The Yen and the External Position: Long-Run
Relation

o Classical ‘transfer problem’

@ Following the setup described in Lane and Milesi-Ferretti (2002b,

2004) as modified by Galstyan (2007), we estimate the following
specifications

B
REER; = agr+ g ( v t> + vr YDIFF; + 5RD/FFPRODtT + ERt

t

TB;
TOT, = 04T+ﬁT<Y

) + ~7 YDIFF; + 57 DIFFPROD] + 7
t

PN TB;
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t
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Table: The Trade Balance and Relative Prices

(1) (2) (3)
REER  TOT  PN/PT

Trade Balance -5.8 -10.9 -5.2
(5.2) (4.0)¥*  (2.0)**
Relative Output 2.6 0.57
(1.24)* (1.1)
Diff. Prod. In -3.4 -0.33 -0.75
Tradables (1.4)** (1.1) (.44)
Rel. Sect. Prod. -0.65
(.23)**
Adj. R2 0.56 0.51 0.96

Estimation by DOLS. *** ** * denote significance at 1, 5 and 10 percent levels respectively.
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Figure: Dynamics of Trade and Financial Exchange Rates, 1991-2004.
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Short-Run Dynamics

@ Error correction representation

@ Valuation Channel

@ Joint short-run dynamics of capital flows and the exchange rate

Philip R. Lane (11IS-TCD and CEPR) 25 /31



Valuation Channel of Currency Movements

Lane and Shambaugh (2007) calculate

I = Iy x (1 + Wl %AEijt) (6)
o= s (14 whe s %AE;) (7)
VALFR = %A 5 Ay — %AIE* Ly (8)

Also define aggregate foreign currency exposure by

GG _  A_A L_L
FXi = WitSiy — WitSjt 9)

and the net impact on the external balance sheet is

NETFX;; = FX£°C % IFl;_; (10)
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Table: Net Currency Exposures, 1990-2004

year  Yen US Dollar  Euro  Sterling

1990 -1.5 4.2 1.1
1991 1.0 2.6 1.0
1992 2.2 2.2 1.0
1993 34 3.1 0.9
1994 2.3 4.7 0.9
1995 0.6 6.1 0.9
1996 -0.6 8.4 1.2
1997 -1.6 10.6 1.4
1998 1.4 5.5 1.6
1999 -39 15.8 8.1 1.9
2000 -14.0 16.7 9.3 2.1
2001 -9.8 19.9 10.8 2.8
2002 -8.3 22.8 127 29
2003 -8.9 22.5 133 28
2004 -15.0 26.2 152 34

Net Currency Positions as a ratio to GDP. Source: Author’s calculations, based on dataset of

Lane and Shambaugh (2007).
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Figure: Aggregate Foreign Currency Exposure, 1991-2004.
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Figure: Valuation Channel and the Exchange Rate.
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The Macroeconomic Impact of Financial Globalisation

@ Financial Globalisation and Economic Performance: impact of
financial integration on productivity

@ Evidence of international risk sharing?

@ Impact on conduct and transmission of monetary and fiscal policies
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Looking to the Future and Conclusions

@ Projections for external account and the real exchange rate

@ Impact on macroeconomic performance

@ Policy Issues
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