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Money-Purchasing Power and
Exchange Rate Volatility in a
NOEM Model: An Analysis of

Small Open Economy

Chung-Fu Lai
Chih-Cheng Tseng

Abstract

Following the New Open Economy Macroeconomics developed by
Obstfeld and Rogoff (1995), we extend the model of Lane (1997) to investigate
the role of money illusion on exchange rate dynamics in a small open

economy. According to theoretical analysis and simulation results, this paper
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found that the direction of exchange rate changes in the short run is related
to the consumption elasticity of real money demand, the extent of exchange
rate adjustment is depend on the share of tradable goods and the degree of
money illusion. The exchange rate will overshoot if the consumption elasticity
of money demand is smaller than one, and the increase of share of tradable
goods and the degree of money illusion cause an increase in exchange rate
volatility, if the consumption elasticity of money demand is equal to one,
exchange rate will immediately jump to their new steady state positions, the
extent of exchange rate volatility is independent on the share of tradable
goods and the degree of money illusion, when the consumption elasticity of
money demand is greater than one, exchange rate undershooting occurs.
Finally, we present the analysis of the welfare and found that to expand the
money supply will enhance the flow of funds, leads to an increase in money

demand, and rise in welfare level if money illusion exists.

Keywords: New Open Economy Macroeconomics, Money lllusion,

Exchange Rate Dynamics, Welfare Analysis
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Obstfeld and Rogoff (1995) FTiEH @ IR B EFTELEHT (New Keynesian)
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and Rodriguez, 1982) ; £ _ - EE B EE (HIA Kouri, 1976; Calvo and
Rodriguez, 1977; Branson, 1977; Turnovsky, 1981; Livitan, 1981; Chen
and Tsaur, 1983; Park, 1987; Chen et al. 1989) : 2 = T Hi 73 I\ ( I &I
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