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We estimate a model of real exchange rate determination which is based on interest rate, term structure and
purchasing power parities. This model takes into account sovereign risk as a key determinant with possibly non-
linear effects. Estimations are performed for five Latin-American economies: Brazil, Chile, Colombia, Mexico and
Peru. The results show that the model has good fit for all countries and the expected sign holds for most
estimated coefficients. In particular, it is found that sovereign risk has a significant positive relation with the real
exchange rate. There is evidence of the non-linearity of this relation for all countries except Mexico. This non-
linearity implies coefficients that change with smooth transition as a function of international volatility indicators.
In addition, we perform misalignment analyses and show that real exchange rates became over-depreciated
during the initial development of the great financial crisis. Then, between 2011 and 2013, they went through a
few periods of over-appreciation as international monetary and fiscal policies became expansive and
international capital flows were bound to emerging economies searching for higher yields. Finally, the strong
reduction of commodity prices led to a new over-depreciation episode during the second half of 2015.

 

The series Borradores de Economía is published by the Economic Studies Department at the Banco de la
República (Central Bank of Colombia). The works published are provisional, and their authors are fully
responsible for the opinions expressed in them, as well as for possible mistakes. The opinions expressed herein
are those of the authors and do not necessarily reflect the views of Banco de la República or its Board of
Directors.

https://www.banrep.gov.co/sites/default/files/publicaciones/archivos/be_970.pdf

