International Economics: Lecture 19

Exchange rates in the Short run: Asset approach



]
Interest arbitrage & Risk

Interest on dram / dollar denominated assets, r=10 / r*=5

Investor should decide in which asset to invest taking account exchange rate risk.

Two investment

strategies
1) Riskless arbitrage: 2) Risky arbitrage:
Hedge the exposure to Wait to use a spot contract
exchange rate risk when the investment
through forward contract. matures.



Riskless arbitrage: Covered interest parity

Interest on dram / dollar deposits, r=10 / r*=5
Forward rate, Fpyp/=523.8
Spot rate, Syyp,s=500

Dram return on dram asset: ROR =T

Dram return on dollar asset: RORg= !"# $% #6&°
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Note: The last strategy requires both spot, and forward contracts. The two are
combined in a swap contract. That is why swaps are so prevalent.

No arbitrage condition < Covered interest parity
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Riskless arbitrage: Covered interest parity
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Interest on dram / dollar deposits: r=10 / r*=5. Forward rate: Fyyp/s=523.8. Spot rate: Spyp/s=500



Riskless arbitrage opportunities

r>1/Sx (1+r*) x F-1
F/S < (1+n)/(1+r%)
(F=S)/S < (r-r*)/(1+r%)

if forward premium/discount is [ess than interest rate differential.

Otherwise invest in dollar.



Risky arbitrage: Uncovered interest parity

Interest on dram / dollar deposits, r=10 / r*=5
Expected exchange rate, S¢5yp/s=523.8
Spot rate, Syyp,s=500

Dram return on dram asset: RORypmp = 1

Expected dram return on dollar asset:  RORg= 1"# $% #" '
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No arbitrage condition < Uncovered interest parity
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Risky arbitrage: Uncovered interest parity

UIP can be seen as a theory of spot rate determination.

Higher interest rate currency is expected to depreciate



Test of UIP
CIP: $ /8"# $Y
UIP: $ /"1# $%
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Test of UIP

Line of best fit
Expected rate of +15% - N
depreciation (%)
+10
Relationship
predicted by
(IP and UIP
+5
" 8 1)
1 ( 660 8 0
8 -
2 T7-& * % - -
n ( ) 1 2
1 -
_1[) ] |
-10 -5 0 +5 +10 +15%

Forward premium (%)



UIP & Term structure of interest rates

UIP: Term structure of interest rates —

the relation between security
Lower interest rate currency - maturity dates and
expected to appreciate.

- the rates of return

Therefore, the term structure reveals
how exchange rate expectations are changing
through time




UIP & Term structure of interest rates

LIBOR interest rates
on March 30, 2017 (%)
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against each other at a
constant rate).

Diverging lines — Converging lines —
Higher interest rate currency is expected Higher interest rate currency is expected
to depreciate at a increasing rate. to depreciate at a declining rate.
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Interest parities vs. Spot & Forward rates

Expected future

Interest rates
spot rate
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