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ABSTRACT

Exchange Rates and Adjustment: Perspectives from the
New Open Economy Macroeconomics*

The New Open Economy Macroeconomics has allowed economists to tackle
classical problems with new tools, while also generating new ideas and
questions. In their attempts to make the new models capture empirical
regularities, researchers have entertained a variety of assumptions about the
international pricing of goods, notably, models of pricing to market and
destination-currency pricing of exports. Some of the resulting models imply
that exchange-rate changes lack international expenditure-switching effects,
and they thus appear to call for a radical rethinking of the role of exchange
rates in international adjustment. This Paper argues that the recent
resurgence of exchange-rate pessimism stems from oversimplified modelling
strategies rather than from evidence. Like earlier episodes starting with the
extreme ‘elasticity pessimism’ of the early postwar era, it is based on a
misinterpretation of the empirical record.
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surgxfw zdjh kdv urrp wr ghfolqh hyhq wkrxjk wkh uhdo FSL zdjh uhpdlqv frqvwdqw1
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Table 1
Correlations between relative export price and nominal exchange rate (Canada-US)

Sample Period: 1993:03-2001:03

Category Period Average End-of-Month
Food and live animals 0.16 0.27
Beverages and tobacco 0.14 0.15
Crude materials, except fuels, inedible 0.22 0.29
Mineral fuels, lubricants and related materials 0.36 0.30
Chemicals 0.38 0.40
Manufactured goods, classified chiefly by material 0.28 0.33
Machinery and transport equipment 0.84 0.81
Miscellaneous manufactured articles 0.91 0.91

Note: Correlations are defined so that a positive number implies that the price of U.S.
exports relative to Canadian exports tends to rise when the Canadian dollar depreciates
relative to the U.S. dollar.



Figure 1
Changes in real exchange rates and U.S. content levels in sales made by majority-owned
foreign affiliates of U.S. multinationals, selected economies, 1985-89
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depreciation (appreciation) in the real exchange value of the dollar.



Figure 2
Relative Canada-US export price and bilateral exchange rate movements
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Figure 3
Relative Canada-US export price and bilateral exchange rate movements
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Figure 4
Relative Canada-US export price and bilateral exchange rate movements
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Figure 5
Relative Canada-US export price and bilateral exchange rate movements
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Figure 6
Relative Canada-US export price and bilateral exchange rate movements
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Figure 7
Relative Canada-US export price and bilateral exchange rate movements
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Figure 8
Relative Canada-US export price and bilateral exchange rate movements
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Figure 9
Relative Canada-US export price and bilateral exchange rate movements

12
−

m
on

th
 g

ro
w

th
 r

at
e 

of
 r

el
at

iv
e 

ex
po

rt
 p

ric
e 

(%
)

Misc. manufactured articles
 

12
−

m
on

th
 g

ro
w

th
 r

at
e 

of
 n

om
in

al
 e

xc
ha

ng
e 

ra
te

 (
%

)

 12−month growth rate  12−month growth rate
 of relative export price  of nominal exchange rate

1993m3 2001m3

−10

−5

0

5

10

−12

6



Figure 10
Import-industrial price ratio and nominal effective exchange rate movements
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Figure 11
Import-industrial price ratio and nominal effective exchange rate movements
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Figure 12
Import-industrial price ratio and nominal effective exchange rate movements
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Figure 13
Import-industrial price ratio and nominal effective exchange rate movements
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Figure 14
Import-industrial price ratio and nominal effective exchange rate movements
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Figure 15
Import-industrial price ratio and nominal effective exchange rate movements

Im
po

rt
 p

ric
e/

In
du

st
ria

l p
ric

e

Textiles
 

N
om

in
al

 e
ffe

ct
iv

e 
ex

ch
an

ge
 r

at
e

 Import price/  Nominal effective
 Industrial price  exchange rate

1992m1 2001m3

90

95

100

105

110

83

110



Figure 16
Import-industrial price ratio and nominal effective exchange rate movements
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