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Keep in mind

En la revista Ensayos sobre Politica Econdmica (ESPE) divulgamos los resultados y las propuestas de
politica que surgen de investigaciones académicas realizadas en el Banco de la Republica. Cuando nos
lea, tenga siempre presente que el contenido de nuestros articulos, asi como los analisis y conclusiones
gue de ellos se derivan, son exclusiva responsabilidad de sus autores. El material divulgado en nuestra
revista ESPE no compromete ni representa la opinion del Banco de la Republica ni la de su Junta
Directiva.
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During a time of rising world interest rates, the central bank of a small open economy may be motivated
to increase its own interest rate to keep from suffering a destabilizing outflow of capital and depreciation
in the exchange rate. Empirically, this paper shows that this is especially true for a small open economy
with a current account deficit, which relies on foreign capital inflows to finance this deficit. In addition, the
method of current account financing has a large effect on whether or not the central bank will opt for
exchange rate and capital flow stabilization during a time of rising world interest rates. A current account
deficit financed mainly through reserve depletion or the accumulation of private sector debt will cause
the central bank to pursue de facto exchange rate stabilization, whereas a current account deficit
financed through equity or FDI will not. Quantitatively, reserve depletion of about 7% of GDP will
motivate the central bank with a floating currency to adjust its interest rate in line with the foreign interest
rate to where it appears that the central bank has an exchange rate peg.
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