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Abstract

This paper reviews standard economic explanations for how exchange rates are
determined under the floating rate system., Exchange rate theories can be divided into

"short-term," "medium-term," and "long-term" for this purpose.

Over the short-term, exchange rates have characteristics similar to asset prices;
the most important influence on short-term movements in exchange rates is
expectations regarding future rates. Unfortunately, there is no generally accepted
theory as to how expectations are formed. Expectations are variable over the short
run and may depart widely from the "equilibrium rate" as determined by

medium-term and long-term "fundamentals."

The standard explanation of medium-term changes in exchange rates is the
"Mundell-Fleming (MF) theory." The MF theory holds that easy money (an increase
in money supply) will lower domestic interest rates, causing national income to
increase and exchange rates to depreciate (the yen to become cheaper). Likewise,
‘expansionary fiscal policy (a higher level of government spending) will cause interest
rates to rise and exchange rates to appreciate (the yen to become dearer). vAIthough |
policies to promote imports result in a cheaper yen and those to promote exports in
a dearer yen, the impact of such policies on the current account will be offset by
changes in the exchange rate. Higher interest rates in trading partners will cause the

yen to depreciate.

From a long-term perspective, real exchange rates are more relevant than
nominal rates. Assuming for reasons of simplicity, that general prices and export
prices move in parallel, real exchange rates will be equivalent to the inverse of the
terms of trade. "Purchasing power parity" theory assumes that the terms of trade are
constant, but in fact for most countries they are not constant over the long term.
Therefore purchasing power parity theory has only limited validity for long-term
considerations. According to the pure theory of trade, if a country is growing at a

higher rate than its trading partners, its terms of trade will worsen and its real




exchange rate will depreciate (the yen will become cheaper). If income elasticity of
import demand is high, this will affect the terms of trade unfavorably (causing
depreciation in the real exchange rate). On the other hand, if income elasticity of
demand is high, this will affect the terms of trade favorably. According to the theory
of transfers and terms of trade, a current account surplus generally turns the terms

of trade unforvarably and therefore causes real exchange rates to depreciate.




