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AMOREREALISTICDESCRIPTION

Parti

2,12 realisticdescriptionof
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consumer

Total wealth humanwealth financialhousingwealth
consumptionsmoothing
Ct reacts toexpectedfuturechanges inincome
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EMPIRICALEVIDENCE
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Howto usethemodel
Atransitorymonetarypolicy
Apermanentmonetarypolicy

HOWTOUSETHEMODEL
Impactof theshockpolicy in 1 future
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Addalsofutureexpected interest rate
instandardmodel consumealltoday
Inrealitysavesome income
ADDINGexpectations
incomeispartiallyabsorbedbyeconomyand

partiallysavedforthefuture

EEntiint.EEeetia EEisiiia
factualinterest rate
pramtheyreedcurvebefore thepolicy 1k

mangay
whathappensto theyieldcurveafterthepolicyis implemented

Positiveyieldcurve expecttohavehigherYIELDcurve
intr withthepolicy

orth

t I L retreat
rit 8 factarat atlyear 2years maturity

Individualsexpecthigherinterestratesforthefuture
PERMANENTMONETARYPOLICY

the amounces int tan expansionaryme
Thepolicyisperceivedaspermanent
Ifpermanent EXPECTATIONSaboutthefutureareaffected

Future 1
expectedme in thefuture reti

T nth
MIYAN
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influtureinterestrate

expectationschangesp'e y'e Yet

a
Presentit 471 4th
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my
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permanentmonetarypolicy
Assumethatbeforethepolicy rt rEti r
Drawthe yieldcurvebeforethepolicy at rtt Ett r

Whathappensif theyieldcurveafterthe policyisimplemented

men
Yield

currentrat
satiate I td withthepolicy

Orth Pettit
1 riskpremium

1ft'Entrretfterrit rat

Art An

actuary lyear years maturity
expectedfuturer

Individualsexpectconstantinterestratesforthefuture
MONETARYPOLICYandSTOCKPRICES

pieQ In atmatriest

2EEEEinigneraeoues.nit aiioAylexo Apledo
Small ifany positiveimpactonQ Q
onlyfirstelementaffectedoverall hugevariationinstockmarket
effectisverysmall sinceallcomponentswillbeaffected
IfyouthinkexpectmPtransitory
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transitory or permanent
Impactonexpectations iskeytodeterminetheimpacttodayofthepolicy
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exchangerate

I a Fiji Ey pment
put

C
C Yt TtYet Eta re reethWFU foreignoutput

realexchangerate
Relativepriceofdomesticgoods
priceofdomesticgoodsin termsofforeigngoods
Notobservable
Dependson
Priceofgoodsservices inbothcountries
Nominalexchangerate observable
exchangeratechangesover time hasadegreeofvariability
becauseofexpectations

Nominalexchangerate
differentcurrenciesindifferentcountries
Nominalexchangerate E priceofdomesticcurrency intermsofforeigncurrency
Example EE 1.124
the priceof 1 is1.124US exchangerate is a marketwhere
with1 weget1.124US
tobuy1 weneed11.124 0889 fff.eeEEffmahTG

nominalappreciation anincreasein thepriceofdomesticcurrencyintermsof
foreigncurrency i.e an increasein theexchangerate E

E.g.EE 1 E 18 102
weneedferver tobuy105 thecurrencyisstrongcanbuymoreof theothercurrency
nominalDepreciation adecreasein thepriceofdomesticcurrencyintermsof

foreigncurrency ie areductionin theexchangerate E

Efaiines.EEteenansetate
Fixedexchangerate E asystemwheretwo ormorecountriesmaintain a
constantexchange rate betweentheircurrencies
In afixedExchangeratesystem
Revaluation anincrease in theexchangerate EA
Deraluation a reduction in theexchange rate Et

floatingexchangeratecanchangeaccordingto demandandsupply
Between and excessofdemand price andprice intermsof

arggeyafixedexchangerate decided EXANTE
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IfyouhaveashockGapsupplyDemand bet fixedexchange rate
CBwill act andfillthisgap

Real exchangeRate E thepriceofdomesticgoodsrelativetoforeigngoods
thepriceofdomesticgoodsintermsofforeigngoods

iieofser.iniiafiegi iey
priceofgoodsintheEUdomesticcountry

intmingesstories ieBu n in initof Eugoods
E If wewant toopeneconomy

foreignvariable levelofpricein aforeigncountry
Real
Shopeiastrominaeexchangerateanddependson levelofprice
inflationrate p depreciationin realexchangerate

quantityofforeigngoods that canbeobtainedbyexchanging
abasketofdomesticgoods E 51

RealAppreciation anincreasein the realexchangerate

fp
an increasein the relativepricesofdomesticgoodsintermsofforeigngoods

RealDepreciation a reductionin the realexchangerate
i e adecreasein the relativepricesofdomesticgoodsintermsofforeigngoods

Éh
Part2 OBchit para ch19par 2

CHOOSEBetweenFOREIGNorDomestic FinancialAssets

importsandexports
investment moreconvenient to inveIntestate yanotifyusbonds
Individuals

HoldingmoneyMD

Financialassetsbonds

foreign domestic

choicebetweenholdingForeignorDomesticFinancialAssets
lookingfor investmentwithHIGHERreturn
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Domestic 1 EEassume2Bonds Foreign

EE.EEEEtE unitsof Et EtIEE
foreigncurrencyfor
Aunitofdomestic

whichdowechoosebetweendomesticandforeignbonds
Hit EEL t webuydomesticbonds

InvestorsdemandmoreEurosandsellDollars EP Et

Hit EEE t webuyforeignbonds

InvestorsdemandmoreDollarsandsellEuros Et Ett

Hit E t uncoveredinterestRateParity VIP

Investorsare indifferentbetweenforeignanddomesticbonds

IAEA E
Assume
no transactioncosts canmovefreelybetween 2markets
no risk butpresenceofuncertainty

it
feet aat Eff 1

expectedappreciationofthedomesticcurrency

Et81 EEffffns.mecanapproximateto do notexpectanydepreciation
if 2 interestratesareequal

If notsatisfiedpeoplewillchangeinvestments
shensteess

profitable outflowofinvestmentfromyourcountryaffectexchangerate
exchangeratedependson
expectations
differenceinterestrate

Alice Elliston

markolano



UNCOVEREDinterestRateparity it EE EE 1 Et
example it 2 i 5
Whichbondsdo Ibuy Dependsonexchangerate

EXPÉE
cations

weare indifferent if 2 5 EEE EEE 3
weexpectanappreciationof thedomesticexchangerateby3
getmore in termofforeigncurrency
but thetermsofforeigncurrencyintermsofcurrentcurrencyis lower
approximateversion it EE EE Et weusetocalculateexpectationson

exact version stet 4 0 let meuseinout Éentastiated

assugqqete.gg
sares fire E 1 currentexchangerate

Ea.ie i aisei iei nEnecome'mine Étire ensen
i foreignbondsbecomemoreattractive EY E
E lowerexpectedreturnsonforeignbonds EM E

Todraw the curve representinguncoveredInterestRfeParitywederive it asafunction

E it

III
is

em Ee
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