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1. Evaluation of fixed and flexible exchange–rate regimes and monetary unions

Consider the following open–economy model:

Mdt = Pit + ηYt − σrt + U1
t

Pit = αPt + (1− α) (St + P ∗
t )

Y dt = θ (st + P ∗
t − Pt)− β

(

rt + Pt − Pt+1|t

)

+ πY n+ U2
t

Y st = φ (Pt −Wt) + U3
t

O (P ) = (P − Pn)2

where notation is standard. Assume that η (θ + β) > α.

(a) Give a brief interpretation of the main assumptions and economic mechanisms un-

derlying the equations.

(b) Derive the aggregate demand curve, the money demand curve and the aggregate

supply curve and illustrate the model in the price–output plane. Comment!

(c) What is the optimal exchange rate regime if the economy is affected by aggregate

demand or money demand shocks? Explain carefully!

(d) Assume now that η (θ + β) < α. Illustrate the model graphically. What is the

optimal exchange rate regime if the economy is affected by aggregate demand or

money demand shocks? Explain carefully!

(e) Does the exchange rate regime affect the macroeconomy? Summarize the main

lessons from the empirical literature.

2. Exchange rate determination and microstructure

Consider the the standard flexible price monetary model (FPMM)

st = (mt −m∗
t )− κ (yt − y∗t ) + θ (it − i∗t ) (1)

and the UIP relation

it − i∗t = E [∆st+1 | Ωt] (2)

where notation is standard.
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(a) Explain the rationale behind the FPMM model.

(b) Show that the model above can be written as

st = (1− b)
∞
∑

i=0

biE [ft+i | Ωt] (3)

where

ft+i =
(

mt+i −m∗
t+i

)

− κ
(

yt+i − y∗t+i

)

and

b =
θ

1 + θ

(c) Explain how the spot exchange rate is determined according to the microstructure

approach. What are the main assumptions about information available to market

participants?

(d) Assume that the information set Ωt above only includes public information. Show

that the exchange rate equation in question (b) can be rewritten as

∆st+1 =
1− b

b

(

st − E
[

ft | Ω
D
t

])

+ εt+1

where

εt+1 =
1− b

b

∞
∑

i=1

bi
(

E
[

ft+i | Ω
D
t+1

]

− E
[

ft+i | Ω
D
t

])

.

(e) Interpret the two equations in (d). Explain how these expressions relate to the

microstructure approach.

(f) Summarize the empirical evidence on the relationship between order flows and spot

exchange rates.


