Vertical Specialization, Exchange Rate Pass-Through, and External
Adjustment

This paper investigates the effect of the growing international production
diversification on the exchange rate pass-through effect and on the current-account
adjustment. Increasing tendency to vertical specialization would decrease the
pass-through to import prices at least through two channels. First, since the share of
foreign currency cost would fall, exchange rate movements may induce only lesser
changes in domestic-currency marginal costs. Second, as the increasing tendency to
global outsourcing is closely connected with growth of intra-firm trade, the intra-firm
financial operations by multinational companies may also cut off the pass-through
relationship.

This shrinking of exchange rate pass-through will weaken the power of nominal
exchange rate movements on the external adjustment. However, production shifts by
multinationals, another effect of the international production diversification, will
promote the exchange rate-driven external adjustment. This production shift is
another type of expenditure switching which does not need apparent changes in
relative prices consumers or retailers face, but need only changes in relative unit

labor costs which firms face.
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