcal _uur.ey 
llQt ptovfiktan .cc~at.$Utde to tbeactwlll1JO'Veaenta in the relative llric. 
of· ttaded,a:n.c;t :non .. tra(ledg<:Joda., This i. an ilftportant i •• tt& f01:ABAltE. 
bee_WI. th. But.au be. foraan1 yel;lt'$ pu.'bllahed a. regularly updated real 
e,~~b.ng. 't".t&.f.~x computed in the conventional way. and has inte~reted 
ttl- filQvtnaent. In that index as belns indlcatlve of ,changes in the relative 
p~lee of traded «nd \lon-traded goods (O'Hara, Carland and Campbell 1980). 

In recent AlWlE r.search (Dwyer 1987; Dwyer and O'Hara 1988) an attempt 
haa 'b.,cn_cIt to obtain a dil'ecta~asure of rA()ve",enta in the relative price 
of' tr_de4 and non""tr ... ded goods in Australia. lDplicit price deflators 8.. ' 

re.4fly.vallablefor exports and import-ti., and it WAS assumed that the 
pric: .•• ·of ~ttabl... C;On$umed do.estically and importable$ p.roduced 
~.t1eal1y would 110""'. in ·syapathy • MaJdng, a re.nge of plausible assumptions 
@OUt' tn. "h"re oferadedgoods in the CPI, the iapli"d Dovements in the 
pt'ic.of non .. tr.1J.d. gooda 'Were obtained by4educ,tlon. Finally, to tellOve :the 
41t.-ct price .effcctsofchang'8 in Au,stralla' a tarp of trade t 1 twas 
• .,..(1. :that.." •• ntf in export prf.cl!s were ideneical to the movements in 
1a.pott.prict*"'" 'Tile ABARE's conventionalrealexcbange rate measure and this 
*It'.~tlV ..... \U:e are shown in figure 7" The rel&tive price index is 
t1$prep'P.ttd •• .. .band to reflect the ua. of a range of asawaptlona about the 
.har.:ot tr~d goods ,in the CPl. A fall in that locus iaplles a riae in the 
;t.~d.~ p'rlee of tr.ded goods. a.nd converst!ly. 



'Wblle ~h.tt. 1, eY!~t.. cQt~.1.tlQn b.tw_m tho' tWo ., •• ri. ••• ) ,tb., . 
'r.l.tlqllSn"tp !.·fJbvlp~ly <fU' f~ pr.clSfl1!·. ;O.f:p.l:tf.c:;w,.':l: i~t'l:~ •. t .·U.thtt 
~tl lJl 19$5.,ad 1986~ 4a . noted . :e~ll.r.tb. cConv.aJ.\tlcmal .. u\tte::;of 
A-.~ .. 11:,r. l! •• 1 _;tcMtlZ- ·~.t. decl1,ntt4 by ;clo:~u~ .. to' 40.11!~efnt~tlll·~t: 
'It'f..o.I, . :~.!t'..tb •. :tl •• til .,th.- 'r.latlve p.l:lc •. ;(if 1;rAae4$QQdll j tboU,ah 
.Ul>.t~~lcl.· '-u. .,lanifie-.ntly l~ ••• t 4r~uncl 20p.~ (;e~t.S.V6X' .. l, f~<:t.oX'tj 
a:r_ . liktl}rto havfI been at WQl.!k in ptoduci:n_ ·dit. :cU.ve~&~~~.1ll«~.a1 
.XC~_Ltat: ••. ·. 'Of •• ver4 .ot:AU$tX'.ll.fst~aains.:p.l:tnel;s cb.~.cJ 
.tplfle~t:ly duxing this -poJ;'iod .. aoatnotl.'bly' t'hil*e of the Uni;ted Stat •• · 
and: J'1lp1Jl,.Howovtr., utha.:rvea:entawete. in op~ ·1 tedttec,tf.Qn8.,tlltlr 
efteet. on :the conventional re.l~)(cb4n.&~'t .. t~ w6tita ha'ltetc:~cel1.<1 0\11: . t.O 
.0 __ t.n1:. Fallwln.lauch, __ jQ!tcbaUg, in th., .~9~er .. ta. tbe ft •• :of 
ona l't'le~t ia .1.0 l1t.ly to havv b~.nvlol.ted inth..bort tet11l. as for.,.gn 
suppli.X:.·Qf ~rt.3b.orbed· ,..,_of th. effect. 0:£ tb.dev.l_~top itt 
order ,to .. in~in< •• tk •. t ahare. Cqntractwtl a,rrange.Jl6nt:s tI4' .81$0 lilt"e 
Jllowlld tho flow.on ·ofth. d$val ..... tion tnt<> th,a doae$tf.cpx-ic. of tl'adof! 
lOodS. 

lt1snote,wo1Ztby , however, that ,Qver the period since the lattet part of 
1986. durillg wld.eh.t1ae the AUGtr~lian doll.r baa trended upwa:rd. the 
rlJlat1ve lllOVQOllts In thebo aeries havebe.mn web more cOllpat'able. In 
other worM..the,effectf 'Of conttaetual arrangellents, departure$fro* tbe 
l'awofone· prieeand ,so on see., to he.ve produced bch less taJ:41'n8sa in the 
P'ttce. of tr&d~d gooda in the presence of tm appreciation thandurlng the 
e~lbu: devalw.tion eplsude. Cor.sequently. while the ,,8.1 effectiveexcbange 
'tate 1:-.1118" iflbout 20 pOX' camt below it. level of 1984, thet r(:llat.!ve pl:ice 
$orles lUls!l!:etul;'nflo. to, arounti its 1984 level - althQugh it r.emain$ to be 
.08\1 whether .Ub •. e.quentdata. will result in aOlle ~odifl@ation of this 
cpnglmd,on. Nevartbeletl. f should the r.elative price serioo remain around its 
'1984 level. ttraa1 indicate that soae real devaluation is in prospect. given 
·tQts~ sustained iaprove_nt in cOllpetitivencJss is required as part of 

. tb.p~o¢es8 of reduc1:ngAustralia' s current account deficit and foreign debt 
;b~n .• 

Moxa "g~neral1Yt itl'lllybe sensible to interpr~t the conventional measure 
of tha teal ex.change rate. am p.roviding some indication of tho change which 
.!.&tlt oceUI: ~ in the relative prices of traded and non .. traded 
19 let. ..aft(!l1:- "tdff.cient tlae bas elapsed for the various lags and rigid! ties 
to; n..v. 1lt.on. tlQt'ke(l "(1ut. 
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~l."; .. tn·.~ (OJ'.,Jp ,.~b~ •• kit,~. ;r1.11". ';t'b$l:.;.~.,·.:evtu~~·.~~~·~~;, 
tt~l1;':'fof" ~~(t'.oo_:r~.tt .. , :'~4 .'~lt~~1~4·.I~~'1~l;"'~tl~_.~~.~~t ' 
'b&?I.." •.• Ji. a.D~~,.t.cl"loU\lWl. ·!~'a.~·l~~oq~, .• ~ .1."1t:~ ~~l~ ;~~,t~~t '.' ~ • 

1t.1:~,~ •• ·_ltlr~$b .... :.'~i '~". t:t~·~ .lJ.~J){1 •• '· .·lp~:ti.~.t: ~~Jl$; . 
·tlltt'~tl$lo:!.x(lhq •. ~.t .. Pt~.~l.~lO\l..~'nQ •.. tbfI.~.~.1:. ,p~;of'19!~~ '. ,.C, 

'. _·-.~~~ ... ~~$·mu1~~f~~~~· . 
;dtfftl: j&) ... r~tU,., ~fQil. ~ ... ·ri·~.\.,1)4Z~'A.t.1;'(19a1l··~.ft.,t 

.. (lt~1laM,to • :1., •• 1: .~~t:1.4C·!(1'36t; l.V!Il. ·It.l1ll>.:~li.Q.11.'4.~.t 
:tt\~ •• :' e..ttbOt.': ~au.& tllat ~lof;:tb" ;(i.~l~p.Qt'::<'ft~.:.'e~lum'.:.~t.t.\ ~ , 
tDt.tO.t~.to ·f~O'Qt.ln 1985 .• ~ ::19.86'CQ~16 'btt e:Jtpt.1r~ ·'Wttlt~l;. :.~~:tQ: 
lil\Q1!t t.m .hlnU6l1Ct.":- n~on ,.t14 l'~~te~ .1..0: ~1f.~4' ttt..t lnt;e1:',at; r.~J.. 
1fOUl¢l ~ln 'V~ hlab ov~r tb~ ~ .. ln.~ t)£' \ttl. lMQa: ~ ~~ t;'h. ,2:.,,1 
,.1tC~ %.t.,~ld$ll.~.tl 'ft;g't"b.rlto.'t.~ 1.vell:n·1~8G~·V'.'oi,' 
4lf~x.tltc_kl.ptoYide, ,ue: 'of t'b, .~lJnattcm".:1tltOQiJ\th. J)i~ou' ,.n4 '. 
'~ut.X' ... ~ly$l"· ~o ,u..d .• ".1:,l;on o~ ,'OMQ,.. " " .: '.... 

, " '" , , ._1:. ~~amt. '~l#IMt;iOl\ >pt'Ob.bly.·ll'. itt ~Q.USJptto_ (UUld.. 
\;\" J1:a~ttC'Ul~ly ttrlth p..p;*ettcftacl;\ (polt4Y. l#·tb.~~~ ••• t~b~ti;W,.: 
.\;,; .• '.~tbatfl.,~11'01t'"·YWQ~ bfj 'tlpt;eM~~rtb.rr""!ndo~·of tb~· 

';h1t1o.' '~f'~:f:ently t:Q ;~.'@.~ •. tbe euttont ~count o.~~Q1t 'tOt .l.~el . " 
~ ~~RM1.~llt·ftd\lt. long.x t.x..'V'~ ~a'ti ,1":,,.1 .. a 1.~1.whlcb WQuW·.lJO 
~. ,~, "\llow, A.trail.·;. £03:.1. debt to QbPratto, to :be .i't.bi:U:'scul.. .ouon.nd 

1, ~1'It.~ u, .. d a$:bIlla't outCOJll& for tb.c~rftnt .eCQ'U1lt balaltc.'t bU1; 
,at.o .. ~ tn.t, 'JlQc~ntt:lb\\tlon would 1> •. :_4-. by .. t1s}1eeninsof £i.cal 
pplle., f' btber. all ofth&' restraint: 'onabaorptlon WAUl ... waeeJto oceur in 

. th~f1>t'!'lJ'ate&l~ctotr .. in 1'_..,ons8, to vor:yhigb tntarest rae •• whi<:h. in :tum. 
req~~.4 •. r.pt4ly :devalUing 'cutrent;1 in orden:' to_1ntaln the interest rate 
pattt):.condltion. ltowev-er, eftu bere a _jor pu.z=l. realm; bacaus& the, 
c\Ult11"t~v •• ffectaofauch p:rojecttul 1'"1 devaluations would carry the real 
actt.dg.~ rat •. to. iWlCh lower lev.i by around 1990 than found neee.sary by 
Qy o~~ ~ •••• rcb,'r •• 

~o. 

:~~f;l'1:1;h {ttl otnl r.".reh results. A8AR.E has, since the latter part of 
1t.8~f~,~s~.11of ita •• ~ssl.ents of the. aedlva tara outlook for co_odity 
prt~.; i~ l\Uatra11. c:>n ,an · ••• umption tha:t the 1' •• 1 exchange rate would trend 
•• 'td~~ flr4ff.catltly .It v.a alsC) aas\1rled that interest rates in Austr'alia 
ww.t'd .~ l'ineatan1flcantly fro. the very high levels ruling in 1985 and 
198$ ~ .'the ~f,sk pr ... i_ 1n the interest rate structure declined and .s the 
~t«cut;.~itt.nd in the r •• l excbange i:ate bee.. incorpor&ted into 
~e~t1_s .. to aate at le •• t. botb of the •• assumptions ~ve proven to be 
'qt\l:'t*clo •• ' t, 'tit ... tk. I.round half of the rul dttvalu.at1on in 1935 and 
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,~~1; ~~ttl'Q; "tt.l~l., ~.~ Qt7~~I~.tbit;.~~Q"f.1t~~_ :' 
O_'t,·~ ~.~,.. ·fQ'tfutthlt Upl(U4 ~n~,o!. :t\w ~e.l.·,.~_ •. , t~t;_; , 
'·.:i"~'-lJ¥:""'d.~nd'~4~"tl:n t.-11Qt'~~.~T:.tt'. 
"'WiJr1" ~· .. (:~1p11~ .,.,.~. r •• pcttq,~.~,I'.'t ..... t.'.~(l ~.: 
·~ft.4,lf.· ~}~~~t.~~, ... ~~~. ~~.):1,~ tbf:~ %~14~~~ .. f#ic.C)f ~~ 
~~ .$~.1M •. lUll ... 1#~M<l. . . . '. . .. ' . 

. .. ~.ttUdAt.t.ti.diG.;m. .... WlwtJ~.&!!Il'''''; . •. 
41fte,,~ •• lMt'n- ~~t~.:ll_.~t~'t'C •• 1 ••• *14 ,1110 •.. ~ .. tb.'I$, 
~u.nc. ,"tlcQlulytt\ 'tb6fl~.d: ~lf:of ~'. 19.Q.~. l~ bO.~I.t .tl1l~' 
Q '-~1)¢., ·t-C1lOM~ PQl1~ .• ::~~1~tJ~ ~~'" th- ,1f.~,. ~h~.;1flJI~c~. 1:.t... .1"'1;. ~n ~.lt. '. a1J:.~tf~ iQ;tb..' ~'~Q~td •• ~ .... n.. 'J1$: .~tl.~. . 
.~·._11~e.'41n .•. fo~ '~l •.•.. c&"lf.,p~' •. t.Qv_ .•. ....... f .~·St .. ~t1.*,·· 
~(19jl')~ InbQtb:cP •• II~®J.· ''P9~tJl.1;tY~b~l.t '"y hf.v. ut~d. .. th. 
: ..... l1t .• £1> .th. '.*dlan&.t'.t:.~ ·tb- VB ,.vi ••• 1- ,tntltnta, by ft~'l ,all4 
;~,t. ,(1916)" t.m '. ,otbet:~.t.t 1.¢t •• ~tltat:thft4~h.Jr. ;"jo~ .' 
c~td.b\1t,Qt',tQ~:JlS~.l:l.~ .... ~th •. t! ,p).11q~.rJ._bl.*, . __ ly· . 
i.xp"i~r.;' il,c.1 pollc"..d.l •. 1u tb. 6utn.t!an l;A •• it. wU, 4l't'S«11' 
~'-_1kt.d.or.tl~n;!n tb. te~ ofI t~de;. n,,~l •. Q£~~,~at 'Jk)licytn 
tNt xe,al.Ck.lV.l-..t:l<Mlof thf; .~ttaltQ dollq·11.l1985 :.'04. 1~86.'l.
'pxObl_tl~.l~ "i,cal. pol1~Y ·w .... 'In 'f.ct~ x_I_ttv.1,. .It,Pj.b~{¥4,,.:~ .• t thlt 
tiJIfa •• l101l\tlna ito ~.l:4 pr ••.• \l;:.on, tba .. 't.al."cbang. ~p..te,··!n .11~Jlewlth, 
$1JS·,.,.rt~.~; X'.dltr t_n ~ud pt: ••• tQ:$M :BQWV'~tftll~ l.r,_ ,bU~'_c. 
dftft~lg ,at . ~t .tt. MYhu* :contJ:JlluteCt '·to ttl. "~&~'Q;9.c;Jf Ai ~l.tt' 
1l"-.1- In. tb. Awltralian lnter •• ttat. at=Ct\¢th 'Wblch _, bt.v.o.en 
:adt1ciet\t: to' :rov.r..tb..t&t\Qn .tn. .. 't'.llhtio~hlp BtW •• nf.$.,.c.,l policy' .and: 
thee'Xcbanp "ate: .. 

La~se . current: ·.ceo~t lab.lanc.. .and _jor .wlT!1~ in real exebanso rlllt •• 
have, been k.". f •• turea Qfth. woX"ld:."c~ f1lt'8C.~t years. -and.-re l1kely 
to x-In the t ,crueial lsne. fOJ: polio.)' _lc.eJ:'Jlin til •. for •• eeabl. futur •. 
(figure •. 8 .. 9). In 'that •• n.e.A\tI~ .. lut. expert.nett: haa been .Qllletblns 
of a ,Ii. \era.co •• ofdevelopaenta in the world aconOlly 0-

~'t'.l equf.llb):tua tb.ory in th- spit.'.lt of the Swan/S.lt~n: a_lysls 
Indicate. clearly that if the current.ccount.: 1abalance. 1n the ... j or 
ecotlOlll ••• r.to. b,.reduccul to levels _r •• cceptable to fllUmOial .. rots. 
ch~ .... ,. be.J:equir.ed to ~.b.orption and real e~cbange rat.... Cb4nse. 
in. real _change rat •• in llolation .. y not be succe.aful. or even 
sUJtai'OJble oV'~tth .. _diu. tera. withwt. an ,apPxopriatll change in 
ab.ottptiQn", tbi. 1. ••• !#tl. point. hut it 41d not appear to h. recognised 
t:t41,.."tthe t.tM of the flap A!~eo_nt. in Septeaber 19;'$. where the focus 
..... inly on th. perceived llfuidtoachleve a _jor devaluation oftbe US 
dqlll.l1:' .~-.n agpree1-.tion of the yell and the Deutscbu.t'k following the 
.~~«d11UU::.A.. In ~ 1"ealvalu& of the US dollar ill the first balf of the 
lt80... KO,2:. t:-c.nt11" the need. for a two-pronged approach has bec.ou ~h 
_to. wid.,lyreeopb,ed. possibly refle.cting in. part the slowne.s of the 
c;~t.ilt .c;count u.b.lancea. to decline in th.. face of the very large exchange 
~.'t.~ .. nta lrbtch have occurred s1nce 1985. 
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~r. 1 •• tfO ~. lfide.pr • .a4_&f.""l't t:bat. dtcialve l'e4uctf.on in th
US bUds,tdefloltl& .eent;ral to th. ,eru.na.. in abaol:'Ption. ,Whicb 4r
r~1:Ml'l :~h. bq be.n ~1tten onthl. l •• uertlacent:ly ... for exapl., 
"l:~(lt86). llOlmb'W'c}r (1986. 1981) .. However. a d\lQline in •• vinas 
Ql.et .. ;to htvestant. inth. USprlvate lector durlna th."1980a haa a1ao 
..... '. 'lIIpOrttnt cant:lbtntion to the deterloration in the c\1,tt.nt account 
_~~,. ·al •• ~. out c;.learlY in 80M estWte. complled recently by 
·~.(w:.tl.~Jlt ...... n40J K."a1988) •••• table 1. It re.uinato be •• an 
•• 1: .; .alth· .ff'~t.of! tld.$ i.oalanc,e between SAving mel investllent 
'~11 ~~ '. ,*ufflC1enttly po".rful a.lf,·correctlns Mchant .. tn the 
,td.4tti· , •• o;tQr ft'%' the'· _~t f •• y.ar .. ~ or whether fl'b&nc!al arket. will 
-..kt<t fotcetb. 'pace of a<lJustrdnt by :l.1lpo.1ng G rlak prelliUllon the US 
$;~r •• :t: 't'&ta llttu4tu1:tl", ken if financial ark_t. are relatl~l, 
~~ .• me4 .• \.If; ..••• v1ttss/in-,r.atunt l$1l)al.nca in the private •• ctor au: 
at· t&t1 ., #tlllfor¢,. adjuatllent pre.sure on to tho, private .ector in the 
to_; .. I)f. 'til;.);., pr_l- 1£ • further tigJltAning of US fiacal policy i. not 
f1)~~. 
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" .' . . fUhlli ········~l.tt·Ml~e ". ~~.~:.:' ., ....... c;.', .~' ..... ' ;~ .. 
X.at ··.l~~ut(i)." ,,;., .I.~J:! .• I'tlUI(~)· ,<;b.l~. 

;:111.1.';1"5';, , .. '. i ... lr, • I. i:".f:. "',L.!,X 
. ;lUl1a " A}~lilf .. ~ 1l; .. 'l{f~O;', 'O~5 
*"16, ' 'O~llf~'~ ~U~,~', ,.tl'~,3:::· .',()il 
'19'1$ . Q_~~ '. '1' .. 1' .... '1 ·191.,o, , l:~,.l 
1914' ,O."Q:l$.,i .2 .. 2;: ':I$~Q ,:o~a 
It:'1tl~~ 11 ~3 .. l~O ')tl .. :a ""OtJ, 
1911 ,Of4., 1.$.,5: 'O~Olaill::~ w,o.':} . 
1119 '1)~7 %.t.1 'O~'$ 11.1.' o,~o 
lt110(L.1. '16~Q , .. 1,,' t1.S·(hl 
1911 .. '(l ... l 16*:9 "",1 • .:J): 1.'\10.· {o.! 
t9aa o,.l 141fl· .. 3~S 1'10$ ·0 .. 3, 
198' 0.3 1'",? .. ,.:8 '11,,4 -1.4 
1984 0.$ 17 .. 6· ... ·2;,.;1 11 .• 9: .. 2.$. 
1985.0·.2 16,.,i) ... 3 .. ,l' 16 .• $ ",a",9 
19$6 0 .. 2 tS~ 7 .. 3.5; 16.1 .. ·3',.3., 
1981(,)0.2. 1'~7 .. a.if 14.7 ~3.ti 
1988(1) ·0*2 16.1 -Z .. 3 15 .. 1. '",~ .. l 
, • " ' ., ." ",,, , •• :." .' ~ ,;';,:.: '. """',' "_ ." ,_,,:, ':, ', •• _ • , " .~ _" ••• ' ,. ", c. " ."" :. ,j I , _. ,'" ' . x . . (,".', _ .. " :1 :',.: ,'. . " ",' . _. .," _'" ',' , , : '1" , :," ... ," _'I', ' 

(&) l.td A •• t: •• t~(.qual,t;o~~le and p~lv.t •. "ct:o~ ••• 1., 1 ••• 
C~.l\t ·.c~~ttnt b41~. U«pr:lve.t •. ItW.1(~nt) -' .. (1.1) QIIl.xel80vu.ent 
f!mmc1.t :b.~,** .(p) Ppl.~l~ .•• t:!Mt.~ (f) ·rot.CHe lf . 

SOQJ:~.: V.U~nl"~, at ....... ..nct O'lf#r" (l.$88)., 

~:. s.. .. .t.Q'~ unelltt.tnty ~"out ~ IIOtt 4Pproprt.;_ . ~han&.'."" if 
.Ul't .tt:l £$.II<;a1 .. pollc1 1nJa,. ·~.tb. :,.&'1:«1 a.public ,ot C.X*D1. tb~nt,h 
·fl.~d. ll<>liQ1hUbeen tJ.pt.MO .tpU"icantly .1n both; ·coqntrl •• 4utl~ tht 
19.80.. t;ht.e~e. c~JlC.d ·£1:011 II poait!.onof' tax-g. ~udJota.fic:lt.. 4nd 
.1'en l)OW·both ,coUntl:l...tl11 ~vt~.tbU<l&.t .fi~tt. (IUt. t.abl...! Ind 
3). It ~d·a.... thlrffox.. that the c ... for the a(loptlonof auchaol:_ 
."atlSi~ (i.ct]; pollQl.. in thft •• cQunttl...fcn: 4tl e)tt4uldtd}fel;::t()d, i • 
. *'4h_~t: ~. I •. the ~ •• for atlghtenlnl 'Of £lsea1 polleylnth-tUS. 
'1:be, lUI. c:;~.nt .CCOtUlt ,uxpl", •• In Japan .nd 'Fa C.ran,. tar,.ly r.t1e~t 
'. GC; ••• of _.t •. ,t:.l.rinv •• tment in the p;olvat •• ect,QI;', .a;n4 any 
__ t.ltM'" r~d,:an !n tba ~urr.nt. account hrpl\Ul •• wil.l therefore probably 
... qu.tt''''j.\I#~~t.tn the private .ec.tor ~ Al:eductlcm in world real 
l:ntt~ •• t t-.t •• itt "r.,pQ'1We to .. decline 1n the ~ fo~ caplt.l inflow 
l'ntQ 1:11,- l1nl.te4StateJ in future year. 1, one po ••. ible sourc6of auch .. 
c;~,. 

tlttl" it i.· ;QI •• r that the •• jo1' ecOftO!ll.. will r.qulrefUJ;th.~ 
. ad.J~~,!,:- :0, 'M'O~~1!J'p0'\t:" .th~ nt:~t .• f.v :,a;,1.1 t:h, cu..~.nt.accoQnti 1# 

·flibil,~*.~. to b\.:re(lQctd t:o lev.l • .-ore .• cceptObl, toflnanc141 'Qtk(tt •• 
tt l' ~h l ••• c.rt.~n tM,t fut'ther 4djua.taents will be tequlred t;,othilir 
tot· •• ch~. :X'&t •• ", '.t-bapi thetay l ••• on from exch.nge rate tb\Cory is 
.~t: 'lC'tlatlv.11 .h9rf: tent lnfluem:;4Iul on exc}umg& rates can be quite 
~""".~, cQAUlC'ntY tb •• xcban,el:at;. t..,o~arl1y to .. le""el well 
t:_Vd: f~ .. tlurt tid'" U .Ultall'u,bla overth. longer tem. Large 
-lQll;M~tI· .. ~ .. ~cUX't •. 4.1nc. 1985 in tbe 'V.lu. of the lJS dollar, the yen 
4td:~ •. l>tUtlC~Xk.. probabl, lncluC.d in part by .,nfltary and apec;ulat1.ve 

" • ~ '.. 1ft 
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,,:l~~~;, :,~.~(_) 

,If ' 1;,.I~~~""'1 ".:,'·:t":IF:;tj~':.;I;, ,-:",~" :,:S:':.,.I.,' 

!~ __ ........ : !t f,"~~ ,e~ •• , *~. ~4'td;,r.4., t:&.1 'w111 . not;ntQ ••.•• ~*l,. 
__ l~ tht:dlt~t:lonlthf;t. ~lht bti:.UU •• t ." b1 lntultloo ~tbat 1.~atcl 
lnt"- .. c;.,.Qf tt. .tts 4011.u .ana •• :r41lt ,tb. '0_ of t'- tend the. 
,hutlc;burk·. lOJ: • ..,1.,. it; ,. pO •• lbl., 1'0. p~tnclpl. ~~tb. ):.C;.l'lt 
.~. -t.-t.: '.sjutMtlt .• -, hI.n£. concal.o.an .~' .. nt 01 :oY.t>ibOoulul, 
~b, 'u' ae_ to b&'8. bCc.u:a:t4 ,in .4~tr.ll. iJ\ lil5 and: 19a$·., . c.:t:t.tnl,.. the .-1'. obItn.tt<m ~ttM C,,".l\~ 4CCOtm:t ~.l.nc •• t ... ln '.ub .• eant1al don •• 
_~ pt'O'¥~ .Qonclu.,ift:j)l:'oof of tbt ».,4: for f\lrthar e;ccMnafl'ir.te 
&dju~t: ,tn tbe·eonventlonalditection. 

1* tbt· l:$.ll\tQf :t'M.tconclua1on.lt !.a perMP. l'Ot aut:prl;tlng that 
qplft,lOJ); .... to r ... ln cJ1V1<k.ld .out tba pro~ct. for the key 
il'kt:.tnl:tt~_l~~ftnCl •• over the .. 41_ t.3. Fot exuple. Dornbusch (1987) 
.t~ ;ttt.t. t'be.·ll$dollu _pt .,..ed to "eline web f1Q:ther t1um it h4 • 
. 4o.M ~.~.~. t9' .round, 100 yen. Howevel', other ea1ll4llnt CQ_nqtota tn this 
Ilt14l ~ ... Ikl¢J;'ftt)Oft .. nd itttlll .. ,on, have b •• n ~ec.ntly r.pvrted to hold 
tt\t,c"tr~ .• 1- cat. USdoll.~ 1. at pre.ent substantially underYalue6 
<k~.t 19;'8) .. 

1.1at~t.r.poundl for suppo.inS that the 1;' •• 1 levela of the US dollar 
,~. '*hut~k 1n the S.pt .... t: qua.rt.or 1988 _)' hl..f1e bean broadly 
t;~UA))t 1fltb. oX' allptl,above. their sustainable longer tel'll level., 
~l •. ~ ~n_11lt"'.be.n .,oatw.t ovenalued in 1' •• 1 tenus.. The real 
"IalQ\lO~ .~ • US' .,11u tn tlt.Sept.aher qUJlt'tcu: 19$8wa. around 5 par cftnt 
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hf,y.~., 
·tnw_.qt, ' 

L.i 'I: i. ~ ., 

a~f!(' 
17"." 
1~'~$ 
lG~' 
11.'0, 
11~' 
18.3 
19'.0 
la~$ 
11~6 
l&.Q 

"' .. 7 17.a 
16 .. .,g 
16,", 
11,.2 

,:~lt.; 
".;._vtlll<a) 

l'1i~; 
.,1,*3 
.$:,," 
'!!"S\.,4 
..,2.:4 
",,2.4 
·",:2 .. 5 
·2.9' 
... af1 
",'.3 
.. 2 ... 5 
·l,,~ 
-l.:t 
.. 1 .. 2 
.. 1.7 
",tAi 

'tlVlt6 ' 
, ".~l.fbl 

&, 

--'J; 

1 .• ,3 
'2,,1 
1",0, 
,0.1 
G.$ 

~1~4 
.. 0,,,8 
~t .. t 
~O •• 
O.G 
0.' 
1.~,3 
~., ... 
4.1 
".~ ... ~ 
:t. •• 

(.) c.aatalicwau.t1t fWIWf.a.l 'b.l~"'." (0) DP\lt.4· ••• ~ •• ld\tfl <,qul 
to .~._ of prJ:v.t •. q4. ,'Ublte ~:m~.'_nt: 1 ••• :publle •• vl D.$ pl~' th,' 
C~lU.nti~~QUUt W~.).. (p) h!.lu.tn.aq •• tlMt..(:f)FQr,e.,t. 
lQO.l:o,,: W.ll&c., ~r ... ·and 'O'Qia (1988). 

bal. its 1 ..... 110" the earl,.. 1980., th.~.t ~.centp. t.Q~ ItJ; wbteb tbr.. US 
.C~ ... elo •• to, lnt.mal •. nautem.a.l hal.nee:. S1. ·e tn.,ttl •• t 
boveftr, th. UUited St.t •• bp_ved: f~_ bai1l8 .. net: Ct df ...... y natiQn to a 
MtdtbGl" utlcm. _ by the euly 1990. th.w'tnArQunt\ .In net: ~~f.r. 
-'>t0a4 c0Ql4 be equivalent to arotmdO. 7 p~u: calle ·of an' ('I •• tabl •• - 4. and 
S) ... Aa.~ ~t the overa.llcurtent account dofic!.c hu b •• n r.dUcta to 
.,re acceptable l."el. by tbe flar1y 1990.. thet\ 'Chabal«nee of trade w111 
~. to"" aufflc1etttly .~ong.r than in t:be •• rly 1980. tt) allowth ••• debt 
.ttvlc;llll coata to be Mt. thi. MatUl t ofcotU:... thatabaorption wl11 Med 
to 1M lowet' ral .. tlv. to SlIP than it "fl' in 1980. and with other facto·rs 
~b.al'tl04 tt. re.l .exchana,- rate vill.l.o !Wed to be lower than 10. 1980.. On 
.ba1'8 01 :pla\Wlble ... aptlouabout eM.. "alat.loublp between absorption 
__ to. r~a1.x.;hq. rato. .. .et: out: in table 4. .. sustained decline In 
~. :r-ul uebqe.l:att of 1M~en a;ound 1 .. 5 per c.nt ;elatlve to tta level 
in •• u1, ;'geO" 1I8.YM r.~X'.d, other fa<;to1'. unchanged. 

A40Jtiua •• unttr 11M of analyalt with respect to the yen .and the 
n.~t~~. it 1. liblythat the su..stalnable real value of' both currencie. 
ta ,.OM.~ hlp.r ~ In the auly 1980.. tho &Oat recent period In which 
JApan -.n4 ft CelUn"w.t:- in approx.lute internal and ext.rna 1 balance. In 
tM lnteritl, both countri •• have exparlenced a lar,8 buildup intbelr net 
fal'elp ..... t". and tblaproce.. i. likely to continue for aeveral Elore ,..au ,.t (...tabl.. 4 and S). The nDt inoose recel vad fro. these 
iJ.l.VUtJatnta. If reflocted In .. Maher level of absorption rolati ve to GNP 
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;1,.9 
\'fi.l' 
6.0 
,~S 
'7' .. 0 
110' 
1.5, 
1 .. $ 

1." 
4~.1 
6,.0· 
6.0 
6,,0 
6.0 
6.0 
6 .. 0' 

4.0' 
~ .. 
3.0 
4.0 
5 .• 0 
5.0 
5.0 
5 .. 0 

.... 
t'131M.' 
4:i2'~'7 
, ".· .. 1, 
5. 111'lkl 
,$,4i1.' 
,$ 111,,0 
, 311:., a: 
, 1.'1 .. ;' 

1b 

25-' 111 

·344·'" 365 '11 
3875:16' 
410'147 
4~5. 4ta 
.6l S3& 
489· 230 

DtI> 

1 545 .. 1 
2023.2 
2 083.9 
2 161.3 
2 27S .. 6 
2 389.4 
2 508,,' 
2 634.3 

t!lf'," 
·t~_O' 
~1'1,,1 
.. 1))." 

·~1-." .. 71.4 
~".2 

Q 

1b 

1 OS2 
12 41" 9 '''1 ,to 
., .oS 
.5: ,64Q 
2769· 

o 
tttb 

-7.7 
80.8 
6~." 
61.2 
52.' 
38.2 
20,,1 

o 

I 

0.1, 

~'*. .. 2.' 
~2,,6\ 

.2.:0: 
"'1." 
·0.7 

o 

WI" 
$,' 

·es 
.571 
.,..'10 
...Itt 
·'H· ... !iI4O 
~t4()\ 

1b 

0 .. 4 2. 11' 
3, .. ' S~ 852 
2;~7 42 123 
2, "i '2 411 
l!!~'O 2t6 
t.l· 6$$16 
0.6 6':64' 

o 6864' 

-0.5 
4 .. 0 
3.3 
3.1 
2 .. 3 
1.6 
0.8 

o 

DKb 

45 
239 
308 
375 
527 
466 
486 
486 

I 

'3,,,' 
·~'.~6 

.,,1.2.0 

.. 11,":9' 
-},$",;Q 
,·15, .. 2' 
-"'14. $.. 
".l3.1 

'0., 
'~5 

U,,;1 
13.5 
14.1-
15 .. 1 
14.9 
l'~.O 

2.9 
11,8 
14.8 
17.3 
18.8 
19.5 
19.1. 
18.4 

(.) 1ftO .... '-, f'pt •• aft· AMU, •• tt..t... (b) Defl1)(td •• the 8l.1II of over ••• s 
1 •• U .... d1rtM;t t..."..e.ent by tINt hoae country' less: the .,. of lend1ng 
_d1~_:t f:n ...... nt by toralpere in tbo 'hoM c.ou:ntry. (c) Fro-. previou. ,..1'; ANII •• tU-t •• for 1988 .. 93. (d) Level. of tt. cUJ:"rent account balance 
.,. _t: .~1'M1 _ .. t •• _ IHF •• t1_te •• 
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f.l.·5!~ ,~,~. tI:_.~,lWtI··.".,!8untlP~l.·~Al~ ... ~;~.~. s~. QVAI'fII$ t~" a1) 1993;', '.' ',,' 

11nltt4, 
'$t,.~. ' 

J, .. ;( ~\j ; 11 (l ,., I, hi, ,'. ','; ," 

'.tC.J)~a.pO·tn~ c~~.~n._u 
.~t.tMl· .... ~,·.:tG ,CIJ: :t&eto. 
'(t~8Q,,9'~)(.)· , 

'.J:dtU3S •. l'OlDt~.;t~_t 
"t.~l btCOM, tf)o ,~. t:.tlo, 
(19&&~t}:t}(.)(bl 

'~~c.n~, .. e~. ''rio ,t.~ ,oJ 
tx.~(19'O'.~~l(~) 

~~te4p.t'q,.lltll~ ' ... inr •• l 
,dQ~' tate;bttwaeu :S'iftqUUt~r 

, 19S.8 .~ 19'3i, .,.i_nathat _terMl 
t>«1Dc. 1. lC .... ,ta.b;ll$h.o;ln tn
pt.,~,,; of: ~, c~.'(l\\~1:tntd, 
~ l t.k£q. f.~tDlCeowt tb r •• l 
Ur~1ml$.~.~eb&nl."l whicb __ 
oe. ,~f4.ltlO. 198.0(4) .u4 ... ~na 
tb t tq.l10td:i\I,ol .. tlctd. •• (e) 

'lU.. III 't.'b« 
1: •• l._e~. 
...:.teti,QC1.te& 
1t1tb .. 11 ~, •• 
:1n th_~,.. 
of tr.4.e 

I, 

0., .. 2 

0.5 

0.8 

Fell (1:" •. ) in the 1:-«1 
tx,c.b.nsa;eat: • 
.I.ocl.tet\ wltJl • 
1 ,arcenta,4 po.lnt f.l1 
in tb. tr.~e ~flc1t 
($utplus) to GNP t4tl<>(f) 

I 

2 
5 
8 

2 , 
8 

2 
5 
8 

I 

... 0,,0 

.. 291 
-4.2 
.. 1.0 
.. 3.3-
-'.2 
.. 1.9 
-4.1 
.. 6.2 

X 

-17.4 
.. lG,,2 
.. 14.9 
.. 14.3 
.. 13.0 
-11.8 
-11.2 

.. 9.9 
-8.7 

"Il 
G.~n1' 

X 

... 5.8 
-4.0 
.. 2.3 
.. 4.~ 
-2.8 
-1 .. 1 

.. 3.3 

.. 1.6 
0.1 

Ca) .a.a.a, Qnf1&1U'.. in table 4. 1981 ... 93 for Japan and Genutny. (b) Due to 
,tb.;c~,. In the uet extemal allte position. Assumes a 4 per cent real 
~.t~on ... ,et.. (0) AaaWR. .. 10 per eent fall in 1988 and no change 
~~ .. ft.x. t981 .. 93· for Jap~ and Goraany. (0) Bued on real exchange rates 
pWli.b~hilb.1tioJ'iUl Guaranty. (e) Inbotb cases. a relatively wide range of 
.1 .. tl01t1 •• ha. ta4UlUJ.bd. the 81dpolnt of the range being broadly 
Q~N:i.e.nt v1tn the Au.$tr.·l1an t;xperlence •• outlined in, for exallpl •• 
O':HIt'.& :W.11&0. and •• hlos (1987). (f) The f.ll in the trade b"lance to GNP 
1;.t10 ia, u.~<l to b. eqWll. but opposite itt sign. to the change in the net 
ftttnlAl ineoa to GNP r.tio QVer the period froll 19S0 t.o 1993. 
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'~~~i.: .. t~ : ••• I,l9.O •• ~_y 't.q"'\r..; 'r.~'lt:.~l<1'. ~.t. 
~~.l~$ .. p:~,"nt ht.~ ~ in~\t •• .:lltt: "~t~~ . 

It ,b.t~;~2ftGt ~o'1M_.l1_~:f~~ch"' •.. ~~ .. tba. ·t.~ of ttld4\ 
'.W:$~.~l ,~. ~~"l •• Q~J: 'd,:tI •• ~~~1:.U~· ~ •• ~~t'tl •• ,"~jo,.« 

. 'c;tJ ••.. !n tMt~"~:~fl .t~ 'betw,n·tl\ •. .,;tt119'Oa ,~ 19.11., wltb ..t~at\ 
~~t.u~ .l.~~." ~l •• ., '\'M" rM')),t~e~q '.f.n~~tt1~t'Q •• *,"y,. 
' ....... :.-x..,l: -oj ~t; tJ:CKl,!t,,",J\,.U ,\t:b,t •• ~ou:nt$t;,t.t. ~~ t.~ ,of 
t~"' ,jXJl ... ..., .. ~~ *.11 b110 ».tQ.t\~ ~l\' 191$ t.mJ,.tl$,neo ~.Nln. atlbl • 
• J; ~ ... 1 ... 1Q'ft~t..~. aMi_ t-3 ~. '19,.3..th. ·~tfJt:UGta~.4t \\tQu1~ 
".~t , ."'1:. C.l\~ Blow.~ l,vol ot, ~ ••• rl1 t9'SO •• , ••• ~1._4)..~t 
d$tlt Pl;QV~. ,.QIM j_c;1f~tlQD..fQt • :tMl'~ •. ~.t.-ee~~'.O.S~:2·~O 
p*1; C.Att "1~ tNt of ~,~11 ~t'o_, U. '*, .. u~tlon..·~11 tha~ 
Jap."".,t:.'rU of t1:.s1t WQ:\t14 r.-.ln, UQunO 13p$l:Q'tlt ,.oO""h .. ·tn40.RM~· II 
~, 4 1'Or eQt .hove. ~U ltval_ !:n tha •• ttl), 1980* • In ;both CillO. 
~ltltla& to. .... upttucl,p#.uuMt •• tn., T .... l.~Qnqe r:at •• 

A441t&lt<>a.tb.~ ~ .£fect. ofcb~ •• 1nMt fo~.tan· •• uu~t. Nl4teXXM 
ot tlt __ :*be •••• 1y 1980a( ••• tabl • .5). th •• qql1tbx-l_ :r~.11.ftt ot 
t.be 'US dollar _1 b.. .t~ 1IOat~ .~<.mn4 -6.'Ptlx cent "balf)w th4t of tb. St.p,t$llher 
q\IUt~ 1988, In th- c ••• 'Of the yen. tb •• q-ul11b1:1\l1l" •• 1 1tkl1$1 could be at 
l'dt! S, ptnr q.nt. an4 pem.p. do •• t to 20 percent., below ttl; tevIl at tMt 
tta.. 'I'M 81tuatlon fo~ tb. 'o.u~c_.tk, l;:a .~tlu to that for tbe US 
,tWitu. 

Sucb .... tiNt.. are, of cours. • only qpro¥1MtiONl. Ap.aJ!t ft. the 
'UDC~:rtai:Qt1 •• About th. _tJ/:eofth" eluticltt.. .it t. pontol. thAt 
.uu.otutal c1'lq., within eacb .r;.ono-.y baVE1 .1"0 W .0'- Itlfl~.l1C. ·,on th. 
equf.l1brt ... real .~cbans. r.t~UJ., Fot: :eltQple. tbe·trad,4 . .u4. JlOn~".44d 
lOOt'baeatO"l'a uy bave had~qU&:l r~t.' of srowtb 1n cap,ital #to:cb and ttl 
technoloslcal .d.'va'nc ... nt. TbU$. in t.ta of til., ,eo_tric repr.,entation of 
the SlIW'l/talter ~l in append1x. A. the.b_,,&: ·of the proWctlonpoa,s1bl11ty 
frontl~r .. y ~, ~bang.d ov.:rts... ~tber, 1n the ltshtof; AUSit1.~.11 .• n 
~rl$1'lCe it would beu.p·o~tUtto ... e •• th •• ~tent t..o ;whicb IIOveSJeUts in 
the 't'$1.t1'V. 'Pt'i.(';$ of tr~l(ied atl4 non-traded. bave .1trol:e~ tb~ltOveae:nta 1n 
'the couventl<m.all:.y .... ur.d real exchange; r.,te, inde& dut'tnSehe. 1980,. 

6. 1tIIIAW· .om <DICL11SIORS 

Tb4 Auatrali&n .~rl.~~e of th. aJd-1980. is in one re.pect aimi1ar to th~ 
US _xtlerience during tho fir.t ,n-if of the 1980.: 1t aeeD to have provided 
anotbe-r pract1.cal illustration of the phenoaenon of over.booting in 
f:lnanci.,l Ul:kets. In tho 1I1d .. 1980a, a sharp decline in Auatr"11a's tenul of 
tr.- and it deterlol'ation tn the current account deficit and fore18ft debt 
l,.vQl l'1:ovided • sound theoretical rationale for a significant decline in 
the exclump rate. Howe.ver. ABARE research indicates that sucb factors alone 
are unlikely to explain the full exttnt of the. decline in the exchange rate 
o:t'tlul wry hiah real interest rates which amerRed at the sue tille. Shorter 
tenl factors t i.neludins an eleeent of ove.rahootlng in response to an 
~lona1rY aonetaX'Y .hock, a risk preJIiuml in the Australian interest rAte 
flttueture., ar4d possibly .. 'speculative bubble' in the foreign exchange 
-.:rbt. ue .lao llkely to hAve been blportant. The marked recovery in the 
'~hans' rate and f~ll in lnterest ~atea in 1987 and 1988 probably reflect, 
,.ti lsut: 1n Flirt, .. p;'edual di.saipation of thuse shorter tera influences. 
all.owiua the ... rIter ovar.shootlng to be reversed. This is not to deny thut 
thtIJ r.covery which has occurred 1n AU$tralia' 8 tems Q·f trade .inca early 
1987 hu .al$o played a role. 
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:.'. ":~.~>~,.~it .... ~tT.~.t.!.~.aolt.a.dlfr.t.~t:~QtAl~O., •. '~~~'. 
tba~·~ of. -'tb..'.ll ~ll.~. hftC~J:.t.~l-tlla)!+-., Ul: (Jl~f._,e .• ~at.,cNl 

. ~. ,..xjl.tllb(t, ·~1'tll. a.t.x$~~.tl~ .1I1th. ,t~ ,of :klldi"at4 '.~ 'D~.,.4 ttl 
~~'.··.1r., •• ti.r~tO~C\¢t.ntl .. pr:C)1#lt'b,.laae' •• Wl •. tb.Sl" '41~f.'t'llt 
,cQlj:l"J.~.l:.l'g~1':'f,t1:1b\t~'bl. to ,dU'f.~j_1t.'!u :tb«:~~,.;P'e4:. tbt 
.".~tiot.'-4e'W£th. t:«I:"'Qt .tc;t': fl.c.lplJ,c, .• ll;"p,~~_ ~l:Uet .. ¢., . tn .. ·tbi' " ' 

,.,,-'.tt1".;ob. !t.'W~ ...... d~1: ftR¢4, polf.~1~l&:_. f:j~bt"<J 
·$Uftl~t.nt~y ~·.9~1_~l; 1ib.t~:t':.l4:jW**'AtJ; ;t'~~ut):e4·.':tn··tll. 11f{{yato 
1.~tOJ:"lo; •• 'fo*.taul'.'1;bt tt. ... '.~tc_. tot-·tbt .Q'4tt:.t\~. ,c~lmt. baltnc.
~\da'b'.~~pt,a1)l.to fi~f...l'''tD.1:'h- ~ .1tt~tl'WJ : •• ~~l(iiJ .'\' . 
•••• lngly .• dopt.d b)tp~.l"t_ ••• ~(;b.~' • $. tbat ·f'acal ,()ltclw~4 1U)t;. b. 
tighttin6d. @4 h$nc., tb.t fi1UlnCl.at utketa tJ~~ 'fOl:c.~1:ioMt adju.1tMnt 
Otlto the .prtv.t. '. •• c.to~ Vi •. thl · .. 1t1te~.'O~Y4t1 btPf.llt"".t r.~.· 
and, lntha shott tea at ,lo •• t. avtt:ey li)"e*lumg_ r.te .. 

Oth_r ABAlUt -,:oseuoh bu f'oQu.ea on tb.: r.l.ttonth~p,'b~twe.n ,tht 
traditional .e-.plr!calM .. flt.tre of th. lie .. t .~p ~.t. an4 ita dUlbJ:eel.cal 
~lOlh tho. t>elat1v&ptlce oftl'aa.d and non ... tra~d aood .... tty .. f~ ·,tM.t 
the tel.tiv6p:tle$o'f trti~d &004$ 4i(lnot rl... ..c l.~gt~cn.t.~y, 'by .. 
uu.eb _ .1&h1: ,.".# been· exptct,d ftoa. tlle~e.nt ,of .tb.. &a~llM !;n .. th$ 
tt'ad$.tlonal r •• l tlx,changf.\ r.te.in 1965 «nd 193t$.,411 of that ~r.a. ... 
• ubMequ1m.tly betn& reva'ta-,&.. !his wtll ntldt1) b. bolm-1n 'miudWh.n, 
a.s •• tiUd.ni the $)(tent of the ov.o.rahO<>t, 1n' the t,r,~b'tJg. i!'at4 .. 

In tbe: int..mntiotml arena. l;f,urolutlono£ t.,\, Ct4't$nt: "(;,~Qu.t\tu.\l.lG\C.~. 
altha '_jo~ industrial.. eeonq:mie$ 1:.q~l1:'.* tnp-tinc!pl_. ~jtUltJilWln,t. '.~. 
both. -ab.()tpti.on and. real (lx4b$nge rat.n.. r~l' tbat; ~6set the. a4jUftBnts 
WMeh b.v$ occurred in ab.o):'ptton to datalta1re :b.en . 'lntuffici.nt., 
putioular17 .wlthreape~t to £1.0..1 poliCjT in tll .. 'Ub$1;Gd S"te •. Xi; 
cQn~ut.there i. acae ev.iibtn.CQ that tho .. jOx:;,.alipen~ of' 1:.41 ~xchJ;n,. 
rate. wbich hu oceunEJdstuce 1985 .-..y. h*v& broupt'thoa" .~~h.ng. t:.tCft. .. 
pa;rtleu1arly those of the. US· dollar andth. n.ut.chDtk ... quIto «:10 •• tb 
thtir sWfta"nable long6t:tem level, .. ltlother wor., •• was th.ou. itt 
N;uJtrula in 1985" and 1986.thes.exehang_ Z'Ate adjustmenta u"! hav~ 
occuued aucbJlOr. qu1ekly than the adjustlH\nta:to ab,orpt:lon. ll.0W0"1er'j 
unlike the. Australl.n CU9, it 1. not clear tbattb. excbanse: r.t .. 
adjus.to.ents have contained a large· ·eld&itt of trchot:t run overahootlng: ~th 
the po.sible exception of tbe yen, the .xchan~e rates may have been cauieo 
to about - rather than urkedly bflyond ... thei1: l()ng~l!1= terrl equl11brlwa 
l.vel. Even so, this dichQtollO~ adj~tHnt of exchange rates and ahs.orption 
is unlikely to be viable other than in the ralatively short terra. tn other 
'Words, unles. the adjustments to absoliPtion catcb up relatively Boon. it is 
likely that .ulf~rket force'S will prevent the present levels of the real 
exchange rates froa being sustained until $uch time as absorption haa 
adjusted. 

Finally t there i,a range of isauss on which further research by ABARE 
and 'Othe rs flB.yprove useful. One example is the factors which determined the 
s1ze and behaviour of the apparent risk pre.num in the Australian interest 
l:'ate. structure in the mid- 19808, including the role of fiscal and monetary 
policy.. A second 18 the rel5tionship between the alternative measures of the 
real e~change rate, particularly the size 4lld nature of the lags involved. 
Extending 'that. analysis to "be major international excbange rates may also 
help to· clarify whether the. 'djuIlt1llents to these exchange rates since 1985 
have car~l.d tbe.m to a level L ":0441y consistent with a longer term 
equiUb:rlua .. 
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wt,fl ~t'u. ,~ •• tbl. ,to t.~.,th.blll..'1l¢.' Q~ t:~.dt: :Ck\.f~Qle '.~l1'bl· .... 
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,.~g;1c;.11,. 'OM' :.pptO*eb t •. t<>a~.a ,th1rd:4r:.n*to\\,:tQ.· tho; <1i_lt. 1;~ 
.t.l~ tta4.d,oo~to 1;1 •• ;~~~.t.tcl tnt~, ~,rt.~1&.'~..n4t!1Zpo~ta.,ble .. ,.. ,t,t is 
'.l:.c;~n. lio"".v.o.r t, to xe~n :th.twQ~1JS1oJlllli~vrfuJ.utatt~l\.na: to. 
recogni •• that: 1\ ~bBn&. in 'tb.t.~·()r tt4at:.a~, ~~~~;.~ •• " Q)f '" ~1._.4 
t.:.~ve_ut in.'.m.clow' pro.Qu.;tioA .,o •• lbill1;1f~~nt;b.t.,·" ". QQMt4lt3;tht\tC ... , 
tOl: :tx~l.,. ':01 .• r1ae ill' the tetM of trad~.ro~4n'· ,1vet\1 lj$qlQfQutp~t 
Q'f. 'llQn .. t;r.d &OO~" .. ..be econoay 1).0"" ·ll... .thapotenetal to ·0011$'" ." laJi;'Si$'X' 
bundle .oftr.4e(\· ,ood,ath811 ;pre;vloU$ly, wi.thout tunn1na 4~.t.~c.e 'Qf ~4de 
~ftcf.t. tbis I.: au.llll't l' in .ffect:t to .n .lncrea«clabtltt,y t:Q: 'P):od.~<;. 
tradeClaoodS·,. In figure A4. tbe .cono.,. 1 •. £tllt~ul,. in 1tttotn«1·.~ .tracte 
b.l~ee .. , pp 1~ th,,~ctual production posalbl1it1fro.ntiel:~PP1:Jth.aha.dQw 
frontiet'., is PI' 'with tbe iaproveme.nt in th.te:QdQf trade. factore.d illtq.tbe 
o~t4iut of' tr.ded goods. Mun.-btgth-.t the IVltf,al. prlee of trad,ed goocl$ '~$ 
tmchJnged £01101111'1;S tb& rise in the terms 0,£ tracle. and hence that the t: eal 
,exehattg.,a.to: doeu not chat'lg&. 'outPUt l$c;letel;1ltn~dat PQint A, but 
.effective real tnooae i$ ,given by point II on PPt. 

llrovld«d th.t at least part at tbe rise in real effective income is 
~ofl~ct"d in in(:~.*8ed ab.orption, tben the expenditure 11ne will also move 
to the 1!1s11t. frQ.SF to (say) GJl. If the expenditure elastleityof ,de_nd 
fQ't mlu .. traded scoda l"positive, 1t is clear that this rightward movement 

1 This anal,.i. Qf a change 11,1. thetetllB of trade 1s somewhat siailar to 
tb •• nall'a1" of .. gnaral 'boom' given by Sn$p& (1977). Thtn:e 1$ t however, a 
·aubtle dlffe~Gn¢e. In the case of new uineral discoveries or some other 
Pb1.i.:«1 progress it). the tr.6edgoods, aeetoX'. the production posllibl1ities 
(tontter ,.~bUtll, .,vea. til. WlW production point can then be determined as 
·th.p~lnt ·of t;4tn!e~y bCltween tha n&w frontier and a relati va price line. In 

, ~~ttt" •• t. in tbe" ca,. of a tenu of trade changet the production pOint must 
;$'tltl '&a ~.1aN~t,). 'On the act\Ull ra.ther than the ' shadow' frontier. 
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