Public Affairs 854 Menzie D. Chinn

Spring 2009 Social Sciences 7418
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Problem Set 4

Due in Lecture on Monday, April 20th. your answers to the algebraic questions.

1. Covered and uncovered interest parity.

1.1 Assume that covered interest parity holds, so (1+i) = (F/S)(1+i*). Fill in the following grid (carry your
answer out to three decimal places), for (a) and (b).

1.2 Assume that uncovered interest parity holds, so (1+i) = (S°/S)(1+i*). Fill in the following grid (carry
your answer out to three decimal places), for (¢) and (d).

i i* F S
a. | 0.05 0.09 1.20
b. | 0.05 1.20 1.30
i i* §° S
C. 0.09 1.20 1.25
d. | 0.05 0.09 1.30
2. Using real data to evaluate PPP and UIP. Consider the table drawn from the Economist, April 10"

edition, on the attached pages. Answer these questions using equations, and show your work.

2.1 Using the 3 month interest rates, and assuming UIP holds, calculate the expected change in the
dollar/euro exchange rate over the next three months. Be sure to state what the rate will be, in
annualized terms, and what will be the actual percentage change in the dollar/euro exchange rate.

2.2 Using 10 year bonds, calculate what the implied change in the dollar/pound exchange rate is,
over the next ten years.

2.3 Given the empirical evidence on the relationship between exchange rate changes and interest
differentials provided in the table in the handout on CIP and UIP, what do you expect to happen to
the dollar/euro rate over the next three months, and over the next ten years (use the German 10 year
rate as a proxy for the Euro area rate)? Explain.

2.4 Given the inflation rates over the past year, what should have been the rate of change in the US
dollar/euro exchange rate if relative purchasing power parity held?

2.5 Interpret the April 10™ Economist poll of expected inflation rate for 2009 as the expected
change from December 2008 to December 2009. What is the expected change in the US dollar/euro
over that period if relative PPP holds?
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Output, prices and jobs
% change on year ago
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I The Economist poll of forecasters, April averages (previous month's, if changed)

Real GDP, % change Consumer prices Current account
Low/high range average % increase o6 of GOP
2009 2010 2009 2010 2009 2010 2009 2010

Euroarea  -4.3/-2,0-0.7/0.8 -3.4(-2.4) 0.2(0.7) 04(06) 1.1(13) -10 (-0.8) 0.8 (-0.7)

Sources: BNP Parthas, Citigrowp, Decision Eoonomics, Deutsche Bank, Econam®t Intelligence Unft, Galdman Sachs, H5BC Securfties, KBC
Bank, JPMorgan Chase, Morgan Stanley, RBS, Scotlabank, UBS

Economist, April 10, 2009.

3. Elexible price monetary model of exchange rates. Assume A=5.
3.1 If the money supply increases by 3% today, and stays 3% higher than it was expected to be, in all future
periods, what happens to the nominal exchange rate and nominal interest rate today, and into the future?

3.2 If the money supply expected in period t+i falls by Am, for i>2 relative to what it was previously
expected to be (and is expected to remain lower for all the future thereafter), what would immediately
happen to the exchange rate today?

3.3 Suppose the fundamentals grow by 2% per annum. Suppose the growth rate decreases by 3%. What
happens to the exchange rate, if anything, the instant the growth rate changes?

4, Sticky price monetary model of exchange rates.

4.1 Explain what happens if the monetary authority in US increases the money supply by 3 percent. In your
answer, indicate the time paths of M, P, M/P, r-r*, s. Use graphs.

4.2 Suppose 0 equals infinity. Redo 4.1.
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