CAPITAL FLOWS AND REAL EXCHANGE RATE
FLUCTUATIONS FOLLOWING SPAIN’'S ENTRY INTO
THE EUROPEAN UNION

After financial openings, like that in Spain and Mexico Iin the
late 1980s, large capital inflows have been accompanied by
substantial appreciations in the real exchange rate.

This work shows that, to capture the timing of capital
Inflows and the changes in the relative prices of nontraded
goods, frictions in factor markets are important.

The model here stresses that frictions are important to
capture fluctuations in both the real exchange and trade
balance.



REAL EXCHANGE RATE

RER = NER x Pger
I:)esp
units: pesetas

deutsche marks

deutsche marks/German basket

X
pesetas/Spanish basket

_ Spanish baskets
German basket




Suppose P, = NER x Pl.(law of one price)
I:)gsp 9 I:)ger _ (Pgerlpger
P-grer Pesp (Pesp/P-erSp

RERN is the part of the real exchange rate explained by the
relative price of nontraded goods.

What is left over in RER Is the part explained by the terms of
trade.

RERN =

NER x P,
P;arsp

RERT =

Notice that

RER = RERT x RERN
TRADED: Agriculture and Industry
NONTRADED: Construction and Services
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MODELING CAPITAL FLOWS INTO SPAIN

Y; = ANIKs
yi = Ak{
I = ozAkj’“1 )
Vesp = 21,875 (1986)
Yoor = 27,879
Kesp = 45,528
Kger = 73,618

Yesp _ (kesp )a
Yger Kger



Let a = 0.3020

Yesp  _ ().8649
Yger

INn data
Yoo _ 0.7847
Yaer

Differences in capital per worker explain 63 percent of
differences in output per worker between Spain and
Germany.



HOW LARGE SHOULD CAPITAL FLOWS BE?

Calibrate
Aesp — yesp/kgsp — 8573298

Ager — yger/kger — 9450353
Equate marginal products
OCIA\espkg{s_p1 = aAger k‘é‘érl

kger — 73,618 Imp|IeS kesp — 64,030

Spanish capital stock would have to increase by 18,502,
which is 85 percent of Spanish GDP, 41 percent of Spanish
capital stock.

(rger = 0.057 implies res = 0.088)



subject to

where

THE MODEL

consumers

max ) Biech + (1~ €)ck)/p
t=0

Ctt + PtCNt + Aty1 = Wil + (1 + r)at
a: > —A

di = qt—lkt + bt.



COST MINIMIZATION +ZERO PROFITS

Wi = AT(l — aT)(th/OTt)aT
= PneAN(L — an) (Kne/lp) ™™

L+r1 = (Arar(lr/kr) =7 + (1 - 6)q0)/qes
- (pNtANaN(QNt/th)l_aN + (1 — 5)qt)qt—1

Pt =1 = thG(ZNt/ZTt)l_y
Pne = Qi1 —¥)G(zZ1t/zne)”



FEASIBILITY CONDITIONS

Cnt + Znt = ANk O™
Kt + Knt = Ky
bre+ One = 0
Kiss — (1 — 8)ke = Gzl z7,"

Ctt +ZT1t + bt+1 = ATkaT Lo + (1 + rt)bt



CALIBRATION

yn = 1.0481K%2869(0.7131
y7 = 1.0214k0:3109(0.6591
X = 1_94342_(?_.38022%6198
5 = (5kiy)/(kly) = 0.0576
(enfer)™  _ _ 0.58301"

1+ (cn/cr)t™®  1+0.5830%
B =1/(1+r*) =0.9463

N = aAgerkge_rl - 5



traded GDP (% total GDP)
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trade balance (%GDP)
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real exchange rate
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traded labor (%total labor)

Basic model - labor in traded sector
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Traded

Production possibilities frontier

Non traded



LABOR ADJUSTMENT FRICTIONS

Unt+1 < Al
Urts1 < AlTy

A>1
(In the numerical experiments A = 1.01.)



CAPITAL ADJUSTMENT FRICTIONS

XNt+1 + XTtr1 < GZKHZ%_Y
Kntrr < @(Xntr1 /KTt )Kne + (1 — 0)Knie
Kttrr < @(Xrtea /Kre)KTt + (1 — 6)KTt

o' (x/k) >0, ¢"(x/k) <0, ¢(8) =6, ¢'(6) =1
(P(x/Kk) = (6*"(x/K)" = (1 -n)o)m, 0 <n<1)

(In the numerical experiments n = 0.9.)
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Model with capital and labor adjustment frictions
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trade balance (%0GDP)

Model with capital and labor adjustment frictions
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real exchange rate

Model with capital and labor adjustment frictions
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traded labor (%total labor)

Model with capital and labor adjustment frictions
- labor in traded sector

NN
o
\

w
00
\

W
»
\

w
IS
\

w
N
\

w
o
\

N
(00]
\

26 T T T T T T T I I I
1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

year






