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444 Stefan Homburg

ket participants will expect the home currency to appreciate in the long run
because prices at home will adjust gradually to the reduced quantity of
money. Because é, , ; goes down, e, must also decrease immediately if unco-
vered interest parity (equation (1)) is to hold with i and i* constant. Thus the
expected appreciation of the home currency will take place instantaneously
because of perfect foresight. But tight monetary policy will also increase the
domestic interest rate according to the standard LM-equation

@) M/P = L(Y, 1)

and the assumption that P and Y do not react immediately. Hence, ¢, must
decrease more than é, . ; because now an interest differential has come into
being. Put differently, the home currency appreciates a bit more in order to
bring about an expected depreciation which exactly counterbalances the
interest advantage of domestic bonds. This second impact is referred to as
overshooting because the exchange rate first appreciates and then depre-
ciates until it has attained its long run (PPP) equilibrium value. The size of
overshooting is equal to the emerging change in the interest differential.
Recall also that any overshooting gives rise to changes in the real exchange
rate. A 3 per cent reduction in the domestic quantity of money will ulti-
mately cause a 3 per cent reduction in the price level and an equivalent
appreciation of the home currency. In the intermediate run, however, only
the exchange rate will appreciate (notably by more than 3 per cent) while
prices will adjust only gradually to their new equilibrium levels. As a result,
we would expect a real appreciation of the home currency.

This theory is correct but unimpressive. Suppose the FED to take fairly
restrictive measures. By which amount will American nominal interest rates
rise, other things being equal? By 3 per cent? Or 6 per cent? Even in the latter
case, which seems to be unparalleled in contemporary monetary history?, the
above approach could only explain just a 6 per cent overshooting of the dol-
lar exchange rate. Given the experience of the last years, this would be a less
exciting occurrence.

Let us work out our criticism by means of some “stylized facts”. As an
example, we shall consider the development of the mark/dollar exchange
rate in the early 1980s. We want to contrast the observed variations in the
real exchange rate with those which could possibly be attributed to over-
shooting in order to show that the latter constitute but a tiny fraction of the
former. In the following table, the real annual appreciation of the dollar
against the mark (RAAspy) and American and German nominal interest
rates (3 months) are reported:?

I To be sure, a change in the interest rate by 6 points is not an uncommon incident

over longer periods but has not been observed in the United States as the immediate
consequence of a monetary restriction.
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Year RAAspM is ipm is-ipm
1980 + 6.8% 11.6 9.5 + 2.1
1981 +29.1% 14.0 12.1 + 1.9
1982 + 82% 10.6 8.9 + 1.7
1983 + 5.2% 8.7 5.8 + 2.9
1984 +13.5% 10.1 6.7 + 3.4
1985 + 4.8% 10.1 6.7 + 3.4

The picture which emerges from the table shows clearly that the over-
shooting paradigm cannot be considered as an important explanation for
what happened with the real dollar/mark rate in the 1980s. In 1979, it is
true, the FED took restrictive measures and thereby pushed up the US inter-
est rate considerably. But, and this point is frequently overlooked, the Ger-
man Bundesbank did also! And so did, more or less willingly, the other
European central banks. In the right column of the table you see that the
interest differential during 1980 - 1982 decreased — a fact which is com-
pletely inconsistent with a dollar’s overshooting in the sense of the above
model. According to the latter, we would have expected a real depreciation
of the dollar during that period whereas, actually, a compound appreciation
of some 50 per cent took place.

Using reduced form estimates of Dornbusch’s model (Swiss franc/dollar
exchange rate during 1973 - 1977), Driskill (1981) concludes that a one-unit
unanticipated monetary increase was followed by a 2.30-units change in the
exchange rate what amounts to a 130%-overshooting. We think that using
the interest differential instead is a more straight forward and reliable way
of assessing the relevance of overshooting. This is because interest rates can
be observed directly and their difference is identical to the amount of over-
shooting. Adopting this approach, things look differently: Over the period
1973 - 1975 the dollar nominally lost some 20 per cent of its value in terms
of the Swiss franc whereas the interest differentials were 3.0%, 2.0 %, and
2.3%, respectively.? Hence at best a tiny fraction of the exchange rate move-
ment could be attributed to overshooting.

2 Sources: The real exchange rate is calculated from items “Market Rate (rf)” and
“Consumer Prices (64)” of IMF, International Financial Statistics, Washington, vari-
ous issues. Interest rates are taken from OECD, Main Economic Indicators, Paris,
various issues. All data are annual averages. It should be noted that the above results
remain essentially unchanged if long-term interest rates, nominal exchange rates, or
monthly data are used instead.

3 Source: OECD. Exchange rates and interest rates are annual averages from
monthly data.
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