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1
dollar today

ke
E$/ €

Sell dollar
for euros
today

i
ES/ €

euros today

: B
X(1+1 B
() (1+7) =22(1 + 7¢)
: $/€
Earn interest

on dollar deposit dollars in one year

X Fs/e

Sell euros
for dollars
forward,
one year ahead

X(1 +17¢) EL(1 + i)
$/€

Earn interest

L euros in one year
on euro deposit
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o TR T SR A R O 4R
o FLRATTLUEE], (EEEFIZET, WFHAR:

(1 i$) = (1 ie)gw
grosks doTlar r;turn N " $/€J

on dollar deposits gross dollar return
on euro deposits

¢ CIPA AR &A1 E 5\

NIVERSITY



AR RN EZ BRI : RSN E

F UK/GER
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1981: German capital controls abolished
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1
dollar today —

1
ES/ €

Sell dollar
for euros
today

1
Esse

euros today

e

E

. : .
X(1+1,) (1+175) =E_/€.(1 +iQ)
$/€

Earn interest

on dollar deposit expected dollars

in one year

{
X Es/€

Sell euros
for dollars
in one year

X(l + IE) EL(]. T 7€)
$/€

Earn interest
on euro deposit

expected euros
in one year
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o EFUR G FAFEBERN KR, EWE:

(1+i) = (1+i Es e
z$) = (1+1i.)
x “ y, | E$ /e
gross U.S. deposit N " y

dollar return gross euro deposit
(expected) dollar return
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Forward premium

Expected rate of +15%
depreciation
(home versus
foreign

% per annum)  +10 [

Line of best fit

1

Eg Relationship
predicted by
$/€ CIP and UIP
= — — 1 sk
Ey/e
L A ok
W
Expected rate
of depreciation -5 3
o]
(o]
-10 1 1 1 1 )
-10 -5 0 +5 +10 +15%

Forward premium (home
versus foreign, % per annum)
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o ZHIBNNBINERR AN F R E R ZE N ZER, N AT (

nominal exchange rate)

& CREPANE TR T R R A A PR B b AT EER, R BISEERIEE (real

exchange rate) :
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——
relative price European price u. S price
of good g of good g of good g
in Europe expressed expressed
versus U.S. in$ in S
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XN SE I (Absolute PPP)

¢ PPP=Purchasing Power Parity

G s =1 < EgePp = Fyg
* BN
Es. = FRs/PB
- ———’
exchange rate  ratio of price levels
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EXFHiEH (Big Mac Index)

o KA E T H R AR F 5 O S Tehr

Big M E ol
: _ 1g Mac _ $/local currencyL loca
Big Mac Index = ¢ 1= phig Mac 1
us
Exchange rate Over (+)/
Big Mac Prices (local currency per U.S. dollar) under (=)
valuation
In local In U.S. Implied by Actual, against dollar,
currency dollars PPP July 13th %
(1) (2) (3) (4) (5)
United States $ 3.57 3.57
Argentina Peso 11.5 3.02 3.22 3.81 -15
Australia AS 4.34 3.37 1.22 1.29 -6
Brazil Real 8.03 4.02 2.25 2.00 +13
Britain £ 2.29 3.69 0.64 0.62 +3
Canada C$ 3.89 3.35 1.09 1.16 -6
Chile Peso 1750 3.19 490 549 -11
China Yuan 12.5 1.83 3.50 6.83 —49
Colombia Peso 7000 3.34 1,961 2,096 -6
Costa Rica Colones 2000 3.43 560 583 —4
Czech Rep. Koruna 67.92 3.64 19.0 18.7 +2
Denmark DK 29.5 5.53 8.26 5.34 +55
Estonia Kroon 32 2.85 8.96 11.2 -20
Egypt Pound 13 2.33 3.64 5.58 -35
Euro area € 3.31 4.62 0.93 0.72 +29
Hong Kong HK$ 13.3 1.72 3.73 7.75 -52
Hungary Forint 720 3.62 202 199 +1
Iceland Kronur 640 4.99 179 128 +40
Indonesia Rupiah 20900 2.05 5,854 10,200 —43
Israel Shekel 15 3.77 4.20 3.97 +6
Japan Yen 320 3.46 89.6 92.6 -3
Latwia Lats 1.55 3.09 0.43 0.50 -13
Lithuania Litas 7.1 2.87 1.99 2.48 —20
Malaysia Ringgit 6.77 1.88 1.90 3.60 —47
Mexico Peso 33 2.39 9.24 13.8 —-33
New Zealand NZ$ 4.9 3.08 1.37 1.59 —14
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FEXTMESE I (Relative PPP)

o AXPK (levels) ERISE AW, A25h&E (changes) LWg?
o —MHXTE—Lef P R R AHXTIESE ST (Relative PPP)
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Models Home Country Foreign Country
Asset Approach
Short-run model of current exchange rate TGS L
Levels at time t (current period) . .
r Money supply Real income Money supply Real income
N = M Y,
) Short-run e ; us us EUR EUR
N money market Mys /Pys = Lus (i5)¥us
equilibrium = :
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Uncovered interest EE
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(Figure 15-1) /€
L Expected future exchange rate Ef/€
(Forecast from monetary approach)
Monetary Approach
Long-run model of future exchange rate Future levels Future levels
Levels at time t + 1 (future period)
r  Money supply Real income Money supply Real income
Long-run
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(c) Long Run: Money Market
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