
e a ( P e e  

International Developments 

Index, January 1971 = 100 
600 I PURCHASING POWER PARITY~ 

Percent change from correspond~ng month o i  prevlous year 

30 I CONSUMER PRICES I 

a. Purchasing power parity IS calculated by combining exchange-rate changes with Consumer Price Index movements for the U.S. and Japan or Germany, 
respectively. 
NOTE: Prior to January 1991, German data represent West German figures. 
SOURCES: DRIIMcGraw-Hill: and Board of Governors of the Federal Reserve System. 

Nomin:il exchange rates fl~rctuate 
substantially ancl often seem unre- 
latecl to short-run movemenis in 
such f~rnclamentals : ~ s  income or  
tracle l,:rlances. Nonetheless. ccr- 
tain long-run relationships itr\.ol\-- 
ing exchange mtes may he relial~le. 
I11 pastic~ilar. many economists 
view exchange rates ;is 1.csponcling 
t o  clifferences in price le\.els. 1 low- 
ever, exchange rates m:i!. lalie 
rriore t i ~ n e  to responcl frilly to 
price-level clifferences than once 
\v:is tlro~rglit. Since 1971. I:.S. inf1:i- 

tion rates have usually been higher 
than Germany's or Japan's, ancl the 
cloll;rr has \veakened against 1,oth 
the 11iark ancl the yen. 

Calculations of purchasing pones  
parit). inclicate that relative inflation 
sates ancl exchange-rate movements 
have a cornl~inecl effect o n  the U.S. 
competitive position relative to Ger- 
many :il~d Japan. Both strength in 
the clollar ancl higher 1J.S. inflation 
~x te s  wealien the IJ.S. posilion. The 
Gerlrlan marli has helcl its gro~rncl 
~ig:rinst the clollar since 1992, despite 

higher i~lflatioll rates in ~rnifiecl Ger- 
many. Over the same periocl. the yen 
has gelierally giinecl against tile dol- 
lar, with lower Japzrnese inflation 
sates. 'I'hus, C.S. parity :igaitrst Ger- 
many has impso\.ecl relative to o u r  
position against Jap:i11. 

Since 1995, both the mark :ind the 
yen have n~ealienecl against the clol- 
lar. Although U.S. inflation rates have 
Ixen  higher. the relative strength of 
the American economy makes the 
clollar an attractive invest~nent. 
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International Developments (cont.) 
Percent change froni corresponding quarter oi  previous year 

Percent change  iron^ corresponding month o i  previous year 
30 

Percent 

[LONG-TERM INTEREST RATES 

a. Seasonally adjusted. 
NOTE: Prior to January 1991, German data represent West German figures. 
SOURCES: DRIIMcGraw-Hill: and Board of Governors of the Federal Reserve System 

Long- anel short-I-LI~ mo\.emcnts 
in exch:lnge rates, in~erest ~ t c s ,  ancl 
inflation rates ma). be conncctccl 
through the rnech:tnisn1 of monetary 
policy. I-Iigher r:ltes o f  money 
growth tencl to prodilce higher infl:l- 
tion, ancl the expectation of grc:lter 
inflation incre;ises long-term interest 
rates ;is Icnclers clcm;incl colnpensa- 
tion for lost purchasing power. News 
that a central b;lnli m a y  tighten tcncls 
to l>oost tile v;~l~le of' a nation's ciw- 
rcncy 21s people anticipare higher 
sllorl-term interest rates. 

Since r~nific~ition. C;errn;iny 11:~s 
hacl higher sates of' Inonel. gron-th 

th:un both Ja17;~n ancl the U.S., yet l ~ y  
1994 Gertllan econonlic gro\vth hael 
recoveretl t o  near the U.S. rate. And 
while Japanese money gro\vth has 
been only slightly belotv that of the 
L.S., Jap;m's long-term interest rates 
1x11.e been much lower. These pat- 
terns may 1,e related to u~lanticipatecl 
cle~.eloi>~nents in output. Gerirlatl 
GIII-' d s o p ~ x d  sharply after unifica- 
tion, 1 ~ 1 t  then reboundect. Japanese 
economic gro~vth finally began to re- 
cover in late 1995 from problems 
causecl 11y Ixld assets at many of the 
counL~-!.'s financial institutions. 

Speculation that the Banli ofJ~ipan 

may tighten in response to strong 
first-cluarter g r o \ \ ~ h  has s ~ ~ p p o r t e d  
the yen, while Germany's ongoing 
sluggishness has lecl to talk of loos- 
ening ;lncl has \vealieneti the marl<. 
Efforts by centlxl I~;unlis to stimulate 
growth 13); manipulating short-term 
interest rates are cluiclily reflected in 
lower currency \.slues if they are 
perceiveel as an acceptance of higher 
inflation. Accostling to this vien., the 
1on.e~ interest Kites in Japan might 
be cli~e t o  that nzltion's \villingness to 
hold the line against inflation clespite 
21 fen- !.cars of less-than-stellar eco- 
norllic gro~vth. 
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