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1. Exchange rate determination in classical macro models

(a) Explain the underlying assumptions and predictions of the flexible-price monetary

model, the sticky-price monetary model and the real interest rate differential model.

Clearly point out the main differences between these models.

(b) What is the empirical evidence on these three models?

(c) Explain carefully what is meant by the disconnect puzzle and outline possible at-

tempts to solve this puzzle.

(d) Consider the following flexible-price monetary model where the money demand func-

tions in the two countries are given by

mt = pt + κyt − θit (1)

and

m∗

t = p∗t + κy∗t − θi∗t . (2)

We also assume that PPP holds continuously

st = pt − p∗t . (3)

Notation is standard. Use these relations and solve for the spot exchange rate.

Interpret your result carefully. What are the predictions of the model?

(e) Assume now that UIP holds

it − i∗t = ∆set+1.

Show that this implies that

st = (1 + θ)−1 (mt −m∗

t )− (1 + θ)−1 κ (yt − y∗t ) + θ (1 + θ)−1 set+1 (4)

(f) Solve this difference equation. Interpret your result. How is the spot exchange rate

determined?
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2. FX market micro structure

(a) Explain how the FX market is organized and who the main market participants are?

(b) The Portfolio Shift Model attempts to model the main features of the FX market.

This model identifies two main drivers of spot exchange rates. Discuss these drivers.

(c) Outline the Portfolio Shift Model and explain how the spot exchange rate is deter-

mined.

(d) Summarize the empirical evidence on the Portfolio Shift Model.


