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Some Definitions

Et : nominal exchange rate (price of foreign currency in terms of do-
mestic currency)

Qt ≡ EtP ∗t
Pt
: real exchange rate (relative price of foreign consumption

basket vs. domestic consumption basket)

St ≡
EtP ∗F,t
PH,t

: terms of trade (relative price of foreign goods vs. domestic
goods)
In logs:

qt = et + p∗t − pt
Some Evidence
- observed fluctuations in real exchange rates mirror nominal exchange
rate fluctuations (Fig1. and Table 1 CKM)
- price ratio evolves very smoothly (sticky prices)
- volatility of real exchange rates much larger under flexible exchange
rate systems ("Mussa puzzle")



Source: Chari, Kehoe and McGrattan (2002)
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The Role of Non-Tradables
Ignoring time subscripts:

p = ωpT + (1− ω)pN
= pT + (1− ω)(pN − pT )

Similarly (assuming identical weights):

p∗ = p∗T + (1− ω)(p∗N − p∗T )

Hence,

q = e + p∗ − p
= (e + p∗T − pT ) + (1− ω) [(p∗N − p∗T )− (pN − pT )]

= qT + (1− ω)[(p∗N − p∗T )− (pN − pT )]



The Balassa-Samuelson Model
- law of one price for tradables: qT = 0

- profit maximization: pN − pT = ψN − ψT = aT − aN
- similarly p∗N − p∗T = ψ∗N − ψ∗T = a∗T − a∗N
- assuming aN ' a∗N , it follows that

q = a∗T − aT

• Variations in real exchange rates reflect developments in the relative
productivity of tradables

• Convergence ⇒ real appreciation of lower income countries’cur-
rencies.



Evidence on Balassa-Samuelson (Engle)
Figure 2, Table 2 CKM

-much of the variability in real exchange rates mirrors that of tradables
real exchange rates

- nontradables are not an important part of the story

- Possible explanations:
(i) LOP but different consumption baskets ("home bias")
(ii) deviations from LOP (tariffs, transportation costs)
(iii) imperfect substitutability between domestic and foreign goods.







The Role of Monetary Policy

it = i∗t + Et{∆et+1}
which can be rewritten as:

et = (i∗t − it) + Et{et+1}
or

et+p
∗
t−pt = [i∗t−(Et{p∗t+1}−p∗t )]−[it−(Et{pt+1}−pt)]+Et{et+1+p∗t+1−pt+1}

or, equivalently,
qt = (r∗t − rt) + Et{qt+1}

Solving forward and letting limT→∞Et{qt+T} = qLRt we obtain

qt = qLRt +

∞∑
k=0

(Et{r∗t+k} − Et{rt+k})

or

et = (pt − p∗t ) + qLRt +

∞∑
k=0

(Et{r∗t+k} − Et{rt+k})
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