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THE RISK PREMIUM AND THE LIQUIDITY PREMIUM
IN FOREIGN EXCHANGE MARKETS*

By CHARLES ENGEL!

The forward exchange rate may include a liquidity premium as well as a risk
premium. The nature of these premiums is investigated in a general equilib-
rium model. The more obvious point the paper makes is that the forward rate
will be affected by the liquidity of financial assets. The subtler point the paper
makes is that the liquidity premium of the forward rate is also influenced by the
liquidity of goods.

1. INTRODUCTION

A wide range of empirical tests have rejected the proposition that forward
exchange rates are conditionally unbiased predictors of future spot exchange rates.
Possible explanations for this result are that foreign exchange markets are not
efficient, that there is a risk premium, or that the statistical tests have incorrectly
rejected a true hypothesis.

This paper examines how liquidity costs may affect the equilibrium forward rate
and lead to rejection of tests of uncovered interest parity. Liquidity costs refer to
costs of converting assets (or goods) into money so that they can be used to buy
goods.

More liquid assets (assets that can be more easily traded for goods) can yield a
lower explicit return, and that feeds back into the forward rate. Since by covered
interest arbitrage (here assuming no transactions costs) F, = §,(1 + i% /(1 +
il )—where F, is the one-period ahead forward exchange rate, S, is the spot
exchange rate (both expressed as domestic currency per unit of foreign currency),
i% ;1 the nominal return on a one-period domestic asset, and i/ ; the return on a
one-period foreign asset—the value of the forward rate depends on the liquidity of
the corresponding assets. Einzig (1937) discusses the importance of the liquidity of
assets in determining the forward rate.

However, the liquidity of assets is not the only way in which liquidity issues
affect the equilibrium forward rate. The fact that goods are not as liquid as
money—that is, typically goods cannot be traded for goods as easily as money can
be traded for goods—also has an impact on foreign exchange prices.

This paper explores the determination of equilibrium spot and forward exchange
rates in general equilibrium cash-in-advance models similar to those of Svensson
(1985a, 1985b).

* Manuscript received November 1990; revised September 1991.
1 1 would like to thank Maxim Engers, Craig Hakkio and Ron Michener for helpful suggestions.

371



