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Acccleration equation
OPEC balance of payments, 183
supply-demand model, 129
Appreciation of currency. See also specific
Currcncy
and current account surpluses, 60
and inflation, 47
jointly floating currency areca, 333-335,
338
monetarist model, 88
monetary approach, 46
Mundell-Fleming model, 52, 54
and relative income, 49
supply constrained economies, 416
supply-demand model, 118, 126, 128
wealth, domestic, increases in, 96
Arbitrage
foreign exchange market, 118
supply constrained economies, 409
Assct market model, 32, 84-86, 385
assumptions of, 85
dollar depreciation, 86
equilibrium model, 199-200, 204-205
Eurodollar market, 375-376
Eurodollar market under fixed exchange
rates, 362-365
Eurodollar market under flexible
exchange rates, 370-371
cxpectations and exchange rates, 17
flexible exchange rates, 86, 313-318,
370-371
implied regression coefficients of
competing equations, 103
interdependence under flexible exchange
rates, 313-318
Jjointly floating currency area, 333
monctary approach (see Monctary
approach)

Mundecll-Fleming model, 52
OPEC policics, 193
organized asset markets, 10
portfolio-balance model (see Portfolio-
balance model)
supply-demand model compared, 117
Assct price determination, 5. See also
Prices
national price indices compared, 28,
32
volatility of prices, 28
Asset substitutability
Mundell-Dornbusch model, 254, 255
Auction markets, 10

Balance of payments. See also specific
('l)llllll')‘
announcement effect of unexpected
figures, 96
equity claims to capital (see Equity claims
to capital)
international transmission models (see
Mark 11l model; Mark 1V modecl)
J-curve problem (see J-curve problem)
modecl of energy, flexible exchange rate,
201, 205
Mundell-Fleming model, 51, 53, 54
and oil price increases, 186, 205
supply-demand model (see Supply-
demand model)
Balance of trade. See Goods markets
Beggar thy neighbor policy, 193
interdependence under flexible exchange
rates, 325
jointly floating currency area, 330, 336
Belgium, 341
Bickerdike-Robinson-Machlup model
supply-demand model compared, 124
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Bond portfolios. See also Portfolio-
balance model
allocation between countries, 96
and domestic wealth increases, 96
monetarist model, §7-88
perfect capital mobility, 86
perfect substitutability, 86, 96, 101, 258
Borrowing in foreign currency
supply-demand model, 151-154
Bundesbank Eurodollar transaction. See
Eurodollar market

Canada
appreciation of currency, 523-524
characteristics roots of model, 522
errors of in-sample forecasts of model,
S21
fixed exchange rates, 509, 523-524
flexible exchange rates, 509, 523-524
foreign demand and Canadian real
output, 523
interdependence of industrial countries,
524
international transmission models (see¢
Mark III model; Mark 1V model)
leaning against the wind, 523
model of international disturbances
transmission, 500-513
parameter estimates for model, 513-522
price levels, transmission of, 523
private sector adjustments, 524
spillover of disequilibrium, 503-504, 523
tariffs (see Tariffs)
Capital
cquity claims to (see Equity claims to
capital)
long-run labor-capital ratio, 207
oil prices and capital accumulation, 192
oil prices and intensity decline, 208, 212
Capital accounts
current account interaction with, supply-
demand model, 124
and exchange rate, 118-119
financing through short-term capital
flows, 76-77
invoicing and current accounts, 385-386
Capital mobility
assct market model, 84
current account imbalances, financing of,
73-175
cyclical variations stabilized by, 76-77
financing of capital accounts through,
76-77
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fixed rates and perfect mobility, 251
Fleming-Mundell model, 341
flexible exchange rates, 341
freedom of capital movements, 76-77
interdependence of countries, 341
and interest rate policy, 75-76
jointly floating currency arca, 334, 342
money-market equilibrium and fiscal
policy, 255
Mundell-Dornbusch model, 254-255
perfect capital mobility, 84, 86, 89, 251
portfolio-balance modcl equation, 98
short-term, elimination of, 76
supply constrained economies, 409
supply-demand model, 117-118
Central banks
intervention in foreign exchange markets,
312
once-and-for-all sale of foreign exchange,
122-123,133-134
Commodities markets. See Goods markets
Commodities prices. See Prices
Consumer goods. See Goods markets
Consumer price indices, 9-11
and appreciation of currency, 47
and nominal money balances, 259
and wages, 203, 216
Corden formula, 479, 492, 496
Cost of living indices
average absolute monthly percentage, 29
oil and nonoil goods, 226
purchasing power parities, 29-30
Currency. See also specific currency
appreciation (see Appreciation of
currency)
depreciation (see Depreciation of
currency)
devaluation (see Devaluation of currency)
invoice currency (see Invoicing)
portfolio substitution (see Currency
substitution model)
Currency substitution model
anticipated component of monctary
policy, 164, 166
demand for real balances, 159-160
determination of exchange rates, 164-167
elasticity of substitution equal to two,
165-167
empirical studies, 167-170
global perspective, 157-158
market clearing prices, 161-162
monectary model with rational expecta-
tions, 158-159
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perfect substitution, 165-166

spot exchange rate variances, 169

unanticipated component of monetary
policy, 164-166

unitary elasticity of substitution, 165-167

uscfulness of theory, 172

volatility of exchange rates, 170-171

Current accounts. See also specific country

announcement effect of unexpected
figures, 96

and appreciation of currency, 60

balances as GNP percent, 73

capital account interaction with, supply-
demand model, 124

deficits and exchange rates, 93, 95

and depreciation of currency, 60

and dollar depreciation, 93

Dutch disease, 239-240

and exchange rates, 385-386, 400

and foreign exchange markets, 96

imbalances, and shifts in wealth, 61

imbalances, financing of, 74-75

and interest rate policy, 74

invoicing and capital accounts, 385-386,
400

J-curve, 384, 386

monetary model and oil prices, 95

money-market equilibrium (see Money-
market equilibrium)

Mundell-Fleming model, 52-53, 55-56

news, effect of on exchange rate, 386

and oil prices, 95, 222

and oil production, 239-240

supply-demand model, 118, 126

and unanticipated depreciation, 75

Cyclical variables

capital flows promoting stability, 76-77

and exchange rates, 60

flexible exchange rates, 402

interest rates, 72

and intervention, 70

Deindustrialization
defined, 242
Dutch disease (see Dutch discase)
oil price shock, 224
Demand determined output
Mundell-Fleming model, 51-53, 56
Demand for money. See Supply and
demand for money
Denmark, 341
Depreciation of currency. See also
specific currency
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anticipated and unanticipated, 15, 18,
56, 58-59
Bickerdike-Robinson-Machlup model,
124
and current account surpluses, 60, 75
and cyclical expansion, 60
expectation of in Mundell-Fleming model.
54
and interest rates, 18, 49, 70, 75
jointly floating currency area, 337, 340
monetarist model, 88
monetary approach, 46-47
Mundell-Fleming model, 52, 54
nonzero expected rate of depreciation, 89
and oil prices, 216
overshooting model, 89
portfolio-balance model and intervention,
105
and risk premium, 68
and spot exchange rate, 15
supply constrained economies, 404, 416
supply-demand model, 118, 124, 126, 128
unanticipated depreciation, 56, 58-59
wages, effect on, 203
Design of exchange rate and payments
system, 75
Decutsche mark
appreciation and portfolio diversification,
64
appreciation in 1978, 95
depreciation, 1979-1980, 95
Eurodollar market (see Eurodollar
market)
exchange rates (see specific exchange rate)
intervention and unanticipated deprecia-
tion, 70
and oil prices, 95
OPEC investment in, 182-185
and portfolio diversification, 63-64
portfolio model, and unanticipated
appreciation, 61
risk-premium model and appreciation
of, 66
Devaluation of currency
jointly floating currency area, 331, 333
and tariffs, 494-498
Disinflation
dynamic adjustment, 234-235
and oil shock, 230
DM/dollar exchange rates. See Dollar/DM
exchange rates
DM/franc exchange rates. See Franc/DM
exchange rates
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DM/pound exchange rates. See Pound/
DM exchange rates
Dollar
appreciation in 1979-1980, 95
assct market model of depreciation, 86
current account deficit and depreciation,
93
Eurodollar market (see Eurodollar
market)
IMF’s nominal and real effective
exchange rates, 48
interest rates and exchange rates, 16, 93
intervention and unanticipated deprecia-
tion, 68
monetary model and depreciation, 92
1978 depreciation, 93
oil prices and demand for, 95
OPEC spending (see OPEC)
overvaluation in the 1960s, 76
unanticipated depreciation, 58
Dollar, Canadian. See Canada
Dollar/DM exchange rates, 6
efficiency of forcign exchange market, 7ff
and empirical studies of monctary model,
92
forward rates and the cost of living, 12-13
and inflation rates, 10-11
monetary approach, 50
overshooting model, 94
portfolio-balance model, 99-100
predicted and realized percentage, 10-11
purchasing power parities, 26, 29
spot rates and the cost of living, 12-13
synthesis of monetary and portfolio-
balance equations, 104
unanticipated depreciation, 59-60
and wholesale price indices, 29
Dollar/franc exchange rates, 6
cfficiency of forcign exchange, 7
purchasing power parities, 26
Dollar/pound exchange rates, 6
cfficiency of foreign exchange, 7
purchasing power paritics, 26
Dollar/yen exchange rates
unanticipated depreciation, 59, 60
Dornbusch version of Mundell model. See
Mundell-Dornbusch model
Durable asset prices and future expecta-
tions, 10
Dutch discase
current account balance, 239-240
defined, 222
oil price increases, 222-223, 235-237
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and OPEC, 215
United Kingdom, 223

Efficient markets. See Foreign exchange
market
Employment
classical unemployment, 409, 411, 414
and German intervention, 70
and interest rate differentials, 72
international transmission models (see
Mark 111 model; Mark IV modcl)
jointly floating currency area, 342
long-run capital-labor ratio, 207
Mundecll-Fleming model, 52, 55
nontraded goods, effect of, 223
oil price or discovery shock, 224
oil prices and labor market equilibrium,
202-203, 205, 212, 215-216
real wages and unemployment, 216
supply constrained labor markets, 403
Energy prices. See Oil prices
England. See United Kingdom
Equilibrium and disequilibrium charac-
terizations, 402
Equity claims to capital
balance of payments and, 194, 196
flexible model of energy, 201
perfect substitutability in portfolios, 199
and wealth, 206-207
Equity markets, function of, 192
Eurobanks. See Eurodollar market
Eurocurrency market. See Eurodollar
market
Eurodollar market
asset demands, 374-376
assct demands under fixed exchange
rates, 362-365
asset demands under flexible exchange
rates, 370, 371
cquilibrium conditions, 355, 357, 358, 374
fixed exchange rate model, 360-366
flexible exchange rate model, 367-374
goods markets, 375-377
goods markets under fixed exchange
rates, 365-366
goods markets under flexible exchange
rates, 371-374
interest on required reserves, 359
interest rates, 352-355
model of economic interactions, 351-359
reserve requirements on deposits, 350-351,
358-359, 374-375, 377
stabilization of home output, 376-377
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European Monetary System, 4, 27
interdependence of members, 341
Exchange rate. See also, e.g., Fixed
exchange rate; Flexible exchange rate
assct price determination, 5
fiscal policy (see Fiscal policy)
interest rates and, 4, 5, 15, 17-18, 24
monetary policy (see Monetary policy)
and prices, 5
tariffs (see Tariffs)
Expectations as to exchange rates
asset market model, 17
current exchange rate, 11, 13
interdependence under flexible exchange
rates, 318-323
jointly floating currency area, 331-332
market anticipation of changes, 187-189
Mundell-Fleming model, 51
and OPEC spending, 189
rational expectations, 163-164 (see also
Rational expectations model)
and spot exchange rate, 162
static expectations, 262
Exports. See Goods markets

Federal Reserve Eurodollar transactions.
See Eurodollar market
Fiscal policy
assumptions concerning, 261
exchange rates, effect on, 251
fixed and flexible rates, 251
increase in public spending and rational
expectations, 273, 274
international transmission modcls (see
Mark 111 model; Mark IV model)
jointly floating currency area (see Jointly
floating currency area)
long-run effects under open-cconomy
model, 277-281
model of flexible exchange rates and
monetary policy, 258-262
and money-market equilibrium, 257, 258
Mundell-Dornbusch model, 253-254
open-economy model and static expecta-
tions, 264
supply constrained economies (see
Supply constrained economics)
Fixed exchange rate, 286. See also specific
wunlry
domestic monctary disturbance, 305-306
domestic monetary disturbance in small
open cconomy, 300
Eurodollar market model, 360-366
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fiscal policy, 251
flexible exchange rate compared, 304-306
foreign disturbances, 305-306
monetary policy, 251
nominal exchange rates, 75
optimal intervention policy, 307
perfect capital mobility, 251
stability properties of, 304-306
Fleming-Mundell model
and capital mobility, 341
jointly floating currency area compared,
336, 341
Flexible exchange rate, 67-75, 86, 286.
See also specific country
asset market model, 86
capital mobility, 341
and current accounts, 385-386, 400
domestic disturbances, 305-306
domestic monetary disturbance in small
open economy, 301
domestic policy, 318-325
Eurodollar market model, 367-374
fiscal policy, 251
fixed exchange rate compared, 304-306
foreign disturbances, 305, 306
foreign reactions to domestic policy, 318,
321-325
interdependence under, 312-325
international transmission models (see
Mark I1I model; Mark IV model)
jointly floating currency area (see Jointly
floating currency area)
model of energy prices and two-country
growth, 194-196, 204-206, 218
model of fiscal and monctary policy,
258-262
monetary policy, 251
necessity for, 76
optimal intervention policy, 307
perfectly flexible rate, 307
portfolio diversification, 61
price interactions, 312-313, 323-325
(see also Prices)
small open economy, 304
stability properties of, 304-306
synchronous cyclical movements, 402
tariffs (see Tariffs)
variability of, 84
volatility of, 158
Flexible-price monetary model. See
Monetarist model
Floating exchange rates. See Flexible
exchange rate
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Flow model
assumptions of, 85
implied regression coefficients of
competing equations, 103
Foreign exchange market
arbitrage, 118
and current accounts, 96
efficiency of, 5-9, 32, 157, 193
intermediation, 118
intervention in (see Intervention)
supply and demand (see Supply and
demand for money)
supply constrained economies model,
408
supply-demand model (see Supply-
demand model)
Foreign investment. See Investment
Forward exchange contract, 385
invoicing and, 386, 391-392
Forward exchange rate
average absolute monthly percentage,
28
and future spot exchange rate, 6, 10
and spot rate, 13, 18
volatility of, 32
Franc/DM exchange rates
purchasing power paritics, 26
Franc/dollar exchange rates. See Dollar/
franc exchange rates
France, 341
international transmission models (see
Mark I model; Mark 1V modcl)
Future spot exchange rate
and forward exchange rate, 6, 10

Germany

capital account surplus, 64

current account balances, 66

current account balances as percent of
GNP, 74

deutsche mark (see Deutsche mark)

direct investment and portfolio invest-
ment deficit, 64

Eurodollar deposits (see Eurodollar
market)

Europcan Monectary System, 341

imports by compared to OPEC imports,
181

interest rate differentials of U.S.
compared, 71-72

interest rates and monctary models, 92

international transmission models (see
Mark II1 model: Mark IV model)
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intervention, determinants of, 69-70
monctary growth, 92
net government borrowing, 66
OPEC balance of payments, 182-184
tariffs (see Tariffs)
U.S./German government dcbt, 66
Gold prices
and future expectations, 31
futures, 13-15
spot, 13, 15
volatility of, 13-14
Goods markets
Canadian model (see Canada)
and cost of living, 226
deficits in trade balance, 25
employment and nontraded goods, 223
Eurodollar market, 375-377
Eurodollar market under fixed exchange
rates, 365-366
Eurodollar market under flexible
exchange rates 371-374
hedging (see Hedging)
industrial countries vs. OPEC, 181
inflation and interest rates, 72
interdependence under flexible exchange
rates, 313-318
international transmission models (see
Mark Il model; Mark IV model)
invoicing (see Invoicing)
jointly floating currency area, 332-333,
338-339
monetarist model, 88
nonoil and oil goods, 226, 241
nontraded goods, effect of, 223
oil as intermediate good, 223, 226, 241
and oil prices, 185-186, 211, 222-223, 240
and oil quantity shock, 226-228, 240
overshooting model, 89
supply constrained economics, 404, 409,
411, 415-416
supply-demand model (see Supply-
demand model)
tariffs (see Tariffs)
Government spending. See Fiscal policy
Grassman’s rule, 384-386, 389-400
Gross national product
current account balances as percent of,
73

Hedging
and invoicing, 384, 391-392, 400
portfolio diversification, 392
Houschold model, 204
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consumption equilibrium, 207
and oil prices, 196-198, 204, 211
output market equilibrium, 200, 205

Imports. See Goods markets
Income
actual, 226
and discovery of domestic oil reserves,
230
international transmission models (see
Mark III model; Mark 1V model)
jointly floating currency area stabiliza-
tion, 334-341
oil prices and quantity, effect of, 226, 227
oil production and prices, effect of, 241
permanent, 226
real, 226
stability of fixed vs. flexible exchange
rates, 306
supply constrained economics, 404,
415-416
Industrialization. See Deindustrialization
Inflation
and appreciation of currency, 47
Canadian model (see Canada)
disinflation (see Disinflation)
dollar/DM exchange rate, 10-11
expectation of and currency cost, 55
and German intervention, 70
import prices and intcrest rates, 72
interdependence under flexible exchange
rates, 318-325
and interest rates, 17-18, 70, 72
and invoicing, 393, 396
monetarist model, 88
monetary model, 93
news, 19
and nominal effective exchange rates, 48
and nominal money supply, 226
and oil price shock, 224
supply constrained economics (see Supply
constrained economics)
supply-demand model of inflation/balance
of payments equilibrium, 135
Information. See also News
cfficient markets theory, 157
and exchange rates, 11
and future expectations, 10
prices and monetary model with rational
expectations, 159
Interdependence of industrial countries
Canadian model, 524
and capital mobility, 341
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European Monctary System members,
341
and flexible exchange rates, 312-325
(see also Jointly floating currency area)
Interest rates
anticipated changes in, 5
and capital flows, 75-76
and current account imbalances, 74
cyclical variables, 72
demand for money and nominal interest
rates, 259
and depreciation of currency, 18, 49, 70
domestic rate of interest, 226
and empirical studies of monetary modecl,
92
equilibrium of capital in Mundell-
Fleming model, 54
estimates of determinants of international
differentials, 71
Eurodollar deposits (see Eurodollar
market)
and exchange rates, 4-5, 15, 17-18, 24
exchange rates and one-month rate
differential, 20-21
exchange rates and twelve-month rate
differential, 22-23
foreign disturbances and foreign rates,
341
foreign exchange value of domestic
currency, 17
and import prices, 72
and inflation, 32, 70, 72
and inflationary expectations, 17-18
international transmission modecls (sce
Mark 111 model; Mark 1V model)
and intervention, 73, 75
jointly floating currency area, 333-334,
340
liquidity preference theory, 117
long-term rates, 49
monetarist model, 88
and monetary approach, 46, 49
Mundell-Fleming model, 51-52, 56
and news, 19
overshooting model, 89-90
and risk premium, 67
and spot exchange rate, 17, 24
stabilization of exchange rates, 74
unanticipated changes in, 5, 32, 58, 60
and unanticipated depreciation, 75
and value of dollar, 93
Intermediation in foreign exchange
market, 118
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International Monctary Fund
Articles of Agreement, 4
effective exchange rate of, 48
International Standard Industrial
Classification
categorics of world industry, 475-476
International transmission of monctary
disturbances
Mark III model (see Mark 111 model)
Mark IV model (see Mark 1V model)
Intervention, 68, 312. See also specific
country
cyclical variables, 70
fixed exchange rate (see Fixed exchange
rate)
flexible exchange rate (see Flexible
exchange rate)
and interest rates, 73, 75
leaning against the wind (see Leaning
against the wind)
leaning with the wind (see Leaning with
the wind)
optimal intervention, 286-287
optimal intervention in small open
economy, 289, 296-304, 306-307
portfolio-balance model of depreciation,
105
stable intervention defined, 294
stable intervention in small open
economy, 295-296, 298-299
and unanticipated depreciation, 68, 70
unstable intervention defined, 294
unstable intervention in small open
economy, 294-295, 297-298
Investment
and oil price increases, 192, 198-199,
204,212
portfolio diversification, 63-64
Invoicing
capital accounts, 385-386
currency choice, 390-400
current accounts, 385-386, 400
forward exchange contracts, 385-386,
391-392
Grassman’s rule, 384-386, 389-400
and hedging, 384, 391-392, 400
indifference curve, 392-399
and inflation, 393, 396
international markets, 389
market power, 398-399
optimizing model of invoicing decision,
387
practices, 384, 389
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purchasing power paritics, 389
risk aversion, 392, 395, 398, 400
separation theorem, 387, 389
Italy, 341
international transmission models (see
Mark I1I model; Mark 1V model)

J-curve problem
Mark 1V international transmission
model, 428
supply-demand model, 142
Japan
current account balances as percent
of GNP, 74
interest rate diﬂ:crcmials of U.S.
compared, 71-72
international transmission models (see
Mark 11l model; Mark 1V model)
intervention, determinants of, 69-70
tariffs (see Tariffs)

Jointly floating currency area. See also
Interdependence of industrial countries,
and flexible exchange rates

appreciation of currency, 333-335, 338

assct market model, 333

beggar thy neighbor policy, 330, 336

capital mobility, 342

depreciation of currency, 337, 340

devaluation of currency, 331, 333

expectations as to exchange rate, 331-
332

fiscal expansion and contraction, 330,
333-341

Fleming-Mundell model compared, 336,
341

goods market equilibrium, 333, 338-339

income, 334-341

interest rates, 333-334, 340

labor movements, 342

model, 329-332

perfect capital mobility, 334

stabilization policy, 333-338

Labor. See Employment
Leaning against the wind, 288
Canada, 523
domestic monetary disturbance in small
open economy, 301
foreign monetary disturbance in small
open economy, 303
optimal intervention in small open
ecconomy, 304
optimal intervention policy, 306
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Leaning with the wind, 289
domestic monetary disturbance in small
open economy, 301
forcign output demand disturbance in
small open economy, 302
forcign output supply disturbance in
small open economy, 303
optimal intervention in small open
cconomy, 304
optimal intervention policy, 306
Liquidity preference theory of interest
rate determination, 117
Luxembourg, 341

Machlup. See Bickerdike-Robinson-
Machlup model
Macrocconomic shocks of supply
constained economies. See Supply
constrained economics
Manufacturing. See also Goods markets
deindustrialization (see Deindustrial-
ization)
demise of manufacturing sector, 223
* Dutch disease (see Dutch discase)
invoicing (see Invoicing)
nonoil goods defined, 241-242
oil price or discovery, effect of, 222-223,
240
Mark 111 model
described, 427-428, 430, 468
simulation version (see Mark LV model)
Mark 1V model
asset substitution channel, 431
balance of payments, 430-431
base dynamic simulation, 436
British money shock experiments, 459,
466
channels of transmission, 431, 436
described, 428, 430-431, 436, 468
domestic effects of real government
spending shocks, 428
export shocks, 431
flexible exchange rate, 428
foreign price levels, 431
German money shock experiments,
458-459, 466
government spending, 431
income, 430-431
international transmission models (see
Mark 111 model; Mark 1V modecl)
J-curve phenomenon and import demand
inclasticity, 428
monetary linkages with U.S., 427-428

541

money supply shocks, 431
nominal interest rates, 431
oil prices, 431
pegged exchange rates, 427-428
results of simulations, 468
standard errors of estimate, 432-433, 436
summary of structure, 429-430
U.S. money shock experiments, 436, 443,
450-451, 458-459, 466
unemployment, 431
Modigliani consumption function, 96
Monetarist model, 86-89
anticipated and unanticipated distur-
bances, 89
assumptions of, 85
empirical studics, 92
equation, 101
cquation of exchange rate determination,
88
implied regression cocfficients of com-
peting equations, 103
Monetary approach, 47-50
assumptions of, 85
criticism of, 117
currency substitution modecl (see Currency
substitution model)
current accounts and oil prices, 95
described, 46, 86
and dollar depreciation, 92
cmpirical studies, 92-93
equation of money demand function, 87
flexible price monetary model (see Monc-
tarist model)
implied regression coefficients of com-
peting equations, 103
inflation and currency appreciation, 47
monectarist model (see Monetarist model)
overshooting model (see Overshooting
model)
regression cquations, 48-50
sticky price monctary model (see
Overshooting model)
synthesis of portfolio-balance and
monctary equations, 101-105
ustfulness of theory, 51
Monetary disinflation. See Disinflation
Monetary policy
disinflation (see Disinflation)
domestic policy, 318-325
fixed exchanged rate (see Fixed exchange
rate)
flexible exchange rate (see Flexible
exchange rate)
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Monetary policy (cont.)
foreign reactions to domestic policy, 318,
321-325
intervention (see Intervention)
jointly floating currency area (see Jointly
floating currency area)
long-run effects under open-economy
model, 277-281
model of flexible exchange rates and
fiscal policy, 258-262
and oil shocks, 224, 242-243
prices and policy interdependence (see
Prices)
Money. See Currency
Money demand or supply. See Supply and
demand for money
Money-market equilibrium. See also
Open-economy model
adjustment with flexible price of domestic
output, 274-283
and exchange rate, 256-258
fiscal policy and perfect capital mobility,
255
fiscal policy effects, 257-258, 277-281
flow equilibrium, 256
instantancous equilibrium, 256
long-run effects of monctary and fiscal
policy, 277-281
long-run equilibrium, 256, 265, 269
open-market purchase and rational
expectations, 272
public spending increase and rational
expectations, 273
rational expectations, 270-274
rational expectations and flexible
domestic price level, 281-283
short-run effect of open-market purchase,
265, 268
short-run equilibrium under static expec-
tations, 273
static expectations and open-economy
model, 264
Mundell model, 89-90, 251
open-economy model version, 262
Mundell-Dornbusch model, 252
assct substitutability, 254-255
capital mobility, 254-255
criticism of, 251
fiscal policy effects, 253-254
money-market equilibrium and exchange
rates, 256
open-cconomy model compared, 262-274
and portfolio-balance model, 2585, 257
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Mundell-Fleming model, 51-55
extended model, 51-52
news form test, 56-60

Neo-Keynesian open-economy modcl. See
Open-economy model
Netherlands. 341
international transmission models (see
Mark III model; Mark IV model)
tariffs (sce Tariffs)
News
and aggregate price levels, 27
asset price determination, 28
current accounts and exchange rates, 386
exchange rate dctermination, 18-19, 24,
32
inflationary expectations, 19
interest rate changes, 19
Mundell-Fleming model, 52, 55-60
risk-premium model, 67

Official intervention. See Intervention
Oil as intermediate good, 223, 226, 241
Oil consumption and oil prices, 187
Oil discovery shock. See Oil quantity
shock
Oil prices. See also OPEC
balance of payments, 186, 201, 205
capital accumulation, 192
capital intensity decline, 208, 212
comparative statics, 206-209
and consumption of oil, 187
and current accounts, 95, 222
deindustralization, 224
and depreciation of currency, 216
deutsche mark, effect on, 95
and disinflation, 230
domestic production of energy, 213-214
(see also Oil quantity shock)
Dutch disease, 222-223, 235-237
dynamic adjustment, 240
employment, effect of oil shock on, 224
equilibrium effect of increase in, 210-216
and exchange rates, 179
and goods markets, 185, 211, 222-223,
240
houschold model, 196, 197, 198, 204, 211
income, effect on, 226, 227, 241
increase, effect of, 179, 185-187, 191,
221-222, 230, 232-233
inflation, acceleration of, 224
interdependence under flexible exchange
rates, 325
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international transmission models (see
Mark Il model: Mark IV model)
investment model of firm, 198-199, 204,
212
labor market equilibrium, 202, 203, 205,
212,215-216
long-run comparative statics, 232
macroeconomic analysis, 191-192,
216-218, 225-229
manufacturing, effect on, 222-223, 240
model of two-country growth and flexible
exchange rates, 194-196, 204-206, 218
monetary policy adjustment, 224, 242-243
and money supply and demand, 196
OPEC savings and consumption decision,
201-202
perfect foresight assumption, 193, 196
real price of energy, 195, 211
shocks, 222, 233-234
simulation of price setting, 207, 209
small economy analysis, 185, 192
supply and demand for dollars, 95
and wages, 211
wealth, equilibrium distribution of,
206-207, 209, 211-212
and yen, 95
Oil production and income derived from,
226
Oil production, domestic. See Oil quantity
shock
Oil quantity shock, 222
actual oil production, 226
anticipated increase in production, 227
current account balance, 239-240
deindustrialization, 224
discovery of domestic oil reserves, 230,
237-239
and disinflation, 230
dynamic adjustment, 233-234, 240
employment, effect on, 224
and goods markets, 227-228, 240
gross price clasticities of demand, 227, 230
income, effect on, 226, 227, 241
long-run comparative statics, 230, 233
manufacturing, effect on, 240
monctary policy adjustment, 242-243
and trade balance, 226
unanticipated increase in production, 227
OPEC. See also Oil prices
asset market model, 193
balance of payments, 182-184
consumption and savings decision,
201-202, 205, 209, 211-212
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consumption decisions and oil prices, 195
deutsche mark, investment in, 182, 184-
185
dollar, investment in, 185
Dutch disease, 215
expectations as to exchange rates and
spending by, 189
expenditure by, 180-181, 183
expenditures and balance of payments,
184-185
formation of cartel, 221
global effect of policies, 193
import preferences, 189
imports, 181
interdependence under flexible exchange
rates, 325
investment preferences, 189
output market equilibrium, 200
wages, 203
wealth distribution and oil prices (see Oil
prices)
Open-economy model, 262. See also
Money-market equilibrium
adjustment with fixed price of domestic
output, 262
adjustment with flexible price of domestic
output 274-283
equilibrium with rational expectations,
271
long-run effects of monetary and fiscal
policy, 277-281
rational expectations, 270-274, 281-283
small open economy (see Small open
economy model)
stability under static expectations, 268—
270
static expectations, 262-270, 274-277
static expectations and flexible price of
domestic output, 274-277
Organisation for Economonic Co-operation
and Development, 56
Output market equilibrium, 200, 205
Overshooting model, 89-92
anticipated and unanticipated monetary
disturbances, 92
assumptions of, 85
empirical studies, 92
equation of exchange rate determination,
91
estimation of monetary exchange rate
equation, 94
implied regression cocfficients of com-
peting equations, 103
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Overshooting model (cont.)
nonzcro expected rate of depreciation, 89
transitory and permanent monctary
disturbances, 91

Payments deficit. See Balance of payments
Pegged exchange rates, 3, 76
international transmission models (see
Mark 111 model; Mark 1V model)
Perfect foresight assumption, 193
Perfect substitutability of bonds. See
Portfolio-balance model
Portfolio-balance model, 61-66, 93-101
assumptions of, 85
capital inflow and outflow, 98
defined, 86
and deutsche mark appreciation, 63-64
diversification of portfolios, 63-64
domestic small country model, 101
cquations, 96-99, 101
estimation of equations, 100
flexible exchange rates, 61
foreign small country model, 101
imperfect assct substitutability, 61
impliced regression coefficients of
competing equations, 103
intervention and currency depreciation,
105
macroeconomic models, 97-98
money demands and wealth, 61
and Mundell-Dornbusch model, 255, 257
perfect substitutability, 101
portfolio-diversification model described,
64-65
preferred local habitat, 99
and rational expectations model, 97
realized means and variances of real
returns, 61-63
risk-premium model, 65
small country assumption, 98
synthesis of monetary and portfolio-
balance equations, 101-102, 104-105
uniform asset preferences, 97, 101
Portfolio diversification. See also
Portfolio-balance model
bond portfolios (see Bond portfolios)
hedging, 392
and Tobin tax proposal, 77
Pound/DM exchange rates
purchasing power parities, 26
Pound/dollar exchange rates (see Dollar/
pound exchange rates)
Predictability of exchange rates, 10-11, 15
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unanticipated changes, 24
unpredictability of, 402
Preferred local habitat model, 85
Prices
assct market interdependence under
flexible exchange rates, 313-318
avcrage absolute monthly percentage
changes, 29
consumer price index (see Consumer price
indices)
and exchange rates, 5, 25-26, 46, 49
expectation interdependence under
flexible exchange rates, 318-323
and future expectations, 10
goods market interdependence under
flexible exchange rates, 313-318
inflation interdependence under flexible
exchange rates, 318-325
information and monctary model with
rational expectations, 159
and interest rates, long-term, 49
international transmission models (see
Mark 111 model; Mark IV model)
and monetary approach, 49
Mundecll-Fleming model, 51
and news, 27
oil and nonoil goods, 226 (see also Goods
markets; Oil prices)
OPEC and policy interdependence, 325
predictability of, 15
purchasing power paritics, 32
stability of fixed vs. flexible exchange
rates, 306
supply and demand interdependence
under flexible exchange rates, 61,
318-323
tariffs (see Tariffs)
time series propertics of exchange rates,
27
unpredictability, 10
volatility, 10
volatility of aggregate price indices, 27
wage-price guidelines (see Wage-price
guidelines)
Productivity/technology trends. See
Technology/productivity trends
Public spending. See Fiscal policy
Purchasing power paritics
and commodity price adjustment, 32
deviations from, 30
Europe, 26, 27
and invoicing, 389
monetarist model, 87-88
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monetary approach to exchange, 46
Mundell-Fleming model, 52, 55
overshooting model, 91
rational expectations model, 90
U.S., 26-27

Purchasing power parity doctrine, 25, 27,

32

excessive exchange rate, 28

Rational expectations model, 18, 157
currency substitution model (see Currency
substitution model)
market expectations of exchange rate
changes, 188-189
monctarist model, 88
Mundell-Fleming modecl, 52, 55-56
overshooting model, 90-91
and portfolio-balance model, 97
purchasing power parities, 90
and spot exchange rate, 162-164
and supply-demand model, 154
Relative income and currency appreciation,
49
Reserve requirements on Eurodollar
deposits (see Eurodollar market)
Risk aversion in invoicing (see Invoicing)
Risk-premium model, 65-67
Robinson. See Bickerdike-Robinson-
Machlup model

Securitics. See Portfolio-balance model
Services defined, 241-242
Simulation version of Mark 11l model. See
Mark 1V model
Small country model, 85
Small open economy model, 287-292
domestic monetary disturbance, 299-301
fixed exchange rate, 300
flexible exchange rate, 301, 304
foreign monetary disturbance, 302-303
foreign output demand disturbance,
301-302
forcign output supply disturbance, 303
intervention, optimal, 289, 296-304,
306-307
intervention, stable, 295-296
intervention, unstable, 294-299
leaning against the wind, 301, 303, 304
leaning with the wind, 301-304
rational expectations systems, 292
Snake agrecment, 27
Spot exchange rate
average absolute monthly percentage, 28
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currency substitutions, 169
and depreciation of currency, 15
and expected future exchange rate, 162
and forward exchange rates, 13, 18
and interest rates, 17, 24
and news, 18
tax on, proposed, 76-77
volatility of, 32
Stabilization of jointly floating currency
arca. See Jointly floating currency area
Stable intervention. See Intervention
Stagflation, 402
Sticky price monetary model. See Over-
shooting model
Stock market indices
mean absolute monthly percentage, 28
and volatility of exchange rates, 30
Stocks and moncy-market equilibrium. See
Money-market equilibrium
Substitutability of currencies. See Currency
substitution model
Supply and demand for money. See also
Supply-demand model
Bickerdike-Robinson-Machlup model,
124
Canadian model (see Canada)
classical money demand theory, 159
domestic monetary disturbance in small
open economy, 299-301
domestic wealth, increases in, 96
Eurodollar market (see Eurodollar
market)
forcign exchange market model, 117
forcign monctary disturbance in small
open cconomy, 302-303
foreign output demand disturbance in
small open economy, 301-302
foreign output supply disturbance in
small open economy, 303
and inflation rate, 226
interdependence under flexible exchange
rates, 318-323
and interest rates, 259
international transmission models (see
Mark I1I model; Mark 1V mode!)
jointly floating currency area (see Jointly
floating currency area)
monectarist model, 88, 116
monctary model equation, 87
and oil prices, 95, 196
overshooting model, 89-90
rational expectations modcl, 90
and wealth, 259
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Supply constrained economies, 403

appreciation of currency, 416

arbitrage, 409

capital movements, 409

central value version of model, 409, 411

cleanly floating exchange rates, 414-415

defined, 408-409

depreciation of currency, 404, 416

fiscal policy, 404, 415-416

flexible exchange rates, 403

goods markets, 404, 409, 411, 415-416

incomes policies, 404, 415-416

insulation of regions, 403, 414-415

model, 404-408

policy and output clasticitics, 412-414

rationing of houscholds, 409-411, 414

rationing repercussions, 415

supply-side policies, 415

technology/productivity trends, 404,
415-416

transmission of shocks, 403, 415

wage-price guidelines, 404, 415

Supply-demand model

acceleration equation, 129

acceleration hypothesis, 118, 126

anticipated disturbances in foreign
exchanges, 139-141

appreciation of currency, 118, 126, 128

assct demand functions, 120

Bickerdike-Robinson-Machlup model
compared, 124

borrowing in foreign currency, 151-154

capital accounts and current accounts,
124

capital flows, 117-118

comparative dynamic responses, 130-135

comparison of models, 117

current account surplus and deficit, 126

current accounts, 118, 124, 126

decline in foreign demand for domestic
assets, 130-131

depreciation of currency, 118, 126, 128

domestic demand for foreign currency,
119

dynamic partial equilibrium model, 142

dynamic response with multiple equilibria,
132

cquilibrium of foreign exchange market,
118,120

foreign demand for domestic currency,
119

foreign residents not holding domestic
assets, 124, 126
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general equilibrium condition, 128-130

inflation equilibrium with balance of
payments, 135

J-curve problem, 142

lincar approximations, 142-151

momentary equilibrium in foreign
exchange market, 120

multiple equilibria and dynamic instability,
127-128

once-and-for-all sales, 122-123, 133-134

permanent increase in domestic demand
for foreign goods, 134-135

rational expectations equilibrium, 154

rational speculation in foreign exchanges,
135-137

short-run equilibrium in foreign exchange
market, 118-119

short-run equilibrium with no intervention,
120

unanticipated disturbances in, 137-138

unanticipated disturbances in foreign
exchanges, 139

Supply-side policies in supply constrained

economies, 415

Tariffs

Canada, currency devaluation and, 496

Canada, protection measures in 1976,
482-483, 493

categorics of world industry, 476

conceptual framework of model, 475,
477-478

Corden formula, 479, 492, 496

and devaluation of currency, 494-498

exchange rate exogeneity, 479

exchange rate flexibility, 493, 498

exports, effect on, 493

foreign tariff exogencity, 479-480

general equilibrium model, 472-472,
493

Germany, currency devaluation and, 496

Germany, protection measurcs in 1976,
484-485, 493

imperfect substitutability of domestic and
forcign goods, 492-493, 497

Japan, currency devaluation and, 497

Japan, protection measures in 1976, 487

model of world production and trade,
474-475

Netherlands, currency devaluation and,
497

Netherlands, protection measures in 1976,
488-489, 492-493
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nontraded goods, effective protection of,
480-481
price exogencity, 478-479
protection afforded by, 472-473,
498
ranking of industries, 493, 496-498
structure of protection in 1976, 481,
492-493
traded goods, 481
U.S., currency devaluation and, 497
U.S., protection measures in 1976,
490-491, 496
Taxation, 76-77
Technology/productivity trends
supply constrained economies, 404,
415-416
Tobin tax proposal, 76-77
Tobin’s ¢, 192-193
asset market equilibrium, 200
Trade balances. See Goods markets
Trade barriers
nontariff, 27
Yreasury Eurodollar transactions. See
Eurodollar market

Uniform preference model, assumptions of,
85
United Kingdom
current account balances as percent of
GNP, 74
Dutch disease, 223
international transmission models (see
Mark III model; Mark 1V model)
United States
current account balances and GNP
percentage, 73-74
current account balances and official
intervention, 68
current account balances and real interest
differentials, 74
Eurodollar deposits (see Eurodollar
market)
German/U.S. government debt, 66
imports by compared to OPEC imports,
181
interest rate differentials of Germany and
Japan compared, 71-72
intcrnational transmission models (see
Mark I11 model; Mark 1V model)
monctary growth, 92-93
OPEC balance of payments, 182-183
tariffs (see Tariffs)
Unstable intervention. See Intervention
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Volatility of aggregate price indices, 27
Volatility of exchange rates, 10, 32, 402
currency substitution model, 170-171

empirical studies, 171

flexible exchange rates, 158

spot exchange rates, 31

and stock market indices, 30
Volatility of gold prices, 13

Wage-price guidelines, 402

supply constrained economies, 404, 415
Wages

and consumer price index, 216

and exchange rate policy, 203

and oil prices, 211

OPEC wages, 203

unemployment and real wages, 216
Wealth

and appreciation of currency, 96

and demand for money, 259

and equity claims to capital, 206-207

and money demand, 61

oil prices and equilibrium distribution of,

206-207, 209, 211-212

risk-premium model, 65

and supply and demand for money, 96

transfer from foreign to domestic resi-

dents, 96

Wholesale price index

average absolute monthly percentage, 29

purchasing power parities, 29-30

Yen

appreciation, 1978, 95
depreciation, 1979-1980, 95
and oil prices, 95

Yen/dollar exchange rates (see Dollar/ycn

exchange rates)



