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Abstract

In this paperthose parts offour leading economics textbookare reviewedhat deal with exchange
rate theories. The books used are Krugman/Obstfeld/Melitz, BlancBahhson Mankiw/Taylor and
Samueton/Nordhaus. Tis exercisds novel, as it is seemingly a standard attitude in the economics
profession to refrain from discussing textbooks in academic jourwdls few exceptionsThis implies
that there is no academic discourse on these boakspeific parts of themalthough textbooksare
immensely important in shaping opinions for generations of economics students all over the globe.

The theoretical background for this exercise is the fact that exchange rate theory is one of the weakest
parts inin G KS Y Ay aidNBLI Y kew E&yi@sidh strdainF thoughtNit isinow widely
accepted that exchange rates cannot be forecast better than random walk in the short and medium
run. For the long run, however, most authors stick to the old purchasimgep parity theory whose
empirical validation is not much better than for the theories used for the short run, mainly interest
rate parity theory. The textbooks reviewed follow the old theories, ignore other approaches and refrain
from systematically chedhlgempirical evidenceYet it is amazing to see that they differ considerably,
even though they remain within the leading theoretical paradigm.
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Foreign exchange markets are by far the biggest global financial markets. Theedatlar
market is the most voluminous one. On all forex markets on the globe, the daily transaction
volume in 2013 was U$b.3trillion, a multiple of daily transactions of goods and services. Not
only trade is influenced by exchange rates, even ntioegricing offinancialassetsExchange

rate changes can lead to financial and-hldwn balance of payment crises, but they @dso
support employment, output growth, economic development autbsequentiythe quality of

life. After the demise of the postiar Bretton Woods currency system flexible, i.e. market
determined exchange rates predominate in the world economy, espeaatigng developed
countries. Among empirical researchers on exchange rates there is a broad consensus that
exchange rates cannot be forecast in the short and medium term better than random walk.
Bluntly said, realistic forecasts are impossible, and the egoc® professions is unable to
explain exchange rates, one of the most important prices in modern economies. For the long
run, opinions about explanations and tresdiffer. Obviously exchange rates are enigmatic or
chaotic. Mainstream economics is @eepcrisis regarding exchange rate theolythis essay,

| want to find aut how leading texbook authors deal with this issue, since textbooks in this

profession are supposed to offer canonical wisdom to eooies students across the globe.

| discuss here fautextbooks with a considerable international market share for economics
textbooks(with two Nobel laureates and twéormer chief economists of the International
Monetary Fund among the authorg)amely

Paul Krugman, Maurice Obstfeld, Mard/glitz, Intemational Macroeconomics, Theory and
Policy. 10th edition, Prentice Hall 2012

Olivier Blanchard, David R. Johnson, Macroeconomic, 6th edition, Prentice Hall 2013

N. Gregory Mankiw, Mark P. Tayl&conomics, 3rd edition. Cengage Learning EMEA, 2014
Andover,Hampshire, UK

Paul A. Samuelson, William D. Noadk, Economics, $9edition, McGrawHill Companies,
New York

The first two areat anintermediate level, the last two for undergraduatdswill review the
underlying theories, compare theoretical differees, check whether different theories are
presented and whether up to date empirical research is absorbed. My result isccieave
need new textbooks with regard to exchange rates core element of international

economics.



Box 1: Exchange rate performanaethe long run

Before the review begins, tleis see what needs to be explained, namely, as a represent
example, the performance @xchange rates on thevo biggest foreign exchange marke
after the breakdown of Bretton Wood3he first graphshows monthly rates for the Dolla

Yen and the D&@r-Euro rates since 1999, the second grdipé long haul since 1973 for the

DM and the Euro against the Dollar, additionally the inflation adjusted real rate.

USdollar per euro, GBP, yen and RMB 192015 (index,
1999M1=100, monthly)
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We see massive movements -upnd downward with long cycles. Volatility of the real

ative
t
r

exchange rates is high baobt as high as of the nominal ones. Daily rates would show much

more volatility.Equilibrium in the sense of gta stabilityperiods or a clear trents not visible

(for details, see Priewe 2016Explaining this performance the challengeexchange rate
theory is facing

Krugman, Obstfeld and Melitz



The bulky book das with exchange rate theoriemn 225 pages,almost30% of the book.
Further chapters on the history of the world monetary system, optimal currency areas and the
European Monetary Union add to the theoriekhe latter is completed with a remarkable
analysis of the recent euro crisis. The book requires ugdeluate knowledge in micr@and

macroeconomics.

Exchange rate theories are covered in three chapters. Chapter 15 exgplaibasic concept

for the shortrun horizon, the interest rate parity theory (IRP). In chapter 16 the-hong
equilibrium on the foex market is analysed, focused on a critical analysis of the purchasing
power parity theory of exchange rates (PPP); this theory is partially replaced by a novel, quite
dzy dza dzl f | LILINR | OK ObigyuSeRK ti ¥ 9 $ Jiwl-4648. 3 deyNHzy 2 T
means in this context a general macroeconomic equilibrium with full employment and flexible
prices. The short run sbout a partial equilibrium of both the money and the forex market,

in the framework of a macro disequilibrium with fixed or stipkices and unemployment. All

this deals with fully flexible exchange rates. This approach implicates that the short run is only
a temporary disquilibrium that leads after some time to a general macro equilibrium. The

shortterm disequilibrium is healed ewtually be market forces.

Like in many US textbooks, readers find many illustrative examples, boxes, charts, case
studies, excerpts from newspaper articles etc. The historical and institutional environment is

addressed in the following chapters, includihg financial crisis of Z8B-9 and the euro crisis.

What looks like a perfd textbooksatisfying all substantial and pedagogic requirements turns
out to be highly problematic. What is offerecrfe is a synthesisf neoclassical provenience
which tends to combine different strandas theory for the long run. Views explicitly relating

to Keynes and Keynesians are not mentiored, the role uncertaintyneither approaches

from behavioural financée.g.De Grauwe/Grimaldi 2006; Kindleberger 2000; Schulmeister 2009;
Frankel/Froot 1990 Neely 1997; Menkhoff 199@mong many othens Results from empirical
research of the last few decades are systematically excluded in these three chapters. The
concepts of tle authors are mainly rooted iroscalled New Keynesianism, even though this
background is not mentioned explicitin this view, the neoclassical general equilibrium
theory is valid in the long run, including the theory of rational expectations. Since goods and
labour markets are inflexible in ¢éhshort run, equilibrating mechanisms are inhibited.

Therefore unemployment, inflation, balance of payments disequilibrium and exchange rates
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which overshoot their equilibrium values can emerge. In the short term, Keynesian
countercyclical monetary and @al policies are advised, ftre long run they are ineffective

and un necessary.

Now we turn to the core of the exchange rate theory of Krugman éK&M in the following).
First of all, the forex market is rightly conceived as an asset market. Foraibarge is part

of financial assets. The real (inflation adjusted) return on forex dependsctral interest
rates for home and foreign curreneynd onexpectedexchange ratelf expectations regarding
the future exchange rate are given, the exchange mespot markets is determined by
arbitrage that equilibrates the interest rate differential with the expected exchange rate
change. Br simplicity, currency premiums (or coundspecific risks) are excludednd assets

at home and abroad areonsideredperfect substitutes Then the returs on the foreign and

the home asset are the sameounted in the same currencigllowing the law of one price
applied to financial assetSeemingly, this interest rate parityfegilitated by arbitrage across
currencies The authors do not mention speculation, in contrast to arbitrayealyzing the
shott-run equilibrium exchange rat&(OM lookat nominal interest and exchange ratdhey
concentrate on shorterm interest ratesfor deposits up to one year duratiort is not
elaborated whose exchange rate expectation is relevant here. Apparently there is only one
uniform expectatiorfor the future exchange rate, which implies a representative agent. But
such an assumption is not mentiagd explicitly Perhaps it is theaverage of diverse

expectations. Readers are kept in the dark about this.

The equilibrium is shown in the following equation, in which R is the nominal interest rate,
& dzF T A Estaedfol igtdRestlpates in the respective currencies for eyear depods, B k €
a0l yRa FT2N (2RIF&Qa y2YAYylf SEOKI yarbisthd (S

expected nominal exchange rate in one ygar394):
RR=R+(BpkE/e)/ Boke
And today®@ nominal exchange rate S5/e =ES b ¢ R8 - Re +1)

The second term on the right sidé the first equations the expected exchange rate change.
If positive, i.e. an appréation of the Euro is expectethis expectation feeds immediately into
the interest rates, eitheras a rise in theDollar interest ra¢ or a fall ofthe Euro rate.

Interestingly, it does not feed directly inttn immediate Euro appreciation which is excluded



by assumptiorof a given future exchange rat&nothertacit assumption is thatinexpected

future exchange ratefor the duration d a yeardo not exist in this framework

Nonetheless, the second equation can be read differently: the expected exchange rate may
determine the spot rate, if interest rates are givattimes, expectations may change heavily
even in the short or very short term, at other times expected exchange rates may follow the
trend of the past and present rate. This would lead usttalyingthe behavior of FX traders.

KOM do not choose this roeit

Undoubtedly, he key factor for the exchange ratketerminaion is the expectabn of the

future exchange ratavhich is assumed exogendus A C2NJ y 246> ¢S oAt f G ]
SEOKI y3S NJI(ii ®3 Onk has taAcordIGdg that for the shortin the forex market

equilibrium isthen determinedsolelyby interest rate arbitrage. Although readers might be
curiousto learn what determines exchange rate expectatioisey learnsome 100 pages
FTAdzNIGKSNI GKFEG GKS al y OK 2hednoddl afide Brigeds échangel 2 y & A
rate, which is by definition theongterm equilibrium rate(p. 471) This ispparentlythe secret

that makes expectations stablén other passages it is stated that expected exchange rates
depend on the future deternmants of interest rates, such as inflation, monetary policy etc.

Overall, it remains opaque what determinés? R lextamdge rate expectations.

Before we turnto the long term theory, KOMonclude that the shorterm forex market
equilibrates also suppland demand for money. Money supp{i1) is conceived as set
exogenously by the central bank, while money demand depends on aggregate income and the
interest rate.lt is surprising that KOM still understand monetary policy as fixing money supply
although nomajor central bank follows this approach, and those that did this officially (like
the German Bundesbank until 1998) followed de facto a different practice. Today all major
central banks set shoterm interest rates and the quantity of money follows em@gmously.

The authors concede this, but only in a special box on monetary policy in Canada (p. 525),

without drawinggeneral conclusions.

The longterm real (inflation adjusted) equilibrium exchange rate is determine&Gyivia a
mix of PPP and peculiarnon-monetary theoryof real exchange rate#\s to my knowledge,
no one else holds this theory, and the explanations given in the tektlaoe sparse(pp.
464ff.), without anyempirical evidence or referencder further reading PPP theories in its

absolue and also in its relative form are rejected at least for the short and medium term, i.e.
6



that nominal exchange rate changes compensate for inflation differentials although the level

of PPP rates may differ. The main causes for the rejectionigiceprices and factor costs as

well as hightransaction costs which hinder arbitrage on goods mezkblevertheless, KOM

see some truth in PPP in itslatve ¥ 2 Ny F2NJ 6 KS f2y3 NiHzy> AF O2
theory ofexchange rates in the long rén®  i& goncépk currencies in those economies tend

to appreciaten real termsavhose goods face comparatively stronger demand than goods from

other economies. If the productivity trend is stronger than in other economies, the currency

tends to depreciate, andice versa. This nemonetary approach is supposed to complement

ttt FyYyR O2YLISyaldaS GKS € 4dGS Khat tha KyddnO2 YA y 3
equilibrium real exchange rate is determinbgboth parity ofrealinterest rates(pp. 473 ff.)

and a modified PPP. Thapproachshould inegratealsothe old monetary theory of exchange

rates which considers equilibrium real exchange rates as the relationship of the price levels

and hence the money stocks between the home and the foreign econdmygrand synthesis

approach is poorly explained; there is not even an attempt to provide some empirical evidence

for it. Many questions remain opeiNot only students will face problems comprehending it.

Regading the shoriterm equilibrium the authors &oid explaining the key variable, the
prospective exchange rate expectations. If these expectations are the anchor for the modified
longterm PPP equilibrium rate, one has to ask why such expectations are not immediately
priced into the present spot markalthoughthey feed immediately ito the present interest
rates? The anchor notion implies that exchange rate expectations are stable. Given the
enormous volatility of nominal exchange rates on floating forex markets, such annistio
simply way beyond sliged facts Why should expectations about future exchange rates be
uniform among all agents involved? Why does the adjustment of sticky goods prices and
wages take on average eight years, as found by econometric res@divbstandardreasons
provided fa slow adjustment are not very convincinDoesarbitrage on goods markets
implemeningthe law of one price, following PPP, play any role at all if the transaction volume
on the dollareuro market US$1.3 daily, almost fully unrelated to the trade of ge@dHow
Oy GKS I dzi K2NBRQ O2 Yidrm gfuilibriu gxpldnfhe &aitianNofithel y R 2
DollarEuro ratefrom US$0.82 to USH1.60 per Hro in 2001 and 2008, respectivesimnilarly

on the DollarYen or other market?

1 One might questions why price levels should adjust at all.
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Box 2 Exchange rates, interest ta differentials and PPP rates

The gaph shows the PPP exchange rate for the Dellaro and the sh-term interest rate
differential (Euro areg USrate) for the period 1992015.In the first phase until 2004 we see
a textbook performancethen the interest rate differential drops buhe Euro iskyrocketing
until 2008.Afterwards the performance is mixed. The deviation from PPP is swelling up and
down, in the positive and negative areas, Imgver exceede 25 percentage points (based on

annual data).

USdollar per Euro, PPExchange rate and interest rate

spread 19992015 (annual values)
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To demonstrate myoint: the Euro appreciated 88% from the low in 2001 to the high in 2008,
on averag®.4 p.a(using dailyates) Assuming that this annual appreciation of the Euro were
expected the interest rate differential would have to b&lso 9.4percentage points. Buboth
nominal $ort- and longterm interest rates between the Euro area and the US differed never
exceeded2.4 percentage poirst since the advent of the Euro in 1999 (Priewe 2016, p. 42).
Using the PPP theory, in whatever variant, would have to explamthe questiorwhy such
strong deviations emergednd why it took so long to reduce themeither PPP nor IRP theory
SELX AY (KA&ADP aé LRAY(H K S8dé&eninding withistdifedfackl @2 dzN
of exchange rate performance, let alomgh results fom meticulous empirical investigations.

In other words, the exchange rate volatility and deviations from PPP among the OECD
countries have remainedtrong andby and large simildy highsince the end of the Bretton
Woods system, but the inflation and intest rate differentials converged strongly. There is an
obvious misfiof interest rate differentials and exchange rate volatjltpmparedo what IRP

would suggest. This reduces the explanatory power of IRP even further.
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Whenaddresing exchange rate volatility, KOM dramplicity2 y 5 2 NJ/ 6 dz{OrNa Y2 R
of overshooting(p. 435ff., without mentioningDornbusch. This theory is built in the
framework of PPP and the monetary theory of exchange rates which KOM in thelonaot

want to follow. w2 32 FF> SNREGOKAES | FTSNBSyd F2€f26SN]
considered this theory as elegant but useless in explaining the reality (Rogoff 20@&)es,

they mention that expectations of future exchange rates also depend d@ fetJi A 2y 2 F da Y !

by traders.

In my opinion, KOM maka crucial mistaken their shortterm analysis. If one drops the
assumption of giverpresent expectations for future exchangetes,then the actual spot
market rate depends essentially arhanging exectations. If these expectations are not
anchored in some unclear fundamentals and if they are competing and not uniform among
market agents, differing expectationsill be traded on forward markets. Agents bet on
different forward rates, meaning they spdate (the term dspeculatiord is not usedfor the
short-term exchange rate theorin this book only for the analysis of speculative attacks on
fixed exchange ratds Thus spot market rates follow forward rates, and the difference
between forward and spotates cannot be explained by the interest rate differential as
stipulated by the covered IRP theory. This means that the present forward rate deviates from
the actual exchange rate in the future, hence the former is neliablepredictor of the latter.
Speculation is mostly practiced in the form of technical trading efadled chartists on forex
markets. All this idairly well elaborated inexchange rate research based on behavioural
finance and Keynesian theories of expectati¢ios a critique of IR see also Harvey 2004,
Priewe 2016, pp. 31ff.Jwo German language textbooks (Heine/Herr 2013, pp-788j and
Bofinger (2011, 52646) offer on a few pages precisely those explanations which are not

providedby KOM on several hundred pages.

KOMpay no or little attention tothe reality of forex markets, and thesefer seldomto
econometricand other empiricafindingsor at least stylized factdn their exposition of the
shortterm equilibrium exchange rate theory, based on their version of iR, keep quiet
on the innumerous analysethat had shown that the IRP in all variants cannot explain short
term exchange rates better than random walirgt Meese/Rogoff 1983 and 1998, more
recently Rossi 2013 and Baille 20&% summarie$ ® . dzii the¥r wa3 precisely

developed for the short termand it is the cornerstone of their exchange rate théory



It comesthen as a big surprise that KOM indeed refer to the empirical literature mentioned,
but not less tharR50 pages later in ahortsection a the efficiency of forex markets (pp57-

661). Thee they report about this literaturdn a fewparagraphsconceding that empirical
research found that IRP can neither forecast the direction, i.e. the sign, of exchange rate
changes nor thentensity of tiange Itis also admitted that the assumption of counspecific

risk premiums cannot rescueRRneither canimperfect substitutability of assetdhey even
conjecture that exchange rate volatility might be exuberant to an extent not to be explained
by the model of overshooting exchange ratégoreover, hey raise the presciermuestion
whether exchange ratemight perhaps have dife of their owné which cannot be explained

by conventional models and metho@s. 660) KOM briefly discuss the empirical findings and
argue they are not yet conclusive, and expectations cannot be measHedng reported
aboutthis research which would, if true, completely undermine their theomeagers may
g2y RSNI gKe& (K SheirihalgldxgwindirdzSxahiarige rgte theories if the latter
are not evenn line with stylized facts. ApparentlfOMseem todoubt at timesthe efficient
market hypothesis of Eugene Fama for forex markbts, in other sentences they reject
doubts. In he end theymaintain all ofthe underlyingtheory of expectations which is
AYIiSNI6AYSR 6AGK YhaQa SEOKIyYy3aS KOMiElSse thiK S 2 NB
short partly seHcritical passage with the cynical call for learning from old theori¢$bing
openminded for new insights (61). Scientific methodology stipulates that theories cannot
be verified, they can only be falsified. KOM seem to reject falsificatven more than hree
decadesand hope for futureaconometricfalsification of tte already existing falsificatiofihis

is attempted immunizationagainst evidence and critique by calling the existing evidence
a YO A 3dierdziew pages reviewing empirical findings that overwhelmingly do not back

the 225 pagesfaheories presentd before this passage
The authors are aware that the issues at stake are big:

¢ ljudgement of markefailure, on the other handmight imply a need for increased foreign
exchange intervention by central banks and a reveo$ahe globaltrend toward exernal

financial liberalization. The stakes are high, and more research and experience are needed
0STF2NBE | FANXY 02y Ofdzaizy OlFy 06S NBIOKSR®é oL
And:

GTegs of excessive exchange rate volatility also yield a mixed verdict on the foreign exchange

YIENL SGQ& LISNF2NYEYOS® ¢23ISGKSN] gAigot goodS NB O

news for those who favour a pure laisseire approach in financialglo | € AT I A2y ®é¢ 0L
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