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Any exchange rate assessment is based on some idea about the ‘right’ rate. Making 
these ideas and the reasons behind them transparent is a prerequisite for liuittid discussions on 
exchange rate misalignments. We therefore welcome this paper which describes the analytical 
basis of the staft’s exchange rate assessment. 

The clearing price in the exchange market does not always correspond to what is 
considered as a medium-term equilibrium exchange rate. There are basicahy two possible 
reasons for such apparent misalignments: either the fundamentaB deviate from their medium- 
term equilibrium levels or the exchange markets are wrong (or both of them). In our view, and 
despite the vast body of economic literature which shows that exchange markets can indeed 
move away from underlying timdamentals, any analysis has to start with the presumption that 
the exchange markets are right, and thus that the deviation of the market rate from the 
equilibrium is due to the policy e the cyclical position of the economy, or some other 
factors of temporary or more tumiamental character. Therefore, the equilibrium exchange 
rates should not be used as a rule to measure the extent of alleged imperfections in tbe 
exchange markets, but principally as a us& tool which helps to detect problems within the 
macroeconomic setting. In this sense., an assessment of exchange rates has always to be seen 
in the context of a broader macroeconomic analysis. 

Having made these introductory comments, we would like to turn to the issues 
proposed in the staff paper for consideration by the Board. 

Issue 1: Objective of the assessment of equilibrium exchange rates 

In line with the Fund’s mandate to oversee the exchange rate policies of its members, 
the IMF staff has traditionally played an important role in the development of methods to 
calculate equilibrium exchange rates, and more specificaUy in the re6nement of the 
macroeconomic balance approach. While the broad objective of such assessments remains the 
same, i.e. to provide some kind of lighthouse in the darkness surrounding exchange rate 
discussions, their ambitions have become more humble than in the past. Notably, the ti 
report caretidly avoids to argue that the calculated equilibrium exchange rates are the ‘right’ 
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exchange rates. Instead, it is argued that these exchange rates should form an integral part of a 
larger asseamnt aimed at identifying clearly misaligned curmncies. We agree that it is 
impossible to give a precise estimate of equilibrium values of exchange rates. Therefore., the 
red waning lighta should only be turned on when an exchange rate moves beyond a relatively 
large conlidence band, and after a thorough analyais of all important factors afbbcting the 
exchange rate. Nevertheless, we note that the distinction between identi@ng the right rate and 
identiijdng wrong rates is somewhat artificial, or to put it differently: we cannot say a rate is 
wrong ifwe have no idea about what the right rate is. 

Issue 2: Countries included in the evaluation 

Staffwork has until now focused on the exchange rates of the G7 countries. This 
concentration can be partially just&d by the systemic importance of these currencies and by 
the complex methodology applied and the large amount of reliable data needed for the 
calculation of the equilibrium exchange rates. However, the Fund’s mandate is not limited to 
the assessment the exchange rates of the major industrial countries. Since the Fund’s 
assessments should always be based on solid analytical grounds, calculations of equilibrium 
exchange rates for other member countries would be desirable if only sufficient amount of 
timely and reliable data is available. We share the position presented in Mr. Wijnhohi’s and 
Mr. Levy’s paper that the recent currency turmoil in South East Asia has demonstrated the 
necessity of a continuous assessment of exchange rates and exchange arrangements in a 
number of developing countries. We appreciate the systemic importance of the currencies of 
the G-7 camtries but at the same time we are of the opinion that the Fund’s surveillance and 
advice on exchange rate policies can be of great importance for countries with a current IMP 
arrangement, and/or for countries where a currency misalignment could trigger some broader 
regional disturbauces. 

Issue 3: Refinements of the current methodology 

The approach outlined in the staEpaper is highly pragmatic. This brings about some 
limitations identified by the stat% chapter IV of the paper. Most importantly, due to the 
ditEculties associated with a complete inter-temporal model, the approach used by the stafTis 
not embedded into a dynamic framework-a limitation which somewhat reduces the practical 
value of the calculated equilibrium rates. 

Nevertheless, we believe that continued work on the current methodology would be 
worthwhile. Many of the possible r&nements are probably too technical to be discussed at a 
meeting of the Executive Board. We therefore suggest that the staEprepares a more technical 
paper for publication in the StatTPapers or as a Working Paper in order to receive valuable 
inputs from specialists outside the Fund. We will come back to this point in issue 5. 

In addition to the re5nements proposed by the sta@ it might be use&l iftbe stafftried 
to quantify the eEects of the factors which are only taken into account in step 4 of the current 
methodology, i.e. the et&t of cyclical conditions, interest rate difEere.ntials, and fiscal 
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imbalances on the short-term behavior of the exchange rate. This would allow us to give the 
judgmental assessment a better analytical basis. Moreover, we believe that the assessment of 
members’ exchange rates should not be limited to levels but should give more weight to the 
effects of exchange rate movements. Large swings can be highly undesirable, even ifthe 
exchange rate keeps within tbe confidence band of the equilibrium rate. Staff studies in this 
area would be particularly welcome. 

Issue 4: Interpretation of results 

ln the paper, the staff highlights the importsnce of a careful interpretation of calculated 
equilibrium rates. Such an interpretation is indeed necessary, given the various factors that can 
lay behind an apparent misalignment, the several judgmental elements entering the 
calculations, and the analytical limitations and the lack of precision of the estimates. 
Interpretation is also needed because positive estimates of medium-term equilibrium rates 
cannot easily be used as normative signpost of ‘desirable’ exchange rates. 

As we already noted above, we Cdly agree that an assessment of exchange rates has 
always to be part of a broader macroeconomic analysis and should be done on a case-by-case 
basis. 

Issue 5: Public statements on exchange rate misalignments 

The IMF’s policy regarding public statements on exchange rates is rather prudent. As 
noted in the paper, the Fund has until now made only a few public statements on currency 
mkaligmnents. We believe that more openness in this area would be desirable. 

In particular, even if public statements on exchange rates are rare, the rationale for 
such statements should be made more transparent. We therefore suggest that the statT 
publishes a paper which explains the methods used for the calculation of equilibrium exchange 
rates and for the exchange rate assessment in general. Ideally, such a paper would be more 
detailed and more specitlc with respect to the practice of the Fund than the recent Occasional 
Paper on Exchange gates and Economic Fundamentals (Occasional Paper 115). 

The Fund could also be somewhat more open concerning the results of the calculations 
of equilibrium exchange rates. We agree that it would not be a good idea to regularly publish 
lists with equiliirium exchange rates or with the percentages by which market rates deviate 
from the equilibrium rates. This kind of publication could give the wrong impression about the 
reliability of the estimated values, especially if tbe medii disseminate these estimates without 
the careful interpretation of the Fund. However, we think that a publication of relatively large 
ranges or confidence bands for the equilibrium values of the real effective exchange rates 
would be use&l to better explain to the public the basis of the Fund’s statements on exchange 
rates. The publication of such estimates could take place in the context of regular 
consultations under Article N, e.g. in the PINS. 



-4- 

To conclude we would like to invite the staffto prepare a paper in a related area, 
namely the Qure conversion rates for participants of EMU. In light of the high systemic 
importance of this project, an independent opinion of the Fund about the appropriate level of 
the fiture conversion rates would cerkinly be use&l. We have the impression that the 
methodology presented by the statTmight provide valuable inputs for the decisions planned by 
the European Union for May 1998. A discussion on the bilateral exchange rates and the 
wnversion rates of EMU participants would also perfectly fit into the Fund’s mandate to 
oversee members’ exchange rate policy. 


