
DOES FINANCIAL OPENNESS INCREASE EXCHANGE 
RATE FLUCTUATIONS? 

José Viñals 

Economist, Research Dcpartment, Bank of Spain. 
Assistant Professor of Economics, Stanford U niversity. 

Banco de España. Servicio ue Estudios 

Documento de Trabajo n.o 8518 



El Banco de España al publicar esta serie pretende 
facilitar la difusión de estudios de interés que con
tribuyan al mejor conocimiento de la economía española. 

Los análisis, opiniones y conclusiones de estas 
investigaciones representan las ideas de los autores, 
con las que no necesariamente coincide el Banco de 
España. 

ISBN: 84-505-2465-2 

ISSN: 0213 - 2710 

Depósito legal: M. 39958 -1985 

Imprenta del Banco de España 



1 amgrateful to John Cuddington, Juan J. Dolado, José L. Feito, Paul Evans, Jorge B. de Macedo, José Pérez and Joaquín Zamorano 
fOf their comments. 





-5-

AB3Tr~Acr .... ~............. . .. " ,. ..... -

This pt'lper' analyz(,'s lhe' fflacr'oeconornic ("'o1e uf 
poJicies arrecting Lhe degree uf upenness oF Lhe capital 
account balance. lhe ITIdin qLle~;ljons adclr'(:'ssE'd aY'e lhe 
following: (1) doE's an incrPdse in Lhe degroE' of 
fin a n e i. a J o p en n (' s s 1 e d d lo J a 1" q E' Y' o Y' s rila J,.1 (, r' e x c han 9 E' 

Y'al:e flucluaLions? (2) hOIAl doC's ti.. aILE'Y' LhE> inl.:ensi.ty 
of lhe appropiate exchange rale inLC'rvention poJicy? anc! 
(3) how CI"tlc·i.al is Fi'nancial opC'llnuss in explairlLn l] IAlhy 
on aUUY'di:jU" SOIIIE! counLr'ies lJ.)j l.,h CUY"Y'E·nl. ae count 

surpluses have appruciating (ur'r~(~n( les (1 L.huy's 
duprc(iating curruncics? 

Thu Hldin conc]usion of Lhe pdpel" J.s 1:ha1.. a 
largur degree of financial openness daos not necpssarily 
JE'!ód t¡Y.,.tt~;E!)f to s Lótbl.1.:tZl ng or' des Labjljzjn~l capital 
!-}OIAIS. lt 'Ls aJso nE'eeSsdry Lo kncllAI Lhe SOUI"CCS d!'le! 

n:'}at.:ivE' jnt:E~n~:;j.t.j(:·s or t..hü shocks l.o Lhü E'conorny. 
;3pec.ifically, 'in Lhe conLr:'xl:. of Lhe Il10del used, a l.dl"'jÜ(' 

d o q 1" e (> off j n d n e i a '] o p (,' n n e ~; s j s s h () lA! n t (1 1 e d el ( a ) t (J 

i n e 1" C' d ~; e d ~, h o r' L- (" un"" x e h d J¡ 9 e i" d l:. e f 1 u e l.. u (~ ¡ i u n ~; i. n L h e 
casC' of donlest:ic fjscaJ shocks ancl for'E,,:ign :.i.nt.el"est. ral.:e 
shocks¡ (b) Lo ¡ .... (~duc(::~d (;~Xch(.inqe r'aLE~ "Fluct.udL".Lons in LhE! 
c d ~; E! o f d o In (,' s t. :i e s u p p:l Y s h o e k s d n el f o y' (' j q n p y" j. e E' s h o e k s 
dnd (e) 1:0 bE' fuJ,ly neul:.l"alin Lhe casE' or rnonotar'y 
shucks. It :is aIso shoL\Jn th¡Oit, IJ.Jh.i.IE' dn ecunorny lTldy 

ChOO~,E' Lo upen oiLs capttdl decounL bal.dnC(',it is nol: 
C]PdY' that c:¡ pol:iey of fjxE'c1 E'XChdnge r'dt("~; (l:ike t.he 
Furopudn MoneLary 3ysLC'rn) is lhe besl:. onE' Lo Fol1.ow 
urídel" the: neiAI cjr·cunst.ance~;, A~~; befol"E~, this cr'uc:laI1y 
clepunds un LhE! L'ype of ~;hocks hiLling LhE' econolny. 
f:inalJy, fjnanciaOl opc'i'lne~;s C¿-U'I E'x¡:;lajn !,\ihy SUi!lE" 

e o u n l:: I"L (> s IAI i l: h e u 1" r' e:' n t: a C e o u n t s u (' p 1 u ':; E' s h d V e 
apPI"E'ciaLjng cu!rl"encJE's IJ.JhlJe ot.hE'r'~, hdve c)epl"E'ctal..jnq 
CUI"I"unc Les. 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 



-7-

This paper explores several issues of 

theoretical interesl: and policy relevancf::~ r'egar'ding t:hE! 

financial opening of a srnall E!COnorny. lhE! conSE·quE:.ncüs 

of varying the degree oF openness of th(;~ cdP.!. .. t .. ª.l account 

balancü for exchange rate volatility and currenl account 

dynamics are lhe rnain subjects of this work. 

lhe rnacroeconornic of changing 

degree of openness of the capital dccount balance are of 

grE!at r'ülE'vancE' for countries LikE! Spain and Portugal, 

which have just:. becol1le EEC rn(~rnbeY's. Specifically, are 

they likely lo experience larger exchange rate 

flucluations as a result of lhe increasf::~ in financial 

OpünnE!Ss? How should lhey rE!shapE:~ Uwir' E!xchangE! r·C' . .tte 

polic:ü's undE:'r thE! nellJ ci.rcurnsl:ances? Should they join 

thE! European MonEd:ary SyslE!rn, or should t:.hE!y Y'E!tain a 

largE!r dli.~grE!(,~ of frE!E!dom in setting Lheir exchangE' Y'atE' 

poLicy? ThE!SE! arE:1 all ünpor'lanl queslions which, lo rny 

knowledge, have not yet been fully answered. 

This is nol lo deny lhe exislence of an 

abundant body of litE!rature on lh~~ subject of financi.al 

liberalizaU.on, espE!cialJ.y in dE:'Vtdoping counlri.E!s. 'llAlO 

oF th(c~ crucial quesLions discuSSE:.d in that 'litE!rat:urE! 

arE!: (1) WhE!thE!r thE! CurrE!nt or' the capital accounl 

balance should be liber'alized first; and (2) thE! 

appropiate speed at which lhe liberalization process 

should be carried out. 

As Edwards (1984) points oul in his rücent 

reuiew of the financial liberalization literature, there 

is a strong pressurnption thal the currenl account should 
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be libE'ralized pr'J..9."r to the capital account. rhis 

prE!surnption is logically basE!d on ths highE!r, SPE!E!d of 

adjustrnenl: of asset markets relative to goods rnarkets 

(Frenkel (1982». 

This paper takes a different look at the 

oPl':!ning,-up of the econorny. First, it is assurned thaL thE\ 

correct order of liberalization is followed and that the 

CUrrE!llt account is already quitE:· open by the tilIIE! thE' 

capital account starts Lo be OpE!nE!d. SE!cond, rathE:'r than 

concentrating on the trctnsition process from a 

financial1y cloSE:~tl to a financially opün econorny 

(Little, Scitovsky and Scott (1970), Mckinnon (19'73, 

1982), Edwards (1984), ObsLfeld (1984», the paper 

explorl?:'s the differ'ent macr'oeconomic dyndmics that 

rüsult from various shocks in counLries with 

relatively-closed as compared to relatively-open capital 

accounts. lhat is, rathE!r than analyzing the I?.rg_c:: .. ~,_s.,_s. .. of 

financial opE!ning, the paper comparE'S two.s.J,,? .. ,t'!;Ls.. of the 

world - one with a high degree of openness, other with a 

low degree of openness. 

lhe fjy'st qUE!stion addr'essecl in thE~ papN' is, 

the extünt to which the degree or financial openness of 

t h E:! e con o rn y 1 E' a el s t o 1 a r 9 E' r o r s ma 11 E! r §,!,~,f .. b,ª .. !J,9.~~_" .. " .. r:-ª .. t.§~ 
.f.J.':J._,<:' .. .t_u."?..!~"i,c>'D,,,s.. in rE!SpOnSe to var'ious shocks. rh:i,s is 

still an open issue, which has been much eliscusseel 

IJ..Jil:hin the II s tabil'izing vs. destabi1izing" capital flows 

literature, starting ooith Friedman's (1953) paper 1 . 

That there are still contrasting positions in this 

subject nowadays is illustrated by the following views: 

The first VÜ!l.v clairns that morE' OpE!n capital 

account balances lead 1-:oº_~_~,:!;,ª!?j.J..i/illg capital flows 

which increase exchange rate fluctuations. In this 
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light, Tobtn (1978) has Pl"oposed "to throw sorne sand in 

thE! whee1s of our. excessiue1y 

rnOnE!y rnarkeLs" in of'dE'r Lo reduce exchan(;3e 

fluctuations, 

account. 

An alt.ernat.iue view ts that. 

lE!ads \:.0 increasE'd capital 

a more open capital 

flolÁIS IAlhich reduu:' 

-r'at.her than i.nCY·'E'ase·· exchangE:' ratEo fJ.uctuat..ions, This 

té> bE:'cause CUI'TE!n\:. account irnbali.'J.nces Cdl'"l thE'n bE! ITlOrE' 

autornat..:ically financed by ~;tªI?.:iJ:tz..JIJ.g capital flows 

l¡,.lithoul: I"equiring shdrp E'xchange ra\:E! fluctuations, In 

his IAIE·IJ.-known Brobkings papE!Y', DOf'nbusch (1980a) 

sLI"eSSE!S t.ha\:: 

"Capital flows should opoY"at.ein a sLabilizing 

lTlanner Lo finance Lransitory current accounL 

irnbalancE's while allowing [real] exchange rates 

lo COpE:' IAdLh rnediurn·tE'f'lTl adjustrnent in LilE! 

curf'ent account ba1aneE''', [p,184-·5], 

II should be Im'ntioned aL Uds poinl Lhat, in 

principIo, in lho absE'ncE' of a rnj.cf'olhE!OI"E!t.:i.c rnodE"I, 

I.hE'I"() al"(! no elE'al" wE<lfan·! irnpl:i.ealions Lo bE! (ü>rived 

frorn lhe degroe of exchange rate variabiIity or lhe 

inl.E!nsil:y of it:.s fluctuations, ConsequE!nty, this paper 

t.akE!S a p..2.?.~Lt:Ly..§:. Y"at..her t.han a nOI"rnatiuE! r'OUle in 

di.scussing 0xchange rate fluctuations, lt-Jhile sharp 

exchango rat.e flucluations aro norrnally perceived as 

"bad" by rnany policyrnakE!Y's and by the publi.c at large, a 

fonnal rnodEd IAJhich incorporaU:!s IAwlfarE' cons"idE'ralions 

rnust. bE! consLrucb:·d bE!for'E! one Cdn prOVE! or disspr'OVE! 

such aSSE!rUOnS (HeJprnan ancl Razj.n (1.9'19, 1982), HüIprnan 

(1981)), 
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It is quite apparent that the 1:. lJ..1 o abov (;! .. -

mentioned views have very different implieations 

regarding exchange rate policy. sinee. in practice. 

E!xehangE' Y'aLE' int<;'y'vE'ntion tE!nds Lo intensify f.~s 

e x e han 9 E! r atE' f l u e 1. u a l' ion s b e c o ni(' .1 i.'Ir' 9 e Y' ( B r' a n s o n 

(1983», If the fü'st view is COYTE'ct. a mor'e opE'n 

capital. accounl 1Tli.'J.y IÁle11. IC'dd t.O a Inor'(;' active For'('·,iqn 

exchange intE'rvE'ntion pol.icy to SHlooth out exchangE' rate 

fluctuattons, On lhe olhE!r hand. tf lile sE'conel V.iE·I,,1 is 

c o y' 1" e c t • f o y' e i 9 n E"X C han 9 e ::L n t E' r' ven t. j o n po J. i e y w:.i 11 n o t 

be so n(;'cessary once lhe capital account has beE'n 

OpE!nE!cl, In thE! case of EFe countY't~~s. lJ..Jhor'e 'UI(:!y have' 

the optton of joining the EMS (cooperative peg) or 

pursujng ::Lnclepenclent non-coorclinalecl exchange rat.e 

poltciE'S, know',ing L\Jhich of thE' two vic'ws is COY·('E!cl:. is 

of obvjous poJ.icy tnteresL. 

lhe seconcl question addr'essed :in t.he papel" j.s 

t o 1,,1 ha t. e x b:~ n L el (1 (. s l h e \) alj d :i L Y oF t h e p o pul. a r b e 1 j C' V E' 

that.. "countr'Jes I"Jjt:.h cuY'r'E'nl account 

d p''p.I'' <) (;J.Cl 1: tJ1..9. 

ac celE'r'ali.on 

cur'r'E!nciE'S and viceversa" 

hypolhesis") on 

capital accounl openness. 

.?L..ILPIY . .?§!.? h a v E' 

(" lhE' KOIJr'i-·· 

lhe dE'gr'eE' or 

WhiJe KourJ (1976) and Dornbusch and FischE'r 

(1980) have shown this popular belief lo be correct únly 

for unantjc:i.patE·d shocks -.in lhE' conU,'xt of fu11y op(:'n 

capital. ,accounts (ie. pE!rfE!ct capital lTIobility) , FrE!nkE·l 

and Rodriguez (1982) have argued lhat this lTIay not be so 

if therü are E'nough irnpE·dirnE'nts lo frE'<" capital flows 

intE·rnaljonaJ.ly .ThE! pr'esent papE'Y' üxploY'E's thc! validity 

of thE!se vielJ..Is undE'r' a slightly diffE'rent dynalllic 

specifi.cati.on than the one used by these authors. 



-11-

The first section of the paper constructs a 

highly stylized aggregatiVE! modE!l of an OpE!n E'conomy, 

paying particular attention to goods and asset rn~rkets 

interactions in the short and long-runo Section 11 

examines the response of the exchange rate and the 

current account to various shocks under different 

degrees of OpennE!Ss of the capital account. The final 

section briefly summarizes the main results of the paper 

and draws some policy irnplications. 

1.- Capital Account Openness and thE! Structure of Goods 

-ª....n d ... A .. ~._~ .. e Ll~Lª.r. .. k<2J s . 

(a) Ihe mOdE!l 

ThE! model bLlilt in this sE'ction corresponds to 

an econorny with flexible ex.change rates and perfect 

f o r E"! s i 9 h t. 1 t foIl ow s t h E! a p pro a c h t a k E! n b y K o u r i (1976 ) 

and Dornbusch and Fischer (1980) in emphasizing 
;-

wE!alth-current accoLlnt balance interactions. SinCE! thE! 

main task to be accomplished here is to examine the role 

played by the degree of openness on capital account, the 

ll1ain distinguishing feature of the modal is the 

allowance for less-than-perfect capital mobility. 

RegardJrl'] the .9..90_95 rnarket, the econorny 

produces a single, tradE!ablE! good that is an impE!rfE!ct 

substitute for thE' good produced abroad. The dornestic 

price level is flexible and full ernployrnen~ holds 

continously. Ont' could think, alternatively, of an 

economy with rigid real wages and a constant 

less-than-full employment oulput level. 
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The rate of change of lhe domestic holdings of 

net forEdgn aSSE!ts (13) is proporU.onal to the curY'ent 

aeeount balanee 2 . It dE!pE!nds on (thE:~ log of) the real 

exehange rate, the real quantity of money, the real 

value of the stoek of forEdgn assets hE!ld domestieally, 

and real ineome. Equation (1) summarizes all these 

E!ffects: 

• 
(1) b=81(p*+e-p)-82(IT0p)-83(b+e-p)-84Y; 8i~0 

where (all in logs) e js the nominal exchange r~te, b is 

the quantil:y oF foreign bonds domestically held, pis 

the domestic price level, p* is the foreign price level, 

m is the nominal quantily of rnoney and y is real incorne. 

According lo the equation, an increase in incorne 

dornestic tAJealth 3 worSE!ns thE! currE:!nt account, tAJhile 

Oy' 

r~~dl ,~xchanqe ratE! dE'prE!ciation (d(p*+c···p»O) improves 

it. In what follows it is assurned lhat (8 1-8 2-8 3»0, 

rnE!aning that the ovey'all .effect of an incy'ease in the 

dOrnE!st:i.c price levE']. 1s to worSE!n thE! CUrY'EHlt account, 

which seerns reasonable. 

The log of output dEHnand 15 assurnE~d to bE! a 

function of the real exchange rate, real rnoney balances, 

the real value of the stock of foreign assets held 

dornestically and fiscal policy (u). 

where it 15 assurned that B.~O. 
1 

Equat10n (2) has output dE!rnand E'xpanding wi th a y'eal 

exchange rate depreciation; with an increase in the 

different cornponents of real wealth -real rnoney balances 

and real bonds-; and with a fiscal expansiono 
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RE!garding markets, are two 

nontradE!ablE' dornestic aSSE!ts -·rnOnE'y ancl (inside)bonds-· 

plus an internationally tradeable foreign bond. Money 

rnarkE!l equ:i1ibriurn is Y'epresE!ntE!d by lhE! E'quality 

between rnoney supply and dernand: 

(3 ) rn - P O"~ -·1( i + 1( y, 
1 2 

1(. >, O 
l -

4· Real rnoney dernand depends posilively on the 

log of real incorne and negatively on the domestic 

inlerE'st r'ate (i). 'lhE! norni.nal quanU.ty of rnoney is 

taken as exogenously given unde~ flexible exchange rates. 

Final1y, intey'national capital flolAls 

modelled Lo allow for various degrees of capital account 

openn€:!ss, due lo t..hE' possiblE> existE>nCE! of lE'gal 

to intE'y'nat.ional capital flows. Because 

rnodellin<:1 irnpE'r'fE!ct capital rnobility is qUit.E! a cornplE'x 

probl(~rn , lhis pap(;~r tab~s a short .. ·cut. As in the 

p ion e (> d n 9 con Lr' i b u ti. o n s ofF 1 E!H1i n ~~ (1 9 6 2 ) a n d M u n d E.J. 1 

(1962) and the lTlore reCE!nt ones of Dornbusch (1980 b) 

anct FrEH1kE'l anct RodríguE'z (J.982), it is assuHlod that 

capital flows respond to intorest rato differentials 

OVE'r timE' wh(C'n thE:' capital account is not fully OpE!n. 

Ihis is t.ho traditional "flow" equilibr'iurn appy'oach, 

which slands in shaq> contrast Lo thE' rnodE'rn "stock" 

equ:i.libr'iurn approach. Our forrnulation oncornpasses both 

" f 1 OlAl 11 E' q u i l i b r i u rn . in t he c a s E' o f i rn p e r f e c t cap ita 1 

rnobi.l'.ity-· and "stock" equi.l:ibr'oiulTl·-!J.lhE'n thE!rO is pE~rf(,ét 

capilal lTlobility. 

Dornestic rosidents aro allowod lo hold dornestic 

and foreign asset:s. Nevertheless, due to lhe prosonco of 

barriers to international capita1 flows, they cannot 
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fully adjust:. their' por·tfolios in ('E:1SpOnSE! to chclnges in 

financial conditions. ConsE:1quE!ntly, they can only 

plhoceed slotAlly to adjust Lhe quantiLy of for'~:d9n assets 

to thE! dE!sir'E'd lE'vel. EquaUon (4) l:inks intE'r'naU.onal 

capital flows to interest rate difFerentials: 

• • 
(ll) -b " <I>(j· .. :iH-c) 

where $ is the degree of openness of the capital 

account:, i H' is t:hE' fOI"Edgn intE!rE'";t ratE!, and :. is thE! 

E! X P 1';' C t E' d ( a n d a c t u a 1, w i \: h P e (' f e c t f o 1" e s i 9 h t ) r' a b:' o f 

changE' of thE' nominai E'xchange ratE'o 

Not.iCE' Lhat:. equaLion (tI) also encompaSSE'S Lhe 

case IAlheY'E:! thE' capital account :is fu11y opE'n dnd t..here 

1.S p9..rr:E!_~ .. t capital rllobility. In t:his case, $ ",,(X) , 

i=i*+~ dnd intE'rE'st.. rdte parity h01ds. On the othE'r 

hand, as long dS 

1§,.? .. ~ .. : •••. :!:: . .l1.~~X~.:::.p..~! .. r..:.Lq_s: ... t.. 

(1) is finite and non--zer'o, :1. s 

diffor·enl-ia1.s \i..J:i 1.1 

As geL s 

capital mobi1it..y and 

persist, al:. least in 

the capital account 

ratE' 

Lhe 

b E! e omE' s 

By adding E'quaUons (1) and (4), it fol1olAls 

accounL 

finanCE!d thr'ough autonornous intE!r'nat JonaJ. 

(no chanqe .i.n offic.i.al foreign E'xchangE.~ 

flE'xible E'xchange ratE!s), 

autornatically 

capi tal flows 

We n o tAl soJ.ve the rnodeJ. d~:!scr'ibE!d by E'quations 

(1) to (4), By substituting fur' thE:~ domestic pr'ice lE!vel 
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and using lhe full employment assumption (y,.ij), the 

evolut.ion of the current account balance consistent with 

9god s . __ ._,!!!"Cl,L~~t. equi 1 i bri urn I"(~sul ts from combi n:i.ng 

(~quaUons (1) and (2): 

. 
(S) b = ~le - ~2b + ~3P* - ~4m + ~sy - ~6u 

wher'e 

r'e]at.E~d 

~1' Q2' ~3' ~4 and ~6 > O and 
to t.he " s tructur'al" par'amE:~Lel"s 

~s~O. The a.i s 
of equations ( 1 ) 

and (2) as shown in the·appendix. 

increasos 

ünproues 

A c cor'ding to equation the country 

its accumulation 

its CUI''r'E:'I'll account 

of f(H'Edgn assets-·ie, 

balanc(.,. .. · when Hw nominal 

oxchange r'ate dE!prli:~ciatE!s, LhE~ sL.()ck of forEdgn bonds 

heId domesticalJy js (exogenously) rE:'duced, the pr1.ce of 

t.he imported good increases, the nominaJ quantity of 

Tfloney 

fisca.! 

cur'l"ent. 

is reduced and 

shocks. It is 

account ba1ance 

when Lhere are contractionary 

unc1E:~ar, however, whether Lhe 

improves or worsens in the 

pres("nce of supply shocks (clYiO). This :is so because a 

posiUve supply shock (dy>O) directly increasE~s incorne 

dnd r'E~duces net expor·ts. At Lhe SdITH>' ttrne, i t r'educE:'s 

the domestic price 1evel -which results in a re a] 

E:'xchangE:' dE:'prE:'ciation that incrE:'ases nE:'t E:'xports- dnd 

incrE:'asE:'s r'E:'aI tAJea1th -tAJhich r'E~duc(:'s nE:'t export.s. The 

cornbination of these effects is, in principIe, ambiguous. 

Tur'ning now to ª_? .. ~-º .. t ...... ['l!?rKE}J;,?.., equation (4) can 

be rewrittE:'n as fol1ows: 

(4 I ) E:' 
.. -1 • 

(i - i*) + <1> b 

Whtle in thE:' perfE:'ct capital Tflobility world, <1>'00 and . 
the currE:'nt account tE:'rrn b dissapears frorn E:'quation 
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(4'), this 1s not so when tht~re is lE!ss--than--perfect 

capital mobility, 

Intuí t'ivE:11y, wilh a "fully opE-n" capilal 

accounl, Lhe behavior of the exchange rate at oach point 

in limo i5 delorminod by inleresl rale differenlials. As 

in Lhe Kouri (1976), dnd Doy'nbusch·-Fischer( 1980) models, 

lhü capital account 15 ªlJ. thal rnalte'y's foy' E'xchange' 

rate düLermination al a given point in time, given 

rolaU.ve assE'l supplie-s. lho ehannE'l thy'ough which lhE

currünt account affqcts Lho oxchange rate is Lhrough 

ehanging rülativüassE't supplies ovür timE'. 

not 

only 

also 

On 

fuJly 

dr'iv(:'n 

Lhe ather hand, IJJhon tbe capi ta 1 ae count is 
- 1 OpE!n (<Il' 40) , the E:~xchangE' not 

by interE'st rate difforentials alono 

by lhE! or lhE:~ curre'nl aceount 

ConsE:~quE'nt:.ly, I.Jw eurrE'nt account h,'\s an additional and 

mOr'E! di Y'E'el "f Jow" ehHI'H1E'] of influE!neE' bE!sidE!S lhE! 

"stock" ehannel d('ser'.ib(~d above. [n l.:his case, l::he 

capital account ~.s. ...... r.LQ .. t a11 thal matleY's for E:~XehangE' 

raLe de'tennination at: a giV~'I'l point. in t:irrllO". 

1:irnit, IAJhE!n tlwrE' is just no capital rnobility 

(<1>"0), l:he OXCh¿Hllje Y'atE! is solüly dY':ivon 

eurrent aecount; it fluctuates to achieve 

[n thü 

at all 

by lhe 

cur-rent 

aceount balanco at evory instant. OppositE' to lhe 

PE! r f E! C t cap ita:l rno b i '1. i l Y c a s E' , t1'lE! C u r r e n t a c e o u n t i s 

ªl! that rnatters for oxchange rate doterrninacion in this 

"insular" E'conorny (HarbE!rger (1950), ME'ade' (1951) and 

Tinbergen (1952)). 

Using E!quat:ion (3 ) to subsU.tulE! for lhe 

interE!st ral:e in (4') and solving for the pr'iCE! level 

using (2) , thE! fol'1.owing equation _ .. incorpoy'ating 
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asset market equilibrium conditions - is derived: 

(6 ) 

whel"e "YI' "Y2' "Y '3 , "Y. and 'Y¡:>O and 'Y,.>':O. .40 ~ 

rhe E' q ua tio n i"E'l a te s thE' ra Lo of l~ppre cia t· ion 

( ~, < O ) o r de p Y' E! C i a t j. o n ( É' > O ) o f t h e no III i na :1. E' X c h d n 9 E' r a t e 

10 goods and assE'¡~ Inar'keLs conditions. rhe "Y. 
1. 

pdY'drne l:.ors are l"elatE·d to [:ho "sl:l"uctur'al" pal"alllot~!I"S oí" 

E'quations (1) (11) in thE! apPE!nclix. 

• 
Given the curr'",nt dccoun~_ (b) one Cdn S(!E!, by 

cornpar'ing ec¡ucd .. oi.ons (4') and (6), hOiAJ Llwinfluonce uf 

the differont vdriables on tilE! oxchange raLe comes 

through Lheir inLermediale effect on inLeresL rate 

clifferentials. rhe only ambiguiLy is in the siyn of 

val"jable y. A positive supply shock incr'E'asE's output, 

leads tu el 101iJOI" dOlllostic pr'iCE! l()vel and inCrE!dSeS thE' 

rnoney supply, tendoing to dornestic 

incorne, rE'a] rnoney dNnancl also inCr'E!as(>~" and so does 

thE' domesLi,' inl~(>r'est r'atE'. Depending on IAJhich oF thesE:' 

tl"JO forces dOHI:i nates, Lhe ::i.ntür'E'st r'atE' d'iffer'enltal 

IAr.i11 ~iO up ~Jr' dOIJJn, and so IAJill the l"atE' oF changE' of 

the exchange rate ("Y s\ O) . 

Equation (S) rnust bE' USE'd 'lo subsLitute for' thE' . 
b equation (6) . Af ter' substituting dnd 

rearranging, lhe following dynamic systern is obtainüd: 
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(8) K 

No t·. LeE! 1..1·laL Lhe only (~lurnE~nL of 1.1'1(:' rnaLr'ix in 

s.y s lE!Tn (7) is ambiguous in sign i5 
,--1 

(Y;?-<I> a.2 ). 

whjch 

1 his lhat 

iis 

the par't.ia1 

effE!ct. or an in the stock of nel foreign assets 

(b) may be Lo appreciate or depreciale lhe exchange rate 

(e) give inluition. 

Ths stabiljty properties and ths dynamics of 

the economy ar'e giVE!n by lhe elE'ments of Lhe rnatTix of 

Lhe Y'igh t hand s ide of s y s tem (7) 

in Figures la and lb. As i5 typical 

rnodels which include assuts, Lhe 

and 5 are ilu s U'a I:ed 

in perfecl foresight 

econorny exhibiLs a 

sac!clIE! poinl.. E!qu.i.ltbd.urn. Aeeord:Lngly, therE! is a uniquE' 

convergent paLh to ths steacly-state (PF) out of Lhs rnany 

perfect foresighl equilibriun palhs. 

lhe filjures r'E!prE'ssnt Lhs dynarnic bühavior of 

thE:' systE!m in E!xchangE! ratE!··nE't for'eign aSSE!ts SpaCE!. 

Whi.le Lhe stock of net foreign ass€,ts rnO\)8S slolJJly over 

t:i rne , thE:1 exchangE> ratE! can j ump up anc! down instantly. 

If one looks closely i.Ü system (7), it becomes quite 

clsar that the dsgree of openness of the capital aecounl 

is a key of rnacroeconümic dynalllLcs. 

Specifically, thE! upper' right hand elE!rnE:'nt of lhE! malrix 

in (7) can be positive or negative depending on how open 

is ths capital account (<1> ~ a.2/~2)' 

determinE!S the sign of H'IE! slopE! or 

equilibr:i.um locus • (e,~O), while 

Graphically, this 

thE! aSSE:1t mar'ket 
• Lhe b",O, 
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current account equilibrium locus unnaffecled. As a 

result, it also determines t.hc slopE:' of thE! 

perfect-foresight saddle path PF. 

Figures la and lb rE!pr'esent thE! rnacrodynarnics 

o f t h e s y s t e!TI F o r t h e e a s E' S o f 11 h i g h 11 ( <D > a.2 I 'Y 2 ) 

and "low" (<D<a.2 /'Y 2 ) capital rnobility. 

• 
lhE! cUrrE!nt account lin8 (b=cO) is upward 

sloping in bolh cases. The resson is that sn incresse in 

the stock of nE!t fOI~eign a~iSE!ts (db>O) incrE'asE's wealth . 
and worsens the curr(-nl account, through the risl:' in 

irnports. For the CUrrE!nt account Lo ramain in balancE', 

the exchange rate must depreciate (de>O) . This 

rE!lationshi.p is quite indE!pE!ndent of the degrE!e of 

capital ¡nobility, Luhich is why [:he curr'ent account line 
• 
b",O is thE' sarne in Figures la and lb, To thE! l(;'ft of the 

line, 

leads 

the 

Lo 

exchangE! 

foreign 

ra t:e 

asset 

is too depreciated, . 
accurnulation (b>O) 

and this 

through 

account surpluses. 

right of 

The appas i b." hapPE!I1S' lo 

points 

foreign 

to the 

asset 

account deficits. 

Lhe line, by . 
deccurnulation (b<O) thy'ough current 

On tllE! othE!r hand, the degY'E!E' of OpennE!S s on 

capital account is quite irnportant For financial 

rnarkets. As can bE! soen in FigurE! la, thE! aSSE?t rnarkE't 

line 

high, 

(0 0=0) 1$ downwar'd sloping when 

\Alh:l.lE? thE! oppositE! is true 

capital Inobility is 

in Figure lb whE'Y'E' 

capital mobility is low. But what is the reason For such 

an assyrnE!try? This can be bE!st E!xplainE?d by using the 

polar cases of perfect and lC-Y'O capital rnobility and 

disregarding E'xpectations for the moment (~ = O always). 

In that case the ~~O and tho PF paths coincide. 
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When the capital account 

is perfect capital mobility ($ 

equation (4-) along the 0=0 lineo 

is fully open, there 

ro) and i i-l(· in 

With intE!rest ¡nates 

being dE!termined by the rest of thE! world, equation (3) 

states that -given real income and nominal money- there 

is a unique domestic price level compatible with 

monetary equi1ibrium. Consequent1y, the price leve1 is 

constant along thE! e==O locus. If the economy is to thE' 
• 1eft of point A in Figure la and abovQ thQ b=O 1ine, it 

is in thE! f orEdg n aSSE!t accumu1ation region. So, when 

the economy is at ~uch a point on the e=O line, it is 
• running current account surpluses (b>O) and accumulating 

nQt foreign assets. This pushes up domestic !AlE!alth and 

lE!ads to an eXCE!SS dernand for goods. In turn, this 

requir'Gs an increase of LhQ domestic price relativQ to 

thE! foreign 

E!quilibrium. 

along the 

equilibrium-

pricQ level to maintain goods rnarket 

SincQ l:he domestic price level 
• E! ==0 10cus -,50 as to prE'sE'rVE! 

Lhe relative pr'ice 

is given 

monetary 

mus·t be 

accomplished by a nominal, and real, exchange rate 

appreciation. Therefore, 
- . 

as the ecqnorny moves along e=O 

towards point A, it keeps running current account 

surplusE!s 

appreciating. 

while the domestic currency keeps 

Consequently, in FigurE' la, the Éo==O locus 

is downward sloping and so is thQ PF 10cus (once 

expectations are allowed back in). 

On the contrary, with a C10SE'd capital account, 

there is zara capital rnobility ($=,0) and capita·l flows 

are unresponsive to interest rate differentials. As we 

have indicated bE!fora, in this "insular" econorny case, 

tha Qxchange rate just mOVQS to kQep the current account 

continously balanclO!d. Graphically, the e==O and PF loci 

of Figure la, rotate counterclockwise until they becorne 
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• 
one lAli. th the b",O curre nt a c cou nt equi 1 ibriurn locus. For 

exarnple, an (exogE!nOus) increase in thE.~ stock of nE!l 

foreign ass(~ts would inmediately lead to an incy'ease in 

wealth and domestic prices which would lead to an 

incipiE!I'lt current account defici t. Since capital flows 

are zero. lhe exchange rale depreciates instantly in lhe 

foreign exchange may'kE!t unt.i1 lhr:1re is a z("!ro CUrrE!nt 
• account. This exp1ains why lhE! El ". O locus has lhe SarrtE! 

• 6 ShOPE' as thE' b,·O locus . In thE1 lE!sS E1xtY'emE! caSE! of 

low capital mobility, the ¡~O, PF 10ci dre upward 
• sloping like the b=O 1ine, although are not superimposed 

with it. This is thé case graphically shown in Figure lb. 

A short sumrnary of why thE! ~'"-,,O and PF l:i.nE·s. 

haVE! so diffeY'E!nt slopes is Lhe fo1lolAling: as w(~ have 

sct'.id bE·forE!, whE!n capital mobility is h1gh, the CUrY'E'nt 

account mallers little (direct1y) For exchange rOl te 

dE!teY'rninaU.on al. a giV~Hl po1nt of timE!. In th:l.s CaSE!, 

Lhe exchange rate is solB1y driven by inlerest rate 
• diffE!rE!nt:i.¡;.:t1s. TherE!forE!, the slopE' of the E''''· O , ,and PF 

• lines is Lhe opposi te of the b."O CUYTC::1nt account line. 

As capita1 mob:i.l:i.ty l.s rE!duCE!d, t:.hE:1 direct rolE! of thE! 

cuy'y'ent 

largE!Y' , 

account 

and th~:! 

in exchange raLe 

~"O and PF 1 :inE!S 

determination gets 

have a slopE' of the 
• same sign as lhe current account b=O line. 

Al this slage, 

implications analogous to 

(1976) and DOI~nbusch and 

has bE'havioy'al 

those coming fy'om Lhe Kour'i 

Fischer (1980) models under 

condi tions of perfect capi tal mobili ty. In particular, 

when capital rnobility is h1gh, a country which runs a 

_~.!J.!'....e.ly. .. ~ has a nªp_I?.rj!...s...~-ª_t.:.i.D9. c u r r e n c y a Ion 9 t h e s a d dIe 

path. On thE! olher hand, our rE!sults aY'E! similar to 

those in the Frenke1 and Rodrigu(H (1982) model when 
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capi.t.al mobili.ty is low: a country wh.i.c:h runs a J~ . .!!!:'.E11J .. ~ 

ha s a fI. .. E!!.e.!:,_e cÜ~_t:!119. currE! nc y along thE.~ s addle pa t.h. ,. hE! 

intuit.ion behind this assyrnE!lry between the low and lhe 

hJg h capi tal rnobi 1 i ty ca s E! s ha s j u s t büE!n pl"ovided in 

the above paragraphs. 

A final pcd,nt that should bE! rrlE!nU.onE'd hE!rE! is 

t:hat lhe economy has a saddle poinl (~quilibr·i.um 

characterization for, both the high and low capital 

mobilitlj cases. In o\:.her words, the discussion of the 

II s tabil:i.zJng" 

flows is not 

vs. dE~stab:i.l:i.zing" effE!cts of 

wel1 focused if taken to rE!rer 

capital 

to t:.he 

stabJl:i.ty pr'OpE!rt:i.es of t.hE:! sljstern. As ind:icatE!d, t.hE! 

economy doas not. become more or less stable as the 

dE!gree of capital rnobil:i.ty variE!s. ThE!Y'E!forE!, thE:! only 

meantngful SE'nse one can give \:0 t:he "stabilizing vs. 

dE!st.abi 1:i.zi ng" daba tE' i s tha t.. as sociatE!d wi th larger OY' 

srna11er E!xchange rate fluctuat.ions. fo Uds we turn in 

the next. section. 

In thE! long-··run (e",b""O), SljstEHn ('7) can bE' 

solvad for the exchange rate and lhe net stock of 

foreign assets as functions of the exogenous variables: 

(2xl) (2x2) (2xl) 
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TabIe 1 summarizes Lhe responses of Lhe steady-staLe 

exchange rate and stock of nel foreign assets lo a 

variE"~ty 

foreign 

(u) and 

of macroeconomic shocks: foreign 

in t. E! Y' e s l r a t e s ( i·l() , TrIO n S y (TrI) I 

suppIy shocks (y) . Figur'e 

pr'ices (pK-), 

fiscal policlj 

2 graphically 

rE!prE!SE!nts ths long--Tun rE'SpOnSE! of lhe SYStE!ITl to E'ach 

of lhs various shocks. 

It is irnportant to noLicE! that in this model 

Lhe l.9.ll..9..:: .. CIl.1J posiLion of Lhe economy is unnaffec\:ed 7 

by the degr'E!E! of short-·run capital mobilily (as 10ng as 

(\) is not acLua'1.1y ZEH'O). Mathernat.ically, Lhe long'-I"un 

invar'ianCE! of thE! E'xchange rCit.E! and nEd: foreign aSSE!t 

posit::i.on 

mob:i1 i ty , 

of Lhe economy 

can bE! E!xpla:.i. ned 

Rewriting lhe equation: 

i 
• -·1· e .- (\) b 

1:0 Lhe degr'o(~ of capital 

by looking al E!quation (4). 

it is clear that in the long-run, where ~ ~ ~ 0, we 

just have i iK- (as long as $10). Cons,,-~quE!ntly, l:he 

pararn(~tE!r $, wh:i.ch prOXiE!S for the de'gree of OpE!nnE'SS 

oí-" Lhe capil:.al account, dissapE!arS as a detenninant of 

long-run behavior. 

IntuiU.ve1y, the long--run i5 "10ng-·enough" for' 

Lhe part.ial adjusUnE!nl: of financial porLfolios Lhr'ough 

inlernational capital flows to be completed. 

NeverlhelE!ss, lhe .~JJ..Q.r.t..=.rYIJ dynarnic adjuslnwnl: of Lhe 

economy in response to various shocks varies quite a JoL 

under diffE!rEH",t degrE!eS of openness on capit.al accounL 

(see the contrast between Figures la and lb). 
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d x 
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O = a 1 y 2 + (12 Y 1 > O 
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FIGURE 2: LONG RUN EFFECTS WITH HIGH ANO LOW CAPITAL MOBILlTY 
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Having described why changes in the degree of 

OpennE!SS of the capital account do not influence the 

long run movement of the exchange rate or any other 

variable, we now turn to short-run dynamics. The effects 

of the uarious (unanticipated) shocks 8 are discussed 

in the low and high capital mobility scenarios. 

(a) Monetary shock (dm>O) 

having 

effect 

Having 

neglectE!d 

in thE; 

assurned continuous full ümployment and 

,the Lucas-Sargent-WaI1ace "surprise" 

specification of the output supply 

function, monetary neutr'ality holds for bol.:h anticipated 

and unanticipatE!d shocks. As indicated, onE! could also 

think of this as happening in an economy \JJith autornatic 

full wage-indexation. 

In such an economy. a change in the money stock 

leads· to no real changes; the exchange r'ate (and the 

domestic priCE! lüvel) instantly j umps one for OnE! wi th 

the rnoney supply as the economy rnoves from point A to B 

in Figures 3a and 3b. The new log-run E!quilibrium is 

instantly reached through an exchange rate depreciation. 

Observe how the behavior of thE! economy 

following a rnonetary shock does not depend on the degree 

of capital mobility. This is dUE! to the faet that there 

are no resulting short-run current account imbalances 

tha t neE!d to bE! fi na n c ed t hroug h pri va te capi ta 1 flows. 

Restrictions on international capital flows are. 

therefore, not binding in this case. 
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in the foreign interest rate ')1-1 . 

ac\vantage tn buying UlE! mor'e pr'ofttablE! fOY'Edgn asset. 

With high capital mobility. Lhe resulting incipient 

capital ouLflow ts so inLE'nSE' ~, " v .. :-. -Lo e Y'ea tE' an 

E!XpE'clation of fU\:.ur'E· appreciat.ion Lo lIlake tlle stock oF 

c\omesttc asseLs wil1ing1y held. This ts graphical1y 

represented by Lile sharp exchange rate depreciation 

(over'shoottng) occurl"tng tnstantly frolll poinL A Lo B :in 

FigUI~E' l1·a. At point B. the deprt~ciatE,d norninal exchan(3E' 

rat.a J.el~c\s t.o a cUY'I"enL account. surplus wh:ich cont.inuE's 

as lhe econolrly movE'S a10ng Lhé' sadd1E' pal:.h. A10ng l.his 

path, cuy'y'ent: accounL sUI"pluSE'S and LhE' 

cUI''Y'ency apprE'ciaLes by Lhe }"oasons qiVE'1'l in ~)E'ct.jon 1. 

Wh~:'n LhE:' long .. ·run t5 Y·E!dChE·d al. po:int C. t.he cur'I"E'nCIj 

has dt'.'preciatE'd overall ancl l:.hE' sl".ock of foy'eiqn ass(!.l:.s 

has büen :incy'eased. wjt.h l"espect. t.o t:he in:it"ja] pos:itoion 

A. 

Ir, on thE' ot hc'l" hand , capital lTIobilit..y is 1 OlA), 

( Fiqul"e IJ.b) \::he in e i pi c' n t capi.Lal outf10lAJ r'üsult inq fr'orn 

the move lowards lhe foreign assel is relaLively slllcll1E'r 

dne! so is Lhe exchali<je ¡"atE' clepr'ectal:.ion al: poin\: B. 

'Ihis occur's becausE' U'f' dep)"ücidlion lE'dds lo a CIH')"E'nL 

account sur'plus IA)hich partly ofFsE!t.S tt (undershooLinq) 

so that there is an expslt.dtion of furt.her deprE'ciatton. 

As beforE:, LhE! dE'pr'E'ciaLion of LhE' exchangE! Y'ate leads 

to a series of currenL account surpluses whi1e lhe 

currency kOE'PS dE.~pY'E·ciating. by the y'Ié'asons gtvE!nLn 

Section 1. Lonq run equilibrium is reachüd eventually al 

poinl:.. C. At t.his poinl:. there is a dE·pr'E'cl.atlun of LhE' 

exchange rale and an increase in lhe stock of net 

foreign assets just idontical to t.hose observed at point 
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FIGURE 3.. 
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e in Figure 4a. Intuitively, the higher' for'eign interest 

raLe leads Lo Lhe desire to accumulaLe foreign assets by 

the dornestic economy. This is dom~ by l"'untüng curTsnt 

account surpluses. 

In conclusion, a1though long-run fluctuations 

in the exchi.'.\nge ra te are noL affee t.pd b)) the d€'gr'C'p of 

opt:~nn~'? s s 

:int(;~t~~:·s t 

o f t h e cap ita 1 a c e o u n t foIl otAd n 9 

rate shocks, th:ings are different 

f or'8ig n 

in tbe 

s hor't.--r'u n . A" " shown, the 8xchange 

more in the short-r~n (overshoot.s) 

rate fluctuates by 

I .... ri Lh a more open 

capital flows are capital account. In th€-) popular' senst:', 

destabil:izing in this case. 

When capital 

fiscal expansion leads 

dornesU.c goods, {Alhich 

mob:ility is high, an unE~xpech'd 

to an increase in the demand for 

r'aises thE~ donwstic pdce level. 

This, in turn, reduces the real money supply and puts an 

upwar'd pl"E~ssure on Lh€.' domE.'sti.c inter'E!st ¡nate. wtth lhe 

nOI¡J favou rabI e t n terE.' s t ra tE.' dt f f erE.' n tia 1, l: hE.'Y'E>. i s an 

incipient capi tal inflotAJ tAlhich apprectates tl'w exchange 

r'ell:E.' , rnoving thE:~ E:'COl'lOlTly [r'om poinl: A Lo B in FiqurE.' Sa. 

lhe exchange rate OVE.'l"'shoots, and an t:\xpE:'ctation of a 

future depreciation is created. With the appreciatE.'d 

exchange rate, the econollly 1n uns current account deftc.its 

financed by capital inflows while Lhe currency keeps 

depreciating from B to C. 

On the other hand, when capital mobility is low 

( F i 9 u r e 5 b) I l: h e in c i p j E! n t e a p j tal in f 1 ow e a u s e d by t he 

favourable interest rate differential leads to a smaller 

(:~xchange app¡nüciation, which r'(:~sull:s in Lile 
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expectation of a further appreciation. fhis is so 

bE!CausE' tltü exchangE! y'cd .. E! instantly apprE~ciates , a 

current account deficit surfaces. which puts downward 

pressure on tite appreciation. and the exchange rate 

A an B. FI/~oln I~\ t .. ,·i ,'., l·· t" .... 1 .l. 1 I ,~ 

tite appreciated exchange rate leads to a series of 

CUr'r'E!nt account: dE:·f'icit:s lJJhich are accornpdnic:·d by Lhe 

continuous appr'E!c:iatton of CUY'r'E'ncy unttl lhe 

long'-I"un equilLbr'iulTI is r'eacht,:,d at: C. In t::he long ¡,·un. 

lhe economy goes lo a positLon whLch exhibtls an 

appreciated currency togelher wiLh a decurnulation of net: 
f . 9 -orelgn assets . 

F I"oln c:ornpar·tng lho lo1A1 and h>iqh cdpit:.al 

rnobi,li.ty cas!c!s.it lur"ns out: Lhat Lhe ,;xchange l"atE:' 

apPY'E:·cjates by rnol"e fo110lAdng a f:isca1 shock IAlhen thE:' 

Cdpi.l:.al accounl.: is ITlOI"e opE'n. In Lhe popular SE:!nse. 

capita1 flolAls are destabt1tz:ing. 

Figuy'e 6i:~ sholAJS thaL, IAJhc'n ciOlpital rnobility is 

high. an tncr'E;'aSE! in the For'l~ign pr'ice lüvel leads to an 

:instantaneus exchange rate appreciation lo rnclintain 

asset rnarket equilibriulTl. As explained before. asset 

rnarkel equilibriurn requires thal the price 1evel rernains 

constant along Lhe 

ThE!Y'E!forE! • 

e"O locus IAJhE!11 capital 

whE!11 

rnobjli l.. Y i s 

pY'icE! lf"vel 

increas(,'s. t:he exchango rat:e inst:ant:.ly appr'c'ciatüs t:o 

restore rnonelary equilibriulTl al an unchanged price 

lE!vel. This E.~xplains the lE!ft:.war'd shift of tho eo=O 1ine 

in Figure 6a when capilal rnobility is high. 
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A fiscal shock (du > o) 
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A foreign price shock. (dp· >01 

FIGURE 5.b 

LOW CAPITAL MOBILITY 

FIGURE 6.b 

LOW CAPITAL MOBI LiTY 
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Sincel:he econorny rnust altAJays bE:' on the saddle 

path, it. instantly mOVE'S, fr'om poJnt At.o B l.hrough an 

appreciation or the exchange ra\:.E'. Because the sdddlE! 

pcd,h is below thE:' n~:!w 8,-.. 0 locus al. poJnt B, thE'Y'E:' al"E! 

E:'xpectations of appreciation given l:hat ~<O at such 

po:i nt, Ovel" t:ime, l.he E'conorny moves fl"orn po:int El Lo e by 

I"unn:ing Cllr'I"E"nt dccount suy'plus('s. rhC:'I"E' sUI"pluses cUlne 

fr'Olfl tilE:! :inlpY'OVE'TnE'nt "in conlp("t'itjl)E'nE'~'s cdusec! by LhE' 

incy'c'ase in thE:~ foy'üign pr'ice levE'l. In LhE! long I"un, 

t:.ho E'xchangE:' Y'a tE! aPPY'E'cjatE's and econorny 

dccurnulatos foroign assel:s. 

Whel'l capj.tal mob:Ll:í Ly ois 1 OlA) , thE:! :inCY'üasE' :in 

LhE! foy·ü.i. 13n pr'ico .lE'lJE!l also l.eads 1:0 al'l "i.nstanl:annous 

exchange raLe approcJation. S:ince the new saddle paLh is 

now abov(:. Lhe thore is an oxpecl:ed 

d (! p r E' e j a t: j o n ( E' > O ) a t p o J n t B i n ¡:: 'i 9 ti r E:' 6 b. O v e Y' t j 1'11 E:' , 

LhE' ('conoloy ITIOl) es a101lg t..he saddle paLh. Lonq···y'un 

equJlibrJum Js rE:'ached at r l.hrough a serJes of currenL 

account surplusQs and a depreciating currency, rhe 

over'all d('pl"~:'c'.l.ation oi' Lhe CUY'I"ency f('OITI B to e comes 

FI"om l::he ilnpol"t.ant d'irect l"ole of LhE' cuy'ren{:. account in 

exchange rate dE:'Lerrn'inatJon, as explaJned Jn SE:'ct'ion l. 

By comparing Figures 6a and 6b iL can be 

ob~; e 1'"V ed tha"\.:, f ollotAJ:1 1'19 a for'e:ign pr'i e E! s 1'10 c k, t,he 

E'xchd.ll(Je 1"<'1 Le €~xpE·Y'ienc(·s a s rna '1.1 (. Y' shoY't'-I"un 

appreciat,Jon in an econorny whJch ois more oren 01'1 capital 

account .. In Lhe popular s e ns (:") J capital f lows are 

staboil:iz:ing. 

( e )~>.~,p.p..l.y ..... ?J1 . .9. .. C .. ~ (d Y > O ) 

A supply shock :is Y'E!pl"E!SE!nted by a chan~~E' in \j 

(ie. exoqE!I'lOUS chanrJE> in y'e'al IAk\ges). Becduse supply 
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shocks have direct E.ffE!cts on goods and assEd: mar'kE~ts, 

their macroeconomic effects are harder lo predict in 

Uds model, as can bü seen in rabIe l. liowEwer, it SC'E!InS 

reasonable to expecl that a favorable supply shock would 

lead to a situation like the one shown in Fig~res 7a and 

7b. 1.n thE' long··run, a favorablE' supply shock i5 shown 

Lo inCrE!dSe thE! fOI~E'.Ígn a5sE!t posit.ion of l.he economy 

and lo appreciate the exchange rate. Intuitiuely. a 

posiliue supply shock produc\:ion over 

absortion and leads lo a series of currenl accounl 

suy'plusl::'s, lAIil::h Lhe l:;>conorny acculTlulaling fO('(dgn assets 

in thE! pr'OCE!SS. 

In bolh lhe 10w and hjgh capital lTlobility. 

cases, Lhe positive supply shock Cduses an instanlaneous 

appr'E'ciat:i 01'1 of l.he E!xchange ('ale al. po.int. B in FigurE'$ 

'la and 'lb \:0 rnaintain i5\SSE!t rnar'kE!t E'qu:i.libr'iurn. FI"om 

poinl B lo lhe long-run equil:i.brium posil.ion al poinl. e, 

lhe econorny experiences a series of current account 

sur'p1usE's. HOIA.lelJE'r, as poinl:ed out in Soc Lion J.., t.hE>se 

surplu~;es lAlil1 bE! accornpan'i.E·d by an appr'E·ciat.ing 

curl"E'ncy IAJhen capital rnob:i.l:ity is high (Fi~1ur'E' 'Id) anc! 

by a dE!prE'ciattng cur'lhE'ncy lÁlhE·n capital rnobility is lOllJ 

UigurE! 'lb). 

In th·:i.s caSE!, fl mor'e open capital account COl'llE:!S 

1"1.1. L h s rn a 11 E! r s h o Y' t- l~ un,,' x e han g e r' a t E! f 1 u e t. u a t :i o n S. 1 n 

the popular senSE!, inl:ernational capila1 flows are 

stabil:i.zing. 
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Conclusions 
------~_ ... ,.~--

This papE!r has madE' USE! of a simple ffiodE'l to 

address a series of questions relatE'd to the degree of 

openness of thE! capital account, The main findings can 

be summarized as follows: 

1 ,- A e hanga in thE' dE:'greE! of opE'nnes s of HlE' 

capital account does not make the econorny more or l(~ss 

II s tablE,l1 in the tE'chnical SE!nse, The economy E!xl'dbits a 

saddle--point equilibrium both uJhen capital rnobility is 

high and when is low, 

2.- Variations in the degree of openness of tha 

capital aecount do not affE!ct l:he long-run behavior of 

the exchange rate although they alter its short-run 

behavior, 

3,- The existence of a more open capital 

account implies: (a) larger short-run 

fluctuations in the prE'SenCE! of dOITlE!stic 

exchange rate 

fiscal shocks 

and forE!ign interest shocks; (b) smaller short-run 

axchangE! ratE! fluctuations in thü pr'eSE!nCe of dornesU.c 

supply shocks (reasonably) and foreign PIAice shoeks; Ce) 

the sarne exchange rate fluctuations with monetary shoeks, 

4,- While in a situation of suffieiently htgh 

capital rnobility current account surpluses (deficits) 

come together with appreciating (depreeiating) 

eurrencies along the adjustrnent path to unexpected 

shocks, the opposite happens lAJhen capital rnobility is 

low, COnSE!quentJ.y, thE! degreE! of capital mobility i5 a 

crucial determinant of the joint exehange rate --eurrent 

aceount dynarnics (Frenkel and Rodriguez (1982», 
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The rE!sults in (1) (2) and (3) sl-.and in Shi.H'P 

contr·asl lArith thE! l'stabi.LizJn~~ vs dE!slabi.1:izing" vi~:'lA)s 

slaled in the introductory secLion of the papero Indeed, 

each of these views couId prove to be the righl one for 

a different subset of macroeconomic shocks. 

s landa('d analysis of Lhe It opt: irna 1" exchanqE: r'6i te 

s1.r·at.egy. the rnoneLary aut.hor·i ty chooses tlle dE:'greE! of 

inLervention so as to maximize an objective Function that 

usualIy dE'pends on' the vaY'iancE' of pr'ices and outpul 

around desir'ed lE~vE,ls. Sinu> Inoney is neuLr'al in Lhis 

model. chdnges in lhe quanlity of money lead to 

proportional movemenLs in the exchange raLe and the 

p r' j e e 1 E! V E' ]. . 

Becatlsti~ in lhis mode] lfIonet.ar·y pU]'icy cannot 

d f f' (:' c t t.. h e 1 e v (> 1. () f o u t P ti t:. , L h (, 11 P r'l e E!" o b j e e t :i v E' i. s t h e 

only one remaining. In that case, if the monetary 

auLhol"i\:y 1.S comrniL.LE:!d lo achiE:!ving pr'ice st:abilil:.y. an 

exchange rate inlervenLion stralegy can be 

designed Lo fully achieve Lhis goal. 

For inslance in Lhe case of a foreign inLerest 

Y'i'ÜE! shock. ii: can be shown t.haL Lhe adjustrnont of \:he 

econolTly in Figur'E's 'la ancl LJb fr'orn A Lo El t.o e i.s 

char'act.E'rjzE'd by a highE'r pr'icE' level than t:.he :initial 

one. An E!xchangE' raU! int.erVE!l'lU.on pol'icy that ViH'iE'S 

Lhe quantLt:y of rnonE!y so as \:0 küep Lhe E'xchan(je Y'ate 

unchclngE!d in 'lhe faCE! of thü upward pr'E'SSIH'E'S cO\TIing 

Fr'(Hn t:he aSSE't accurnulat.ion pr'OCE:'SS, fully y'üaches the 

s tabi.1i Ly ObjE!Ct'iVE'. s'incE' the 

exchange rate --and the pr:ice level- flucL.uato by more :in 

thE:! case of high capH.al rnobi1:it:y. the intE!nsity of 

intervention w:ill increase in this case (compare Figures 

lj·a and ljb). 
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On t.he otl'lc'r hand, an incr(;'ase in Lhe foY·C'·iqn 

pr'1.cE! lE'VE!l has 01'1 1.rnpi:Hl an :inflationary E·fFE!ct when 

Lhe exchange ratEo 1.S kc::~pt f1.XE!d. HOWE!VE'(', as sholAJn in 

FiguY'E'S 6a and 6b, ir lhe E!xchange rat.E! 1.s lE:!fl frE!e to 

Vdl"yi.t appr("ciates, contr1.buting Lo offsE'~t the 1.nit.ial 

inflalionary effeel of lhe shock. In this case, a 

str'ah::;gy of kc:~E!p:ing l:.he exchange nd':E! stablE! IlIay hurt 

rather lhan help reach:ing the price stability goal, with 

e1.Lher low or h1.9h cap1.tal mob:ilily. 

ThE!rE!for'E!, as, thE'SE' tlAIO E'xamplüs makE:' e 1 (:'iU" , il 

is not a1.IÁJays the CaSE! t.hat pt'ice sl:.abtlil:y Cdn b(~ 

achiüved lhrough a slralegy of keep:ing the üxchange rale 

stable. Consequently, whethor afixed exchange raLe 

rE!g:irnü (l:ike lho EMS) :is a preferablo alternative or not 

d(·pr::'liclS on l:hE' particul.ar SE!t. of shocks (:.xpE·riE·ncud by 

lhe E·conorny. 

It :is lr'UO lhat. al] these ('t'sult:s COlll8 fr'orn a 

silnple Iflod 1", 1 lAlhich ignol"'es d(~lndnd detE·I'··rninal:.ion of 

output and gl"adual pr·icE:' adjuslrnent :in t.he shol"t.. Y'un. li. 

is a1so I.TUE! t.hat l.hey IIIdy also <j('p('nd 01'1 Lhe IAldy 

fjnanc:i.a1 opE'nness :is rnodE:.IJ.E:.d. NeveY'Lheless, I,he mudE:!1 

hE!lps 1.0 clar'iFy cerl:.ain import:.ant issuE'S r'oqal"<hng LIlE' 

]jkE:11y consequenCE!S of financia1 opE'nness fol" exchangE' 

r' ,3. 1: E' behavior and CUI"I"E,'n L accounL el Y n d In L e s . r h E' 

depEHldenCE! of some oC t.hü rE·sul+..s on the predom:inanl 

souY'ces of rnacroeconornlc shocks points l:.OIÁJdl'·(h l..h~:: n(!(~d 

for related ernp:irica1 work. 
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NorES ..... _ ............... " .. -

1,- The papers by Driskill (1981) and Turnovsky and 
Bhandari (1982) explore Lhe sensit::ivil:y of E'xchang(;) 
rate behaviour to the degree of sustitutability 
bEd:,ween dornE'stic and fOrEdijn ass~'d:s L"rit:h cont',inuoLls 
poy'tfolio E·quil'.iby':i.urn, Although thj5 is SOITIE·tiIll8S 
refE·I"(:·d to as the "imperfect cap:i.l:al mobiliL y " case, 
there are no barriers at all to inlernational 
cap,H~,al flo\).)s, Our vj,e\JJ, rather, is lo allow for Lhe 
E!xistencE' of barl"iE:'rs lo fY'E'e inlE'rnational capital 
flows, These prevenl instantaneous portfolio 
equi1:i.bl"iurn fr'om takin<:~ placE' in "l ow " cap:l tal 
mobility countries, 

2,- We do nol cljstjn~:¡uish bE!t\).)E·E·n thE' curTE'nl account 
and the trade balance in this model, 

3, - AIl dornosLic bonds aY'E" insidE! bonds and do not. 
constitute net weallh. 

4,-'MonE'y dE:'rnand cloes nol depE:'ncl on I).)ealth in E!quation 

f.' ,) , ,,-

6, 

(3), Thel"e seE:'lns Lo bE~ consiclE!Y'able 0'rnpir"ical 
support for this way to proceecl, 

11: can be sl'lo\).Jn thal:. in Fiqur'e lb, Lhe slopE' 9f Lhe 
~-O ]ine (oc)- ~~2/ocll$~1) i5 always srnaller than lhat 
of Hw r, Q ]üle (O:'2/cq) , lnUlE! ljrnit, as ~,)Q, UIE' 
~-O ljne rnoves counter'clockwise until it becornes 
idenl:.ical Lo Lhe 1),0 line, For non ZE:'Y'O (P'S, the 
e,,,O Lin~:' is t.hE'refor'E! allAJays flatU·Y' t.han thE! t",Q 
Tine, 

NoU,cE" that the ~)"Q (cuY-rent account.) lirlE! is a 
long--I"un E!qu'ilibr'ium cond:it'ion, [n Lhe shor't-run, 
however. the syslern rnust satisfy the equ'ilibriurn 
conditions in tile goods and asset markeLs, 
rE!pr'esentE·d in t.his caSE' by t.hE· E·",Q line, lhE! E!",Q 
Tine can ... 150 be regi.H'clE'd as LilE! 1311 O (balance of 
payrnE'nts) E'quilibriurn locus that rnusl be sa"L:isfiE'cI 
at E!VE'ry potnt of time, Accordinqly, Lhe 811,0 line 
will be identical to the b=O ljne when capital 
rnobility is lE'ro (BP',=b",Q), For low E'l'lOu<jh capital 
rnobility. thE! BP=d) (L.O) linE! \).611 havE' thE' salllE! 
slope as Lhe 13,0 lirw. while Lhe opposi te \),1'111 bE· 
true for hiqh enough capital rnobility, 
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'7." Obv:iously Lhis r'esult:. IJJould not hold in rnod(;lsin 
whJch Ule issue of "financial 0pE;nness" Js LinkE>d to 
LhE> degl"C'e of subs\:.itutab.1liLy bE'I:.LJJeun assE't-.s 
(Turnovsky and Bhandari (1982». 

8.'- rhe general tonE' of our conclusions also holds for 
antJcJpatE'd shocks. 

9 ... ··· As can be SE'en Jn equation (8), the ((wfficient 
dssociatc:"d IAl:i.Lh ¡he fiscal poJicy var'iab1e can be 
posit:ive 01'" nE'~~at:ive. 1t can bE:; ShOIAJrl that when 
capi\:al lIlobilit:yis "h.1gh" ('Y2",(j)-lcx.2»O, then 
(~6-(j)-lcx.6»O, also; howE'ver, when capital mob.1lJty Js 
"lOIJJ II nr(j)-1<X.2)<O, t:hE:1rl ('Y6"(~-lcx.6) >.:: O. rhi5 rnakes 
l.he positive slopin9 o' O linE; of Figul"o 2 \:,0 sh.1ft. 
rJghtwards or leftwards, whJch affects short-run 
dynalllics. ~)pc::'ctficaI1y, thel"C' is onE' (dSe (not 
sholJJns in Fi~~ur'E; ~)b) WhE'I"'E' a f',1.scal E'xpansion leads 
on irnpact \:.0 an E!xchanqE! r'atE' e!epr'ec'iat,.1on d!'le! to a 
current account surplus. lhis last case is not 
d.1scussedin Lhe text, conc,:;ntrat:inq :ins\:,C'ad on the 
mor'c:" l:ikely scenar'io.ThE;! papE'r' by Sachs and Wyplosz 
( 1') 8 tI ) i'J. '] S o e o n t. a i n s s y ¡ni 1. a r a rnb t 9 u i t i e s e o n c E' r n in q 
Lhe E'ffE;ct,S of fiscal pol:icy and the r'olE' of assE'L 
substitutability. 
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APPENDIX 
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