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We try to understand the relationship between 
New Zealand’s exchange rate and the wider 

economy... 
 

...and review the theoretical and empirical 
evidence. 

 
  

Presenter
Presentation Notes
So in this paper .... And we try to have a framework for understanding the relationship between the exchange rate and the real economy. 



Equilibrium

Exchange Rate

Misalignment / Overvaluation

Time

Cycle

Real Exchange Rate

Presenter
Presentation Notes
 We can summarise the fundamental / non-fundamentals components with a simple illustration. Equilibrium where RER tends to revert to over time.  But shocks can change this. ER fluctuates around this equilibrium.  Can be persistently over  / under – Misalignment / Overvaluation In addition , actual ER can be volatile day to day – short term volatility. Just simple diagram – in reality, change in Equilibrium may be gradual.  +  ER may overshoot when equilibrium rises. 



What do we mean by ‘fundamentals’ ? 

• We interpret fundamentals as shocks impacting the 
equilibrium exchange rate (eg export prices, productivity 
etc) 

 
• Different definitions of ‘fundamentals’ in different  

exchange rate models 
 
• Exchange rate is an asset price - may depend on actual 

and expected fundamentals 

Presenter
Presentation Notes
 Before going further, just clarify what we mean by fundamentals / non-fundamental shocks We use a broad definition of fundamentals – any disturbance which changes the equilibrium value of the ER Different defns of fundamentals in different models – covered in first part of paper.    EG PPP – relative prices, macro balance – adjustmentof current acc to equilibrium.  Some models fundamentals are unobservable.    Depends on time horizon. May also depend on expectations of fundamentals  - Asset price view of ER Relevant for commodity currencies – work by Rossi, Rogoff and Chen – changes in ER preceed changes in commodity prices
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Presentation Notes
 The real exchange rate can be measured in different ways.   Here are 2 measures.  Blue is  RBNZ measure, based on inflation adjusted TWIRed is based on CPI prices of non-tradable items relative to prices of tradables.TWI is more volatile, but both have appreciated by around 20% since mid 2000s 



Commodity Prices and Terms of Trade 
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 At the same time, there has been a large rise in our export commodity prices. Which has contributed to an improvement in the terms of trade.



Tradable and Non-Tradable GDP 
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 We can disaggregate GDP into TR and non-TR industries The split is not always simple, we can argue which industries are tradable  / which non tradable. BUT based on mtd used at RB and Tsy, since mid 2000s, NT has risen more than Tradables Vs in most countries and in much of literature, ER debate has focused on export-led growth (esp in Emerging market economies)



Some Possible Explanations 
• A shock to fundamentals has impacted the equilibrium 

real exchange rate, shifting resources from tradables to 
non-tradables  

 
• A non-fundamental shock has pushed the exchange rate 

above equilibrium,  cutting tradables activity and 
increasing non-tradables  activity 

 
• Exchange rate volatility has had negative impact on 

activity in the tradables sector  
 
•  The stories are not mutually exclusive 
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Presentation Notes
 So, how can we explain these facts?  And piece together the story connecting these variables? There are 3 possibilities... ...Different factors may have played roles at different times.



The Exchange Rate and the Wider Economy 
Exchange Rate Impact on Wider Economy 

Fundamental Shocks Non-fundamental 
Shocks  

Short-term volatility 

Composition of 
output (Tradables vs 

Non-Tradables) 

Long-run 
Growth 

Trade / Welfare 
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Presentation Notes
 So we need a framework to distinguish different aspects of relationship between ER and real economy. Look at theoretical and empirical evidence from NZ and overseas to understand it. So we summarise literature like this.   Lines show main focus in literature.  But could be other links too.  (Fundamental shock on trade)



Fundamental shocks and output composition 

• The Dependent Economy / Salter-Swan / ‘Australian’ 
Model 
 

• Real exchange rate (PNT / PT) adjusts after shock so 
supply equals demand for tradables and non-tradables 

 
• Model can be extended by splitting tradables into 

‘booming’ sector and ‘lagging’ sector 
 

• Used to study resource commodity booms (especially in 
Australia) 
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Presentation Notes
 So we start with simple theoretical framework for the impact of fundamental shocks on ER and real economy.   Most common framework is...



Fundamental shocks and output composition 
 • The impact of the resources boom works through two 

channels – 
– Spending Effect (some extra income spent on non-

tradables) 
 

– Resource Movement Effect (booming sector pushes 
up wages in all sectors)  
 

• Net effect: Real exchange rate is higher, non-tradables 
output uncertain 
 

•  Policy response: Allow smooth shift of resources between 
sectors 

Presenter
Presentation Notes
 In this model, no growth, no externalities or special features of tradables (apart from trade between countries). Allow resources to shift to benefit from higher purchasing power of exports.



Resource Boom effects on Exchange Rate and 
Non-Tradable Output 
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 We can summarise the effects in a simple supply and demand diagram for the non-tradables sector.   Start at A Jump in export commodity prices for booming sector Spending effect on non-tradables shifts Do to D1 Resource movement effect shifts So to S1 – Real ER higher, non-tradable output not clear.



Resource Boom effects on Exchange Rate and 
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 We can summarise the effects in a simple supply and demand diagram for the non-tradables sector.   Start at A Jump in export commodity prices for booming sector Spending effect on non-tradables shifts Do to D1 Resource movement effect shifts So to S1 – Real ER higher, non-tradable output not clear.



Resource Boom effects on Exchange Rate and 
Non-Tradable Output 
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 We can summarise the effects in a simple supply and demand diagram for the non-tradables sector.   Start at A Jump in export commodity prices for booming sector Spending effect on non-tradables shifts Do to D1 Resource movement effect shifts So to S1 – Real ER higher, non-tradable output not clear.



Tradable Industries Output Growth 
(2004Q1-2012Q3) 
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 So how well does this framework work for NZ? Dig into NZ tradable GDP. – we do find different patterns at industry level Decline driven by non-food manufacturing and exports of services  vs resource-based industries rising



Decomposing Tradables GDP  
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 So we can apply the Corden and Neary framework to NZ –  Decompose tradables into booming and lagging sectors Booming sector grown faster than non-tradables in recent years.



The Exchange Rate and the Wider Economy 
Exchange Rate Impact on Wider Economy 

Fundamental Shocks Non-fundamental 
Shocks  

Short-term volatility 
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output (Tradables vs 
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Presentation Notes
 Back to diagram So far, said nothing about productivity  / growth effects of shocks affecting ER – move on to next section of diagram.



Exchange Rate and Growth 

• Impact on growth could be from ‘Dutch Disease’ effects 
of fundamental shock or from over-valuation (non-
fundamental shock) 

 
• ‘Endogenous’ growth models have a link between 

exchange rate and long-run growth 
– ‘Learning by Doing’ 
– Knowledge spillovers across firms 
– Assumed to be larger in tradables sector 

  

Presenter
Presentation Notes
 ‘Dutch disease’ – commodity price boom pushes up ER and squeezes out sectors like manufacturing – as in Corden and Neary model we saw.... LBD – firms and workers more productive , the more they do a task. Processes become more efficient and streamlined Often also assume, when one firm discovers more efficient process, the knowledge spills over to other firms in the industry.



Exchange Rate and Growth – The Evidence 

• Exchange Rate Overvaluation – negative effect on 
growth 
 

• Dutch Disease and Growth – very little work done 
 

• Learning by Doing / Knowledge Spillovers: 
• International evidence very mixed 
• Large, persistent differences in productivity within industries 
• NZ evidence: Higher productivity in exporting firms, but from 

capital deepening, not from learning by doing 
 

• Policy: If  sectoral costs of high exchange rate outweigh 
benefits, offset upward pressure (eg tighter fiscal 
stance) 
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 So what’s the evidence on the relationship between the exchange rate and growth? Older literature – any misalignment (overval / underval ) is bad for growth.  More recently, focus on over val being bad for growth.  Less clear if underval is good for growth.



Estimates of NZ Dollar Misalignment 

Institution Measure Over/Undervalued?
IMF REER In range of +10-20%

Cline & Williamson 
(Peterson Institute)

vs. USD +15-20% (approx.)

vs. GBP +18% (approx.)
vs. USD +20% (approx.)
vs. EUR +15% (approx.)
vs. AUD +4% (approx.)
vs. JPY -11% (approx.)

RBNZ TWI In range of +1-10%

BNZ
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 What’s the NZ evidence for misalignment? Estimates vary, depending on framework and fundamentals Generally positive – suggest above equilibrium. 
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 Back to diagram So far, said nothing about productivity  / growth effects of shocks affecting ER – move on to next section of diagram.



Short-term Exchange Rate Volatility  

• Trade – Theoretical impact depends on ability to hedge 
risk and other factors 
 

• Welfare – Theoretical impact depends on firms’ pricing 
behaviour and other assumptions 
 

• The Evidence:  
• Little evidence of negative trade effect from volatility for 

most developed economies 
• But NZ evidence suggests negative impact on number 

of exporting firms and exports per firm  (Are sunk costs 
larger?) 
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Presentation Notes
 Finally, move onto final aspect of relationship of ER with real economy – short-term volatility. This can impact size of trade flows and the level of economic welfare.  But theoretical impact depends very much on assumptions. What’s the evidence?



Some Conclusions... 

• Relationship between exchange rate and real economy 
depends on the nature of shocks hitting the economy / 
exchange rate 
 

• Appropriate policy response depends on what is driving 
exchange rate and trading off costs and benefits (hard to 
measure) 
 

• Knowledge spillovers may be stronger in tradable industries, 
but solid evidence is hard to find 
 

• NZ dollar may be above equilibrium, but fundamental shocks 
may also have played a role in appreciation in recent years 

 
• NZ firms more sensitive to exchange rate volatility than 

overseas 
 

Presenter
Presentation Notes
 So, wrapping up, what can we say. Not  a simple or straightforward link exchange rate with real economy. Policy reaction is even harder to set out.  Depends on understanding size of spillovers between exporting firms.



...but also more questions 

• If fundamental shocks played a role in Tradable / Non-
Tradable split, what does that mean for rebalancing? 
 

• If tradable / non-tradable split partly due to higher 
commodity prices, how will this affect NZ’s potential 
growth? 
 

• Should we try to identify industries where spillovers are 
strongest, or focus on addressing other issues? 
 

• Do New Zealand firms have sufficient access to financial 
instruments to hedge exchange rate risk? 
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