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around and adapt to this. This is a structural issue, not a cyclical one, so the exchange rate 
implications of the higher interest rate cannot be sorted out using the Dornbusch (1976) 
overshooting mechanism. Nor is the exchange rate regime a relevant issue: if the country 
maintains a fixed rate, the real exchange rate appreciation will come about through faster 
domestic inflation (e.g., Hong Kong, China, at least over its medium-term history). 

Figure 1: Interest Rates, Emerging and Mature Economies 

 
Source: BIS Annual Report 2006 Chapter IV. 

Inflows will not only be encouraged by these structurally higher interest rates, but will be 
further encouraged by the prospect of structural exchange rate gains (as in Japan, where the 
rate appreciated from 360 yen/dollar to 100 in the early 1970s). This might be explained in 
terms of the Balassa/Samuelson theorem (differential productivity performance in the 
tradable vis-à-vis the non-traded sectors), or may simply reflect the high overall productivity 
as a rise in the capital/labor ratio as the country moves towards the best-practice production 
frontier. During this journey, interest rates need to be higher, and the real exchange rate may 
appreciate. This is an attractive intrinsic environment for capital inflows (for another 
description of this same process, see Lipschitz et al., 2002). 

2. Macroeconomics: How Does Monetary Policy Work in a Small Well-Integrated 
Economy? 

So much for the medium-term structural forces: superimposed on these are the shorter-term 
cyclical influences which monetary policy addresses. How does monetary policy work in a 
globally integrated environment? 

Three decades ago, in a less-integrated world, monetary policy worked by constraining the 
cyclical upswing and its accompanying asset price pressure, either with higher interest rates 
or credit controls, and impinged mostly on interest-sensitive expenditures such as 
investment and asset prices. Nowadays, for a small economy with a floating exchange rate 
and which is well integrated into international financial markets, when the monetary 




