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35tbAnntla.rCOnferen~ofthe 
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University of 'New England,Annidale, 11~14 F~bJllaty' '1991 

Iy,fajor Influences on the 
Real Exchange Rate in' the 1,990s' 

A Simnlation Analysis 

Australian B~lJ QfAsncultUral 
and Resource Ecpnomics 

The Mtlrpl1]mode/o/ thf!Au$lralian eCQItt)myisu,edto Qssesstbe 
imp~cton,thereQrexchallger4teola "umber fJlimpQrta"teconomi~ 
developments eweCfed to occur in the 199Os. BOfhtheshQrl run and 
/cJt1grw.dmpi/catic11$Iorfhe realtxchtmgeri:lletlrediscliS$ed~C1u1lJges,1." 
thttel'fflS oj.trar:le arelotmd tohal'ean imporlalft lo~gru'"intpacf()nlhe 
"e(ll~xchangerate withQulin(1uc;ng ,ShQft runvolatility"Conversllly, 
changes;" labourprodllctivity. IhesttlnCe ()/fi$calpoIiCY(llld Wf)rld 
interestralt$i"duce short termv(1/atili.ty while1tqving JittltJongrun 
i1rJP(lc/on the Teol exchange r(lIe. 





Jntroduction 

'The ·t¢al.exCban$exatebas :QCc.~pjc4'ac~ttal~PQsitipni"tlJeAus~aIian 'fA9"Q,mi~ 'pc;>Jipydebaq;: 
dqti~g :,thepo$J\Var<periO<l.M()vement$ in ·Ut~telJ1 ¢xchange.fal¢ '~Qt.part.i~Q1M' impotmn¢¢ to 

:primaryindustries'be¢ause.tbey .~~. ,8,1ceydeterminant Qf Jh~ l'riccs,r~~lved JorAps~mn_f$' 
commodity export$ 'and hence ha,vc: amajorbeatin89ll decislQt1saQQut trutn~ndmirurt~ 
illv~st,mQnt(O·Mil.i1l,CrnftsandC®te 1987).aowever,iliem·bllS ;been ,1ittle~on$tn$"'$Qnthe ." .. " , "" " 

Jlleas~~nt ·9fthe~,,~~cbPll8e:rate()tthe {a¢lOfSwht¢b'int1uen~e it in ~ith¢t;~ '$hQrt;x'lUl·pr 

the long' ;run.Dornbll,scb(1989)ar~uestbat, lnme longmJl, the ;{¢alexchang~rat~ ii$ 

de~rroined bymicroeconomiq·Jactors .$p¢basresolU"C~endQwmentsttas,tes',lechrtol()gy.aald 
:intertemp(Jrnl $avin$s :anqinv~stment d.ecisic:ms. Jntfie'$bott :J1)n,nQW¢Yer, ,ma~r~onQmi¢ 
potiCY im4 .~~in~rnational~onomic .~n.virQ~nt~Jll<l~impQrtI1Ilt d¢tem1inAJ1t$()Hh~real 
~xchtulge l'8te-

Illtbispaper'i ,tbejnfluen~e anthe.real ~~cbanS~J8te of'$Qm¢e<:QnQrnic.(levelopment$ which 
cQyldoccur ;in'the :1990.s .~e·asses~using me Mmp~YmQdel'QfJb~ ~p$traliatl ~o.J10m" 
(Murphy :t989a,b ).Tb~$CeconQmjcdev.e19Proentsinciud~ .change$:infis,talpoJicy.wQrtd 
lnterestrates,micJ;~QnQmicrefonnalld the termspf tr~~, WhUeUtese.d~velopm~nt$ may 
changetllelon$'run t~al¢)tc;h~gera~., therlyna.mic~djllslment ,of Qtber 'Jriacroe(;onQmic. 
variabJes:IJl&l)'~ls()c~ll~significant:and prot:nlc~ d¢y~tiQn$·ofthe re.al¢xchange ratetTomiJ$ 
ste3d)' .. stat~ valueand·the~foree~en cotl$\getable :bnpatt on 'Jh~e¢Qnomyillthe$bQl1irun; 

TlJe·rea.1.exchllJ1ge J3.te js~efined in tbellext $CctionQfmlspaper ;~misome div~rgent:view$ 
about r~entPlovemeniS In the ,real ,cxchangerate .a.re.discPs$Cd.1"heMutphy mQdell$dl~1) 
(jPJlim~dan(J·thesttuct\1re oftb¢ simul~tionexperirnctltsis d~$Cribed~The$imulati()n resuJtsare 
qiSCllSs¢d in ·U1e.fin~ ;sectiPl1, 

The-RealExchange Rate 

Th~r~al .cxchange:ntteisQfu:n lJ~asa :Pl'Qxy fQrthCiCQmpethiv~n~$,S .Qfthetradedg~-is 
~lQr()f·~·~QnQmy.1bett4ditional.me;1$ure of,the realexcbangerat~is exp~$Cd as 

(1) 

wbere .i1ER is the real ,exchange rate; P is the (lQmestic<ptice level; PJi istbe foreign price level 
in countIy i; Ei jsthebilateralexcba.nger~te between thehornecountryru.ldthe currency of 
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.country 1 (mea$ured~s units \QffQrcigncutten~y per unit Qf.domestic.cl.i~l)cy);and 'Wlisth~ 

trn.de w¢igh~ >!Qr¢Qu.ntry it 

llel1~,L'1e~bfU1geioUtere.u ~XC.l.dD&erate isapprQ~ima~lyequ~ll()the~btU
lge jrt(.i :"a.d~ 

weigb~ nominal exchttngemteadjllsted fortbeinnati()n4ifferentia.l~tweetl tlt~ domestic 

«;pnomya.nc1 itStradmgpArtnets.ForseveraJ yeats .A'PARe ;ba,s qoml'iled ·tm.~pubti$b~a: 

seti~Qft~lereal.e,,¢hlIDg~ 11ltebasedon.equa.P9n (1) :J,jsinS· consumer pri~~ .~.··a.mc~ureQf 

inflation (O'Mflnl.Carlartci'endCa,JnpheU 1980), 

The 'reruclCcnang¢J8.le·measufC.s deYi~tion$ftC:"llptlrchasingpQwer p1Uit1~tm~ l$(lftenll$CQ ps 

:AA ill.dicatQf Qfmov¢~ntsindle ... el.atiYepri~ of~bles ,.and.J1oo-U'at1ablc$, t>wy~r~cl 

O'M~(1987)andt .rrto~~Qtly.DWyer(1.990)c()nstnl¢~a rel~tiv¢·d()Pl¢sticp
rictitniex 

whicbJll1¢a.sures direcUydte ;priceoftrnde4· goods~latj'V~ :to~pri~ Qfn.()n~~gO«l$t .. ~. 

rela.tiv~domestjcprice index:·~rrcsponds. wiibthe ;~~~~cb~g~J~~e d~nnedin 'thcpoP\llar 

SVlAA.,.salter(d~pendcmtec()nomy).lllodeland. ·.pJovid¢$ :tlmell$ll~ .Qfthe incentive lor 

reS01.U'(:~S ;toshift·tromtlletrad~ :goQds .$ectortQ.U\e non~~e,d J~~s'sector~Undet ~rUlin 

c:on4i~Qn$tmPv¢mentsin ibPthtbctraditiona].measure of the real e~chWJBenlte.m.td ,~#lanve. 

dome~~.c ,price 'jndex .~: idendclll{Mcl<enzie: 1986; Dwyer 1981;DW)'erl1D40'M~ 1988).Iri 

thispsper, lherea1.exf;hange rak,' ~iv(!ll ;in eqqation (1) is .\lsea :fQf.c'()nSi$tency witbdteMQtphy 

mQclelMd ~se.()rinterpret;ttion pf the smml~Qnr~1I1JS. 

'BetW~llt11eOetemberquarter 1984 JlndtheSep~mberqllancr '1986,\Au$traUa's~a1ex,c~se 

1l~ fendtamatic~ly,by ,arQundS7 .~r·c¢ntTben~ i~sQ~ .evideii~,tbatthe.ran 'in :tbe ·rem.· 

~~cha"ge 'J1lte in the lTlid~ 1980s w~ .oncQf, thcsbarpest .~(1:,carriediJtQ·m¢ loWest level :ttds 

c~ntUry(Mc.Ke"~e 1986).ThesimultaneolJsd~nnein AQstr~if;l'S ~nn$·Qfti1lde 
.due 1Q A 

,de(lilleini"~m1\tiQrttl1~Qm;1lOditypri~e$ :provi~:1.1 powla;r~~pbllUltionfotdJ~:m
1l ~"cbQ.llge 

rAted~precian(m (Figpr.e l)~How~ver,Utere we~~aQd $till~, widf:ly4iv¢rgentvi~ws Jlb9Ut 

proSpe¢tsfor .merea1exchange·Jl.te,hisbli$htingtb~pncertai.ntyabOut;h~im~tQf~on()Jruc 

,dev~l()p~nt$ol1tbjsvariable. 

The, Institute of .Appli¢dEc')JlomicandSQClaIRese~h. :(Db~o"~ndPa,tmerner 1987) 

maintained :thst aU of Ute d~linein ;we .~alexchaQBe .rat¢ '~tw"n 1984 and 1986c,>u1d.b¢ 

e1tpJained :by lh~·~nnsoflrA4e,AAd thattb~ rise 10 fOfCi~nindeb«dn¢$simpU~$ltafunher 

$i~bler~al exCbflllgerate d¢pr~iatiQri WaS 'w~~~from ·dle·level ,o(mid .. t9S6~ The 

"~cQnomic.Plannip~ AdvisQryCoUflCil :(B"AC 1980, 1985)at~pr4th"tthe~c.}If;chf;lUsef1.~ 

ibadm()vedt()AneVleq~Uiprium level and ~at tbe~PJ'ecjation :~the l.evel 'ofmld .. 1986W~$ 

spfficient 



"tn' 

.~ 

In.ate l 9,89, Smithan(iGm~n(l989)~gqed:that.~ t<\lnber$~b$~ntial depreci~don.of,tbe~l 
exchangerat~ WJl$~Qit«itore4uce' Austt~Ua's~~nJ~Pllllt(ieficittQ,Jt 'level I;Qnsistent 
witbdlestabilisa~QnorUae JatlO ~fl1etfo~ignd.ebtto gro$sQQme$dcpr9duc~ 'lbey.cQncJuciC4 
that, in .theabseIlceofsignificMt 'riskptemjllrns.tb~dif(erc::ntial·betweeQ. )\u$~lhUlandi 
forei~ninterest rates mustrefl.ect the .e)(~lationof .~ l~se .depreciation (jf Australia'$'r~l 
~~cb3Ilg~rate lJlordertorestoreequjlibri~un. More 'reCently.Syn~~()notni¢~rvi~eshas 
argued 'fQr ,3fieasins ,Qf :QlQnetar.Ypolic)'to :aUowa '~8 ,percentdeJ,lr¢da..UQllo.ftheexcbArtge Jllte 
Wrestoremdgstry ,competitiveness to it$levcl of 1986 (~NtchbQ.rY .'i990), 

ABAJWrese~h in4icatesmatitls diffiQuttto Justif'ymQNtltliUl.a ,20 pet cent~~pr~iariQ.nof 
the real'~xchangenltefrQmthe level,,! 1984Qnmella$i$of:th¢(ie,clirte indletemiS QftnuJe 
·~the ri~ in theCUlTCotaC(:ount defiCit and netfo~ignd~bt(Q'Matl:l1989),()'Mflf~ tlter~ore 
argUedthat$QQner t¢rm!f1\ctQl'$badaccQunt~ for .. ~ largepattofJhe~ep~ia.tion .Qfme ~l 
~xcbang~rn~ betw~rt 1984Mld 1986,Thisvl~w ci$$upP<>rtc:Qpy ThQtpc, Jlogan JJlcl CQP~ 

o 988) whofollnd.th~ttbeeme~genceQf ~.riskpremillm :~Qntri"uteatothe depteci~dQn pftbe 
All$tnllian dollllI'irt 1985~O'Mcua (1989)concl11ded 'mil~ ~ Jongrunteal~Kcbange;r~~tx>ut 20 
per.~ntbelowU1e leV,el.Qf 1984WQPldbe cQnsi~tentwith JlcurrentaccQunt4efif;it whlcb 
allo\viIDeeventPmsJapltisagon of Austnllia's net foreign. debttoOPl' .ratio,provjd~(bjQmestic 
~l1Wld'wa$ .$ufficienUyresttWned. 
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.ABAR~ha$,m'gue4! !tbatth~shQner ,te,rrn infltJence$ contributing ·tQtbe d~pf«:iation 9f:mf}~al . 
e~cbillJger~~wQulddis$jpate.3llCJ tl1e'~~xchan~el11te would.appr~iaw (QtMaJil,CrpftSa,n,Q 

Coote 1987).Tbis .e"l'¢CUltiQu, :has ,been largely ,pphelcl. Sin<;~th¢ lattetl'artQf 1986f the t¢aJ 

e"cba~gera~ basapprecmte4 . .marke41)'$uch -tltatby tlte ,Pecemt>er .qUlimJ'pf :1990; it W~ 
,¢$ti~~t() b;lVe~Q ~Q"nd 20 ~er ,cent 'below thel~velQf 19S4,implyitl$'IDa:t .tb~rc31: 
~lCcbM~e Ill~isat~nln(iitsm~um ~tm.eq\lllibrium lev¢l as. .as$e$$e4'bYABA~" 

lntbe ,tQ9(}s. botb ,mtematioil;U M4·domesti,9~QnomJcde.velppmentsatee"pectedlQinfluen~e 
ther~~xcb;l .. u~~ratc 'in ,the$boflt.u:u;lioIJ,$nm; .pomesdcfi$c~PQUcYis~"pe.et¢4tQtemain 
tight ~cl prQduce 'flJrtherte.dqctiQI'lS ingQverrdnent debt:thrQugn.tbe 1990~,1be ,prQcc$s J)t 

l'¢fQrmin2a$tern ~Uto~j$ .exp¢ctr4 t()increas~ WQrJd~nv~$ttn~nt·QPPQni:UPpJ$\wbU", w9rld 
'.saviOt;$·~ ~xt*te4:tQ .b¢.lm:gelytmcbaJlg~, placi~gppwwpress~Qn\wotJd~ 'in~$f 

~s.Th~pt~s$Qf,Jllicfoec~:m.QnUc~(9nninsQQdsJanci·lflb.ourmark~ts i$:liI¢ly~.¢om.iP\l~ 

j.pth~1990s and ¢ould~Dh~c~ :l,bQlJl"p1Qdu.ctivi~y.!. The Aq~tta1htn ·te.ml$Q£ .~. is .~~~te,d 
tQcoJltin~e ·.tQ·:r¢tl~t ·dt~dectineiil·tbepn.ce or:J>rimarycommQditieirelativ~to.n:nlI,nlfi¢t~: 

8QQ(ls(ConunQllwealm.9fAustrr,dia 1988)~ 

SimulationL>:esign 

The MurphymQdel 
The Murpby :.m(}(.tel is a ,small .qua.nerlymodeIQf .dle. AusmmtUle¢()uQmy wbichcQQsjstsQfa 
t'itlanc,hll·sectQfandfivesectots ·,.,hopscbold, dwelUnsprQ,vblQn, bUsiness (inclQdlngpllblic 
:cnterprise),$eneralgovemtnent 1Uld foreign,... .relatin,gtQ,thetlows Qf gOQdsAAd$Crvices.The 
mQ(iel,isdocJJmC:Qted :blMurphy (1989a,b)~ 

The :m<>dels.l.n1cture 1$ similartQthel),omb\l~b (197.6) monetary ovcrsb()QtlQgmodel. Jnth~, 
sllortrun '~em@el ipr9perties 'areKeyneshrojn~b~ter wbile In·lhe 'lon$'ntntbeprQperties 
'1U'ecoIlslstent whhtbe Jl~lassicct1appf()Q.ch~ In \P~~ular,tbeprice(,)ftbedQme$tlc~o~ :js 
sticky in the 'short J'lln,p\1t fl~xible 1n ,the19ngnlQ~ :Pinancialas$etpnC.,Silfe :nexibJe~a1,lll 
,i,lS$ets Qtber "haomoney JlI'~'~d«:t$ub$tiJutes,ex~tation$ 'infin3IlQialmarkets ·.tueratif;m~t 
that .is ·forwar({lo()ldng~m4 :model :«:Ql)sistent. Capita.l js :a&$\1fQe4.tQ ··be :pede¢tlymo1:lil~ 
intemau(mally.which :JlleaJ)sUJ3J :.8JJyditlerenccb>etweendomestic.and .forei.gn int¢rest@t¢s 
~nects. ,ilieexpected movcmentin. .theeXQhan~er~te. lnkeeplns withU1e monetary 
,()v~l'$bQOting; :model,mc.tneuuYpqlicyis J)-:llU:a..ljnthe lOJlgrun (InQtber;words .ltb~nQ~, 
¢ffe9tS ill :tbe long .llm.).mthougll itmaybayeconsid~@ple rellleffects lnUte sbQrt.11lndue;to 
'thestjcky(l()Jn~sticpri~adjl1stmentpr~s$.fi1lany ,M,cXpansionQfexpo11SindJ.e MllIphy 
n:lC;Jdel,cflusesa.$U8bt4et~otation in, ~tbe~J.11l$ Qf U'ltde(~ndan~oCiateddep~ci1,ltion9f·th~ 
iea1e~ch8figetatetel~pv~ ·to the level which WQPld ·have ruled inm~~bsenceQftbe ,t¢tmsof 



t1'A4« 4eolin~}becaus.~it.isas$umed ,that ,Auslttlla is, larg~en()ugb ·tq Jnfluel1~~ internAtion.al ' 
:pri~s;f9rs.()Jlle prl~ comnlQ(liuess,uch as wool and :mlnet4i $anQ$t. 

(~\ 

A~·J.O :;the tela"Qnship~tw~ntb.eJ·e~exCbang~; rat~).cutt~nl,p.~9unt deti~ltai)4 ,tQt~~~d~bt 
level,PoJlli)\iseh\(1.9S8) \$hQW«\ :thAt ~Utere j$~.nq't~surop,tion :that cPrteQt~ccQ"nI$s.bQutaPe, 
balanc~ over 11:u~sbQl1J'Unor' iQrext¢n4ed:periodsoftimean.dtbat llt.e l,png.:J\1tl 'r~e8~bMge 
.tate wQ~tdbeJoi.iltlrdetetmlned with ,the :optbn.al p@.ID 'fQrrQ~igndebt~.M:min, MlPPbYM4 
Nl;wy~n(19~1) show¢d ~that, in: a~()winsec(jnomYl.a :balartce4.tr@.d~ ;acc,QQnt ;wo,ulgbe 
CQn$isten~:whb ·~e$ta1)iltsattQn ottlJcll¢t fore.igrt debt :'~QGJ)Pra.do.if:tbe1jntemAUQJiali~~·~fll 
intere$t f~te were equ$l :to'ther~rate of'd(ml~stic '~Qn()mJcm:owJlt M.d·:as~t$w~ :~tf.«t 
sub~thu~$. ·In,.tbc'Ml11:Phymot.1el, 'mem~rn4Uc;mat tea,lr~tepf lnte~$,t ~XC~$tbe l~~'ta~ eof ' 
dQ~$tjcecQnQrpic,srQwth;Jt¢nce' a$m~ ,t.ra..de ~urpl~s ~is ;~uire4.tQQf:fsetp~t>f,the in~$t 

bUt bt on.tt;"w'$tllbil~then~foreign d~bttc>OJ),P ratio<in.tbelQJ)~~ntn. 

'Martin, Murphy :and.Nguyen (1987)npteQ tnllt,in CQl1lmQJl wiJb lheSwAn~alftrmod~l.the 
equilibrium .t~alexchangerate in themoJleta1'yoversu9QUngm94e} ison1YI:¢qujredto 'be 
consistenrwitb intem~b~SJlce,,1he ,m~ntenanC4orex.templ~l3tlce i$left~Qtbe~J.ldju$ttnentof 
dom~nc absorptionrelativ¢ 10 QPtpUt.1"bere .isnopresumption orm~hahl,$min'betbeoreticaJ 
m94elswbichensurc$lhattbe cllrrenta.~~OUJltjs balan.cedin.equilibd\1ro,.'tbetefQ~,in 
:prin¢iple~lberatjoQf enet ,fQreign debt 'togrO~$ dQme,sJj~. :prQduct ¢Q\lltis;roW 1nqeijnitely. 
;However.AA impo~t :CeatlJr.eQftheMwphy.. :mQ(.lell$ tha.lanse in JI,etfaX'eig .. P·4ebtfc;d.PC~$ . . 

priva~'We,alth,whiQhintum l~s··.tQ'~~ucdQn irt~Qnsprnpijon~xpendi~,<Murphy.J989,b)~ 
COIl$UrneI'$Attc:tltpt.to ·repuild:lheb'.M'~~. ,IDereQy~Jl~urin~ Jhvtprivateepnsu~pijQnfonQw~.~ 
slJstain~bl~p~th and the (QreigJl clebttoGPP ratia issUlbili$ed in th~ lQugtun. 1b~Jl;fQ~.th~ 
.longrun r~al~xcha.ngerate win 'becQQsistent wltll,~~, trade balan¢¢ which ~1l0w.s III current 
~countdeficil·UJld~r whichtbe J1Ui()QfneifQre~gn deb.ttoGOP jS$r.abiUsed~ 

Si",u'ationstruc.tllre 
Anumterof sim\1lationsl1sing the Muqjhy mPdel were ,u.ndertakento examinetbe ~sp()n~Qf 
tbe;reale"~bangerate ,ttl .changes 'in economic :poH~Y and tbeiJltc;rnational,e~Qnomic 
~nYin;lnm¢nt. AlltbesimulatiQlls c:pn$j$ted ()fp¢rman~Jlt unanticipp.ted sbockswbicb we~ 
iOlpQsedfromthefU'St,periQd.of.thesirnulation. 

The .Mllt)lbymodel d~s potpJ'Q'Ilde ane"plicitrealexcbangeratevarial)le.H()w~ver,~ ;the 
fon:ignpric'~levell$'unc:hanged in thesjmul~t,i()ns (ap~frQll'lth~tenns bf:trAd~$bQCkS)t.dte 
p¢~ntage~viationin me·real exchangerat~~an'be: QaJcule~ fromth~,~eI)UtgeQeviati.Qns 
inthedomestlc . .,rice level and the excba.nge rate (trad~ weigbted index), The'ch()~ceofthe 
4<>m¢stic; ,pn~lndex :i$betw~nthe ,GDPd¢fla~or(a: JnC&StlI'C ,.,ftlte :priceofQutput)and 'be 
cQnsumerpdc¢ lnaex(a.measl.lreQf the :priceof ·allsorptiQn). It was decid~ tousctbe 



cQnsllmcrprl¢e,Jn~eg ,$lven Jhattbis,J$cQl}sistent with Jbe, definitioIi'.o{ tne ~~,¢x¢bcmt~ rate 
,and' ,th~~pprQach :a4Qpted~y AllIUm 9v~tmAAY years" 

Fiscal :PQIi~y 
'In anAt~pt to bQO$tll~tiofial$&vln8s' Md ,reduc~the CPIrentaccount deficitin Austrnliamthe 
.latter 'Partofthe198QstJbet~ wete~UQtions in gov¢mmentQOl1sJ-J.lIlpth>n, jnve$gn~ntAAd 
~mpIQyment, The$tance of £;scplJ,plicyis ;lijc~ly tQremaintigntmAt le~ttbe ~l1rlypart Qftbe 
J990$; 

In the ,sinlulaUQn$ ,are(iuction in. gOvernment ,expenditure~uiva1ellt t9Z ,pet'~nt()fthe' 
baseline realsrQ$sQOInesticprQl;IuctJ.Ui$jnsftoJ'Q,first',i:\ redUctioil ingQvernt)l"Q~ 
~con$umpti()n,QfUlec:lQme$ticsoQd and. ,sec(md,greductionfu8QvenunentemplQym~nt '1Jr~ 
considered. The MlQl>byrnQ(iel incQrporates .All· lnc()me.t~ratereaction ,fullctiQn whlch 
mcreaseslbe rate of~' whe.n the .ratiQ QfJ)ublic debt togroS$ 4Q~sij¢,Pnxt~t exc~ ~wget 
:~tip. (a,t:OUl,1Q 20 per cenO.Thi$~lmnism ef1SP~$'th@.t¢ba.nge$:jn8Qvemment e~~nditute·~ 
bond fwanced in the ~bQ.rt.nln,blit,~fin~ced.fu,the 'hms run, In fOmlul~tinSthe ifi$Call'QUcy 
simuJation$tbetar~etmtiQ QfpubUc debt .toOPP w~~pced by .I 0 ,pel'c<!Jl41S~ PQint$of,GPP 
over ~. iiveyear period lnQrder.to ~Qmmc:xfate·th~reducd()n:; ingQvemmeJlte~pendiU1rC~ 

'Wol"ldinterest . .rat~s 
Recent developmenlSjo:Ea$~mEuropetllld tbepJ'QCes~ ofGermanreunificatiQJl 'mar~nhslnce 
internafjona) investment opportQnitiestllld jncrea~compe,thioJl for WQrld~~vin8$, .pla¢in~ 
upwardpressuteo.llworld:reaJ :intt!rcst JIUes(IIlJemati()Jlal Mpnetary Fund 1990); :liQwevet, 
attemptS~Q reduce tbe si~ofthe US ButJget deficit ll1ay jncr~sethesupplyof world savinss. 
panly of(settingthehigber demand.' Onb~~lce, itispo$.s.ible thal realin~erest'rate$will.~ 
bi~er in the earJy' 199Qs them lome 198()s, I.., ,qrder :tQ.capture ~bese4evclopmcnts the 
simplaQon experiment ·!:on$istsof a2 ~~~ nUl~~pc>lntinc~asein theJQreign interest :ratc,Tbe 
PQssibility of ;slower~onomic growth intheindustri~lisedcou.ntries!lJ1d faJlingcommodit)' 
prjcesasElresplt oCthe ri~jn WQrldin~est rates is not a4dressed in this simuladon, 

Mi~roeconomi~refqrm 

A ,In·oces$ ;0£ ,microecPJtQmic :ref9J1ncQuld ,ellnance Jab9ur ,,Prodl.1ctivilyinthe:Au$traJitul 
~Qn(jmydl11ingthe 1990$. To captur~ .the~ffecl$of'micrQeCon9mic :refQ1'ID,JhesimulatiQo 
was mQdeUe4as fln·bnme4ja~e 2perccllt. impnlvcmcnt in labour pfQQUctivit)'. Since laPotu' 
supply 'isessentiallyflXed'Qythc Jlatur«llra~eQfpQempl,QYJllent.MclAgjvenp()'pplauQ,n srQwth 
mtc"Jln jncrease in 'labQurp. roductivitYJ'sJsesthe lQngrun labour sIJPPly.· .. ~iJl :terms· of: labQur -

. , 

efflclefic:yunil$ (a~sUfeot tIlclal)otgsuppIy which 'cQmbinestbenumQerofempIQy~sand 
me~ffj¢ienc)' with Wbicbthey WQrk).l'n. cOJ)sttuctingibesesimulations it WLt$~$\1medili.aHhe 
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i'QV~mtnen~ did not~t~elllpt to maintain its expenditurc $1\ ;sl1are·QfQPP Qf JhatproQu(:dvlty 
iJllprQv~ment,alsQQccu~ in Qtherc9untrlessimultaneously~ 

TerJn$ .9r trade 
The AU$,~bm QonarJlasQfterrbc=en~alled a,COl)lmQ(iby driven c~ncybec!;\u$¢ .3bout80,per 

C~J)t of A.ustralian~x.PQttsar~,primm-y cQmmcXiities atJtirea,l anti nQminal ,expblUliJerate 
mQvemen~bave~p ,hiBbl)' cOn-elated withth~teml$Qftrade(Fi~rcl)t.Overtbe l'as:t'fQrty 
yep.rs, Australia's ,team of ~ebave~encbaracted~eabya lQil¥ lerxn downward. :trend, 
atllQUnthl$t(,).abQut 1 ,percentij yeat, interrupte4 by larB~',transjtoryshQc.ks •. S.omeQf tbe 
f.actors which Jiebebind tile Q,QwnwanJ. trend jncluqem~a.~'pt04ucd(m,o.fcQmmo<Uti¢s·1>y 
indebted ,Qcwel()pingcCluntries, in teSPQn~,t(). the W~~texcb~tl,gerate,sengendeJ'«i ,by:tbeir 
debt~rvJcec()mmjtmen4l\1ld by ,thel1mW4$,ta~$ ~4lhoauro~an Community jJl te~ponS¢ 
to tbeiraf!1icllltutalpric.~ .subsidy (ptPgl1lIl1$ .. ~ w"n a$.·contlnue4bnprQvemcmts ,in .techIlQlc:)g)' 
Whicbha"e."educ~tb" m~~Uiclmineral ·(;Qnteptqj ,industrialprQduCl$ and increased 
comrnQdity ,prQ(illCtion. ,(CQIJU'nQl}wea1th ,Qf AU.stralia 1988).lti$;,@ticip.a~ :thatthe downwMd 
:t1'end ip the teffi1sQfU:a4ewiUconP.nue .tI'¢o\lghQut ijl" 199Qs. 

ThcMurphymQQeltreatsimPQJ1s and eKport$ ~.imperfect substitutes fQr:<!ach ,Qtb,erMdthe 
Q.omesucgood. Imp0J1$ .~. rre~tedas ·.an 'intemlediateSO,pd·q$eQ in tbepJ'QductiQn()f the 
QQmeslicgQoQ which .js,IDentraJlsfQnnecijnlQ.a :hp~'SQQ(l ~d all :e~J)Qrttxl~oQ4t Therefore 
·chMse$intbe term$Qf flld~c~ ·collie a1pouttrom ,wo~~s, foreiB'lc~flc)' impQrtprices 
Qrforeignctlfrenc),expol1 'Pdces~IJltbe fmitsimulaqQU Jbe foreigp c.lllTc.ncy:price Qfimpons 
wilSjl}crea$ed :by 5 percent while jntbe.$econg ,simldatic:mthefQreign.c.~rrencypric¢ f)f 
e~p()rts Wn$1educed by 5 per cent. 

'llltbettad¢sim\da~QnStwhe~ ,th~ "fQ~igr)~urreQC)' 'price()f~~port$,()r imponsjs (:~cm~ed, it is 
rca.sonable to ~sumetbatme f()relgIlJlric~ .1evel.Jfi~y ,a1s.QchaIlBe~Theref()rc it was .~sume4 
tltat the foreigncon$u"u~t·price.index~ottvspondedt() .theforei~ll.currency price QfJmpQrts. 
HCllce,dtef()rejgn cQI)$.umer :price ~imJex is~sum~. ,tq. ,belln~ffectedbytbe fa1l.inmefQf¢i~n 

currenc)' price ofcoJtlU1Qdity expons~ 

Simulation Results 

FiscalpQ,liCl 
ill} tbe longrun,tb~ .reductiQIl.insoyemmentcollsumptlc;m of qQroestie'gQods lowe(stl1e 
domestic price .l¢vel, Jlppreciates·;the realexcbangera~bymQrethaol1Q ,percent :Md~1Jces 
t()r~lgn debt in li.ne wbb.tnere4ucdon inpubncd~bt (Table 1). The ;loweJ'.level.offQ~ign debt 
requu¢s a lower trade ba1ancelQ ;scJ."Vicc' theinterestpaymepts, andbence ahi$tter ,real 
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exch~J,lgeJ1ite :is ,consistent withthestabUisathmpf .the~f:~tlQofnetfQteign ,cjebt\)to ,:gr ... 9~$ 
, ,~ \' . ' , , - ." , 

QgmesticprQquct, TbesUght fall jn exp,Qrt$ generates~,ri~~ in tb~ lerm$.oftrage wbicJl :alsQ 
c(mtnbutes to me :(lppreciation.oftbe t~a1.excbangerate.1heredqc.tiQnin J(>reign:d~btnU$~the 
level QfpriVPtd wealth, in4ucj1lS increa~~'priv3(e ,c()n~mnptiQJ).,e2$pep'liture. 

'fABLE t 
Slmul(lle4~/fect$ :olareduct/f)n IfJ,tJ.,e.,,,,,,entcf)nsump(/qn 

,f'lulvilJe", If) Z Ivet c~fJl()IQ1.)" 

Year 1, y~~ YearS Y~4 y~S 

Pri~~coospmpd(m (a) \ .... t~13 .... 1.88 -l.17 ~.48 O,IQ 
Priv'~~ .rW~stmeit)f .(a) f.).33 Q,8Q' 1).7l Q.58 0,51 
Gl'()$ patioo~ ':,xpe.n<1i~(a) -.4,~.3 ,...3.84 ... 3~O3 -~.3Q .,.,.t,73; 
~pQ~Qf·S~ JlIld·seJ.'Vi~$ ((l) 0.73 0.85 Q,,7$ O,S.8 0.45 
lmp<l~of Spgd$aQd seryjCes(ll) Jml 1.(j~ 1,26 0.97 Ot70 
On)ss dome$dcp..oopct (b) -l.62: "':";37 ~l.04, .,.;0,81 ,..,().S& 

C~t nccQunt defi¢it (c) '""2.9Z ~3.02 -2.69 ... 2:42 ,..;~.J5 
N~ f()~ign .4e'bt (<;) .S.4.1 Q,3S ,-3.36 ~t37 4J~75 

Consumerpri~~ (c,) 0.64 1.24 Q,79 ,0.04 -0,54 
1WJ.~xch.altge.ra~(c) ..,.16.12 "":12~36 .,..9.43 .,{j.SS ..4.S7 
9Q"dayb~~Kb.n'<I) ...4.86 -3.68 ~3.QO .,..7.65 <~2,l9 

:R,eal exc~pge. rate (1)) .,..15,4g "".'tIZ -$.64 ~.SZ ,..;5.1l' 
'~wflg~(b) -o,ZQ -0,59 d>A4 ,Q.09 (lAS 

I;lmgnm 

2,~' 
O!2~ 
.0.19' 

...D.Og 
-:0.16 
d).06 

...c .. 8J 
-.17;76 

.,..1,07 
2,30. 
·0.00 . 

l1l23 
0,06 

(a> J)er~~ot~gcP9intc9ntdbuthmfQ ,~Yi4tiQn QfOPPfrpm ·1l·.~Jh1e~,(b)<P~r~~nl~gc~~YiaHQn frQm. "~S~UIl~." 
.(¢)Dcvi~io,n frQmba$eJin~ I?-S • ·per~n~;t.s.~ QfGPP. (<I) Pt:1~Jl~gep>in~ .~viationftQm. "~!ieUne. 

lnthe$hQl1nm, ~n:dl1cth>n in~()vemment CQn$~rnl'tio.QQf dQmestic .~()Q<is~l1ce$ aggre~~te 
qema,n4;and place.$substand~l dQWnWflrdl'ressllreon dQmes::{c Interest .mtes,wbich jl1,.tmn 
1.~stQf1 d~pr(:(;i~tiQn ofth~ '.J~l ~xchan$ent~bymorethan l~'per .c.entinthe ;oot ye~ oftbe 
·simlllatiPl}. The dQmesticpri<;elev~lrise$ in the ti~ty~ ()fdl~~~tJlari()fl ~the c.xchang. erate 

~ '. '. 

d~preci~uQn .n1QredtanQffsetstbe downward :pdcep.rcssure f()llQwjo~ the reQucQQJl ,in 
~Sgtesa~clemaf)d,.Privat~cQn~ufJlpdoo e,,~miiture f4l11$m 'response ;.tQtbe·9ut In re~l wa~e$ 
@d,tbe 'riseinfQfcign .d~bt, wliichrcdllcespriyate wealtb. ijQwever.me f~l in illtereStraJes 
redllCes the ,req\1ir~rateQrr~lUIDQn priVJl~ investment. ,jnducln8an investJptmt.e"pansiQJ}; 
An inc~innet~xp9mmresp()I)seto :dle .~. excblmge@te4epreciation @qces the current 
ac<:ountdeficit andbc~ins.to.redqcetheradQ.pt:net foreiSn debt tQgtQssQomestic product by 
the.third y~, 

Altemlltively.}hQredqction 'ingQvemment eXp¢ndiWrecouldlmve ~nmo.deUed ,as ,3~u.ctioJl 
in ,sov~ment.el)lployment('fabJe Z). 
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TAllt..~2 

Slmu.l(lI'4~/I'cI$ .9J .q".«4#ctltJl4: In .II.QY'l'.lJmf11Jt#.!hp191m~lJt 
·eqJlJ~lq.lf1t' It).,' 2ercen"()l ,lJP' " 

~$ 

'Y~l Ycar2 Y~3 ~~4 ¥~5 too~'IUIJ 

;rrivateCQnsllmp~Qn (a)' ~Z,6S ~2,()6 ~lt6l ~,Q() ,Q.()Q 
Priva~JnY~~~l.(a) 0.43· Itll l~OQ O!91 iQ.8~ 
·Of()~ Ji3~iOO;d e~pendif\lfe (~) -4//1 ~.J3 ~7!93 ~~,O3 ~1~36 
'~.P<>$ of.$<X>4~ Md~!ces (~) l.l~ ~,S~' J.46 1.~6, ,},03 
;.rmport$ Qfa~WldS.elY1Ces (;1) t.65 lA2 0;93 ().SZ O.lS 
Qro$cl<>meStic .prndu.ct (b) ~~.'17 ..,.1.f6 .-{).'3 ...().~S d}.14 

Ol~nt aCClJu.ntdellciHc) ..;Z.93 .... 3.21 ~2/'S I~Z',J6 ..,.196 
Net J~j~ .4e1>t(c) 6~7~' J,14 ""~t09 dj,43 ~,98 

C9nsQm~pri<;~(b) 1.00 l~U ·().~6 d).52 -(M)8 
"l'WJ~~ctWtg~ ~ (l» ~18.84 ~1.4.38 ~l.P.S4 "..1,l2 -4,42, 
QO-daybantCmU .(d) ;"~72 ~.al ~,O8 .... 3.32 ~~~~5 

,R~ exchAl1g~ro,te ,(b) ... 1,1.84 ... .13.27 ~tO,27 -1,64 "'"5.,:22 
R~w~g~Q:» .... 1.97 ~2~70 "..~,24 ....:t29 ..o,6Z 

(II) P~r<;~niaS.f; PQin~ .~QnfriJ)ul.il.l"co~viatloQ Qrppp JJQmbl$¢I~, .(l»P~"n"gc4t;vi.tiQnfJqm b~scline; 
(c)~vi~iQn frQmb~~1ip~ ~. '. ~~m~~e().f ,QPP. (d) Percem~S~p9hn4~viauQ"q()m.b{l!!!!1i1le. 

2,Q9 
0.62 
C).57 
.Qt~S 
~.sa 
0.64 

,.;Qt6.l 
,...9~3~ 

',..1,~6, 
1.()5 
Q;OO 

...Q,31-
d>AO 

In*h~ ·ShPrtflln, th~ ;p~t~rn ,()f :re$Ult$ is $hnUartQ ,tbat (rpm "tpe J~~tlctiQJl in :~QVemmf;nt 
cQJ1sumptionQf ~hedom¢stiqsOQQ~ The fall in Qutput 1$ J!liti~1l1$hatp~ .. ,butlecQYcrs, mOre' 
:rapi.dlyjflJater)'ears~ In th~ lQJJs.mn, .~. Wll~CS fall to ,allow tb~Du~ineS$ s¢ctor ,tQcmplQy.me 
labQ\lfrel~bythepl1bllc,$CCtor.The jn~fu·pu~ine$s~tQr ~m'plQyment.~uite$ ,a.~ 

Inthecapltal.$tQ9ka.nd~en~r:4t~sarisein Qutput. ''fh~e''p1lI1sjc;m.()ft~IQutpQt ~ncl exports . 
. genera~s $mlnordet~riQl'atiQnin .the~nns (lfttade wbi(;b~slJlt~ in a.sU~t4e'preciatiQn of the 
reaJ exchange :Jjlle in :the JQn~ nlJl~ 

l.o. ,slr'mmary ,mese .sim\11atiQllsjndica~ .that a ;.t~,~htenif,lJQf ijs~,uPQljcye~~"~ :~up.stantial 
:dQwnwargpr~$suJ'~ ·9J)Ule,r~al ,e~chanJ~rate lnthe $bQItnm,HQwev~r,b:a tb~l()n,~nlJl, 
wealth ef(cc~ subsWltially reverse me:shQ.rtlllJl excbangt},nt(C.mQvements, 

WorI4i.nter'~tr4t'$ 
lnthe .1Qng run, tbe expec~.eX9ban~e .r~te and:,dte $p<)texcba,n~e nne.arc .eqpilibrntedtmclthe 
dQ~stic.intere$t·ra~ risestq ma~bthQmc~m 'the fQ{ei~ interest,ratecr~te .3), 

l'helti~her lote.rest rat¢ :incrcASC$ :tbe cost QfcapitaIand :.raise$ ,tb~rcq.uired :ra~ ,ofretum<m 
buslness investment, bem:~ lOWering .. Ute 'e<J.uilibduntC;1pital ... stock. Given the IQllg ... nmverocaJ. 

- ~. 

l*4b.OJJtsppply cmve (sincethere1JJenQ.real, w~~ee(fects(mlhe labollrfQr<;ev~cjpatiOJlratein 
tbcm04el) the ,real W~~(} ,fa11$,rnisin~ thea,ct1Ja1ra~ ,oftefum oncLipiW tgtber~uired ·rate' .pf 

ttlwn,Tbe :faU in .the ,re.at wag¢andUle ri$C in the ·:CQst Qf capital jmplies a :reducdoninthe 



Tt\UJ.,.E3 

.$l.mu.llJ.ted(J/lecl$~/i;t .~ ",c,,,lqlcpuJnt .tl$' ·.In lQr.'.lln. ,Inl",# t41<$ . 
( 

Y~l .y~~ Y~3 -Y~4 y~~ 4m$nm 

Prl~~C()nsumpti90 (Ci) "'()A4 ~.4(} ~f38 -0.56 ~.75 
rrivjl(~invesbllent (a) ~,317 ...0.69 ,.,.:1.07 ...,l+~Q ;-.J~20 
~GJO~~Qn,a,l exp<;n~ (~) d,),19 ... 1.~4 ,;",1.72 ,.,.2.04 ~2,U' 
.&poJt$ pf$Q<Xl$ ~ ~rvi~ .(p) OAO 'O.3p O.iS ·0.Q3 O~03 
lI1lPQI~SQfgo¢~ 1\00 ~rv~ (a) (l,S.S 0,64 ().(;7 Q.7·6 ,0.8' 
(lrQ$sdQ(n¢s.ticpr¢l1Cl (b) ·0,19 ,..().~7 d),92 .... li2S ~J,3(l 

Cqn'en.t~unlaencit (c) .,,(),8S ,;0.91 -Q.79 -Q.lS d>.8S 
Nc:' fo~isn ·~hf.(c) :.95 0.10 -O,9Z -.;;1;47 .... l~M 

C®$um~pri~ (1)) 0.97 2.74 3.78 4.29' 4,SS 
'lWl ~~c~g~ r;$!(b) -1~95 -(',77 -:6.71 .;7.40 ,..a.u 
·~yb~pU1 (~) Q.\9 1.61 2,55 2.86 2~6Q 

ReaJ~~~'d? If!t",<p) -1;.97 -4,03 "".2.99 ... 3.11 ~3.76 
R~~ '~~g(¥ .. {l:.; ,..Q.Q6. ..,()~()8 .J>.Q7 ~!Z2· ~.6Q 

(a)?e1~e~.';- : ~int Cpritii\>u,iQnl9~iaH9n:QfGPP frOlJlb~¢lin~.(b )P~~~ntage·d~VjationfrQm· ,"~~~Jin.~! 
(~) ·P~i!.1h).#., .~(Qm b~nO~N .!l.lxm;~pt!lg~QfQPP. (d) Per9~mas~ .. pgiJ)frJe,vhltioi1f~m .haseUn¢. 

0,04 
.... l.Ql 
""1~74 
.dJ.# 
.0,49 

""J.(j~ 

,.,.1.32' 
-19.74 

3.6.5 
0+3.96 
2~OZ 

~,H 
"'~.,7S 

c~p~~a1 ~()labourratiQ, wbicncomeSAlwuttb(Qpgba Jall jnth"capl~SlQCJc~ ;Tb~ lQwer c~pi.tal 
.~wck, 'I vben ~ombine4 w,im the .exi$tlng Jabour(Qrce, J~ad$tQ BfaU iot;alQutput*The leve19f 
privateCQP~umpth>n .l$ malntaine4 througb J~lro:~e4ecline JntherntiQ9fn~t fQrel$1l debt to 
gro.S$ f Jomesnc ,prQ<i1)ct, wbichQffsets 'the lQwercapltal stQCk to p(Qducea :rise ll)thel~veJ. Qf 
pdvate wealth. The real exchange rate ls ;~mcban&e41n tbe lQIlGnlDstnc.ethelev.el of foreip 
debt has adjusted ,to a level cQnsis~ent with a nQW ·of net ln~restpa)'menl$and;Alevelof 
abso.rpdQn .reJativeto output whicb allPwsforei&n deQ~tQs~Qili~~ 

In the short nlO, ·meri~io th~roreign interestrntes~nemtes a depreciathm oflloth 't:henominal 
and real exchange rates. $inceaU assets other tba.n mcmey ·are considerc:d to .~~rfect 
substitlJ~s in tile Mt1rpbymt>de1 an(j <:apiW'i.s .mobile intemationilUYtanyinte.mati(maJin~~st 
differential,rtlust reflectc}(pectedexcnange rate mOV,ements~ The fall iQtllcreal exchM~e fate 

leaeI$tc> ari$e in .netexporn.wbicbmore than Qff~ts the inlulll ,~cUneinprivatecQnsumption 
aIltJ invesunent, producing a rise :inreal output inth~ ,first year. This is reversed in SlJbseqllent 
Y~~lUldinthe long Jun. 

In .response JQ .11 risem f9reisn interestratesther~ is $ubstMtial Jeal ~d nominlll excban~era~ 
.tuiJustmentirt dtesbort runtal~ough th~lon~nmreale"changerate is virtulllly unchange(l. 
The .rnaJorburdelll':l adjustmel1! ::; ,bornebytbe c.apitalstoc~ .a1ldtQe lcveI9f foreign. debt 
wbicha4Justat a &IQwerrate tl'tan most .Qthervruiablesinthem04el.Th~re ls spmepossibili~ 
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that 'it'the prot.essofadjustmeot infQteig,n debt is not ,of !$ufflcient:pa~tQS;1ti$fy financial 

m~ket. participants, ;thenana4diti(malincreasein :'nler~$t'rate$ in the (QffilQCa dsk':premitim 

\11aybe itnp;>sed ('thprpet HogaJl:andCoore, 1988;OtMara 198~). 

Mictoeconomicre/orltl 
In Jhe,long iVn,anirnptQ.v~J1l¢nt lnlabQufproducUVity:ralse$JbeJeYel,o.f:()ptput.~n(1 exports, 

~tdllgina; 'slisht deteri()r~tion in the ·.tetQl$()fttadeand. dep~ati()noftbereal :excban$e 

;ra~ .(Table4). The r.ealwa~e ~t' .efficiency .unit.Qf,labourfall$,.sUgbtly 'in ordertp maintain the, 

ratoQf'relumon, capital foUo'Wing the :term$p£'tnided«lille. $iJlce tb~re ,isonlyasl$gbtri~ in 

thepnce Qfcapital~lative to .labour. wbertmeas~d 'in efficb!ncyunjt$~ tbeQptimal tatiQ· .Q£ 

capitala,nd lah<>l1tt m~ured in efficiency ·uni.fS.faUsQRlysUgbtly, }lpwevert inacJualtettns,.a 

rise in !bec.phalSJQC}c 'is tequb'edfor a ,giv~itla1»prfQm::tc> .lluiintain ,mentdo in efficiency 

units.Wrigllt. QUlliOUI',Matthews and Q'M~ (199.1): b~ve .shown that, :mth~absencecfa 

decline in .the~rms of trade, imprc:w«llaboutproducnvity bas, no effects .onth¢J'e!ll.excbflllge 

tatetlhecu~.nt ~ccountd~nclt()r th¢ratiQ ot:p¢tJ(lI'eign debt to gross tlQltltsdcpt¢ductin ·me 
'longrutl. 

Indteshort'fUth hl1ptoved.labQurproductjvity i'nCfeu:SCS 'r<:alo.utputrelative .10 .absorption, 

leading t()a 3.0 per ,cenlrell1 exchttllgerate deprcciatiol1,()versl}oQtingmerequ'ired long run, 

tlQj\1stment<Outputlllcreasesatafasterrate·thamabSorpUQl1~ausecoll$umersbav
cbackwlQd 

lQOJdng.eXl*mti'orts whena$ses$hlgtb~h~ p¢Jl1lanent.in¢Q~and. hence ittakes:.umebefore 

TABUl·4 

SimUlateif Iff/telso/a .. ~·perc,,.tlmprov'''''''I' il" ./tIlN)u, pro4ucllylty 

Y<*'1 Year'2 Yearl ¥tat4 y~S LonSNI1 

PtivatecOflSum~on(.) 0.11 O~34 0.63 0.89 I!03 
:Priv.~investment (.) CUI 0.33 0.44 OAl. ().32 

Grt;)ss~. Ql*ndlbJre (a) O~1.9 0.10 1 .. (4 l;39 1.44 

~~~ Or$QOds.oo.~Jces.(a) 0 .. 30 Ot52 0;5$ 0.47 0.36 
JmpottS olBQOdS ~$CrVices(a) 0,21 o.n ~.06 ~ll ~~30 

Q~dom~~uct(b) 0.7Q 1~33 ').63 1.65 1.s0 

~~tdeticit(c) ~.41 ..(l.S. -0.39· ...:o~2j -D.W 
Net fomp ~(c) ·Ot()4 O.H ~.11 ...;1.41 ~UJ3 

.Con$U-~(b) ...0.80 ~202 ... 2.47 -2,43 ~2.10 

TWJ cxcb;uigera(e (b) ,.,.;2~j2 ... lA4 -0.04 1.22 1~97 

9().daYbook.t,W (~) "()~S4 , ... 1~39 ~1~43 ~.99 ...0.35 

)lealq¢~~~(b) ~3~tl ~3.46 ~Z.sl ... 1.21 ~~13 

··ReaI. WJ8~' (b) 0.31 0.74 1.03 1.32 1.56 

(a) PercentaleJiQint ~tJit>utionl()~iati()ll()r GDPtrom~(:.~.(\) P~tale devilJiollf~m ti.scline. 

(c) ~~fr9m\t*line. 1·peu:eIl .. ~eQf ODP .. '(~)~Il",~poillt ~.i!ltioi1 •. 1lom 'ba,se~ 
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0.98 
,O.~l 
1,35 
0.37 
-O~24 
lAS 

0.01 
0.05 

"':IJilU 
1.21 
0.00 

~.60 
1.74 



tl1eyt¢ali~~,tb,n.the level of tJlcomehasp~rmanend1 ri$~n~Th~ .improv~meotin JabQur 
ptQductivjtyrni$¢sth~aCtualrate()f retlUll on.caphaJ.h¢n~inct~singifiv~tmeJ1f ,tOadju~t • .to ' 
thehi~rcapita1 sto¢krequ~1ntb~ lOilgrun~ 

Hence,imprtlv~Jab9Ut'prodU(;tivlty ~9utd dq>recla.~me:~e"<:hallgerate ,.sU,htly in~,l~Jlg 
nm ,asmemcll'tlseeJ levelofc"PQrtSas$Ql:iatedwithth~ .ri$~inoPtputlca4s 'tQa$U.gbt 
deteriQratipp. in tlJ¢~nns Qft1'ade. ;HQwever.ln'theshort,runJhet¢a.1~~hang~,tate·ovmh®ts 
its lOPS'Il.1n ~JlJstrnent'b«aUSe,ab$otptionadju$tsonly .Slowly:to the~jnputp~t 

In ·.dtis~imlllatj9nthebnprQve~nt In ,lal)o\ltptQUllctivity wMassutii<:dtQ.l~econQinywide. 
Wrightet~.(1991)$hpwtbat$¢¢tor$~in¢ill1provemeJlts ltl:prfXtucdvitym4ys;es~lt ,tn 
change$t().thelQllgJllntealexcbfU)g~,~t IPlprQ\iedP. (Odu~tiyi~ mth~tJ1ldedB .... ·.·.OOdl$C¢tot is 

\" " ". ,,, '.", 

likely to cause:an~pr.ecia~()n()f .th~nml.~xchat:lge.1llU;Jldl~1l,sb'tbe :jmK!iWPc;ul9fthe· ·non .. 
'tndedgQ()d mayeitl1~'inc~ or d~.Similarly, intprQYt4pr«lueti,vity ln dlenon~~ 
gOQd$~toti$ .likely 't<>c~lt~seJbe real~xchallge. fato to'depft¢itl~~! }lence,pl"9duc;tivitY 
imp!'Ove~ptsconnn«llQa $~~ ~tQrCMJ'e$pttln c:ith~'M~P~6)n:.Prdepte:cf~tion·of 

Ole ~al <;xchaJlg~ ",~" 

TerR'S o/trttde 
O'M~(l989)notedd1~ttll(~Jeh~tion$hip~tween tnetetrnsofJ1'8.d~ anQ.tbe·~@t .~~<:bangerat¢' 

de~nds()nUte intent9li()J1Qftheterms ofb'ade .AIl4do~stic; <lema1&d~ ;If ,the change in tbc 
,t~rrtlS oftradere4u~consume.,·:~~pdc)JlQ.f~ir~nnancn¢~th¢n dOmestic .. df:mand. 
showaffli.l :anda realexcl11il1gera.te6epr~UlU()n W9\ild.t»·e)(~~ 

tilth.: long run. ~ .. ·~~I'centdecline infQrei~cUITency ~xportpricescatlst$ the~lel(ch8Jl8e 
rate.WfaU .by atPundS.SPetcent~lat.iveto ·the~a.sClinerrableS). Th¢ 'IQw~r ·pemJartent 
inc()~ofili.ed()mesti9.eCOn()my·~sultin, fn>mme ,Sp'fcebt d~line indte~nns .ofttade: 
lle~t() a d~Une:iQ tbc:level.pfaBgt'tgated<:mandrelanv¢to 'ou~ut,gtm~ ... fing.sJiglltrisein 
.lle~~~pQrts •. FpU()wi"S··~ ,d~UQein cxpcn.priccs, alarg~rv91u~ Qf.net,exponsis Jeqll~ to 

s~bUi$eth~ratio ofnetfp~~gn deb~tQ gross dOffiCsucpnxillct., 

tnOl~~bQrt.run,th~ .. reaUexch~senttedeprc:cbl~~ byabo\1t 4~Opercent.Jl$·bo",abSQJPPQll ancl· 
fl)e levclofol\tp4tf~linrc$p.>n~t()thed~ in foreign debt and th~d~litl~intll¢ tCfll1$ .01 
trade. The dQQlcsticprice l~welri~sfQllowj(lgthe dep~.iauA)nQfthe :nomimd e~ch~"ge rate. 
AhhQf.igb ;Jl·fall inre~l w~sespartl)'orfsets dteeffcctsofhigber :price$ f.,tthclmponed 
:jntermcxiia~g()Od ;re$1.lltingff()mthe e"ch~g~ Illte depreciation. thc@tcofreturnon capitJll 
$ullfl1lts 'in~$PQI1$~tobjgh~r jlPPOJtprice$.#nflloWere~p()l'tprice$.Sertentting ;lpWet 

inve$~l1twbi¢lt l~s:t()l()w"routpllt. 



TAlll:..B5 

.SimH14t,dell,CI$.p!:4 ,S"rcenl, J«Il'''~Urrt(fC,pHclp.l,xl!orts 

Yeflt 'Yeac2 Y~3 Y~4 YearS ~.mn 

W}VtUeCOO$pm¢QJ,(a) ~~4() 4>.1.8 ... 1,12 ~t41 ~l~. ~l~;lQ 

PP".~ mv~$tmcmt(a) ~~lO ~,35 -QA9 ...oA' ,-043 '~.29 
GlvSi ~~.ex~n<!iJwe(t1) ,.,f).69 "",1.42 .... 1~94 ~2aJ -,2,23' ... 1,65; 
~Wi1$9f,gOo<.t$ttn4 ~iC¢$. (8) ~.19 .J).40 ";().42 "'{}.33 ~,,19 -Dt23 
ImpPlts Qf,gQOd$ and servic~ (8) 0.S8 (M!O :l~OO 1,17 .'.25 't03 
GroSS doroes~p!QdUct (t.) ~.30 ... 1~02 ~1~36 ..... ~37 ~lt17i ·-o~$S 

C~~.~~derw.r<c) 0.62 0.56 O.4t 0.20 0,02 0.(» 
N~~sn~(~) '~~Os. ·ZAQ 3.~l 3.92 4.26 0,30 

~prke$(b) ,1.1$ 2.96 $.5$ l~41 ~,90 ~.04 
lWl~~ge@te.(b) ... 5.16 ~~O8 ·'!'"7.65 ,-a,99 ~,10 .,..;.7$4 
~yllon,Jt bnt(M 054 l.6S l.71, ',13 0.30 0.00 

~~x~ge mte (b) ... 3.98 ~3~12 ·...-4.09 ~S.s1 ...6,$0 ~S.SO 
,Real w~C!S(J» ,~.4S , ... 1,,3 ~1.S2 '""1.84 ... 2~IO ... ~.14 

(":)P~~ntag~PQhltc9ntiibud(m.to~ev.i .. ion orGDP CrQm lJ~line. (b)P(tr~ent.se:'~vj~tiqJfhQmb~~Un~.(~) 
.~vj~li9Jl from"Jll;elin~ .~.perccm ... g~.9rQDP.(ci) ,P~~nt~ge point4eYia~o"!nlm b~lipcJ/ 

TABLE 6 
Sllttfllllltd~/l~e,sol 45 ,P" centrls',I"eurr,n~"rlc'(J1 ,,~ports 

Year I Year 2 Y¢3 Yeat4· y.s ~B,nm,. 

Pri~~CQflSllfUpUon (8) ~.20 ..;0.'. -.(l.85 ;..1~14 +-1.29 
:Priv~~ 'inv_Cilt(;a) .4).11 ~,36 ~A8 -0,44 ...:0.33 
·Gl'O$S ~ ~x~nditlUe,(~) ~.45 ~,1;12 "..J~()3 -1t89 ~,1.93 
'2xPQltS pfgoo4$ ~ •. ~k.¢$(~) ";().23 ....0.# d>.46 ...()J6 ,...(),~3 
.Jmpo~ ofaoodsand serv~es(~) .0.45 0.65 0,86 1.02 1..12 
GfO~dQrn~tic~ (b) -0.24 ".;0.90 ... 1 . ..23 -1.23 !-!'J.04 

,'Cwmtt 2ICC9Wltdefi~h (c) 0;60 0.S8 .0.43 0.24 0.07 
N~.fO{eign debt (c) 0.00 0,55 .A~ 2.26 2~7l 

'Consumer prj(;e$ (b) 1.02 2.S9 3.15 3.06 2~62 
TWlq.c~ge rate (b) 1.01 -Q.07 ...;1.74 ;3;18 ~.OO 
,9(kjaYbank bill (d) O.OS 1.67 1.7. 1~17 OAO 

.Rea1 ~hapgerate (b) -:2.97 .... 2.48 ..-~.59 "..5.12 -,6.38 
R~wagC$(b) -0.40 ~.99 ~1.37 ... 1.7~ ... 2.00 

(a)P~r~PtagepQint ~ntribu~ioS1'lOdevilti()riof,GOP JjQm .b.seline.(b)Pe~Jltage deYi~tiOS1 from b~eline. 
(~)~vialioS1h9mblS:ClinelS.peJ'centage or GDP~ (4)Percen~gepoint d~viation .frombllSel~c. 

13 

~I.O$ 
-0.27 
--1.57 
~.21 
0~91 
~.Sl 

.0.02 
·0.33 

1.9·. 
~2.59 

O.QO 

... 5.64 

.... 2.01 



The J()"g :nm simulation results forth~ 5p¢r·c~ntinc(el\S~ 'in .fo~ign c;\Pl'~ncyitnport .prices 
(Table 6) m,e.sbnilatto the the d~lin~ in 'forci,gn cprrenc~export ,priceS •. ,J-low~vet, :m~npmirull, 
exchang~ ;nlte~ppJ'eCjatc;.~sHghtl)' in. ·th¢.,shon rnnJQPr4Xipce 'll1egradtlal adJust~ntfintbereill 
exchapg~ rate :(ollQwiJ)8 the 5uddenn$e lnfot~i~JlPrices.Th~appr~iad()n.Qf ,th~ ,n,Qminat 
i.exchan.' ,ge 1'll-teal$O ,leadstQ areguction illilie,rtttiQ pfnet foreign dept t~) 'gro,S$ d(j~sti9'pr(~htc~, 

" •. ' > " • 

due iQv~uat.i()neff~t$~'inthe flts~y~.TheaQ~stic pxi~,level ri$e~· ;inre$PQJt~ lome rise in 
i)nport'Prices Mdthedepreciation pftbe nominal c~cba:ng~ rat¢jn~pb$¢qQ~ntyears. 

In :summ1l1'Y,a~bangeiJl thetetllls ,qf ,trade do¢snQt genera~ea, largerfluctuaijp)1 i'litlie 
exchilng~rtlte in the $0011. tunth~ wouldoc~UT in· me JQJlg:rlln .. This in4ic~te$th1.\ttermsof 
:tra.de :shOlCM,wnUehavmg am~jQr ;iml~nce,Qn tb~ long ~nreal e:KchM,getat~, ~'J1QtaJmtjQt 
$Owce()f,short,~ e~change rate yolatiUty~)(~ptinsora.r as <:()rn.mod.hyprice. ,$b9Cks..catrPe 
sizabl~Mdmtlt~ fr~u~nt.thansome other ,shocks ulfiqcm~ipg ,the Ap.stnd.iPJl~onomy.lndle 
19n9ntn,tIleadjuSUilent to 11le l)etrore~gn qebt toODPratio lsminiriml 'in Mchof ,the 
sbnulaPQns. 

Conclusion 

TheMwphym~l ()ftheAllstralian~On()m)' w~.u~tQ$imfJl~·dl~ 'fulpli¢auollSfor ;iliereal 
eX(1)fln8.~: tateofanumb<:t ,QfdPme$tic~d in~rnation~ ~ortornicdeY~JQ.,m'Mt$ whfcbcopld 
~\lf :in dtt ;19905. Th~~al:e"chAP~era~i$ not ,~,polic,instnl~nt blli li\\bet,MJ eJKiogenoQS 
l'etlectlon ,of.he: $enings of.pQlicy~ndth¢~ndetlyingcirqums~~s .Qflhef~nQmy (T~$¢ 
199Cl)f llt.s$\lch,inihe lQngrunthen:al e"ch~ge :(~te,will'~P)llSisteiltwir11tb~ l~v¢l$of 
$aving~;J.ndb)ve$~ntbiU1eeconQm)';Hence, ·UJe Qnly f4\ctor$ which'c~ il.nQenC~ th~real 
~xcJuu~g~ratem ;tJt~long iPfi,~p~.ffQm$trgct1lnlrl~hMS~~ In Jue ;~nQm)' ,$l:lt;b.~~tor 
$peCiti<; 'ptQdl1f.~vity ilTlproy~memSt .ared'tQ$Cf~lOl'Swl1icbinftpen"~virl8sa.ndlIlVe$~nt 
4~i$iC)n$.lntbe $hortrun,dte~J~xch@geflte .,mayalSPbejnflllen~by,~nomic 

:poJi~yaQdll1e dyntlIDlcprQC~$sQfadj\1sunent. 

There$ultsreponed 'in Jhi$pip:iTindic~tethlltlnllmberof~QrJQmi¢developmem$'i~m~ 
1990s.cQ.\lldin4uce sbortJUn fluc~u@.dons ·10 the ire,"exch3ll~el'.~ecwid)f)\Jtn~e$smly 
~en~rat.btsa$ubstl:lntiat~cb~J;eitt 'the :)Ql'l8 ,NIl eqqiUb.rillmvallleQflhere~l,e~cban~ ra.te. 
:Moreover, ,.th~ ~spllJ :$\lpport.tbecQnClusionmat i\Vhn¢·cb.m;~ irt,tc;Qnomi9PQlicy i~Y 
innue.n~ ,tnesbQrtnm :reale~change .rt1,te,thCiY ··~unUkeJytore$l.lltmasj~ble$bift .inthe 
JonSll1n .~UinbripmY31~t 

.A. cQndnuedPgi) ...•. ,teniqs. ·.Ilf fu;cal.policl'~andiateducU~mingovel'JlIDeJ1tdebt ~Pld'lnduq, .$bort, . ' ,. , . 

'TUn d~~qn oftbe:reaI,e~clmnge:m~ wbil~bavbtgUttJ~ lnfl~~in'.Jbe lC)nl:{~AUhough 
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tJle ,eff¢cts t~ ;srrntU~thC}I()n.g11lnreal ~x¢h®~~ '~te~pp~iat~s iftb~tigbtenin$offiscal;PQUcy 
arises ,ftQm;~re<lqction :insovetnmentc::on$u~)?tjon Qf:g4>Qds4nd depr~l~te$Jtm~,~htenill,& 
'Qffj~~al :polioy aris~$frQm ;~, te4ucgQ)J inS(.Wetn~nt ~~mp19ym¢ntA nsc=:.in wQddintei¢$t \\ 
ta,~$ i$lUcelytoin4p~e~ ,sisnific.~t ~,p~illtiQn()fthere~1 ~xcbau~e ~ m,tb~ ,Sf1ortl'Jln'f,ut 
htilVeJ1Q :jntluence:QQ' ,the .tQng-run 'yAlue,]ml'wvcmentsin ,labOu.r ,pn>4Jlcfi.vity-.,flQwinsfrQin 
nUc~g()mi.cre(offi1f ~oqld i$Q~J¢adt()agreat¢r4epttci~p()Qofth~,~.excb~~¢Il~~~fbl·~ 

$bQrt iNn ,dian W~llld t» r~~jre(1 in:tbe lon, run! In ~,QnU'~~t..tQ"tb~ ,Q.bov~J.,wbU~~c()nUlllJe4 
declin~ in tbe ~nnsoftnlde j$ Jik¢Jy \tQca.u~ '~Aepr¢C!aijpn :in !h~l()ng'J1In teal '~"cbtU)8era.tei 
,pf .'Q;similar 'Jllal~nitud¢tQme tcnnsgf ~@eJJ~Jin.~ill~eshQrt 'ru,fl, ;th¢t~,¢xcbAn$ern~ i$ 
~llkelytodepteciatebYl~ssdl~ the~line in !be .longrun v~llJe~ 

IS 
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