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This article provides quantitative estimates from an econometric
model of the output, price, interest rate, and exchange rate linkages
among a number of countries. The linkages are examined by
changing various policy variables and observing the resulting
changes in the endogenous variubles. The model is also used to
estimate what is called the “exchange rate effect” on inflation. One of
the ways in which monetary and fiscal policies may affect a country’s
inflation rate is by first influencing its exchange rate, which in tarn
influences import prices, which in turn influence domestic prices.
The model allows this exchange rate effect on inflation to be esti-
mated.

I. Introduction

This article provides quantitative estimates of the output, price, inter-
est rate, and exchange rate linkages among a number of countries.
The econometric model used for this purpose is described in Fair
{1981a), and the present article is an extension of this work. The
linkages are examined by changing various policy variables in the
model and observing the resulting changes in the endogenous vari-
ables. The results of ten experiments are reported: (1) an increase in
U.S. government spending, (2} an increase in the U.S. interest rate,
(3) an increase in German government spending, (4) an increase in
the German interest rate, (5) a depreciation of the German exchange
rate, (6} an increase in UK. government spending, (7) a depreciation

The research described in this paper was financed by grant SOCT77-03274 from the
National Science Foundation.

[ Jouirnal of Political Econvmy, 1982, vol. 90, no, 3]
© 1982 by The University of Chicago. All rights reserved. 0622-3808/82/9003- 0002501 .50

397



5()8 JOURNAL OF POLITICAL ECONOMY

of the U.K. exchange rate, (8) an increase in Japanese government
spending, (9) a depreciation of the Japanese exchange rate, and (10)
an increase in the price of exports of the oil-exporting countries.

The model is also used to estimate what will be called the "exchange
rate effect” on inflation. One of the ways in which monetary and fiscal
policies may atfect a country’s inflation rate is by first influencing its
exchange rate, which in turn influences import prices, which in turn
influence domestic prices. This is what is called the exchange rate
effect on inflation. In order to estimate the size of this effect one
needs a model linking monetary and fiscal policies to exchange rates,
exchange rates to import prices, and import prices to domestic prices;
the present model provides these links.

A complete list of the equations in the model, including all the
estimated equations, is presented in Fair (1981a, 19814). The first
paper contains all the equations except for those explaining trade
shares, and the second paper contains the trade-share equations. The
model is reviewed in Sections II and III of this article. If the two
discussion papers have been read, these two sections can be skipped.
This article is concerned only with the flexible exchange rate period,
though there is also a version of the model that pertains to the fixed
exchange rate period. The testing of the model is discussed in the
discussion papers, and no mention of this is made here. It perhaps
goes without saying that the results in this article should be inter-
preted with caution. It is hoped that they provide some insights into
the qualitative and quantitative linkages among countries, but further
tests of the model are needed before the results can be considered
anything other than preliminary. The results are based solely on
estimated equations and definitions: No adjustments to any of the
estimated equations have been made.

All exchange rates are in units of local currency per U.S. dollar.
This means that an increase in a country’s exchange rate is a depre-
ciation. When the phrase “depreciation of the exchange rate” is used
in this article, this refers to an increase in the exchange rate (and vice
versa for appreciation). “Dollar” always refers to the U.S. dollar.

II. A Review of the Model

The model is quarterly and contains estimated equations for 44
countries. Most of the equations have been estimated by two-stage
least squares. The basic estimation period is 19581-19801 (89 obser-
vations). For equations that are relevant only when exchange rates are
flexible, the basic estimation period is 1972I1-19801 (32 obser-
vations). The trade marrix contains data for 64 countries. The list of
countries is presented in the Appendix. The U.S. part of the model is
the model described in Fair (1976, 1980).
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The model differs from previous models in a number of ways: (1)
Linkages among countries with respect to exchange rates, interest
rates, and prices appear to be more important in the model than they
are in previous models. (2) There is no natural distinction in the
model between stock-market and flow-market determination of the
exchange rate, a distinction that is important in recent discussions of
the monetary approach to the balance of payments (see, e.g., Frenkel
and Rodriguez 1975; Dornbusch 1976; Frenkel and Johnson 1976;
and Kouri 1976). (3) The number of countries is larger than usual,
and the data are all quarterly. Considerable work has gone into the
construction of quarterly data bases for all the countries. (4} I alone
have estimated small models for each country and then linked them
together rather than, as Project LINK (see Ball 1973; Hickman 1974)
has done, take models developed by others and link them together.
The advantage of the LINK approach is that larger models for each
country can be used. The advantage of the present approach is that
the person constructing the individual models knows from the begin-
ning that they are to be linked together, and this may lead to better
specification of the linkages. It is unlikely, for example, that the
specification of the exchange rate and interest rate linkages in the
present model would develop from the LINK approach. Whether this
possible gain in the linkage specification outweighs the loss of having
to deal with smaill models of each country is an open question.

The basic theoretical model that has guided the empirical work is
discussed in Fair (1974). Individual agents in this model derive their
decisions from the solutions of multiperiod maximization problems.
These problems require that agents form expectations of the future
values of a number of variables. Even though the model is deter-
ministic, agents make expectations errors. They do not know the
complete model and must form their expectations on the basis of a
limited set of information (usually only the past history of a few
variables). These expectations errors lead at times to “disequilibrium”
in the labor, goods, and financial markets, and much of the modeling
is concerned with the effects of disequilibrium. Another important
feature of the modeling is making sure that all flows of funds among
the agents are accounted for. A two-country version of this model is
presented in Fair (1979). The idea for this version came from consid-
ering how one would link the single-country model to a model just
like it. Stock and flow effects are completely integrated in this model
because of the accounting for all flows of funds. This is the reason
there is no natural distinction between stock-market and flow-market
determination of the exchange rate.

There are a number of versions of the two-country model. The
verston that was used as a basis for the empirical work is the one in
which the bonds of the two countries are perfect substitutes, the
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short-term interest rates of the countries and the exchange rate are
determined by reaction functions, and the forward exchange rate is
“passive,” Whether this choice, which was partly dictated by data
availability, provides an adequate basis for constructing an empirical
model is an open question. No direct tests of the assumptions behind
this choice have been attempted. The choice has been indirectly tested
by examining how well the model explains the historical data.

Let R denote country 1’s interest rate, 7 country 2’s interest rate, ¢
the exchange rate (the price of country 2's currency in terms of
country 1's currency), and F the forward rate. The covered interest
rate from country 1's perspective on the bond of country 2, say r’, is
(e/F)(1 + ry — 1. If for R = v people are indifferent as to which bond
they hold, the bonds are defined to be perfect substitutes. In this case
arbitrage will insure that R = 7', and so one of the equations in the
model is

R = (efF)(1 +71)— 1. (1)
Write the reaction functions as
R=f...) (2)
r=fi(...0) (3)
e=Ffy...}, 4

where the arguments in the functions are variables that affect the
monetary authorities’ decisions regarding the interest rates and the
exchange rate,

The assumption that is most questionable in the choice of this
version is probably the assumption that ¢ is determined by a reaction
function, The aiternative assumption is that e is implicitly determined
in the model, with reserves taken to be exogenous. In practice there is
obviously some intervention of the monetary authorities in the ex-
change markets, and so this alternative assumption is also question-
able. The assumption that ¢ is determined by a reaction function may
not be, however, as restrictive as 1t first sounds. The monetary au-
thorities are likely to be aware of the market forces that are operating
on ¢ in the absence of intervention, and they may take these into
account in setting their target each period. If some of the explanatory
variables in the reaction function are in part measures of these forces,
the estimated reaction function may provide a better explanation of &
than one would otherwise have thought. Similar arguments apply to
the assumption that R and r are determined by reaction functions.

The assumption that F is passive means that it is determined by
equation (1): Given R, », and ¢, F merely adjusts to insure that the
arbitrage condition holds. In this case the forward market imposes no
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“discipline” on the monetary authorities’ choice of the exchange rate.
Again, however, if the monetary authorities take into account market
forces in the forward market operating on e and if the explanatory
variables in the reaction function for ¢ are in part measures of these
forces, the estimated reaction function for ¢ may not be too bad an
approximation. Given the assumption that F is passive and given that
F does not appear as an explanatory variable in any of the equations,
F plays no role in the empirical model. For each country it is deter-
mined by an estimated version of the arbitrage condition, but the
predictions from these equations have no effect on the predictions of
any of the other variables in the model.

The U.S. model is much larger than the models for the other
countries. The two key exogenous foreign sector variables are the
import price deflator and the real value of exports. When the U.S.
model is embedded in the overall model, these two variables become
endogenous. Since the U.S. model is discussed in detail elsewhere, it
will not be discussed here. All references to the econometric work in
this section pertain only to the non-U.S. part of the model.

There are up to 11 estimated equations per country in the
econometric model. These equations and their explanatory variables
are in the table below. (The signs in parentheses are the expected
signs of the coefficient estimates.)

Equation  Dependent

Number Variable Explanatory Variables
(1) Merchandise Short-term or long-term interest rate (—), GNP deflator
impores (+), import price index {—), GNP {+), lagged net toreign
assets (+), lagged dependent variable (+)
(2} Consumption Short-term or long-term interest rate (—), GNP (+), lagged
net foreign assets (+), lagged dependent variable (+)
(33 Change in Changes in GNP—current, lagged once, lagged twice,
investment lagged three times—(+}, lagged level of investment {(—)
4 GNP Final sales {+). lagged stock of inventories {—), lagged
dependent variable (+)
%); GNP deflator Import price index (+), short-tertn or long-term interest

rate (+), demand pressure variable (+}, lagged de-
pendent vartable (+)
{6} Nominal money  Short-term interest rate (=), nominal GNP (+), lagged

supply dependent variable {+}
(7b)  Short-term Lagged rate of infladon {+), lagged rate of growth of the
interest rate money supply (+), demand pressure variable (+),

change in net foreign assets (~), lagged rate of change in
the import price index—four countries only—(+), ex-
change rate—three countries only—{+), lagged de-
pendent variable (+}
(8  Long-term Short-term interest rates—current, lagged once, lagged
interest rate twice—{+ or —), weighted average of current and past
inflation rates (+), lagged dependent variable (+)
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Equation  Dependent
Number Variable Explanatory Variables

(9b) Exchange rate GNP deflator (+), short-term interest rate {—), demand
pressure variable {+), lagged change in pet foreign as-
sets (—}—all relative to the respective U.S. variables—
lagged dependent variable (+)

(10b) Forward rate Exchange rate (+), short-term interest rate relative to the
U.S. short-term interest rate (+)
(11} Export price GNP deftator {+), world price index {+), exchange rate
index {(+)

All expenditure variables are in real terms (1975 local currency).
Many of the variables are on a per capita basis. A “b” after an equation
number denotes that the equation was estimated only over obser-
vations in the flexible exchange rate period. Unless otherwise noted,
“lagged” means lagged one quarter. Explanatory variables were
dropped from the equations if they had coefficient estimates of the
wrong expected sign. Both current and one-quarter lagged values
were generally tried for the explanatory price and interest rate vari-
ables, and the values that gave the best results were used. Similarly,
both the short-term and long-term interest rate variables were tried,
and the variable that gave the best results was used. Data limitations
prevented all the equations from being estimated for all countries and
also required that shorter sample periods from the basic period be
used for many countries.

Lagged dependent variables were used extensively to try to account
for expectational and lagged adjustment effects. This procedure is
consistent with the treatment of expectations in the theoretical model,
where expectations are assumed to be formed on the basis of a limited
set of information. All the equations except (10b) and (11) were
estimated with a constant and three seasonal dummy variables. A time
trend was also included in a number of equations. In most cases the
functional form chosen was the log form. The demand pressure
variable is a nonlinear function of GNP.

The specification of the equations is generally consistent with the
theoretical model. An exception to this is the specification of the
consumpiion function, where income (GNP) is used as an explanatory
variable. If a household is choosing consumption and labor supply to
maximize utility, income is not the appropriate variable to use. This
procedure can be justified if households are always constrained in
their labor supply decision, and this is what must be assumed here,
Also, the investment equation is missing a variable that plays an
important role in the theoretical model and in the U.S. model,
namely, the amount of “excess” capital on hand. The transition from
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the theoretical model to the U.S. model is discussed in Fair (1976),
and this is a useful reference for the current transition as well.

Fquation (7b) is the interest rate reaction function, and equation
(9b} is the exchange rate reaction function. Although not noted
above, the U.S. and German short-term interest rates are explanatory
varizbles in a few of the interest rate reaction functions. Also, the
German exchange rate is an explanatory variable in the exchange rate
reaction functions of the other European countries.

There are nine definitions per country. The four most important
are (1) final sales equals consumption plus investment plus govern-
ment spending plus exports minus imports, (2} inventory investment
equals GNP minus final sales, (3) the balance of payments equals the
price of exports times exports minus the price of imports times
imports plus net transfer payments, and (4) net foreign assets equals
net foreign assets of the previous period plus the balance of payments
(i.e., the change in net foreign assets equals the balance of payments).

Trade shares are a function of relative prices. A total of 64 trade-
share equations were estimated, one per country, using a pooled
time-series—cross-section technique. Quarterly data from 19711
through 1979IV were used for these estimates. The share of country
s imports from country j is a function of country j’'s export price
relative to an index of all other countries’ export prices.

II1. Some Ceteris Paribus Effects in the Model

It is possible to get some idea of the properties of the model without
performing simulation experiments. In what follows a variable s said
to have a “direct” effect on another variable if it appears on the
right-hand side of the equation (either a stochastic equation or a
definition) explaining the other variable. Most endogenous variables
have at least an indirect effect on the other endogenous variables-—
either contemporaneously or with a lag of one quarter. Because of
this, it is difficult to explain the properties of the model in a very
systematic way. The following discussion is designed to try to give a
general idea of the properties without going into every possible indi-
rect effect. It should also be kept in mind that not all of the effects
operate for all countries. All interest rates referred to are short-term
rates unless otherwise noted.

Trade Effects among Countries

There is a standard trade multiplier effect in the model. An autono-
mous increase in GNP in country { increases the demand for imports,
which increases the exports of other countries and thus their GNP
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and demand for imports, which then increases the exports of country
i and thus its GNP, In short, exports affect imports and vice versa,

Price Effects among Countries

There is also a price multiplier etfect in the model. An autonomous
increase in country i's domestic price level increases its export prices,
which increases the import prices of other countries, which increases
their domestic prices, including their export prices, which then in-
creases country ¢s import prices and thus its domestic and export
prices. In short, export prices affect import prices and vice versa.

Direct Interest Rate and Exchange Rate Effects among Countries

As noted above, the U.S. and German short-term interest rates ap-
pear as explanatory variables in the interest rate reaction functions of
a few countries. The U.S. and German interest rates thus directly
affect these other countries’ rates. The German exchange rate ap-
pears as an explanatory variable in the exchange rate reaction func-
tions of the other European countries, and so it directly affects the
other rates.

Direet Effects within a Country

The short-term interest rate directly affects the long-term rate in the
term structure equation {eq. [8]). The short-term or long-term rate
has a direct negative effect on imports and consumption {eqq. [1] and
[2]) and a direct positive effect on the GNP deflator (eq. [5]). The
short-term rate has a direct negative etfect on the demand for money
and the exchange rate {(eqq. [6] and [9b]). (Remember that an increase
in the exchange rate is a depreciation of the country’s currency.)

The asset variable, which is the sum of past values of the balance of
payments and is a measure of the net asset position of the country
vis-a-vis the rest of the world, has a direct positive effect on imports
and consumption {eqq. [1] and [2]} and a direct negative effect on the
short-term interest rate and the exchange rate (eqq. [7b] and [9b]).

The exchange rate has a direct positive effect on the local currency
price of exports (eq. [11]) and on the local currency price of imports
(the equations involved in linking export and import prices). It also
has a direct negative effect on the dollar price of exports {(because the
coefficient estimate of the exchange rate in eq. [11], which is in log
form, is less than one). It has a direct positive effect on the short-term
interest rate for three countries {eq. [7b]).

The price of imports has a direct negative effect on imports (eq.
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1), a direct positive effect on the GNP deflator (eq. [5]), 2 direct
negative eifect on the asset variable (the balance-of-payments defini-
tion), and a direct positive effect on the short-term interest rate for
four countries (eq. [7b]). The price of exports has a direct positive
effect on the asset variable (balance-of-payments definition). The
GNP deflator has direct positive effects on imports, the demand for
money, the short-term and long-term interest rates, the exchange
rate, and the price of exports (eqq. {11, [6], [7b], [8], [9b], and [11]).

The level of imports has a direct negative effect on final sales and
the asset variable, and the level of exports has a direct positive effect
on these two variables (the final-sales definition and the balance-of-
payments definition). The level of final sales has a direct positive
effect on GNP {eq. [4]). Any deviation of GNP from final sales in a
period is absorbed by a change in inventories (inventory definition).
The stock of inventories has a direct negative effect on GNP (eq. [4]).

The GNP or the demand pressure variable has a direct positive
effect on imports, consumption, investment, the GNP deflator, the
demand for money, the short-term interest rate, and the exchange
rate.

Some Indirect Effects within a Country

It should be clear that there are very few unambiguous indirect
effects in the model with respect to sign. The signs depend on the
relative sizes of the coefficient estimates. It 1s useful, however, to
consider the likely signs of some indirect effects, even though these
signs are not necessarily logical consequences of the model.

Consider first the indirect effect of the exchange rate on GNFP. The
main direct effect of the exchange rate is on the price of imports, at
least in the short run. The price of imports has a direct negative effect
on imports, and the level of imports has a direct positive effect on
GNP. In other words, an increase in the price of imports causes
substitution from imports to domestically produced goods, which
raises GNP, The exchange rate thus has an indirect positive effect on
GNP through this channel (Le., depreciation increases GNP).

Depreciation also lawers the dollar price of the country’s exports,
which through the trade-share equations has a positive effect on the
other countries’ demand for the given country’s exports. Therefore,
depreciation also increases GNP through this channel.

Depreciation is likely to have a negative indirect effect on GNP
through a third channel. The likely inttial effect of a deprediation on
the balance of payments is negative. Depreciation raises the local
currency price of imports more than it does the local currency price of
exports, which, other things being equal, has a negative effect on the
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balance of payments. Depreciation also lowers imports and raises
exports, which has a positive effect on the balance of payments, This
latter etfect is, however, likely to be smaller initially than the price
effect, and so the initial net effect is likely to be negative. (This is, of
course, the “J-curve” effect.) A decrease in the balance of payments
decreases net foreign assets, which directly decreases imports and
consumption and directly increases the short-term interest rate. Al-
though the decrease in imports raises GNP, the decrease in consump-
tion and the increase in the interest rate lower GINP, and the net effect
is likely to be negative. Depreciation is thus likely to have an initial
indirect negative effect on GNP through this “asset” effect channel.

Depreciation has two main indirect effects on the GNP deflator, one
positive and one ambiguous. The positive effect is through the price
of imports, which has a direct positive effect on the GNP deflator. The
second effect is through GNP, If the net effect of depreciation on
GNP is positive, this will have a positive effect on the GNP deflator
through the direct positive effect of the demand pressure variable on
the GNP deflator. If the net effect of depreciation on GNP is negative,
the indirect effect on the GNP deflator is negative.

There are three main effects of the short-term interest rate on
GNP, one negative, one ambiguous, and one positive. The negative
effect is through consumption. An increase in the short-term rate
increases the long-term rate. An increase in the short-term rate or the
long-term rate decreases consumption, which lowers GNP. The am-
biguous effect is through the exchange rate. An increase in the
short-term rate has a negative effect on the exchange rate {an ap-
preciation), which has an ambiguous effect on GNP. The positive
effect is through imports. An increase in the short-term or long-term
rate lowers imports, which, other things being equal, raises GNP. The
consumption effect is likely to be the dominant one, and so the net
effect of the short-term rate on GNP is likely to be negative.

An increase in the short-term interest rate has three main effects on
the GNP deflator, one positive and two negative. The positive effect is
a direct one: The short-term or long-term rate appears as an explan-
atory variable in the price equation (eq. [5]). The first negative effect
is the likely negative indirect effect of the short-term rate on GNP and
thus on the demand pressure variable. The other negative effect is the
effect on the exchange rate: The exchange rate appreciates, which
lowers the price of imports, which lowers the GNP deflator.

IV. The Results of the Experiments

The results of the experiments are presented in tables I through 10.
The experiments were performed as follows. The estimated residuals
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were first added to the stochastic equations and treated as exogenous.
This means that when the model is simulated using the actual values
of the exogenous variables, a perfect tracking solution is obtained.
Each experiment corresponds to changing one or more exogenous
variables and running a dynamic simulation. The effect of this change
on an endogenous variable is the difference berween the predicted
value of the variable from this simulation and the actual value. All
experiments were for the 19761-19771IV period.!

All of the 44 countries for which there are estimated equations were
used for the experiments. The results for 15 countries and 13 vari-
ables per country are presented in the tables for the two-quarter-
ahead and six-quarter-ahead predictions. Except for the numbers for
the balance of payments, each number in the tables is the percentage
change in the variable (in percentage points) divided by something.
For the spending increases (tables 1, 3, 6, and 8) the divisor is the
change in government spending as a percentage of GNP (in percent-
age points).? Each number in these tables is thus the percentage
change in the variable induced by a 1 percent autonomous increase in
GNP of the country in which the policy change was made. For the
interest rate increases (tables 2 and 4) the divisor is the change in the
interest rate (in percentage points). The actual change in the interest
rates for the experiments was 2.0 percentage points, and so the
divisor was 2.0. Each number in these tables is thus the percentage
change in the variable induced by a 1.0 percentage point increase in
the interest rate. For the exchange rate increases (tables 5, 7, and 9)
the percentage change in the exchange rates was 10.0 percent and the
divisor was 1.0. Each number in these tables is thus the percentage
change in the variable induced by a 10.0 percent increase in the ex-
change rate. Finally, for the increase in the export prices (table 10} the
percentage change in the prices was 50.0 percent and the divisor was
1.0. Each number in this tabie is thus the percentage change in the
variable induced by a 50.0 percent increase in the export prices.

The numbers for the balance of payments are not in percentage
terms and have not been divided by anything. They are merely the
actual changes in the balance of payments corresponding to whatever
policy change was made. The balance-of-payments variables are in
units of nominal local currency, and so it is not readily apparent from
the tables how one country’s balance of payments changed relative to
another’s. For the most part it is unnecessary to know this to under-

! The model was solved using the Fair-Parke (1981} program. The approximate time
on the IBM 379-158 at Yale for one eight-quarter simulation was 3.5 minutes.

* Fach number in these tables is thus [{(§ 4 ~ ;04 3 J/(AG /Y )}, where ¥4 is the two- or
six-quarter-ahead predicted value of y 4 after the change, AG, is the change in govern-
ment spending in quarter ¢, and Yy is the actual value of GNP in quarter 1.
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stand the rest of the results. When it is necessary, the relative change
will be mentioned in the text. The main interest in the balance-of-
payments results for a country is the sign of the changes.

The following discussion of the results is somewhat loose. Refer-
ence is sometimes made to a change in one endogenous variable
“leading to” or “resulting in” a change in another endogenous vari-
able. This is not, strictly speaking, correct because the model is
simultaneous, but it does help give a general idea of the model’s
properties. Not all results in the tables are explained, and not every
possible indirect effect is noted. Emphasis is placed on the main
results and effects and, as the discussion progresses, on the results in
a table that are different from the results in previous tables. In what
follows, “GNP” and “income” are used interchangeably, interest rates
are always short-term interest rates unless otherwise noted, and im-
port and export prices are local currency prices unless otherwise
noted.

United States Spending Increase (Table 1)

The vesults of an increase in U.S. government spending on U.S.
goods are presented in table 1. The increase in spending increased
U.S. income, which in turn increased U.S. imports. This increased
other countries’ exports, which in turn increased their income and
imports. This is the trade mulplier effect. The increase in U.S.
income and prices led to an increase in the U.5. interest rate through
the U.5. interest rate reaction function. This offset some of the in-
crease in U.S, income that would otherwise have occurred. It also led
to an increase in some of the other countries’ interest rates, which in
turn offset some of the increase in their income that would otherwise
have occurred from the pure trade multiplier effect.

There are four main effects of the U.S. spending increase on the
exchange rates, three negative and one positive. The spending in-
crease raised U.S. output and prices relative to those of the other
countries, both of which have a negative effect on other countries’
exchange rates {an appreciation). The U.S. balance of payments fell
relative to those of the other countries (the balance of payments of
other countries generally rose), and this also has a negative effect on
exchange rates. The positive effect is the interest rate effect. The U.S.
short-term interest rate rose relative to other countries’ rates, and this
has a positive effect on exchange rates (a depreciation). As can be seen
in table 1, the net effect can go either way, For some countries, such as
Germany, there is a depreciation after two quarters {the interest rate
effect dominating) and then an appreciation after six quarters.

The changes in import prices are negative for countries whose
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TABLE 1

PERCENTAGE CHANGE [N THE VARIABLE AFTER TWO AND SIX QUARTERS TNDUCED BY A SUSTAIKED
1 PERCENT AUTONOMOUS INCREASE TN 1.S. REAL GNP (Initial Change in 1976I)

Short-Term
GNE Interest Exchange Tipore Honey

Real GNP Deflator Rake Rate Price Supply Imports
Country 2 6 2 & 2 & 2 ] 2 3 2 6 2 h
B.5. 1.43 L.39 .17 + 55 - 56 -R9 e e 06 58 =06 -,33 1.68 3.94
Canada .18 +55 A5 +56 222 60 -.00 L0 07 W51 -.16 =90 220 1.14
Japan «0D4 W12 =01 -,10 -.04 -.12 -« Rl -3.32 =75 =2.96 02 06 11 1.04
Austria S04 L1200 .8 ST =00 W03 W48 =.T7) .35 N7 W01 L1300 .03 W16
Belgium W02 S -0l 02 -0 16 07 ~1.0l N5 -.31 -.0n W00 07 -0
Demmark .03 N1 -0l -0 04 =010 -.03 -1.05 -.14 —42 L4 W03 09 +32
France .01 =07 -.01 =-.14 » 16 29 -.11 -1.89 .15 -1,31 02 24 035 «25
Germany .09 W14 L01 L 10 .14 «41 .15 -1.11 W3 -89 .05 -, 27 W08 ~.08
Italy 03 .21 -al .27 -.04 0 ~042 - -1.800 =033 -1.23 .01 L1705 L43
Netherlands .02 030 - 00 .01 <bh W87 .15 ~.95 .13 =30 -.41 .82 =03 W11
Norway 0% .14 -3 27 .05 .24 «22 —01 15 abh .05 .31 .05 .10
Sweden =09 26 .02 +36 <10 W43 =54 -.07 30 .59 »02 20 211 W11
Switzerlsnd .11 .23 «02 09 .09 .13 45 -1.18 <42 -39 -0 -.20 07 18
V.K. <06 10 200 =31 0 W02 =13 -2.23 -, 13 -1.69 .02 0L 08 23
Finland .05 P .03 W37 -00 .00 253 1.0 420 1.71 .02 -5t .02 .24
U.B. Alone 1.43 1.36 .16 .45 .56 .BR ... 00 Wp0 =07 -033 1.6 301

Long-Term
Interest Export Ralance aof
Consumption Inmvestment Rate Price Exports Paymente®

CodntTy 2 6 2 & 2 & 2 [ 2 [
7.5, 30 -.01 2.36 5.25 +1B <41 .08 42 L08R .65 478,273 -974.289
Canada «00 .03 L1850 b4 07 .27 W04 W32 1.32 2.66 112,891 180.431
Japan 00 .13 .01 L1500 L. e =053 =2.23 44 .92 23.349 34,381
Auatria .02 .87 06 .15 e vea £ 29 =41 .15 P 3 .123 -.335
Belgium .02 <07 .02 =11 -.on L0802 .03 - 55 «13 +34 509 ~1,479
Deamark 020 .01 .03 .01 -.01 -.03 -.0B -.50 .20 ~40 042 -.016
France LS00 -05 01 -09 W04 12 w12 ~.93 0 ,13 .20 126 .324
Germany .01 .04 .19 .29 04 L1804 -019 19 £35 -, 048 2574
Italy 020 .19 07 W52 -0 -1l -,12 -1.34 0 .19 .39 11,4886  -16.737
Netherlsnds ~-.03 -.1& .02 .04 0B .26 .13 ~-.78 .12 .41 070 -.124
Norway 02 <05 e es 01 06 .15 -0 .17 «5% 005 -.111
Sweden S04 .15 .08 «21 .01 10 JA2 +15 =30 .56 —. 048 ~+028
Switzerland -.00 405 -25 77 .03 .10 07 -.27 +31 234 -002 018
UK. .04 .15 WOh .0% 08 -.60 ~.00 ~a76 =21 .20 14.092 i08.09%
Finland W02 .23 +05 .37 N - Ah 39 .13 «51 2.962 —64 . 447
9.5, Alene .31 02 2.35 5.18 .16 <40 .07 A2 00 00 —=461.178 -964.537

*Chun.ge is sbsolute change, oot percentage change, In units of local currency.

exchange rate appreciated. For most of these countries the fall in
import prices led to a fall in the GNP deflator. In other words, the
U.S. expansion generally led to a fall in inflation rates in those coun-
tries whose exchange rates appreciated. This exchange rate effect on
inflation (through import prices) tends to dominate the pure price
multiplier effect that would exist if exchange rates were fixed.

The balance of payments fell for some countries. If a country’s
exchange rate depreciates in response to the U.S. expansion (the
interest rate effect dominating), then, as noted above, the initial effect
on the balance of payments is likely to be negative (the J-curve effect),

The results at the bottom of table 1 are for the U.S. model alone. In
this case the rest of the world is exogenous. The results show that the
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properties of the U.S. model are not very sensitive to the treatment of
the rest of the world. The increase in the GNP deflator is somewhat
less in this case, which is due to the fact that U.S. import prices did not
rise. In the complete model 1.8, import prices rose because of the
general depreciation of the U.S. dollar.

United States Interest Rate Increase (Table 2)

For this experiment the U.S. interest rate reaction function is
dropped and the U.S. interest rate is taken to be exogenous. The re-
sults of an increase in the U.S. interest rate are presented in table 2.
This increase lowered U.S. income and imports and led to a gen-
eral contraction in world income and exports (trade multiplier effect).

The interest rate increase also led to a depreciation of the other
countries’ exchange rates. The depreciation of the German exchange
rate after six quarters, for example, was 3.63 percent. This deprecia-
tion was also due in part to the increase in the U.S. balance of
payments relative to those of other countries. The depreciation led to
an increase in other countries’ import prices and then to their GNP
deflators. The U.S. interest rate increase thus led to a general increase
in other countries’ inflation rates through the depreciation of their
exchange rates. The U.8. inflation rate was little changed: The posi-
tive direct effect of interest rates on inflation was offset by the nega-
tive effects on inflation from the fall in U.S. import prices (due to the
appreciation of the dollar} and the fall in U.S. income.

The balance of payments of some countries (other than the United
States) increased. In these cases the change in export revenue (export
price times exports) was greater than the change in import costs
{import price times imports). In all cases export prices rose and
exports fell, and in almost all cases import prices rose and imports fell.

The results at the bottom of table 2 for the United States alone
again show that the properties of the U.S. model are not very sensitive
to the treatment of the rest of the world. The increase in the GNP
deflator is greater in this case because import prices did not fall.

German Spending Increase (Table 3)

This experiment corresponds to an increase in German government
spending on German goods. As in the U.S, case, it led to a worldwide
increase in exports and income. The increase in income led to a fairly
large increase in the GNP deflator after six quarters (1.87 percent).
This increase and the increase in income led to a large increase in the
interest rate through the reaction function (3.02 percentage points
after six quarters). The negative interest rate effect on the exchange
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TABLE 2

PERCENTAGE CHANCE 1N THE VARIABLE AFTER TWO ANP SIX QUARTERS INDUCED BY A SUSTAINED 1
PERCENTAGE POIKT INCREASE TN THE 0.8, SHORT-TERM INTEREST RATE (Initial Chanpe in 19761)

Short-Term
GRP Interest Exchanpe Import Haney
Real GNP Deflator Rate Rate Price Supply tmports

Ceuntry 2 [ 2 6 2 1] 2 & 2 6 2 6 2 6
T.8. =.42 -1.61 06 40 1.00 0 1.00 s w15 &G - 48 1,37 .40 -2,11
Cacada -.09 -.66 .07 W15 58 .88 <03 08 -.01 =16 =55 -2.06 ~-.08 ~-.9]
Japan =02 =13 00 .07 .01 L1l .34 2.59 28 2.34 =01 -.06 -.04 -.6)
Augfria W07 -84 L1600 W8 LD 00 1.BE 4,12 L9989 1.6 .06 .32 -.08 -.24
Relgivm L1000 W06 W07 L3800 .06 L07 1.2 3.01 M4 1,560 .01 12~ 14 .65
Penmark -.05 -.39 -.01 -0 -.06 -.28 63 1.89 ~.06 25 L0 =011 W02 -L14
France .00 .01 010 .1% 0 L4185 L80 2,98 31 1.59 ~-.0% ~.41 -9 ~.65
Germany PLEL A 03 .26 .24 W46 1.36 3.63 1.04 2.61 -.1b -.4B -.02 -.57
Italy -0 -.35 .01 «36 N6 +B1 «56 2.84 12 1.57 =-.01 -.27 -.0& ~.5&
Netherlands -.07 -.38 02 .17 e #651 1,12 3.07 68 I1.66 -.B7 -.7B -.20 ~.B89
Norway -.04 -,20 -,02 .09 .05 .02 Y2 1.77 .12 17 -0l -09 0 -.04 -u25
Sweden a8 0 .13 090 .83 L34 .81 173 3,40 1.25  1.82 .00 .23 .07 ~.4D
Switzerland .25 .93 .07 .62 .23 .43 2.96  7.16 2.4  5.41 -.16 -.57 ~.14 -.43
K. -03 -.12 00 16 -.00 -.01 .57 3.56 .25 2.60 -.01 02 =04 =28
Finland L0200 -.01 .09 67 -0L 03 1.72 5.34 1.00 3.45 .03 449 -.13 -L49
U.5. Alone ~.41 =1.52 07 .14 1.00 1.00 arn aew 00 M0 - 48 -1.34 —o40 —2.11

Tong-Term

Interest Export Balance of

Censumpticon Investment Rate Price Exparts Pavments*

Country 2 6 2 6 2 6 2 [ 2 6
1.5, =.52 =1.539 .55 «3.,96 .24 .49 .05 W05 -0E7 0 -.89 0 292,688 1519.244
Canada =11 -.56 =-.87 -.33 .19 .40 .07 L5 =040 =2,17 0 —47.51% -217.929
Japan -1 =10 -.00 =11 L2200 1.7 19 -89 20,645 94,284
Austria L85 -.01 <06 .07 - e 1.22 2.R82 .00 e 271 .728
Belgium .05 .05 W07 0B 01 N3 .62 1.72 -.07 =65 -R01 2.339
Denmark ~03 =29 =08 -.53 -0l -6 30 .92 -.09  -.83 118 J150
France =01 -06 -0 W02 L1000 W31 .38 L.A6 -.0F ~.45 <178 T4
Germany -.04 -.27 .08 -.30 .07 200 .28 B0 L34 -.08 —-. 48 =2.028
Ttaly =02 -.28 -.07 -.B3 0L .17 .36 1,94 .16 ~.69 28.986 94,506
Netherlands -.11 -.48 -.08 -,41 .14 +26 .93 2.5 -.14 -.83 231 -B73
Horway -.03 -.14 Py .ee 01 N2 .63 1.55 -.1i6 -.81 -142 -394
Sweden W06 L0900 .07 L0085 L7000 W45 1.17 23 -.19 -.137 -. 336
Switzerland -.03 W15 .58 2.88 08 .29 .85 2.24 a7 - 50 ~.172 ~. 482
T.K. -02 =16 -.02 -.09 -.00 01 «18 1.19 -.10 —.24 =21.137 -340.3D&
Finlard L1 .03 02 0L e ies 144 4,59 -.08 -.63 57.422 RA.B57
U.S. Alone aen sar =253 -3.77 .24 49 06 »15 00 00 290,646 1716.370

*
Change iz sbaolute chanpe, not percentage change, in units of local currency.

was larger than the positive price and balance of pavments effects in
that the German exchange rate appreciated. The German exchange
rate has a positive effect on the exchange rates of the other European
countries, and this resulted in an appreciation of the other European
rates. For a few countries, such as Italy, the appreciation resulted in a
fall in the GNP deflator (through the fall in import prices).

German Interest Rate Inerease (Table 4)

For this experiment the German interest tate reaction function was
dropped and the German interest rate was taken to be exogenous.
The results of an increase in the German rate are presented in table 4.
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TABLE 3
PRERCENTAGE CPAKGE IN TFE VARIARLY AFTER TWO AND SEX OUARTERS INDUCER BY A SUSTAINED
1 PERCENT AUTONOMOUS TNCREASE TN GERMAN REAL COKF {Initial Change in 1976I)
Short-Term
GNP Interest Exchange Inport Money
Real GNP Def lator Rate Rate Price Supply Impstts
Country 2 [ 2 [} 2 [ 2 [} 2 £ 2 6 2 [
W5 02 SN2 01 04 N1 .02 e i 10 -0 -0l .01 02
Canada L2 <4 ] .06 (4] 02 -.00 .00 .06 07 -.00 -.01 202 07
Japan 03 N L b L A (] .01 08 L05 .01 05 =00 »04
Austria 220 37 -.02 .09 .01 .12 -89 -.08 =32 +36 .05 £ 22 .37 .42
Relziue L6 LB4 =02 13 220,50 .68 06 -033 L34 unl -,03 0 W60 64
Nenmark .19 A0 00 .11 (33 26 - 4R .03 .05 -39 L1t .22 W15 W15
France .21 <42 -0 -.07 A6 1059 -.63 ~.34 -, 29 =09 -.04 -.59 ] .29
Cermany 2.26  2.21 .29 1.R7  1.29 3.m2 -.9% —-.0% =07 06 + 56 24 2,78 2,21
Italy L19 LJhd =uNE =018 =11 =017 -.4S -.50 -.1a "-.28 .05 L35 .21 .74
Metherlands .51 .43 W01 L10 L3 WB2 - 0B -.06 -.44 L20 =10 =18 76 LB6
Morway 120 .14 N4 6N LS RL33 ~a0 -0 —06 =300 L0 L35 L0484 -4l
Sweden e 18 MO ] W25 LRE =13 ~82 0 -4 -5 -0 =07 .06 ~,18
fwitzerland .12 .31 D00 .05 =01 A4 -8R 07 .46 L3801 -0b W29 W8T
U.K. .10 .13 0 =,03 Nial 03 -840 - 49 20 .34 .04 08 14 .27
Finland .15 24 02 N7 LY 01 =37 “. 41 -05 ~.03 W06 -33 .20 38
long-Tern
interest Export Balance of
Consumption Investment Rate Price Exports Payments®
Country 2 [ 2 [ ? [ 2 [ 2 (]
LU S0 -lpl 03 .18 -(W) .01 01 .04 .29 <33 38.908 68,5456
Canada 00 .01 02 .03 BLy Ml .00 .08 »13 .13 4,066 1.795
Japan .01 Ik .01 .10 . L -.0L «20 «22 7.175 6.218
Austria W12 .22 £ 27 Jhh e are 58 —.N3 «B7 W00 - 00z -.171
Belgium 200 .26 «27 W48 L0200 .11 =38 07 .07 .93 -525 —. 472
Denmark W13 .3t .21 .57 201 W06 -, 24 .03 .57 - 56 -.009 -.048
France -06 .17 227 .75 10 W54 -.3) - 37 ] .70 <247 .212
Cetrmany .83 87 5,10 4.31 36 1.24 =07 w71 .01 .13 ~1.071 -.622
ftaly 07 .31 3R 1,240 -2 =08 =030 -L37 .79 6% 14,.R32 ~23.718
Nerherlands .25 .33 .57 AR .DT 0 L22 -2 -.03 1.24 1.0% 039 -.{41
Norway 03 =18 aee ey NG 233 -.36 -.61 + 54 Nt =026 075
Sweden 04 .12 -0f .15 <04 15 - 18 =11 .35 .22 096 L 204
Bwltzerland .05 .20 2R W96 -.00 W02 =025 05 .52 .68 .022 —. 046
U.K. OB 14 ¢TI 1 B > B o R B R S S ¥ 4 £37 12.088 23.959
Finland 07 22 -13 33 e e =30 -.32 A 241 ~15.995 «28&.681
*Chan;ze {8 shsolute change, not percentage change, 1o units of local currency.

This increase lowered German income and imports and led to a
general contraction in world exports and income.

The relative increase in the German interest rate and balance of
payments led to an appreciation of the mark, which led to an appreci-
ation of the other European currencies. The price deflator of Ger-
many and of most of the other European countries was lower because
of the appreciation and of the fall in income.

German Exchange Rate Increase (Table 5)

For this experiment the German exchange rate reaction function was
dropped and the German exchange rate was taken to be exogenous.
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TABLE

4

PERCENTAGE CHANGE IN THE VARTABLE AFTER TWO AND SIX QUARTERS INDUCED BY A SUSTAINED 1
PERCENTACE POINT INCREASE IN THE CERMAN SHORT-TERM INTEREST RATE (Initial Change in 19761)

Short-Term
GNP Interest Exchange Import Honey
Real GNP Deflator Rate Rate Price Supply Impatts
Country 2 6 2 [ 2 6 2 3 2 [ 2 6 2 [
.5, SO0 =.03 020 W16 W0 W02 L. vee 219 97 00 .00 =202 =20
Canada 01 .02 L0000 .08 N1 W06 =00 -.02 o BT ean =06 000 -05
Japan fus -04 00 W01 00 .02 -2 =21 .05 218 .00 .03 .01 -.04
Austria -.14 -.,49 -.10 -1.02 L0000 =07 -1.85 ~6.%4 —.BY -3.12 -.06 -.62 -.03 -.43
Belgium -.35 -1,25 -.11 -84 -,21 -.95 -1.35 -5.8] ~.91 -3.26 -.02 -.77 -.03 -.31
Denmark =1t =27 ~.01 -1 =0z .21 .95 ~3.85 ~.21 -1.06 -.06 -.53 -.0% -.40
France -.13 -1.06 ~.01 -0 41 .12 -1.23 ~5.91 ~.60 -3.50 -.12 -.78 .06 -.1d
Germany ~.37 -.99 -.04& —.61 L.0D 1.00 ~1.91 ~7.07 -1.54 =-5.51 -1,26 -2.73 ~,§7 -2.76
Ttaly -.07 -1} -2 -.53 -.06 -.BO -.R} -4.90 .25 ~2.63 ~.00 .09 -.03 -.07
Netherlands -.21 -.70 -.03 -.52 ~-,1R =-.97 ~1.57 -$.05 ~-.97 =-3.63 -.00 =-.03 -.09 -,46
Worway 00 07 D4 -31 A5 .73 -.65 2.1 -.02 -.14 01 25 -.08 -.45
Sweden ~a0f —.28 Az -.12 W19 -0l -1.20 —4.33 -.80 -1.7F -8 -.29 .18 ~.52
Switzerland -.19 -1.25 -.03 =-.47 =-.03 -.25-1.89 -8.02 -1.16 -5.28 .01 17 =23 -1.17
VK. ~.Q4 =32 ~.0L ~.30 -.00 -5 -.82 -3.66 ~.43 ~4.146 ~u01 - 2R -.05  -.46
Finland =00 -.12 01 -2 .01 £06 - 74 476 0L ~1.77 0 .01 -023 -2 -1l
Long-Term
Interest Export Balance of
Consumption Tnvestment Rate Price Exports Payments®
Country 2 2 6 2 [ 2 & 2 f 2 &
1.5, —.00 -.06 00 =05 000 .01 .02 .15 85 17 -B5.370 ~531.831
Ganada L0 -0 0 LGl Bl W02 0 07 0% S04 -1R,916 -133.422
Japan 000 .01 200 13 cen =a01 =13 W05 19 =2.372 -14.143
Austria .08 ~.34 .21 .6l cee 1,22 =484 =34 -1,06 =600 -1.954
Belgium -.18 =-,81 -.25 -1,1% ~.02 =.19 «,87 -3.4F «.35%5 ~1.04 ~1.941 -3.078
Denmark -.07 =21 - 11 =038 -.00 .05 -,48 -1,99 -.22 =72 ~.151 =408
France -.05 =.%7 =47 -l.70 W30 L -39 <3002 -.26 -1.03 —.404 —.544
Germany -.45 ~3.10 -.83 =2.10 .31 .49 .40 1,72 -4l ~1.57 2.037 5.211
Ttaly =00 W11 -7 -.33 01 «u21 -u54 -3LA0 -01F 0 - 63 =75.356  =346.601
Netherlands -.0% +».52 «.24 «~.76 -.03 ~.29 -1,30 -5,13 =-.30 -.80 -.363 -1.229
Norway -4 -.15 06 200 -.57 -2.47 -020 =003 -.167 . 72R
Sweden -.02 -.14 -.05 -.23 04 01 -.28 -1.13 -.2% -1.00 111 -146
Switzerland ~.05 =-.54 =—,4% =3.55 -.01 =-,12 -,55 =2.62 =~.,5) =~1.%7 046 377
U.E. =02 -.14 -.0L =23 -.00 -.03 -.26 -2.02 -.13 -1,14 23,827 413,528
Finland 00 -1 -0 =013 ves v =uBl =404 =03 - 12 -I0.883  -334.640
*Change i1a absolute change, not percentage change, in unlts of jocal currency.

The results in table 5 are for an increase in the exchange rate of 10
percent (2 depreciation}.

It was argued in Section 111 that the initial effect of a depreciation
on the balance of payments is likely to be negative, and this is the case
for Germany in table 5, even after six quarters. The depreciation led
to an increase in GNP. As noted in Section III, the effect of a
depreciation on GNP can go either way. In this case the negative
effect from the fall in the balance of payments (the asset effect) was
more than offset by the positive effects from the rise in the price of
imports and the relative fall in the price of exports. The depreciation
of the German exchange rate led to a decrease in the U.S. GNP
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TABLE 5

FERCENTAGE CHAKGE IN THE VARIABLE AFTER TWQ AND SI¥ OUARTERS TNDUCED BY A SUSTATKED I
PERCENT INCRFASE IN THE GERMAN FXCHANGE RATE (Pepreciation) (Initdlal Change in [9761)

Short-Term
GNP Interest Ezchange Import Monay
Real GNP Deflator Rate Rate Price Supply ImpoTte
Country 2 & 2 £ 2 6 2 & z ] 2 & 2 [
a8, -.03 05 =~ 12 =36 -.04 -.05 Py 00 .96 -1.42 -0 -0l .12 .39
Canada -6 =06 -.04 =227 -.D4 .13 .01 W05 ~054 ~.93 .82 A4 -.02 »06
Japan =07 =17 a0 =06 01 =00 W14 .33 -,25 -.25 -.03 .12 204 .02
Austria A0 =002 292 2.10 a3 05 F.81 9.90 4.25 4.07 340 1,19 -.1% 04
Belgiom 1.15 W65 L0 1,73 .85 60 8,13 7.94 4.55 3,74 .15 .68 —.60 -.73
Penmark 41 -a500 W16 W36 J1B 0 -uRS 5,340 5,57 1.41 I.2g W16 .73 -.28 .40
France A8 1063 L15 I.36 0 W75 1.8 T.38 10.7Y 4,02 6,92 -.07 .26 -.62 -.24
Germany W72 .20 .37 1.3 LS8 1.28 1o.00 An00 .79 7,130 .21 .07 .91 .52
Ttaly -.13 -.pf 19 2,27 A7 2.A8 5,32 10,74 2.25  T.1? .06 -1.14 -.20 -1.57
Netherlands .34 .06 .29 1,15 230 <45 B.A% 8.57 5.21 4.63 W17 50 —.47 -.66
Korway -.18 -.32 -,10 03 -,14 -0 3.05 4.08 ~.07 W16 -.19 -.23 -,15 -.i2
Sweden .12 W31 M9 1.02 +35 JAR8 5.16 6,27 1.91 2.1% .02 <40 A -a24
Switzerland .83 2.13 .2I 1.37 2R .56 10.83 13.45 HK.6? A.36 -.13 -.56 .40 .87
UK. .08 W25 05 1,20 -0 W10 5.36 13.89 3.35 11.38 .03 T4 .08 .22
Finland ~.16 -.05 .03 1.04 -.04 -.11 A.80 10,57 1.04 5.76 -.16 B3 ~.35 5%
Long-Term
Interest Export Balance of
Consumpticn Investment Rate Price Exports Paymente¥®
Country z € 2 & 2 b 2 6 2 6 2 6
.8, +03 215 -.05 W04 -,02 ~-.05 -.11 ~«35 -.57 -.72 121,254 146.629
Canada =.00 W02 =05 -,06 ~0l -D6 =03 -.25 =29 -.14& 39.711 85.448
Japan -0 ~.08 .03 -19 ... .09 221 -4 -.53 ~4.,703 -.782
Austria . .28 .03 33 -.08 ave ... B.AB 6.89 .33 =43 1.280 1.180
Belgium .66 .56 .58 .69 .12 23 4,52 .75 »25 =51 3.194 6.367
Denmark .19 -.32 232 -.54 03 =20 2.60 2.72 +19 -.28 1281 <160
France .14 83 £63 2,92 .17 67 3,54 5.36 W41 .28 +353 —-.604
Germany .23 -39 1.62 .25 .16 .56 2.05 2.54 1l.46 1.03 -3.517 -2.246
Italy ~.14 ~1,01 =.27 -1.67 .13 -87 3.51 7.60 .24 -.27 101.246 248.632
Metherlanda .21 233 -39 -07 .07 380 7.60 7.27 =22 -1.07 g 817
Korway = 10 -, 23 S0 OO =82 -0l 2.68 3.57 -.67 -.91 2421 .5h4
Sweden .05 .1% W11 .23 W05 .23 1.25 0 1.93 0 .39 .29 -.117 027
Switzerland .20 .96 1,94 5,92 08 .35 3.04 4.32 1.82 1.48 =194 —.350
He¥e .03 -.28 201 222 -00 211 1.69 4.90 .32 1,71 -152.676 -—671.156
Finland -.0% .03 ~,15 ~.08 ... ... 396 9,00 -.56  -.70 186.903 184,915

*Change is absolute rhange, not percentage change, in units of local currency.

deflator. This was due to the fall in the U.S. price of imports, which
was due to the general appreciation of the dollar.

United Kingdom Spending Increase (Table 6)

This experiment corresponds to an increase in U.K. government
spending on U.K. goods. In the German case in table 3 the increase in
spending led to an appreciation of the mark because of the large
relative increase in the German interest rate. In the U.K. case in table
6 the increase in spending led to a depreciation of the pound. The
U.K. interest rate did rise in response to the U.K, expansion, but the
negative interest rate effect on the exchange rate was dominated by
the positive price and balance-of-payments effects.
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TABLE &

PFRCENTAGE CHANGE IF TFE VARIARLE AFTER TW) AND SIX QUARTERS INDUCED BY A SUSTAINED
1 PERCENT AUTCNCMOUS INCREASE IN U.K. REAL ONP (Initial Change in 19761}

Stort-Tern
et Interest Excharge Tmpott Moniey
Real GRP Neflator Rate Rate Price Supply Tmports
Country 2 3 ? ] 2 [ z b 2 3 2 & z 6
.5, 01 M3 -00 -0l L0000 .01 e e =02 =07 -0 -.000 W01 .06
Canada -02 D50 .00 B2 =00 -.00 60 QL1 =01 =08 00 .03 020 W12
Japarn 01 N4 w00 w01 +01 -.02 00 07 00 .05 L00 02 00 .02
Austria «03 07 01 -.02 +00 02 —-.04 =.22 =04 .17 .02 =04 08 .14
Belgium 1§ SR U) B ¢ B S W07 —ufé -u18 -l =270 W00 01 16 .33
PDenmark »29 A1 01 =05 02 =17 -04 -.15 ~-.0R ~.33 .15 17 .18 .52
France 09 .15 L0002 00 02 -.03 —a17 =04 =22 .01 07 07 W27
Germany .09 14 .01 LA7 04 .13 =05 ~-. 22 -.00 ~«28 N2 D4 10 .18
Icaly 08 .12 -.00 -.06 -.03 -.06 -.02 -.15 -.02 ~.1f .01 .0% .05 .23
Netherlands .15 .13 02 ST o)) L1500 .19 -.04 -, IR -,05  -.28 .03 .06 .21 .3z
Norway W22 200 =01 -.04 N2 -0 -0l - 07 =04 =20 14 .13 .25 )
Sweden W17 Jda =00 =08 -0l -8 .M -und -0 -L22 060 L1900 W16 L33
Switzerland .OR .10 W01 .n2 L0000 =01 ~i03 -.15 ~-.Dk -.36 <0 .02 .15 -33
K. l.65 1.25 06 .98 W16 W43 70 3.26 =70 3.27 JEB O 1.08 2.54 2,30
Finland .15 +23 ALl .0l -.00 .01 -0l 07 =04 -.26 0h « 27 23 -53
long=Term
interest Fxport Balance of
Congumprion Investment Rate Price Exports Payments®
Country 2 & 2 @ 2 a 2 6 2 L] 2 &
1.3, <0 A1 N2 S8 00 g0 -0 w1 .16 24 45.079 79.524
Canada 09 03 <02 S04 =00 -0 00 .02 .17 .18 16.692 18,694
Japan -0 A3 =08 04 P ra .00 04 L0% .15 3.94L A.157
Austria =03 M L7 0 ew er =03 - 14 .21 P25 L0353 -037
Belgiom DB .10 08 W1 -01 A -ang ~.10 .26 -6 £375 704
Penmark 16 i 27 W07 O -84 .02 ~.08 A4 .55 068 040
France O30 .00 2 29 Lo Wl -0 -u09 .26 .30 L151 130
Germany L03 08 - 20 .28 Nl .05 -0l —.02 .21 .25 108 245
Italy W12 R L10 W32 -.01 -.03 -1 -.11 .21 .27 11.219 5.791
Netherlands .07 L1200.1Y 0 Wis 03 0 -3 - 1E 0 34 .38 -035 -083
Norway .13 .18 wan s 0T o B L N —.06 .92 1.q0 .068 075
Swedan W08 W11 .10 A1 -0 -2 0D -.03 Wh5 .52 0B85 D89
Switzerland .07 .10 .18 A3 00 -.00 -.00 0 -04 .23 2R 2013 029
I.K. 1.n8 .62 1.41 .91 3,19 26 1.35 0 .27 L0 218, 7RR ~382,145
Finland 07 W22 =13 LAz wer ces =00 ~.0h .30 .52 17.573 16.685

*Change ig absolute change, not percentage change, io units of local currency.

The other European exchange rates appreciated relative to the
dollar, though only slightly. This is due primarily to the balance-of-
payments effect on the exchange rate. The European countries
benefited more from the UK. expansion than did the United States
with respect to the increase in exports, and so their balance of pay-
ments improved more.

United Kingdom Exchange Rate Increase (Table 7)

For this experiment the U.K. exchange rate reaction function was
dropped and the U.K. exchange rate was taken to be exogenous. The
results in table 7 are for an increase in the exchange rate of 10 percent
(a depreciation).
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TABLE 7

PERCENTAGE CHANGE TN TRE VARTABLE APTER TWO AND STY OUARTERS INDUCED BY A SUSTAINED 10
PERCENT INCREASE IN THE U.K. EXCHANGF RATF (Depreciation) (Initial Change in 1976T)

Shori-Term
GNP Interest Exchanpge Import Money

Real GNP heflator Rate Rate Price Supply Imports
Country 2 & 2 [ 2 6 2 ] 2 [ 2 b 2 L
1.5, 00 .02 -04 -9 -0l -u0l 00 L0000 -20 -~ 28 -0 -.00 =06 .11
Canada -0l -00 -.02 -.08 -.02 -.03 0N W01 =23 =24 .01 050 .02 07
Japan 02 -.02 00 -0 O L0 06 N8 -04 -02 -0l -.02 .01 00
Austria -6 -.0% =07 -,18 -0l -.03 nz WL - 27 -26 -4 -, 13 -n2 -0l
Belgium =16 =il =unf —L24 =20 =026 —ind -2 =57 -.53 -2 050 .05 .15
Renmark -e2l =73 - 10 -840 =34 -s0 -,130 -19 -92 -84 W04 -JAD L300 L33
¥rance =08 =21 =03 -11 -.07 12 M3 =06 -.36 =43 =01 -09 04 -.06
Cermany =06 =06 =02 -,08 -,04 -.10 .05 WOZ 0 ~eZf 0 =030 w01 -0R -un? -.03
Italy =06 =10 =04 -.13 .05 =06 02 =03 -,27 -,29 - -.03 -.02 -.02
Netherlands -.06 -.05 =-.N3 -,17 -.08 -.11 N2 010 -.42 =51 .20 -,03 -.02 01
Norway 200 =12 =07 =23 =015 -,200 .05 08 -.58 0 -5l -8 -,31 .08 .09
Swaden =06 =12 -.07 -39 -,15 -.42 27 W24 -8R -85 02 =11 L0300 L6
Switzerland .07 .37 ~.03 -.17 «.06 ~.12 ~.02 +.13  —.B0 - B8 <03 L 14 04 .0f
LR, A2 =15 W48 2,13 07 L1535 10,00 10,00 9.96  2.35 .39 1.24 (B8 -.66
Finland -.06 —,17 -1 ~-.28 -0l -2 -0l -1 -.75 =90 -8 -.36 08 00

Long-Term
Interest FExport Balance of
Consumption Investment Rate Price Fxporrs Payments*

Country 2 ] 2 6 2 [ 2 [ 2 [
V.5, «01 04 =200 05 - 00 -1 -0 -8 =07 -.08 60,629 23,397
Canada 00 D2 =0l =00 -.01 =02 =02 —.08 W00 L0 27.579 18.121
Japan =01 -0 =01 -3 L. ves Nd 05~ 09 -.06 - 737 970
Austria e 1 Y 1L N ves o =ul =04 -100 - 14 V147 167
Belgium ~.06 A2 -.12 .13 -.02 .07 -.05 -.08 ~.09 ~.16 1.774 1.227
Tenmari =12 ~.86 .21 1.4 .06 —.15 -.0R -.15 .02 —.2% .136 102
France ~.03 =12 =11 =39 -0l -6 -0l -08 -7 -ul4 +263 4354
Cermany “2 ~.00 ~-.12 -1 -l -08 - 0n =03 - 0% ~.14 170 112
Italy =11 ~,03 -8 -2 -0l -.n3 -.0) ~.08  -.10 -.13 22.333 16.989
Ketherlands -.03 W07 =f? - 05 -2 w08 Wl -02 -De -u16 +136 L152
K¥orway W03 =01 . 00 =02 -u06 04 WSO8 L1700 =33 .133 DAL
Sweden =01 =06 =01 = 1F -as -uin 02 <14 L0 =00 + 137 L0357
Switzerland ~.00 -.05 -.17 =-.85 -.12 -.0&8 -.03 -, 15 -0 -,14 L0073 +0B7
oW .27 =L.1n .56 =15 .3 W21 30330 4,29 2,11 1.77  -602.75% —4Bl.566
Finland -3 -11 -5 =21 aan eea =04 -.12 L00 -.18 48.R12 58.345

*
Change L5 absolute change, not percentage change, in units of local currency.

In this case the depreciation led to an initial rise in GNP and then to
a fall after six quarters. This is contrary to the German case in table 5,
where there was still a slight rise after six quarters. Unlike in the
German case, the effects on the other European exchange rates were
slight. The depreciation led, as in the German case, to a decrease in
the U.S. GNP deflator, though the effects in the UK. case were
smaller.

Japanese Spending Increase (Table 8)

This experiment corresponds to an increase in Japanese government
spending on Japanese goods. The interesting result in this case is that
the increase had only a small effect on the rest of the world. The
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TABLE B

PERCENTAGE CHANGE I THE VARTABLE AFTER TWO AND SIX OBARTERS INDUCED BY A SUSTATNED
1 PERCENT ACUTONOMOUS INCREASE IN JAPANESE REAL GNP {Inicial Change in 1978I)

Short-Tetm
GHP Interest Exchange Import Money

Real GNP peflatox Rate Rate Price Supply Tmpotts
Country 2 ] 2 f 2 & 2 & 2 6 2 6 2 &
.8, 000 W01 -0 -0l =00 L00 . see =N =07 =00 =000 .01 .03
Canada L0 01 =00 =00 -.00 .00 W08 01 -p1 -0z o0 .00 W00 .03
Japan 1,18 2.34 .01 .1 JS20 W16 .25 1,110 .25 1.10 51 1,78 .24 .68
Austria =00 =00 =00 D0 .00 -.00 00 07 —.00 01 =0 ~.00 L0 =00
Belgiun -0 0L -0 -00 =00 -.00 00 M6 =00 01 -.00 L0 -.00 01
Denmark =00 W00 =00 -0 -00 =01 00 M5 -0 -0 08 00 000 01
France L0000 01 .00 -0 -0 L0l .00 W09 ~.0n L05 =00 -.80 .00 -.00
Germany —-00 01 -0 =00 00 01 00 09 =00 =015 -0 00 -.00 .01
Italy “on .00 -, 000 W00 -p0 0L .00 W08 -.0n Q4 ~00 .00 00 .00
Setherlands -.00 .00 -.00 -.00 -.00 .01 00 06 -.00 L0 -.00 -0l -.000 00
Norway 00 W00 -0l .01 -0 -0l 0 W03 ~.01 -.05 -.00 -0 000 .0l
Sweden -00 .01 =00 -.00 -.00 -.00 00 L7 -u0n 03 00 L0 Wg0 0L
Switzerland .00 02 .00 . —aD 00 .00 1L o0 O -0 -0 00 03
UK. -.00 AL -0 00 00 L00 00 PLLE £03 —.00 .00 -.80 02
Finland ~.0n 00 - 00 =00 00 -.00 L40 206 00 W01 —.00 —.00 .00 -.00

Lang-Term
Interest Export Balance of
Cengurption Investment Rate Price Exports Fayments#

Country 2 & 2 & 2 & 2 [ 2 6
.5, 00 .l -00 O3 =00 .00 -.00 -0l .02 .08 18.418 40,624
Csnada 00 L0000 W01 =00 —00 .00 00 .02 .07 2.576 9.527%
Japan .32 l.1¢ .51 Z2.87 ., W17 .80 .03 .12 ~10.9R4  -37.917
Austria =00 -.00 -.00 -0 P e .an L0500 .00 .0l 002 027
Belgium =00 01 =00 A0 00 =00 00 -n3 L0 »01 021 .16
Denmark S0 wlon 00 W00 -00 -.00 -.00 .02 .01 .02 02 006
France PRSLONY o5 SN+ s I ¢) RN, 4] LS00 =00 .03 00 .02 .0n2 L0208
Germnarny =00 00 0N 02 =00 LN o0 L0200 .00 .03 004 =001
Ttaly 000 =00 M0 L0 =00 .00 -.00 il ) .01 $212 3.15%5
Netherlands ~.00 .60 —.p0 .00 -.00 0D .00 03 .00 00 L1032 013
Norway 00 .00 ea ae. =00 =00 00 02 00 01 006 -015
Sweden 00 .00 JH0 W01 -0 00 .00 L1 .00 03 .00L -004
Switzerland .00 .01 S0 W06 -0 00 00 .02 01 A 001 -00t
i =00 .01 -,00 Lol -.00 W00 -.00 W02 .00 .03 .621 607
Finland =00 -0 -0 =00 L., P ] .05 L1 .01 248 3.956

*Change is absolute change, not percentage change, in units of local currency.

increase in Japanese imports was fairly small, and so there was a small
trade muluplier effect. The increase in imports was small in part
because of the increase in the price of Japanese imports relative to the
GNP deflator. This led to a substitution away from imported goods.
The increase in the price of imports was due to the depreciation of the
ven. Unlike the German case (but like the U.K. case), the exchange
rate depreciated in response to the expansion: In this case the positive
balance-of-payments effect dominated.

Japanese Exchange Rate Increase (Table 9)

For this experiment the Japanese exchange rate reaction function was
dropped and the Japanese exchange rate was taken to be exogenous.
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TABLE 9

PERCENTAGE CHANGE TN THE YARIARLE AFTER TWO AND SIX OUARTERS TNDUCED BY A SUSTAINED 10
PERCENT INCREASE IN THE JAPANESE EXCHANGE RATF {Depreciation) {Tnitial Change in 13761}

Short-Term
GNP Interest Fxchange Import Monevw
Real (NP neflator Rate Rate Frice Supply Imports

Coankry z 13 2 ] 2 ] 2 ] 3 & 2 [ 2z [
V5. —.n1 L0 -0 -, 10 —.p2 -.03 pee 1 =70 -.00 -.00 .09 .17
Canada =04 -.07 -.02 -.12 -.01 -.D4 W01 N3 -al9 -a30 L0 03 -.02 -,07
Japan .36 .98 .07 W08 .15 ~.04 10,00 10,00 9,97 9,91 .13 .73 -1.90 -3.87
Avatrila =03 =6 =01 ~u04 —000 .02 13 31 =04 .10 =01 -.05 -.03 —,05
Belgium -5 =06 ~.0L -0 =05 -.13 .1z 42 .04 04 -.00 03 ~-,05 -.03
Tenmark “.07 =15 -0l =05 -n3 -2 ey .38 =08 =06 =03 -.07 -2 -0
France -.03 -.02 .00 02 -0 .02 S1R 72 .05 -39 .01 =02 -02 -.12
Germany -4 =03 =01 -0 -2 -.04 .20 y:ts 04 .31 -.01 W0 -.05 ~.03
Ttaly 03 =07 =00 07 W2 .13 .15 W64 -02 L33 -,01 -.08 =03 .12
¥etherlands «.05 «.04 ~Nl -.n2 -,06 -.08 .1l 49 -.06 41 .02 .03 -0 .08
Horway w13 DR -,10 -.19 -.0B -.14 03 W24 =.42 =43 -,0% - 1% -.02 W02
Sweden =03 -4 -0 -.0% .03 ~.05 W14 253 -.02 14«01 - 0% -.04 —-.03
Suitzerland -.05 -.08 -0 -.03 -.01 -.03 .19 0 =0 L2600 .00 07 -.08 -4
Pk =06 -4 —,0F -.01 -.00 -.01 0% 256 wuNE W23 -z =03 -.07 =07
Finland - 04 =09 =02 .04 -.00 -.01 06 A48 =13 .01 -02 -12 -.04 =11

Lang~Term

Tnterest Export Balznce of

Congumption Tnvestment Rate Price Exports Payments ¥

Cauntry 4 3 2 13 2 a 2 & 2 6 2
n.s, N2 N7 -2 -0 -0l =03 -,07 -.19 -.31 -.59 76.804 -1.875
Canada -0 -0l -.03 —06 -0 02 -0l -1 =200 =029 5.691 5.811
Japan N2 239 10 103 e v BLAN &.,40 -R7 .78 =5{1,505 62.755
Austria =01 -3 03 =07 rea e 07 .35 -0 -.14 048 220
Belgium ~.03 N3 g =06 -0 <03 .06 21 =10 =-.15 .319 1.095
pPenmark -5 =017 —.nR -.21 -0 -un3 W0 212 =15 - 20 L011 039
France -0l =02 =05 =05 ~.00 <10 06 2R —,09 -.08 004 L08R
fermany -0l -0l ~.08 -0 -.01 -.02 W02 1D =08 -u0f =000 -, 127
Italy - -.07 -05 -.17 0D TR W39 -.120 =015 1.078 18,909
Metherlands -.02 020 =05 =08 =01 .03 .08 .40 =11 -8 «041 2122
Norway -.01 -0l Ve P 1 A 1) K11 LR =015 =20 .082 L1z21
Sweden -0 -3 -03 -3 -0 -0l .02 WOR - 11 =a11 L0108 —. 008
Swirzerland -.02 -.05 —.12 -.29 —-,00 -.02 k) P B +N06 011
Ho¥. —-01 -3 -04 -0 -.00 -.01 02 L1500 a8 =15 5.127 =7.1i4
Finland .02 .07 -.0d -l a vea N4 L35 —.12 -.18 8.233 27 .99

*Change 15 absolute change, nat percentage change, in units of local currency.

The results in table 9 are for an increase in the exchange rate of 10
percent (a depreciation).

In this case, as in the German case, the depreciation led to an
increase in GNP. The dominant effect on GNP in the Japanese case
was the substitution away from imported goods due to the increase in
the price of imports relative to the GNP deflator. Japan is the only
main country in the model for which the import price index is not an
explanatory variable in the equation for the GNP deflator (eq. [5]). No
effects of import prices on domestic prices could be found in the
Japanese case. An increase in the price of imports in Japan thus
corresponds to a larger increase in the relative price of imports than is
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TABLE 1D

PERCERTACE CHANGE IN THE VARIABLE AFTER TWQ AND SIX OUARTERS INDUCED BY A SUSTAINED S0 PERCERT
INCREASE IK THE PRICE OF EXPORTS OF THE QIL-E¥YPORTING COUNTRIFS {Tnitial Change in 19761}

Sharc-Term
GKE Interest Exchanpn import Money
Real GNP peflator Rate Rate Price Supply Topores

Cauntry 2 6 2 [} 2 6 Z & 2 @ 2 f 2 3
r.8. =30 -1.16 1,22 2.%¢ .25 02 e aea 9,98 10,80 .03 .21 -1.89  -4.33
Canada -.19 -1.12 233 1.0 44 B0 -l —L71 4,420 3,59 -037 -1.76 =TS -3L4R
Japan 03 .41 .81 2.91 1.91 2,39 1.47  5.05 22.R4 28,38 .06 1.51 —4.31 -12.8B
Austria W02 -.07 +50 oAb 404 W07 ~1.37 -6.29  1.85 -.83 .12 W29 —42 -.53
Belgium —04 -.5% .26 W58 W41 W65 =1.12  -4.R0 2.0R 1.35 S04 -.53 -.99 0 -2.17
Denmark .13 0 .12 47 L7 1.54 =1.92 0 -4 ,47 .91 1.0l -,27  -.40 -2 ~1.83
Trance a7 94 W46 1,89 a1 .79 -1.6%  -5.26 A.61 4.18 10 JF2 =1.47 -1.Q0R
Germany —.40 -.51 <10 08 -2 -021 ~L.A7 0 -h30 3.AR -4 ~.15% -.33 .44 -1.19
Ttaly - 24 «51 0 1.33 5.06 2.44  Z.31 -u40 ~1.600 9,70 11,32 - 31 -1.03 =1.40  -4.25
Netherlands .13 -1.24 243 1,28 JA2 -, 88 ~1.20 -5.28 5.96 3.A3 10 T =102 =285
Norway -.13 -,17 7R 140 .58 300 -.500 ~2,43 3,11 2042 Wh2 L0440 . 79 -1.57
Sweden =17 .20 .14 .5t +58 W39 ~2,25 -0 1,31 -1.76 - 11 -0 013 ~.95
Switzerland -.27 .71 .03 -.44 S04 =,25 -2,91 1018 -1 11 —-6,24 -.03 W11 -.ae -.1R
U.K. =30 =71 L3272 1.30 -.01 - 32 -.94 -5,51 7,15 2,34 ~,0l L3R -850 -2.0%
Finland 10 22 A5 1,08 PRIl 17 —Ba =510 3.4 2.0% W20 1.1z -leR -1.14

Long-Tetm

Interest Export Balance of

Congumptfon Investment Rate Price Exports Fayments*

Country 2 & 2 & 2 A 2 6 2 & 2 A
1.5, =&5 =1 .44 - 42 -2 .91 .11 321,10 2R3 -.83 =79 —I043.053 -2213.703
Canada =12 -85 - 15 w90 .15 LA4n + 2R 291 =1.8% ~4.99 -5BN.AZM —HL1Z2.397
Japan -6l -1.69 01 W23 P PP 1 .44 .73 =00 =10119.925 -613.189
Austria A0 =32 -5 1R s var —a74 =3.96 -5 - 54 ~1.476 ~1,831
Relgium .15 ~1.61 =-.N3 -,358 .03 LT =031 -2L4k =90 =1u0] =10.627 ~14.010
Denmark 06 48 .12 A0 =17 AT -ub4 =2.16 -0 -1.26 - 281 =567
France W17 .35 W54 1.R4 «19 J3% -731 <2018 - 64 -.R0 -AL471 —h,.RE7
Germany -8 -4% ~.93 ~l.00 -1 -uPE - 75 =124 77 - 21 ~1.07% =154
Italy w50 «,85 -.51 A2 .51 1,322 .12 39 -84 AT 060986 -RRD.074
Netherlands -.08 -2, 58 -13 ~-1,35% 08 W04 -9n -4.09 -, 73 -.92 =2 .546 -2.301
Norway ~12 -84 . ea na L2800 -Ldh <2012 -.83 0 -1.77 ~.73l ~.950
Sweden ~.06 -.13 -.14 ~-.15% N9 14 -.48 -1.4A1 =70 -1.1R —.527 n27
Switzerland -.11 =-.,41 =-.62 -2.79 FLUSEE S LU I T S S A - 17 ~n27 2295
|19% ~u37 =1.8% -.16 ~.R2 Nl 07 =12 -1,04  -.52 39 -725.347 -2D4.003
F¥inland 05 -.01 .09 <27 . <es —a56 =3.01 -, 4R ~. 46 ~326.393 -471.727

*
Change is shsolute change, not percentage chanpe, in units of local currency.

the case in other countries. This is the main reason for the larger
Japanese substitution response. The effect on the Japanese balance of
payments was initially negative, as expected, but by six quarters the
effect was positive. This is also due primarily to the Japanese substitu-
tion away from imported goods. The depreciation led, as in the
German and U.K. cases, to a decrease in the U.S. GNP deflator.

Fncrease in the Price of Exports of the Qul-Exporting Countries {Table 10)

The oil-exporting countries in the model are Algeria, Indonesia, Iran,
Iraq, Kuwait, Libya, Nigeria, Saudi Arabia, United Arab Emirates,
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and Venezuela, The price of exports is exogenous for these countries.
The experiment corresponded to a 50 percent increase in the price of
exports of all these countries,

This experiment approaches, if not exceeds, the aggregation limits
of the model. There is no specific treatment of oil in the model other
than the fact that almost all of the exports of the cil-exporting coun-
tries are oil. If the ability of countries to substitute away from oil is less
than it is for other goods, the model has not adequately captured the
effects of oil price changes. In particular, the degree of substitution
implicit in the trade-share equations may be too high for oil. The
trade-share equations were thus not used for this experiment, and the
shares were taken to be exogenous. This may underestimate the
degree of substitution possible, but it is probably closer to the truth
than is the other case. At any rate, because of this problem, the results
of this experiment should be interpreted with considerable caution.

Different countries were affected quite differently in this experi-
ment. The exchange rates of all countries except Japan appreciated
relative to the dollar, This is due in large part to the generally larger
decrease in the U.S. balance of payments relative to the decreases for
the other countries. The price of imports rose for most countries, as
expected, though part of the increase that would otherwise have
occurred was offset by the appreciation of the exchange rates. The
increase in import prices led to an increase in the GNP deflators, and
so there was a general worldwide increase in inflation.

The GNP fell for many countries. This was due in part to the
increase in the interest rate in many countries (because of the increase
in inflation and the decrease in the balance of payments) and in part
to the decrease in net foreign assets (because of the decrease in the
balance of payments). There was, in other words, both a negative
interest rate effect and a negative asset effect on GNP. Imports fell for
all countries because of the increase in the price of imports relative to
the GNP deflator. For some countries this substitution effect was large
enough to lead to an increase in GNP.

Although not shown in the table, the balance of payments of the
oil-exporting countries rose substantially, as expected. This increase
in net foreign assets then led to an increase inimports of the countries
for which there are import equations (Iran, Libya, Nigeria, Saudi
Arabia, and Venezuela). In some cases these increases were quite
large. The six-quarter-ahead increases for Iran, Nigeria, and Saudi
Arabia, for example, were 28.6, 27.6, and 56.9 percent, respectively.
These increases were not, of course, large enough to offset completely
the increases in the balance of payments of these countries (and thus
the decreases in the balance of payments of the oil-importing coun-
tries).
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TABLE 1l
ESTIMATED EFFECTS OF MONETARY AND FISCAL POLICIES ON INFLATION THROUGH THEIR EFFECTS
ON EXCHANGE RATES (Results Are for the Country Initiating the Policy)

531

1976 1877 1976 1977
I I I I 1 IO W 1 has hisd v 1 11 111 w
U.$. Spending Increase (Table 1) U.S. Interest Rate Increase (Table 2)
GNP deflator:
a .07 W17 .28 .38 .46 .55 .63 .70 .04 .06 .05 .05 .05 04 W00 ~.03
b .07 L6 .26 .34 L4l W47 .52 .57 .05 .07 .09 .11 .13 .15 .16 .18
¢ .00 WO .02 .06 .05 W08 11 14 -.0L -0l ~.04 -.06  -.08 ~.11  -.16 -.21
Price of imports:
a -.01 W06 .17 W19 LA2 .58 .72 .86 -.09  -.15  -.26 ~.36 =48 ~.60  ~,77 -1.01
b .00 0L .03 .05 .09 .13 .15 .18 L0l .02 .03 .04 .05 .05 .05 .05
c -.01 L05 0 W16 .26 033 W45 LS7T .67 ~.10 -.17 -.27  -.38  -.50  -.65 -.82 ~-1.06
Real GNP:
a 1.02  1.43 1.61 1.67 1.59 1.39 1.17 .97 -.13  -.42 -1.34 -1.61 -1.85 -2.08
b 1.02  1.43 1.61 1.66 1.59 1.3R 1.17 .97 ~.13 -,42 ~1.32 ~-1.59 -1.83 -2.06
c .00 .00 .00 .01 .00 .01 .00 .00 .00 .00 .02 -.02  -.02  -.02
German Spending Increase (Table 3) German Interest Rate Increase (Table 4)
GNP Deflator:
a 00 229 .66 1.06 1.46 1.87 2.24 2,58 .00 -.04  -.12  -,24 -.40 -.61 -.87 -1.16
b .00 WAL .72 1.5 1,57 2.00 2,36 2.67 .00 ~.00 -0l ~.00  ~.00 =00 -.00 =.00
c W00 -.02 -0 -.09 -.11 -.13 -.12 -.09 .00 -.04 - 11 =26 -.40  -.61  -.87 -1.16
Price of imports:
a “e53 -7 =71 -u55 =030 W04 W45 .94 -.81 ~1.54 ~2.42 ~3.38 ~4.3¢ -5.51 -6.65 -8.01
b .00 000 .01 0L .02 .03 .03 .04 ~.00 W0 —00 -.00 -.00  -.00 -.00 =-.00
< ~.53 =77 =72 ~.56 =232 .01 .42 .90 -.81 -1.54 -2.42 -3.3R -4.39 -5.51 -6.65 -8.01
Real GNP:
a 178 2,26 2.36 2.33 2.31 2.21 2.10 1.96 -.25 -.37  -.49  -.64 -.R1 -.99 -1.,16 -1.33
b 1.82 2,33 2,43 2,38 2.33 2.20 2.04 1.79 -.17  -.19  -.20  -.21  ~.26  ~.29  ~.33  -.32
e =06 =07 =07 -.05 -.02 .01 DA .15 -.08 -.18  ~.28  ~,43  -.55 =-.70 -.83 -1.01
Exchange rate:
a ~64 =95 —.91 .74 -.46 -.05 .46 1.1 —.99 ~1.91 -3.00 —4.21 -5.61 -7.07 -8.63 —-10.43
U.K. Spending Increase (Table 6) Japanese Spending Increase (Table 8)
GNP Peflator:
a .03 L0616 .26 .40 W58 TR .98 .00 .01 .02 .04 .07 .11 .15 .19
b .03 W06 .10 W16 .21 .26 .32 .37 .00 .01 .02 S04 .07 11 14 .19
e .00 W00 W04 200 L1832 .46 L6l .00 .00 .00 .00 .00 .00 .01 .00
Price of imports:
a .01 L7000 1,27 2,01 2.81 3.27 3.48 3.68 .10 .25 42 .62 .85 1.10  1.32  1.52
b .00 L0 .00 W01 .01 0L .02 .02 .00 .00 .00 .00 .00 .00 .01 .01
c .01 W70 1,27 2.00 2.80 3.26 3.46 3.66 .10 .25 .42 .62 .85 1.10  1.31  1.51
Real GNP:
a 1.28  1.65 1.69 1.63 1.46 1.25 1.16 1.07 .78 1.18 1.51 1.85 2.12 2.36 2.56 2.72
b 1,28 1.61 1.62 1.52 1.32 1.12 1.09 1.06 .78 1.17 1.49 1.82 2.07 2.27 2.47 2.60
c .00 04007 11 W16 L1300 .07 .01 .00 .01 .02 .03 .05 .07 .09 .12
Exchange rate:
a .01 270 1.27 2.0 2.0 3.26 3.46 3.66 .10 .25 43 62 W86 1.11  1.33  1.53
Note,--a = h rates d b o= h rates c=a=~>5b

V. Estimates of the Exchange Rate Effect on Inflation (Table 11)

Exchange rates have an effect on domestic inflation in the model
through their effects on import prices. The 10.0 percent depreciation
of the mark in table 5 resulted in an increase in the German GNP
deflator of 1.63 percent after six quarters. For the U.K. results in table
7 the increase was 2.13 percent. In the case of Japan, as noted above,
the price of imports does not directly affect the GNP deflator, and so
for the Japanese results in table 9 there was little change in the GNP

deflator.
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The question considered in this section is how much of the change
in inflation that results from a monetary or fiscal policy change can be
attributed to the change in the exchange rate that results from the
policy change. Estimates of this exchange rate effect on inflation are
presented in table 11. The results in the a rows are from the experi-
ments discussed in the previous section. The results for all eight
quarters of the prediction period are presented in table 11 for the
particular variables. For the results in the b rows the same experiments
were performed except that all exchange rates were taken to be
exogenous, Exchange rates, in other words, were assumed to be fixed.
The difference in the two rows for a given quarter for the GNP
deflator is an estimate of the exchange rate effect on inflation for the
quarter. The ditferences are presented in the ¢ rows.

The estimates in table 11 vary considerably across countries. Con-
sider, for example, the effect of the spending increases after eight
quarters and consider the ratio of the ¢-row value to the a-row value.
This ratio is .20 for the United States (.14/.70), —.03 for Germany
{—.09/2.58), .62 for the United Kingdom (.61/.98), and .00 for Japan
(.00/.19). The effect for the United Kingdom is large because the
pound depreciated more than did the mark and the yen. The mark,
as noted in the previous section, actually appreciated for the first six
quarters. The initial sign of the exchange rate effect for Germany is
thus negative (although the size of the effect is small). The size of the
effect for Japan is small because of the lack of a direct effect of import
prices on domestic prices.

The exchange rate effect for the interest rate increases is much
larger. All of the fall of the GNP deflator for Germany is attributed to
the exchange rate effect, When exchange rates are exogenous, there
is essentially no effect on the GNP deflator of the German interest
rate increase, whereas when exchange rates are endogenous, the
effect after eight quarters is —1.16 percentage points. For the United
States the effect after eight quarters is .18 in the exogenous case and
—.03 in the endogenous case, for a difference of —.21.

VI. Conclusion

The results in this article give a fairly good indication of the prop-
erties of the model. It is clear that the linkages among countries are
complicated and that there are few unambiguous effects with respect
to sign. This is true not just in principle but alse in fact. Depreciation,
for example, increases GNP for Germany and Japan but decreases it
for the United Kingdom after six quarters (tables 5, 7, and 9). Also, a
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spending increase leads to an appreciation in Germany but to a
depreciation in the United Kingdom and Japan (tables 3, 6, and 8). A
spending increase in the United States has noticeably different effects
on different countries (table 1). It should also be noted that the
exchange rate reaction functions have much more importance for the
transmission of price and interest rate shocks than of spending
shocks,

The results in general show the importance of the price, interest
rate, and exchange rate linkages among countries as well as the usual
trade and output linkages. They thus suggest that models that are
primarily trade linkage models are not likely to be very realistic.
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A ppen dix

Countries IN THE MobDEL

Country Local Currency Country Local Currency
1. United States U.5. dollars (mil) 34. United Arab
2. Canada Canadian dollars {mil} Emirates* Dirham (mil}
3. Japan Yen (hil) 35. Venezuela Bolivares (mil)
4. Austria Schallings (bil) 36. Axgentina Argentine pesos (bil)
5. Belgium Belgian francs (bil) 37. Brazil Cruzeiros (bily
6. Denmark Danish kroner (bil} 38. Chile Chilean pesos (mil)
7. France French francs (bil} 39. Colombix Colombian pesos (mil)
8. Germany Deutsche marks {bil) 40. Mexico Mexican pesos (bil)
9. ltaly Lirce {bil) 41. Peru Soles (bil)
10. Netherlands Guilders {bil) 42. Egypt Egyptian pounds {rail)
11. Norway Morwegian kroner {hil) 43. Israel Israeli pounds (mil)
12, Sweden Swedish kroner (hil) 44. Jordan Jordanan dinars (1nil)
13. Switzerland Swiss francs (bil} 45. Lebanon® Lebanese pounds (mily
14. United Kingdom U.K. pounds (mil) 46. Syriz Syrian pounds (mil)
15. Finland Markkas (mil) 47. Bangladesh* Taka (mil}
16. Greece Drachmas (hil) 48. Republic of
17. Treland Irish pounds (mil) China (Taiwan)t NT dollars (hil)
18. Portugal Escudos (bil) 49. Hong Kong* Hong Kong dollars (hil}
19. Romama* Foi 50. India* Indian rapecs (hily
20. Spain Pesetas (bii) 51. Koreca Won {bil}
21, Turkey* Liras (bil) 52. Malaysia Ringgit {mil)
22, Yugoslavia Dinars (bil) 53. Pakistan Pakistani rupees (tuil)
23. Australia Australian dollars (mil} 54. Philippines Philippine pesos (mil)
24, New Zealand New Zealand dollars {mil) 55. Singapore* Singapore dollars (mil)
25. South Africa Rand (mil) 56. Thailand Baht ¢{bily
26. Algeria* Algerian dinars {mil} 57. Bulgariai C
27. Indonesia® Rupiahs {hil) 58. China {Mainland)}
28. Iran Rials {bily 59. Cuba}
24, Trag* Iraq dinars {mii} 60. Czechoslovakiaf
30. Kuwait® Kuwaitl dinars {al} 61. East Germanyi
31. Libva Libyan dinars {mil) 62. Hungarvi
32. Nigeria Naira (mil} 63. Polandi
33. Saudi Arabia Riyals (bil) 64. USSR}

Note—mil =~ millions, hil = hillions.
* No estimated eqquations for this country.
T Becently eliminusted from the EMFE data apes,

1 No estimated equations [or this country zed ovly direction of trade data available.

Rl . 4
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