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Abstract

In his celebrated article, Krugman (1991) points out that an announcement of
exchange rate target zones tends to affect the public's expectations of changes
in the exchange rate, and then lowers the volatility of the exchange rate. This
stabilizing effect of exchange rate target zones is now referred to as the
honeymoon effect. However, evidence from empirical studies does not support
the honeymoon effect. To solve the inconsistency between theoretical
prediction and empirical findings, based on the Aoki (1985) model this thesis
develops an open-economy framework that simultaneously includes
exchange-rate expectations and price expectations. Our graphical analysis
reveals that, if both exchange-rate expectations and price expectations are
brought into the picture, they will generate two conflicting effects on the
realization of the nominal exchange rate. When the exchange-rate expectations
effect exceeds the price expectations effect, the honeymoon effect is present.
However, when the exchange-rate expectations effect falls short of the price

expectations effect, the honeymoon effect does not exist.

Keywords. Exchange rate target zones; Honeymoon effect; Price expectations;

Exchange-rate expectations
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