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Real exchange rate management a serious 
problem in LatAm, now for the Euro zone…  
• At the end of Chapter 6 Edwards, 2010 argues, “In the story 

of Latin American economic reform, then, one variable more 
than any other plays a crucial role. It is not inflation, wages, or 
economic growth; it is not privatization or the extent of 
openness and globalization; it is not even foreign debt. The 
key variable is the exchange rate, or the value of the local 
currency-the peso, the bolivar, the quetzal, the real, or the 
cordoba-in relation to the United States dollar. Repeated 
mistakes in exchange-rate policy will be singled out as the 
most important cause behind the region's economic travails, 
the waning support for modernizing reforms, and the eventual 
revival of populism during the twenty-first century.  Sebastian 
Edwards. Left Behind: Latin America and the False Promise of Populism 
Kindle Edition (chapter 6). 

• Some good news: with a few exceptions, exchange rate management has 
improved greatly and region has learned to cope with commodity price 
instability and “sudden stops” in private capital flows.   
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Key exchange rate management challenges 
for LatAm (and Southern Europe) 

1. Dutch Disease (DD) natural resource booms and 
busts: Populist spending and public and private capital 
inflows amplify the boom bust-cycle….  

2. Devaluing nominal exchange rate counters DD: but 
can be inflationary… almost all LatAm countries used 
“nominal anchors” to stop inflation in 1990s (ABC &M).  

3. Capital inflows and Financial liberalization can 
aggravate DD: CA deficit, followed by capital inflows, 
real estate boom, more credit expansion, more imports, 
they collapse of banks and external debt crisis (and 
inflation) follow… This is the “proto-typical” Rheinhart and 
Rogoff crises (see slide 22 below)  
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Dutch Disease Solutions  

1. Chile’s structural balance rule: Copper 
Stabilization fund see Teresa Daban, 2011,   

2. Venezuela: redistribution progams… fiscal 
spending on the poor: but can be inflationary…  

3. Flexible exchange rates: sterilization, S-Term 
capital controls 

4. Excess crude funds, flexible fx policy (Uganda 
and Nigeria?)Capital inflows and Financial 
liberalization can aggravate DD: 
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Real exchange rate = ep*/pd 

• Inflation adjusted price of dollars or real 
exchange rate 

• Internal devaluation: p falls (deflation) 
• External devaluation: e rises, but inflation may 

too, and often causality runs from  
• Can also be interpreted as the price of traded 

over nontraded goods PT/PN 
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Policy responses to CA imbalances  
Four ways to reverse a CA deficit: (two shift, two move along S&D): 

1. External devaluation: changes in the nominal exchange rate   
2. Internal  devaluation: changes in domestic prices– deflation  
3. Stabilization policy: demand side, fiscal deficit/ tight money 
4. Structural Adjustment: supply side, make exports more competitive 

Three ways to reduce a CA Surplus (rebalancing) 
1. increase domestic demand lower savings rate  (S-I = CA or Y-A=CA) 
2. Increase budget deficit/ print local currency (monetary approach) 
3. Let currency appreciate--don’t sterilize  (elasticities approach)  

 

Contagion and beggar thy neighbor policies: 
– Internal devaluation low contagion (except of social unrest?)  
– External devaluation: can be contagious, beggar they neighbor 
– Using stabilization policy reduces contagion (why?) 
– Reducing CA surplus raises imports, exports jobs (and raises world 

interest rates if you are a large country, like China or the U.S.)  
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Four external adjustment options in 
the market for dollars diagram 

Four Adjustment Options again: 
1. External Devaluation:  raise e  to raise q, 
moving along S & D curve to point A….  
2. Internal Devaluation: raise q by reducing 
domestic prices/wages, p, until q reaches 
point A (5 as in #1 but with e fixed….)  
3. Stabilization Policy: shift Demand Curve 
D to left, reducing CA deficit to zero at B 
with RER & exchange rate unchanged.  
4. Structural Adjustment labor market 
reform: find a way to shift S to right, 
lowering costs, raising productivity moving 
to point C, no CA deficit at same q=3… 
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What about automatic adjustment?: the 
gold standard or pure floating – never 

quite worked either, see DeVries) 
No need for government 
or the IMF, but for better 
or worse it never 
worked… automatically, 
governments cannot 
resist intervening, 
stopping automatic 
adjustment, with surplus 
countries the worst 
offenders… (19th century 
UK and 21st century 
China, for example)  
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In small open economies, the tail often wags the dog: dollar inflows 
often determine the CA balance and RER, examples foreign aid, FDI, 

private capital inflows or outflows (Capital flight)  

    CA surplus $10m World Capital Markets
(or IMF or Aid donors)

    CA Deficit $10m 

-10 0 10

In small open (developing) economies Fx inflows often determine the RER & CA balance 
Capital/Aid Inflows/outflows $ dollars

Real Exchange 
Rate RER or 
q = ep*/p

3

5
B C

A

D

S

Quantity of $US$50 $60

7

Figure 2: capital flows and the RER in a small open economy
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The full TNT PPF includes community indifference curve: 
combinations of traded and nontraded goods consumption that 

make the population equally happy.  

Figure TNT-1: PPF for a small Open Economy
QN, CN

Social or community
Indifference curve

     A

qA = - PT/PN 
where
PT = ep*

QT, CT
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Traded/non-traded consumption path simplifies TNT diagram 

Figure TNT-2: Trade Surplus/Deficits when traded
 and nontraded goods are consumed in fixed proportions 

QN, CN CN/CT = 1

 CT > QT 

 Trade deficit (capital 

  or aid inflows)         A

 CT < QT 
 Trade Surplus (capital
  Outflow, 

QT, CTLecture Notes ECON 3235 11 



Traded/non-traded consumption path simplifies TNT diagram 

Figure TNT-3: TNT for a small Open Economy
QN, CN CN/CT = 1
NT goods

include  CT > QT    Balanced trade

roads,    Trade deficit: (capital  CT = QT 

real estate       or aid inflows)
services

etc.  CT < QT 

               Trade/CA surplus: 
country accumulates reserves
or pays off external debt or
invests capital in other ctys. 

Traded goods output & consp QT, CT

Slope of ppf is qA = -PT/PN where PT = ep*Lecture Notes ECON 3235 12 



Capital inflows always lead to Appreciation of RER  

Figure TNT-4: PPF for a small Open Economy
QN, CN CN/CT = 1

E  B

     A qB 
            RER appreciates

   C F

qA = - PT/PN 
where
PT = ep*

QT, CT
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The Dutch Disease involves a shift in the RER  
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A fixed Traded/non-traded consumption path simplifies TNT 
diagram 

        Figure 1
Nontraded CN/CT

QN
Goods

  q = PT/PNT

  PT = ep*

  q

Traded Goods QT

Figure 6.4: The RER changes as you move along the PPF
the real exchange rate, RER or q = PT/PNT where PT = ep*.

A

B
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R&R typical 
crisis 

scenario: 
Capital 

inflows can 
lead to real 

estate boom 
and trade 

deficit  
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Chile exchange rate weakens during crisis years, and remains 
much weaker that it was in 1970 
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El Salvador’s RER strengthened since the war years,  and 
continued to do so even after it adopted the U.S. dollar as it’s 

currency in 2001, how and why? (recall the formula for the RER)   
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USDA computes real exchange rates for all Countries: why? 
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USDA computes real exchange rates for all Countries: why? 
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The USDA estimates real exchange rates for all Countries: why? 
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Argentina experienced two sharp depreciations of its currency 
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Canonical Crises: was yours different? 
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What kind of crisis….  
Proto-typical R&R crisis 

1. Neo-liberal reforms: financial and/or 
trade liberalization 

2. Private capital inflows?  
3. Appreciation of RER, housing boom, 

land prices rise…. 
4. Credit expands to much, CA deficit 

leads to currency crisis 
5. Currency mismatch leads to banking 

crisis…  
6. Reversal of capital flows leads to 

Soveiriegn and/or public sector debt 
crisis… 

7. Sharp V shaped recession, 
devaluation, return of inflation.  

 
 

Your crisis different? Check list:  
⌂  reforms? 
⌂  CA deficit-private? 
⌂  RER appreciated 
⌂  Government deficit 
⌂  bank problems 
⌂  debt problem…  
⌂  sharp V shape? 
⌂  No Lehman recession? 
⌂  something different? 
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Typical Crises: is this time different? 
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Typical Crises: did your country have one 
of these prototypical crises? 

Lecture Notes ECON 3235 26 



Real estate 
boom 

reinforces 
credit boom, 
then you get 
a twin crisis 

(banking, 
currency  
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Amplified boom-bust cycle  
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LatAm lags behind, but last decade better 
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LatAm inflation now in single digits in all but two 
countries…  
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LatAm lags behind, but last decade better 
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Primary 
deficit  

excludes interest 
payments, a 
reduction in 

inflation reduces 
deficit, still need 
primary surplus 

to stablize 
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People to know 
• Evita (and Juan) Peron  
• Fernando Enrique Cardoso  (talk at the Clinton Foundation) 

• Michelle Bachelet (Beyond equal rights) 
• Dilma Rousseff (before she was President…) 
• Subcomandante Marcos  
• Ernesto Zedillo, accidental President  of Mexico 
• Camila Vallejo (Chilean student movement) 
• Naomi Klein (Canadian Shock Doctrine , TED ) 
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http://en.wikipedia.org/wiki/Eva_Per%C3%B3n
http://www.clintonschoolspeakers.com/lecture/view/democracy-today-the-future-of-lati/
http://en.wikipedia.org/wiki/Michelle_Bachelet
http://www.americasquarterly.org/beyond-equal-rights
http://www.gapminder.org/videos/hans-rosling-and-the-magic-washing-machine/
http://en.wikipedia.org/wiki/Subcomandante_Marcos
http://en.wikipedia.org/wiki/Ernesto_Zedillo
http://www.nytimes.com/2012/04/08/magazine/camila-vallejo-the-worlds-most-glamorous-revolutionary.html?smid=pl-share
http://www.ted.com/speakers/naomi_klein.html
http://www.naomiklein.org/main
http://www.ted.com/talks/naomi_klein_addicted_to_risk.html


Films about/from Latin America 
• Commanding Heights “The Agony of Reform” 
• South of the Border (Oliver Stone, 2010) 
• Fitzcaraldo (Werner Herzog)   
• The Carbon Hunters (PBS Frontline) 
• The Burning Season (the Chico Mendes Story) 
• Evita  
• Motorcycle Diaries  
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