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In the realm of open-economy macroeconomics, understanding how fluctuations
in the real exchange rate influence key economic variables is fundamental.
The real exchange rate (RER) serves as a crucial indicator of a country's
relative price levels between domestic and foreign goods, adjusted for
inflation. When the RER increases, it signifies that domestic goods have
become relatively more expensive compared to foreign goods, which can have
widespread implications for trade balances, economic growth, and policy
decisions. This article explores the multifaceted effects of a rising real
exchange rate within the open-economy macroeconomic framework, elucidating
the mechanisms at play and their broader economic significance.

Understanding the Real Exchange Rate in the
Open Economy

Definition and Significance

The real exchange rate is defined as the nominal exchange rate adjusted by
the ratio of price levels between two countries:

RER = \frac{E \times P"}{P}

where:

- \(E\) 1is the nominal exchange rate (domestic currency per unit of foreign
currency),

- \(P"\) is the foreign price level,

- \(P\) is the domestic price level.

An increase in the RER indicates that domestic goods are becoming relatively
more expensive than foreign goods, which can influence international
competitiveness.

Factors Influencing the RER

Several factors can cause the RER to rise, including:

— Domestic inflation: Higher domestic inflation relative to foreign
inflation.

- Nominal exchange rate appreciation: An increase in \(E\), meaning domestic
currency appreciates.

— Changes in relative productivity: Improvements in domestic productivity can
affect the relative prices and thus the RER.



Implications of a Rising Real Exchange Rate

Impact on Net Exports

A primary channel through which a rising RER affects the economy is via net
exports (NX) :

— Reduced Export Competitiveness: As domestic goods become more expensive,
foreign consumers and firms are less likely to purchase them, leading to a
decline in exports.

— Increased Imports: Conversely, domestically produced goods become
relatively cheaper for foreign consumers, potentially increasing imports.

— Net Effect: The combined effect typically results in a deterioration of the
trade balance, ceteris paribus.

This relationship can be summarized as:
— Higher RER - Lower exports & higher imports - Decrease in net exports

Effects on Aggregate Demand and Output
Since net exports are a component of aggregate demand (AD), a decline in net

exports due to a higher RER can lead to:

— Decrease in Aggregate Demand: Reduced net exports lower overall demand.

— Potential Output Contraction: In the short run, this can cause a slowdown
in economic growth and output.

— Adjustment Mechanisms: Over time, exchange rate movements can influence
other components of the economy, such as investment and consumption.

Influence on Domestic Prices and Inflation

A higher RER can also impact domestic inflation:

— Imported Inflation: As imports become relatively cheaper, domestic
producers may face increased competition, possibly reducing prices.

— Cost-push Inflation: Conversely, if the RER rise is driven by domestic

inflation, it can elevate production costs, contributing to inflationary
pressures.

Mechanisms in the Open-Economy Macroeconomic
Model

IS-LM-BP Framework

The open-economy macroeconomic model often employs the IS-LM-BP (Balance of



Payments) framework to analyze these effects:

— IS Curve: Represents equilibrium in the goods market.

— LM Curve: Represents equilibrium in the money market.

— BP Curve: Represents the balance of payments equilibrium, which depends on
the real exchange rate.

When the RER rises, the BP curve shifts due to changes in net exports,
influencing equilibrium income and interest rates.

Exchange Rate Pass—-Through

The degree to which exchange rate changes influence domestic prices is termed
"pass—-through." A higher RER can lead to:

- Complete pass-through: Domestic prices adjust fully to exchange rate
changes.

- Partial pass-through: Prices adjust partially, depending on market
frictions and inflation expectations.

The extent of pass-through determines the inflationary and competitiveness
effects of RER movements.

Policy Implications and Responses

Monetary Policy Considerations

Central banks may respond to rising RER with policies aimed at stabilizing
the economy:

- Exchange rate interventions: Buying or selling foreign currency to
influence the RER.

- Interest rate adjustments: Raising interest rates to attract capital
inflows, which can further appreciate the currency.

— Inflation targeting: Managing inflation expectations to prevent persistent
RER shifts driven by domestic inflation.

Fiscal Policy and Structural Reforms

Fiscal policy can also influence the RER indirectly:

— Reducing domestic inflation: Stabilizing prices to prevent unwarranted RER
fluctuations.

- Enhancing competitiveness: Investing in productivity and innovation to
offset adverse effects of RER increases.

— Trade policies: Adjusting tariffs and trade agreements to mitigate the
impact on exports and imports.



Long-term Effects of a Rising RER

Competitiveness and Growth

Persistent increases in the RER can erode long-term competitiveness:

— Deindustrialization Risk: Reduced manufacturing and export sectors.

— Shift to Service Sectors: Economies may pivot toward less tradable sectors.
— Potential for Real RER Reversal: Over time, market adjustments may bring
RER back to equilibrium levels.

Adjustment Dynamics

The economy gradually adjusts through various channels:

- Wage and Price Flexibility: Lower wages or prices can restore
competitiveness.

— Capital Flows: Changes in the attractiveness of assets may influence
exchange rates.

— Productivity Growth: Improving productivity can offset real exchange rate
appreciation effects.

Conclusion

In summary, other things being equal, an increase in the real exchange rate
within the open-economy macroeconomic model generally leads to a reduction in
net exports, which can dampen aggregate demand and slow economic growth in
the short run. The mechanisms underlying this relationship involve changes in
relative prices, competitiveness, and capital flows. Policymakers must
carefully consider these dynamics when responding to RER fluctuations,
balancing inflation control, exchange rate stability, and the preservation of
export competitiveness. Over the long term, structural reforms and
productivity enhancements are vital to mitigate adverse effects and ensure
sustainable economic growth in the face of evolving exchange rate conditions.
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Frequently Asked Questions

In the open—-economy macroeconomic model, what happens
to net exports if the real exchange rate rises?

When the real exchange rate rises, making domestic goods more expensive
relative to foreign goods, exports tend to decrease and imports tend to



increase, leading to a decline in net exports.

How does an increase in the real exchange rate affect
the trade balance in the open-economy model?

An increase in the real exchange rate generally worsens the trade balance by
reducing exports and increasing imports, resulting in a decrease in net
exports.

What is the impact of a higher real exchange rate on
the aggregate demand in the open economy?

A higher real exchange rate can reduce net exports, which in turn decreases
aggregate demand, potentially leading to lower output and economic growth.

Does a rise in the real exchange rate lead to a
depreciation or appreciation of the domestic
currency?

A rise in the real exchange rate typically indicates an appreciation of the
domestic currency relative to foreign currencies.

In the context of the open—-economy macro model, how
does a real exchange rate increase influence the IS
curve®?

An increase in the real exchange rate shifts the IS curve inward or to the
left, reflecting reduced net exports and lower overall output at given
interest rates.

What policy implications might arise if the real
exchange rate rises and negatively impacts the
economy?

policymakers might consider measures to prevent excessive appreciation, such
as monetary easing or interventions to stabilize the exchange rate, to
support export competitiveness and economic stability.
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In the realm of open-economy macroeconomics, the real exchange rate (RER)
plays a pivotal role in shaping a country's economic environment. It acts as
a barometer indicating the relative price of domestic goods versus foreign
goods, after adjusting for price level differences and exchange rate
movements. When the real exchange rate rises—meaning domestic goods become
more expensive relative to foreign goods—numerous economic dynamics are set
into motion. This article explores the multifaceted implications of an
increase in the real exchange rate, maintaining other variables constant, and



delves into the theoretical underpinnings, macroeconomic effects, and policy
considerations associated with this phenomenon.

Understanding the Real Exchange Rate:
Definition and Significance

What Is the Real Exchange Rate?

The real exchange rate (RER) 1s a measure that adjusts the nominal exchange
rate for differences in price levels between two countries. It is expressed
as:

\[ RER = e \times \frac{P"}{P} \]

where:

- \( e \) is the nominal exchange rate (domestic currency per unit of foreign
currency),

- \( P* \) is the foreign price level,

- \( P \) is the domestic price level.

An increase in RER indicates that domestic goods are becoming relatively more
expensive than foreign goods, either due to a depreciated nominal exchange
rate, higher domestic inflation, or lower foreign inflation.

Why Does the RER Matter?

The RER influences international competitiveness, trade balances, and capital
flows. It shapes the relative prices that consumers and firms face when
making consumption, investment, and production decisions. A higher RER
(appreciation of the domestic currency in real terms) often leads to a
reduction in exports and an increase in imports, affecting the overall trade
balance and macroeconomic stability.

Theoretical Foundations: How a Rise in RER
Affects the Economy

1. Impact on Net Exports (NX)

Net exports—exports minus imports—are a key component of aggregate demand in
open economies. When the real exchange rate rises:

- Exports tend to decline because domestic goods become more expensive for
foreign buyers.

— Imports tend to increase as foreign goods become relatively cheaper for
domestic consumers.



This dual effect generally results in a decline in net exports, which can
dampen overall economic activity if other factors remain unchanged.

2. Effect on Aggregate Demand and Output

Since net exports are a component of aggregate demand (AD), a reduction in NX
shifts the AD curve inward. The immediate consequence is:

— Contraction in real GDP,
- Potential downward pressure on employment,
— A possible slowdown in economic growth.

This effect, however, depends on the elasticities of exports and imports, as
well as the responsiveness of other components of aggregate demand.

3. Impact on the Trade Balance and Current Account

A higher RER typically worsens the trade balance because of decreased exports
and increased imports. Over time, this can:

- Lead to a deterioration of the current account balance,
— Influence the country's overall capital account as adjustments are made to
finance the deficit.

Macroeconomic Channels and Transmission
Mechanisms

1. Price and Cost Effects

An appreciation in the real exchange rate raises the cost of domestic goods
relative to foreign goods. This affects:

— Domestic producers who face stiffer competition from imported goods,
- Consumers, who benefit from cheaper foreign products but may face higher
prices for domestically produced goods.

2. Competitiveness and Export Dynamics

The core of the impact hinges on competitiveness:

- Loss of competitiveness may result in reduced export volumes,
— Shift in comparative advantage as certain sectors become less profitable.

3. Wage and Price Adjustments
In the long run, an increase in RER can lead to:



— Wage pressures if domestic prices rise due to
reduced competitiveness,

— Price level adjustments in goods and services,
affecting inflation dynamics.

Implications for Different Sectors and
Economies

1. Export-Oriented Economies

Countries heavily reliant on exports are more
sensitive to RER fluctuations:

— An increase may significantly reduce export
revenue,

— Potentially leading to job losses in export
sectors,

— Necessitating policy responses to maintain
competitiveness.

2. Import-Dependent Economies

For countries with substantial imports:

— A higher RER reduces the purchasing power of
domestic consumers,

— Can increase inflationary pressures due to higher
import prices,

— Necessitates balancing policies to mitigate adverse
effects.

3. Developed vs. Developing Countries



Developed nations with diversified economies might
absorb RER increases more effectively, while
developing countries might experience more pronounced
volatility and economic dislocation.

Policy Responses and Considerations

1. Exchange Rate Policy

Governments and central banks may intervene to:

— Stabilize the exchange rate,
— Prevent excessive appreciation that could harm
competitiveness.

2. Monetary Policy Adjustments

To counteract the effects of RER appreciation,
policymakers may:

— Lower interest rates to stimulate demand,
— Implement measures to boost exports and support
domestic industries.

3. Structural Policies

Structural reforms can enhance productivity and
diversify the economy, reducing wvulnerability to
exchange rate fluctuations.

4. Trade Policy Considerations
Trade agreements and tariffs may be used



strategically, but often with limited effectiveness
in influencing the RER directly.

Long-term Effects and Dynamic Considerations

1. Adjustment Over Time

The initial decline in net exports may be offset over
time through:

— Real exchange rate depreciation mechanisms,
— Productivity improvements,
— Shifts in domestic demand.

2. Endogenous Responses and Feedback Loops
Persistent RER appreciation can:

— Lead to structural adjustments in the economy,
— Influence investment decisions,

— Affect capital flows, potentially leading to
currency misalignments.

3. Balance of Payments Equilibrium

In the long run, economies tend to adjust via
exchange rate movements, balancing trade and capital
flows, but such adjustments can be slow and
disruptive.

Conclusion: Navigating the Complexities of RER



Appreciation

An increase in the real exchange rate, holding other
variables constant, is a significant event in open-
economy macroeconomics, with widespread implications
for trade, output, inflation, and policy. While a
higher RER often signals decreased competitiveness
and a potential slowdown in economic growth, its
actual impact depends on a multitude of
factors—including elasticities, structural
characteristics, and policy responses.

Understanding these dynamics enables policymakers to
craft strategies that mitigate adverse effects while
fostering sustainable growth. In a globalized economy
characterized by rapid capital movements and
technological change, the real exchange rate remains
a vital indicator and tool, shaping the economic
landscape in profound ways.

Ultimately, the interplay between the real exchange
rate and macroeconomic stability underscores the
importance of coordinated policies, structural
reforms, and vigilant monitoring to navigate the
challenges and opportunities presented by currency
appreciation in the open economy.
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