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§Brexit decision on June 23rd 2016 à Within the day 
Pound fell by 9%
§Exchange rate affects the economy and our daily 
lives
§Exchange rate fluctuations matter for output and 
inflation
§Important to policymakers
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How?



§Exchange rate: price of one currency in terms of another
§Foreign exchange market: the financial market where exchange 

rates are determined
§Spot transaction: immediate (two-day) exchange of bank 

deposits
§ Spot exchange rate

§Forward transaction: the exchange of bank deposits at some 
specified future date
§ Forward exchange rate



§Appreciation: a currency rises in value relative to 
another currency

§Depreciation: a currency falls in value relative to 
another currency

§When a country’s currency appreciates, the country’s 
goods become more expensive to foreigners and 
foreign goods in that country become less expensive 
to domestic economic agents.

§Over-the-counter market mainly banks



Source: Federal Reserve Bank of St. Louis, FRED database: http://research.stlouisfed.org/fred2/.



§Law of one price: if two countries produce an identical good, 
and transportation costs and trade barriers are very low, the price 
of the good should be the same throughout the world no matter 
which country produces it. 

§Theory of Purchasing Power Parity assumptions:
§All goods are identical in both countries
§Trade barriers and transportation costs are low
§Many goods and services are not traded across borders



§theory of purchasing power parity (PPP). It states that 
exchange rates between any two currencies will adjust to 
reflect changes in the price levels of the two countries 

à an application of the law of one price to national price levels 
rather than to individual prices 

The concept of real exchange rate: the rate at which domestic 
goods can be exchanged for foreign goods. 
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Source: Federal Reserve Bank of St. Louis, FRED database: http://research.stlouisfed.org/fred2/.



§ Nontradable goods: Housing, land, haircut ,…

§ Similar goods are not identical Ex. Toyotas & Renaults
§ Barriers to trade

§ Transportation cost
§ Tariffs Ex. High rice tarrifs in Japan
§ Quotas
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Since 1986 The Economist 
magazine has published the 
Big Mac Index : to say 
whether currencies are at 
their correct level based on 
the theory of PPP
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§Relative price levels
§Trade barriers
§Preferences for domestic versus foreign goods
§Productivity





§An exchange rate is the price of domestic assets in terms of foreign 
assets

§Supply curve for domestic assets
§ Assume amount of domestic assets is fixed (supply curve is vertical)

§Demand curve for domestic assets (traces out the quantity demanded at each 
current exchange rate by holding everything else constant )

§ Most important determinant is the relative expected return of domestic 
assets

§ At lower current values of the dollar (everything else equal), the quantity 
demanded of dollar assets is higher



Assumtions:
- Home country is US
- The quantity of dollar 

assets is fixed : bank 
deposits, equities in the US



§Shifts in the demand for domestic assets
§Domestic interest rate

§Foreign interest rate

§Expected future exchange rate











§Changes in Interest Rates
§When domestic real interest rates raise, the domestic currency 

appreciates.
§When domestic interest rates rise due to an expected increase in 

inflation, the domestic currency depreciates.

§Changes in the Money Supply
§A higher domestic money supply causes the domestic currency 

to depreciate. 



Step 1. A rise in the domestic real interest as a 
result of an increase in expected inflation shifts 
the demand curve to the left . . .

Step 2. leading to a fall in the exchange rate.
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§The volatility of exchange rates is due, in part, to the fact 
that they are based on unstable expectations regarding an 
uncertain future.



§The value of the dollar and the measure of real interest 
rates tend to rise and fall together.

§Our model of exchange rate determination helps explain 
the rise in the dollar in the early 1980s and fall thereafter.
§a rise in the U.S. real interest rate raises the relative expected 

return on dollar assets, which leads to purchases of dollar assets 
that raise the exchange rate



Source: Federal Reserve Bank of St. Louis, FRED database: http://research.stlouisfed.org/fred2/.



§During 2007 interest rates fell in the United States and remained 
unchanged in Europe. 

§The dollar depreciated

§Starting in the summer of 2008 interest rates fell in Europe.
§ Increased demand for U.S. Treasuries “flight to quality”

§The dollar appreciated



§Comparing Expected Returns on Domestic and Foreign 
Assets
§Since the vast majority of real world transactions in currency 

markets involve economic agents buying and selling currencies 
based on their value as assets, one must develop an 
understanding of how these assets are valued.



§From the perspective of an American economic agent, the 
expected return on dollar-denominated assets is equal to the 
domestic rate of interest.

§For a foreign economic agent, Francois the Foreigner, the expected 
return on dollar-denominated assets is equal to the rate of interest 
associated with those same assets, adjusted for an expected 
appreciation or depreciation in the value of the U.S. dollar relative 
to the Euro.



§ If foreign and American bank deposits can be considered perfect 
substitutes for one another and capital mobility exists, then parity 
should exist between the interest rate on dollar-denominated bank 
deposits and the interest rate on Euro-denominated bank deposits.

§ This notion is summarized in the following equation.

§ This equation is known as the interest parity condition.



§The Economics of Money, Banking and Financial Markets (8th 
edition, 2015) Frederic S. Mishkin (Chapter 18)
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