EXCHANGE RATE DETERMINATIONPRIVATE 

Asset Approach
The exchange rate is a financial asset price

*assume "perfect capital mobility"

Monetary Approach
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the exchange rate changes with changes in money demand and money supply

*domestic and foreign bonds are perfect substitutes (so no foreign exchange risk)

Portfolio Balance Approach
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B is the supply of domestic bonds

BF is the supply of foreign bonds

*domestic and foreign bonds are imperfect substitutes

*as supply of domestic bonds rises relative to foreign bonds, there is an increased risk premium on domestic bonds which causes the domestic currency to depreciate

Sterilization
central bank offsetting international reserve flows so the domestic money supply is unaffected by changes in international reserves

*monetary approach pressures must work slowly so that an excess demand or supply of money does not lead to immediate reserve changes

*instead of changes in D causing changes in R, now view the reverse causality:




where b is the sterilization coefficient

*b=0, no sterilization

*b=1, complete sterilization

BOJ wants to stop yen appreciation against dollar

*BOJ buys dollars and then dollar bonds with yen, increases money supply

*to avoid money growth in excess of target rate, BOJ now sells yen bonds at home to reduce domestic money supply

*so domestic open market operation sterilizes the effect of the foreign exchange market intervention--sterilized intervention

Sterilized intervention that leaves money supplies unchanged can affect exchange rate through portfolio balance channel of  altering relative bond supplies or else changing expectations of policy

Exchange Rates and the Trade Balance
Modern asset approach models still are affected by international trade flows

*surpluses mean accumulating foreign currency balances

*deficits mean losing foreign currency balances

Exchange rates adjust so that existing money balances are willingly held

*as surplus (deficit) country holdings of foreign money rise (fall) relative to domestic, the domestic currency appreciates

(depreciates)

Expectations of  trade flows will move exchange rates

large supplies of oil discovered in Vietnam( 

expected trade surplus rises(
expected foreign currency holdings rise(
dong  appreciates as people try to exchange foreign money for dong (and there are fixed amounts of domestic and foreign money existing)

Have an initial jump in the exchange rate followed by further appreciation over time as trade flows actually occur

Overshooting Exchange Rates
How could the exchange rate move "too much" in the short run?

*Financial asset markets adjust faster than goods markets

Consider an increase in the money supply

Money demand: Md = aY + bi

Y is national income

i is the nominal interest rate

An increase in money supply ( Y rises, i falls to increase money demand

IRP: (iA-iB)/(1+iB) =  (F-E)/E

A drop in iA, given iB lowers (F-E)/E

E, the A currency price of B currency, is expected to rise over time since PA will rise

*F rises today

*E must rise more so that (F-E)/E falls

Figure 10.2 illustrates

Currency Substitution
Flexible exchange rates are thought to provide countries with independent monetary policies

If  people hold more than their own currencies, this no longer holds

*shifts in demand for currencies add exchange rate variability

*substitutability among currencies add constraints to policymaking

Perfect substitutes would require that currencies have same inflation rates

*people are indifferent between currencies

*a higher inflation currency would have demand fall to zero

The higher the degree of substitutability, the greater the exchange rate volatility if  central banks follow different policies

Currency substitution will be most important in a regional setting like Western Europe

News and Exchange Rates
Knowledge of fundamentals underlying exchange rates not much help in forecasting

Unexpected events affect expectations and change exchange rates

*volatile exchange rates reflect turbulent times

*periods with important news will have volatile exchange rates

FX Market Microstructure
Models so far focus on “fundamentals” in a macroeconomic sense

Intradaily movements also depend on “micro-level” interactions among participants

*Inventory Control Effect: traders adjust quotes in response to inventory position 

*Asymmetric Information Effect: traders adjust quotes to protect against trading with better informed counterparties
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