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Abstract

Financial markets are assumed to clear instantaneously, with perfect capital mobility ensuring U
ncovered Interest Rate Parity (UIRP) is maintained at all times.Market expectations are for the exchange
rate to depreciate at a rate proportional to the gap between its current level and its long-run equilibrium
value. In the goods market, The price level is sticky, adjusting over time at a rate proportional to the
excess demand. The conclusions of the monetary model are pressrved in Long-Run equilibrium. In the
immediate term, since the price level is fixed, shocks which create excess supple (demand) in the money
market have liquidity effects, requiring a fall (rise) in the interest rate to clear the domestic money market.
The change can only be reconciled with UIRP if there is a simultaneous exoectation of exchange rate
appreciation (deperciation). Given the assumption about the way market expectations are formed, this in
turn is only possible if the exechange rate jumps to a level beyond (in other woeds, overshooting) its long-
run equilibrium. The original Dornbusch model can be extended in a number of different directions to
make it more realistic. However, there modifications result in models which sometimes exhibit under-
rather than overshooting. One derivative of the Dornbusch model, developed by Frankel, has been
extensively tested, with results that are generally disappointing. Apart from a short period in the 1970s, it
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fails either to track or forecast the exchange rate adequately. Portfolio balance models concentrate not
simply on the demand for money, but on the demand for a menu of assets. The demand for each type of
asset is seen in the context of a general portfolio allocation problem and, since it is the proportion of total
wealth to be help in a particualr form which is to be decided, the determining variable assets. So the
demand for any asset as a proportion of wealth will tend to rise when its own return rises, and fall when
the return on competing assets increases. We assume domestic resdents hold only three types of asset :
domestically issued money and bonds, and foreign currency bonds issued by a foreign government or
central bank. As in the Dornbusch model, (goods) prices are taken as fixed in the shortrun. Under these
conditions and assuming financial markets clear at all times, short-run equilibrium will be obtained
whenthe exchange rate and(domestic) interest rate are at a level such that demand is equal to supply for
any two of the three assets. Open market purchases of either domestic or foreign bonds will cause
depreciation and a fall in the interest rate in the shortrun, the reprcussion on the exchange rate being
greater and on the interest rate smaller, in the case of operations in the market for foregign securities.
Increas in the stock of foreign bonds can only come about as a result of current account surpluses. The
short-run impact on financial markets is an appreciation, keepion the domestic currency value of foreign
bonds constant. Long-run equilibrium is characterized by a zero balance on current account, as well as
static prices, interest rates and exchange rate. The production sector adjusts to a disturbance as a resuit of
changes in the real exchange rate. As the price level moves during the adjustment phase, it interacts with
the (nominal) exchange rate to change the balance of aggregate demand and supply, hence generating a
current account surplus or deficit which persists until the stock of foregin currency assets has erached a
level consistent with long-run equilibrium. In practice, the portfolio balance model is difficult to apply and

the approximations tested have not been very successful in explaining the facts.
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I . Assets Market
1. Monetary Approach — £3}A]#}e] #3nte g slgHA
(1) Classical (Flexible) (p.w) — Long Run Model
1) Flexible Assumption — 25 2}&22] 9bdo] A + U] AR AA + P, Wager} flexible +
PPP hold (A3 € t})
@ AH2-2] +Ho]EA (perfect capital mobility)
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i =sded
i* ool Atg
f : forward premium
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i=i*+AS = i-i*=AS
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Money Marketingst %17 & <t} : Monetary Approach_
(2) Fixed (p.w) — Keynes Short-Run*
1) Fixed Assumption — z}2-2] Betxol % + A2 b A A + BWagers 1A +
PPP:= not necessary hold (3% = 4 ¢ith
(3) Sticky — Dornbusch (7] + 7] + &7])

12) &%, wEpRE 33 H7E. 1988, pp. 6-7.
13) #hs@Hl, BIRRAETE, pp. 524 - 525.
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1) Sticky Assumption — ¥ AW HA + PW + PPPX)

2. Protfolio Balance Approach!
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P : risk premium
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I. Monetary Approach
1. FRMM (Flexible Prices Monetary Model)®®
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Fig. 1 Monetary Supply Increased under Flating Rate.
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Fig. 4 Foreign Price Increased and Floating Exchange Rates.

2) e1Abge] fhgel dFE vlAE Ao] ofuel vl fgol Wy A} o) xbgo] e

=) A}
9 Bge) Hstr} sH ool o8 FE5ueH o wE W)

2. FRMM (Fixed Price Monetary Model) — The Mundell-Fleming Model(® W)
(1) Assumption
1) Small Economy
2) ASt flat AS
AAD+= flato) =2 AY®E w31}
3) PPP= A3 ddE Fo. @71dA e x)
PPP dosen't hold , even in the long-run.

Current Account = f (y, s)
&g FA5A =f(G,y,s)

Capital Account = f(i - i*)
* ARDAA A FARA 2 AP A o)A FARAA S 7HA s M-Fe el = =}4EA)
Aol EAdAN (S A2 QY= 7] o Fo] 2HA)
E-2Hd dlAlA : Imperfect capital mobility
4) #&oll N3 7| static(7 A)) slc}
(2) Fixed MM - Mundell-Flemming M
1) Small Economy - P* i* = 2]R2 2E Fo]
2) AS curve: flat - changing AAD7} A Yo"t ©f 2R B
3) PPP+= k=4 hold¥ " a7} glct
4) Current Account - f(Y,S)
Capital Account = f (i - i*)
ooFASR] = (Y1, 9)
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3. Sticky Model — Overshouting Model
(1) Assumption
1) Small Economy
2) &7], 71, A71E F¥ @r|H o2 PPPr} holdslA] ¢t} A" o 2= PPP7} holdgt
9E7lE H2l7t EAsEA s AlekA e 3
3 i - i* = AS (uncovered Int Parity 7} 34} =)
4) 71 EE2] Hsle oA water)

° Pe0 @ ASe =6 (-9
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3) rational expectation (RE)o] + 7} =
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4) Fgo] H3g AS = i-i*7} 34 hold
cAS =6 (S-9
A4S =06-9 + @-7% @
o 3go) Jgusge Ady] $EAe 2AHETe} AFAE] zold s F] &

£ 71d7F Aedg
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- ® Aol Avlste ulE YISk ©rle) & Aoli FFe] AMelag el s A
t} (overshouting ¥4+& =& F)
- AN TFEBE DY + O
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Fig. 7 Long-Run Equilibrium.

II. Portfolio Balance Approach(PBA)
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1. Assumption
(1) Small Economy (home country £x}7}5-2 2] Bondv} securityE holdsl x| gt ¢]3%x2}171
£ %29 Bond-} Securityell = #Ao] fich
(2) UIRP7} «JA3] holdd}x + Risk Premium (FY risky Q1 Z# ol ¢l FAboll i) A
() risk avert($}&E 3] =) 9 £2} 7}A
o]lm ZFA) AHe] WAE w 237 L cover 3} risk premiume] ¢lt} — require the analysis
of utility maximization (L &3} e] 24- 8) — risk & returng] 7§ 22 approach
(4) Monetary Model-& Money Marketoe] #HPBA= PortfolioA ol £4& w& (FA9 2A:
Aigelgs Bge NgREoR A7)

2. The Specification of the Asset Market
W A 74
1) Z3}ak(3He) : M(Risk & Return =0)
2) B : Fvstd 7pA 9 AA(FH)
3 F : =3t 7149 HA(FH) - BN
4) W : wealth - 7919 ¥
() Q1 FAFHEL AW 84Fe] o]yt Zrz Apate] Wi DemandE ZHA T 717}
M : risk=0
B : WA —risk free
F : risk7} 7} &
ex) Risk & Return2] <
if A —riskless —risk free (r9)
B —risky —r
Bell SAlslE A%
s r>rt
- MRS FRAL AYel Y 2D wiao] Huga)
() ABel| H¥ Fxo| A LAY
DM =m(@i*+ AS)W
B =b@i*+ AS)W
SF = f(,i*+ AS)W .
cm : BUFAS LT JFEAGALE AY Wola B2HalE uF
i* + AS YUY E
7)ol m, b, £ zhrtel AR u]F.
m+b+f=1
+W=M+ B+ SF
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M/W =m@,i* + AS)
B/W =b(@Gi*+A4%)
SF/W=1@Gi*+ AS)
wealtholl W3 2+ 24 FF
IM/W dm am
di a1 <0, 3G +A4S) <0
db ab
=1 % T <0
af of
-7 <0 57T O

M/W=m@Gi*+AS) m+b+f=1
B/W =b(i*+A4S)f=1-m-b
SF/W=1(@G,i* + AS) SF= (1-m-bw

2 S (-m-b) 3 T HEA AW WolAW S | (A

(4) PBAS] 5%
DS, it 4 zARG (HYA GBS u AR S, i e 24 24) - FFARAMNE =
Al FHo] o] 2e]A
2) Wealth, Price, Foreign (2]3}7}3 A A 4), ASE AY sticky o7 So] B s 942
22 FolAx Al E AR T F4H o2 Wt
3)i*, P, M, BE sl43 (%97 =% siad )
L 24120 A4t 29 (FW Boud)
(5) Short Run Equilibrium
*W=m+ B + SF

MP 7
ST >5SFT ->W1T B?T — =4 Bond A
Lacrds
F° T— 32| Bond £
: paceds
! > MP 22 ]
E —SPel —il Ps=1/i= 22
! S P d -l
i SFel| 4] SF9| 3} F-Fo] wAsin 714 s)et

SFAHA7L 213t EA AAGHe) S,
-SFe} 7AAsge S |7} Hejo} e} SFel FT
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Fig. 8 Short-Run Equilibrium in the Portfolio
Balance Model.
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Fig. 9 Open Market Purchase of Demestic Fig. 10 Open Market Purchase of Foreign
Bonds. Bonds.
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MCT — i1 7T

BT - P8 T — |

v o]Zkg wWEgle] #HEet Wy
4 i 7T

i*T -F7

BT MT 523 M—1i |

P | —i 7

o] AdfA powerdl &) o]A}-&AA

o

)

Fig. 12 Interest Equilibrium under the Relative
Fig. 11 Increase in the Stock of Foreign Bonds. Power.

BIE R W

HAK REMS iRk AAde £49 stde]l 54 (perfect capital mobility) + gHe] &7t —
Aol &4 (efficiency) — AME FelF7t (- i* = d)ol=, oldle @BER HEHE (monetary
approach) ¥} ¥ E Zg] ¢ wiz~ jir Fik(portfolio balance approach)e] ¢l&=d|, @EY R ES
TAL] kA oA A (perfect capital substitutability) = 918 =Zeglnld 39S (0 = 0) = AW EHA] ¥
F2H7Mi-i1*= cde) & AAR s}e] t}A], monetarist ;@& I (HEE FBIF 848 ERE
AEEEYE B2 FEEd piEe BE) FEERS AEuez 3 @ PPPrL A} AR A
= %eth (AU g iEeh) @ FlFEee] #ae] o3-S vlx= Aol ol vz #HEe o
g 717} Fl TR o3-S vwlAlch @RS Wyl A o REEHE Y o wE HE3)
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Halth: RHEEELS 712} &%= Dornbusch Model(d7) A 02 #hRo] o|PA Wl=r}E A
& 7le] Dornbusch®] Overshouting Modelo] =, Overshouting Aol - fethsiigel 2A&SE 9}
Bamtigel olwFeol KEEAIHS SAWEHT FEATHHES A wgsr] dEeold.
Dornbusch®. @ & F| &3} #adke uidlo] 2 FPMMolA = # 75w #H#Ee FifEl stsd, 2ot
£ o] 8% FPMM o4& i A4S Money holding?} 7)3|v]80] AXmz MP | — MselAe] =3
TF - 28Z7 - PT — pppoll A #=FYTF, Flexible R4 ©7] o4 P& Flexiblesd}
3 PPP&= 34 holdslr] o) o)t}

olo] wtsled T EZEle WP~ FHHFELS BAY E4HdAA (mperfect capital
substitutability) $13 Zejuld Ez) (o = 0) o] AAE @S, iv FA 24 A (WA }EM
7F viHE S, iv &4 2A) o gMdgdA s FA d¥ol o] FoAlct. (2 Wealth, Price,
Foreign (1317} A EAAA), AS & A sticky o] A Eo] oA AR Foz|z #7|
Ae JA-eR F4&-02 il S AYx ok

ol mlm

(ff $ 1) Purchase Power Parity

1. PPP in the close economy
= Pi* (s, kzt= Aael A 7Aoo Zolo} jic})
Arbitrage A A - BAE $+2FF

1
% 219

flo
ML
o
-
2
£

v gAY F_7k4
dl) 4], T3}, v )3} (service, 54

2. PPP in the open economy
Pi=S-P*
1) Absolute PPP
P = SP* 7} A go] ksl A%

@ By
@ SERR, ZREAS Aol7t S
@ vlZg A
2) Relative PPP (#pfg <} #adalo| BIfR)
P=S.P*
logP = logs + log P*
d(ogP) = dp = d—lf
dp = ds + dp* — dp = dp* GHREBELEF) + ds (] #LE)
ds = dp - dp*
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(Ft 4% 2> Fisher Effect

L. Fisher effect : & BFITH FEA 7o 3A GEMNFE i, REHTE 0
o] A& 3} Infiation®}2] FA

i=r+x

L 71} Inflation
Zy=Ze) AAFe e 3 4A
i — i* = (r - r*) + (ﬂe _”c*)
L grlmes 247 44 ose 94 =0
e — i* = ;¢ — ;¥

: Z+=+e] o]zkg-3t inflation}2] A

(k¥ $% 3) Intl Fisher Effect

1. Int'l Fisher Effect (= Uncovered interest rate parity : UIRP)
HFE faEste] fA
ex) Uk (¢]2}& : i, s=0.5 USA
c1(1 + i) lstep: & $8 u%
28 U/s (1 +i%) @ mlZe] F2YL 1

1£5 9= Id FA381] A& £ Hell d& 82 AF —$A + i) 1/S* &
S 1dFE #He(= 7skg)
OrdF 1+i @IdF 1 +i»
itO > ® —I3uRx
® < ©® -#AAEA
) = ®  —indifferent
cf)
S. 5550 o aad wikug
§= Ses‘s <0 — Bae Hride
=1+ AS > +9 AL ASHrAEs, -9 A AS HrpEE
l+i=14+i*"+AS5+i.AS5
i=i*+AS

L gge w2
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71 5 7} 4 31§ (expected rate of depreciation)
AS =i-i*: BeRsee A2 o|2g Ao} o}

2. Covered Interest rate parity

UK

a+1i =
F-s F

=551

USA

A+i®»1/S*F

1 +i*) F/S
F-s F

-1

S S
if F-S>0: DM —forward discount|

$§ —forward premiuml

A= . Forward discount

A+ = : Forward premium

S~ F/S=14+1f—f = forward premium ($] & &3 ¥3H
A+D-A+i"N A+H=1+71 +1f+1*f (7|v¥ WH3}lo]m 2 A}

Ti=iF 4+ f
Lf=1 40

Uncovered interest rate parity.

» The domestic interest rate must be higher (lower) than the foreign interest rate by an

amount equal to the expected depreciation (appreciation) of the dommestic currency.
< AS =i i 4 AFolAE (7 2B AL AS = HrpEsE oo} W}

Covered interest rate parity.

» The forward premium(discount) is the proportion by which a country's forward
exchange rate exceeds(falls below) its spot exchange rate. The domestic interest rate

must be higher(lower) than the foreign interest rate by an amount equal to the

forward discount(premium) on the domestic currency.
cf=i-i*elA 7} Fe AL >0 2AF9] $Hgo) Hs}
L A3 X3 (covered)

« Absolute PPP

— 83 price(E7hete] #A

« Relative PPP
« Fisher effect : 383 Er}s}e] 34

o Int'l fisher effect : #-&3} o]x}-§3}9) A
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“risk premium” is the reward, usually in the form of an anticipated execss Return, that

an economic agent gets in order to persuade him or her to bear risk

risk lover (taker) : $13¢] gltiel® 2 returng 7)d)sled Ex} (= speculator)
risk neutral : average return >]tj

risk averter : $]3-& 3]3
of [:

(Kt % 4) MEBHHRATS A EFHE

BEBEES FA%he HEoEZe 94 4 Homina)e) t#kel BH F(rea)e H#rz 7R
2 7 Aok LEERS] QdEdeld Xfo)E ghekslA] 4 o] L HikE WEhFo] Hoj, QlZeo)
A Aol S AeletAl S BEMkFESHEC) Aot dgo2 RSENEN RBES MEME T
T2 HEMERFBEF, & RRESeE (S5 BrEee e 78 5 ool Ak
RErs EEEN REAES & 2 I o9 #HHES st T2 A oo
e}

2MEE mEhE ZERE ®5INES#HHE
% H & # % B R HF B BEBAEKBESGE
HHE® BEHB®ERBHF HEAMBESHF

AE S REMHBI HESH WEREC) s I} 2oix RS o, 25 Hikps
<= 73 2V2 gk

5 7}5] E: < M 1B & o
b B8
%) 71 A" v} A A 71214 B] 2 A
g = W - - - 100 140
o] Us$ 50 660 875 270 320
94 8 ¥ 40 3.25 3.50 100 115
= o DM 10 335 290 50 60

(1) % Bi#=# Nominal Exchange Rate) #g&h7s
% BiRgEERe o AR get Tz

o S/d - Si/d
£ Bk -~
S/d: 1EAY BERE (AFEHEA)

Sc/d o BlaA Y HERE RFEIEA)
weba] XKE 2 e B ede
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8755(—50660 « 100

gostdon, BA WS S DMEE 242

3.50 - 3.25
3.25

AbZ= )
(-3 =

=326 %

x 100 =77 %

290 - 335
335

steratgch.

x 100 = A134 %

) & BA%#=Nominal Effective Exchange Rate)# &)z
% HE RS

Se/d - S/d

I Wr x YR Wt : Zk=8 Fo97153])

3 FEl=g

{0326 x 0.50) + (0.077 x 0.40) + (A0.134 x 0.10) } x 100 =

&3t

3) EHY# 3 (Real Exchange Rate)# &)z
BEHE#EHFTS o}3 T4 ode} Faixich
Ps Pet

Si/d x prpe - S/
2 R = _l_:E_‘—-
ORI T S
t o Pf
St/ d x Pt - S/ dx B
St/ d x 5

Pd", Pa' 1 §2] vhete| MfEIEROGEERRL 2 R
Pt ShE S YRR (GRHERRS 2 HBRRY)
E}E}H XH 2ok A ele

100 x 320
875 *x Tz <270 ~ %60

660
Ageatlon, BA Afksl S DMiE 27

110 x 115

3.25

x 100 = A12.2 %

x 100 = A115 %

e

18.0 %
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110 x 60
20 Taoxs0 -

335

x 100 = A258 %

shetst gt

(4) EBE A3 (Real Effective Exchange Rate)## &}z
BHA GRS
. Ps Pyt
/4 X pipe
St/ de

- St/ d
> Wr x

2 Falea
{(0.122 x 0.50) + (A0.115 x 0.40) + (A0.258 x 0.10) } x 100 = A1.1% s}2hal ol o}
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