
Testing the Short-And-Long-Run Exchange Rate
Effects on Trade Balance: The Case of Colombia
Working Paper No. 120 Keep in mind
The series Working Papers on Economics is published by the Office for Economic Studies at the Banco de la
República (Central Bank of Colombia). It contributes to the dissemination and promotion of the work by
researchers from the institution. This series is indexed at Research Papers in Economics (RePEc).

On multiple occasions, these works have been the result of collaborative work with individuals from other
national or international institutions. 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.

AUTHOR OR EDITOR Hernan Rincon
This paper examines the role of exchange rates in determining the short-and-long-run trade balance behavior for
Colombia. Conventional wisdom says that a nominal devaluation improves the trade balance. This conjecture is
rooted in the Bickerdike- Robinson-Metzler (BRM) and Marshall-Lerner (ML) conditions. Empirically, the
evidence for both developed and developing countries has been inconsistent in either rejecting or supporting the
BRM or ML conditions. This paper tests these two conditions. It uses a regression model formulation which
includes income and money so that the monetary and absorption approaches to the balance of payments are also
examined. The econometric procedure used is the Johansen and Juselius' approach to estimation of multivariate
cointegration systems. The main result is that exchange rates do play a role in determining the short-and-long-
run behavior of the Colombian trade balance. Moreover, devaluation improves the trade balance, which is
consistent with the BRM or ML conditions. The results show also that the long-run effect of an exchange rate
devaluation on the trade balance is enhanced if accompanied by reduction in the money stock and/or an increase
in income. The findings with respect to income and money variables did not uniformly reject or accept
hypotheses from the absorption or monetary approaches either for the short run or the long run.


