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ABSTRACT

The objectives of this study were to investigate the long—run relationship between real
exchange rate and real interest rate and determined the real exchange rate adjustment in short—
run. Dornbusch’s Monetary Model was used to analyzed using Cointegration and Error
Correction method. This study focused on six USA bilateral countries including Indonesia,
Malaysia, Philippines, Thai, Korea and Japan. Five variables including relative money supply,
relative real income, real interest rate differential and expected inflation rate differential were
used in the study. This study directly investigated the relationship between real exchange rate and
real interest rate differentials more than other variables in the model. Monthly data from January
2000 to October 2005 were collected totally 70 months.

The unit root test for stationary of data set revealed that all series were stationary at
the first order of integration. The Engle and Granger cointegration method indicated that there
existed the long—run inversely related relationship at 0.01 level of significance between the real
exchange rate and the interest rate differential in the case of USA-Indonesia, USA—Philippines,

USA-Thai and USA—Korea. If the real interest rate increases 1%, the real exchange rate



i)

decreases 0.0025%, 0.0231%, 0.0244% and 0.0329%, respectively in the case of bilateral trader
countries above.

In case of bilateral trader between the USA—Malaysia, it was found that the real
interest rate differential directly related to real exchange rate at 0.20 level of significance. If the
real interest rate differential increases 1%, the real exchange rate increases 0.0408%. In case of
bilateral trader between the USA—Japan, it was found that the real interest rate differential
directly related to real exchange rate at 0.10 level of significance. If the real interest rate
differential increases 1%, the real exchange rate increases 0.101%.

Furthermore, the error correction method was employed to investigate the short-run
adjustment of the real exchange rate to the long-run equilibrium. The results indicated that the
adjustment not only depended on the change of one lagged variables in the model but also on the
disequilibrium errors in the previous month. This disequilibrium error decreased consecutively.
The speed of adjustment coefficients of the USA-Indonesia, USA—Philippines, USA-Thai,
USA—Malaysia, USA-Japan and USA—Korea were 0.3193, 0.157, 0.187, 0.1001, 0.0926 and

0.0256, respectively.



