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Exchange Rate Determination
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1. Short-Run FX driven by:
— Financial Economics — Financial Markets
— Speculation and Interest Rates
- Expectations for the future (UIP)
— Financial contracts (CIP)

Highly volatile

2. Long-Run FX driven by:
— Macroeconomics fundamentals

9
9
9

Price levels
nflation

oroductivity

- Demand and supply

Lower volatility



DEPARTMENT OF
ECONOMICS

Exchange Rate Determination
1. Short-Run
2. Long-Run

USD/EUR Exchange Rate vs PPP Anchor (2015-2025)
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Exchange Rate Determination 4 Actual P Rate PPP

1. Short-Run

2. Long-Run




Short Term FX
BpaxunpoBsopa
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Exchange Rate Determination in the Short-Run

 Exchange Rates and Interest Rates
 The Uncovered Interest Rate Parity (UIP)
 The Covered Interest Rate Parity (CIP)
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AkaAumtn looduvapia Twv EMLTOKIWV ECONOMICS
Uncovered Interest Rate Parity (UIP)

=
ViE

* H akaAumntn wooduvapia twv enttokiwv (UIP), yvwotnA kat wg carry trade,
EUTIEPLEXEL KivOUVO KoL otnpiletal o mPOoPAeYPn Tou EMeEVOUTH yLOL TNV TTOPELD TNG

LoOTLULOG SUO VOULoOUATWV.

* Av evac evpwraioc erevouthc BeAeL va emevbUoel €1 yla 1 xpovo, EXEL TIG ETILAOVECQ
va enevOUoel EVOAANQKTLKA:
O >tnv Eupwrn, Kat va TapeL o€ €va xpovo: 1 (1+if) -2 (1)

O Stic HMA, omote Oa nipemet va petotpedet to €1 o S: (1 Si)
t

o AuTto Ba yivel peta amno 1 xpovo: 15l (1 + i%).
t
o To mMooo auTo o€ € Ba yivel 15l (1+i% *SE . - (2)
t
O Emopévwce Ba umtapyet toopporia otav (1)=(2): 1 (1+i€) = 15l (1+i%)*SE 4
t

::(IHQ=§#1HQ*S&4

Stes _ (1+47)

AuTtr - v IP > = .
| | | utn n o’xe?n gvarn U s, (1+7%)
H rio amAa (aAAQ mpooeyylotika) ElyolL:

S¢i1—S : P S¢r1—St
”S;t = i€ —i% 4nou ”S;tswou n %AS.

, t t , /
Av ekdppacoupe to S o€ In, pe s = In(S), tote N %AS eivad: . "
Sfiq1— Sy =|Asf =1 —10% | u
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KaAvppévn looduvapia tTwv EMITOKLWVY
Covered Interest Rate Parity (CIP)

 HkoAvppévn tooduvapio emitokiwv (Covered Interest Parity) ekpeTaAAEVETOL TN
OXEO0N TIOU TIPETIEL VAl OLETIEL TIC TPEXOVOEC (spot) Kol TIC TPOOECHLOKEC
(forward) LooTipiec kat Ta eyxwpLa Kat EEva EMITOKLA, KoL TIPOYLLOTOTIOLELTOL [UE
TOUTOXPOVEC TIPALELC OTLC AYOPEC XPAMUOTOC KOl OUVOAAAYHOTOC Ywpilc avaAndn
kKlvdUvou KaBwc meplexel forward.

* Avrtiva mepluével o EMeVOUTNG TO: S5, 1, UWMOPEL va KAeloEL amo Twpa Fit1,

* Metnv ibla Aoyikn twv emevdloswv ot € Kal S, Slvetal amo thv oxéon:

FEF (1+0°)
St (1+i%)

* 'H MPpOoOEYYLOTIKA (Tta Mkpd ypappato urtodniwvouy logs):

t+1
Ft _St .:€ .$

— ;€ _ t+1 € _ 5
St

noelogs fi " —s;=1"—1
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KaAuppévn looduvapio Twv ENTOKLWY EGRHDNLES
Covered Interest Rate Parity (CIP)

* Apo, Twpa Ao TNV KOAUPLEVN Looduvapia emttokiwy (Covered Interest Parity)
LLTTOPOUUE VA TIAPOUE TOV TUTIO Ttou pac Sivel tnv twur tou forward rate,
AUvovtac we:

* Mpocoxn: n nepiodoc tou forward F kal twv emnttokiwv nMpemeL va eivat n idta.
— av 1o forward gival 1 £Touc =2 eMITOKLA ETAOLAL

— av 1o forward givat 3 pnvwv =2 emtokLa 3pnviala, KAT.

36



levikevon UIP kau CIP
Onov pe * n &€vn petafAnti

*[latnv UIP

> In

*[la tnv CIP

>€ In

Str1 (1)
Sy (1+*)

Asi=1i—1"

t+1

FEt o (1+)
Sy (1+%)
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NMNMAPAAEITMA CIP 1

e Avanapaotaon tng CIP, €toL wote oL anmodooelc amo enevOUCELC OTO
ECWTEPLKO va €lval LOeg pe TIC amodOoel amo €mnevOUOELC OTO
e€WTEPLKO. YITOOETOUUE ey WPLO VOULOLLA Elval To SoAaplo.

is=3.4% $5,170,000 = (1+is)
$5,000,000 —m—mmm—> ~
Invest @ dollar deposit rate $5,170,000 = S;,./S(1+1¢)

>

Ftt-!-l _ (1+"€)

St (1‘H$)

S($/€)=1.273 F($/€)=1.2584

S0.na 10} abueydx3

Exchange for dollars

Invest @ euro deposit rate

€3,927,730 » €4,108,405
|'l€=4.6D/D
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NMAPAAEII'MA CIP 2

* YrtoBetoupe OtL plor SEOOUEVN XPOVLKN OTLYUN ETUKPATEL
n aakoAouBn kataotaon:

i€ = 2%
*i°> =4 % ROl
*S=€/5=0,85 (TpExovoa LooTLULO).

* Elvall Suvato evac emevOUTNC va ETIITUXEL KEPON UE
apuriTpad;
e E€apTtaton amno tnv TN tne mpoBeoULAKAC LOOTLULOC.
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MAPAAEITMA CIP 2

EU. =ekwvwvtac €otw pe €100, umopet va ta emevOUOEL e
i=2%, amokopilovtac oc 1 ypovo €102.
US. EvaAAaKTIKA, propet va movARoet to € vavtt 100/0,85 = $117,65
Ta omola Oa toklosL poc i*=4%, stompattovrac $122,35.
- Enopévwce Ba swompaéel og Eva xpovo og € xwpic kivbuvo:
$122.35 * Ff+l
e OL 6U0 emIAOYEC elval LOOSUVOMEC KOl 0 EMEVOUTNC elval adladopoc
QVAUETA TOUG Qv $122.35 * FI*t1 = €102
dpa yLa Fi*t1=€102/$122,35=0,834
* Av Ff*1> 0,834 = n 2" emoyr Ba €xel peyadUtepn anddoon.
* H duadikaoio auth, tou Ba ocuvexiletal 0co umapyeL n dSuvatotnta

kEpdouc, Ba odnynost:
* Tnv oMot LootTia S mpoc¢ ta mavw (urtotipnon €), Aoyw {ntnonc S onpepa
* Tnv mpoBeopiakn wwotipia F mpog ta katw (avatipnon €) Aoyw {ntnong €
oto t+1



NMPOOEZMIAKA PREMIUMS KAI ol

DISCOUNTS

* Eva Forward rate eivat og premium (o.odpaAiotpo) av:

*F>SN

*i>i* dnAadn av To eyxwpLo EMITOKLO ivall uPNAOTEPO TOU EEVOU
* Eva Forward rate eivai og discount (nmpogodAnon) av:

*F<SNQ

* i <i*, 6NAadN av TO EyXWPLO ETUTOKLO £ival XaNAOTEPO TOU EEVoU

Napadewypua:

e Eruttokla Euro: 2%, Erctokia HMA @ 1,5%

=» lNa tov Eupwnatio enevdéuti to USD Ba elval og premium 1 discount?
=>» MNpoBeoptakn TR eVOC £TOUC = 0 TUTIOC TTPOKUTITEL OO TN OXEoN:

Eoil—g . ;
Lot — j€_ 3
St
= F=0,769+0,769 x (0,02 - 0,015) = 0,769 + 0,769 * 0,005

= 0,769 + 0,004 = 0,773 -> [ipoBeciiak TR €/5=0,773| > F>s
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Exchange Rate Determination in the Long-Run

The Law of One Price (LOP)
The theory of Purchasing Power Parity (PPP)
The Real Exchange Rate

43
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O Nopoc tnc Muac Tiunc — The Law of One Price

* Nopocg tnc pac tipnc (law of one price): to 6o aya0o oe
SLaLpOpPETIKEC XWPEC O TIPEMEL VL £XEL TNV idLAL TLUA OV
HETOTPATIEL OTO 1610 VOLLOMAL.

e Av dU0 Ywpec napayouv akplBwc to iblo ayabo r opada ayabwv kot Hev
uTtAPXoUV ool KAl KOOTOC HeTadopac, n TR Tou ayabou Ba
kKataAnéeL va eival n dla otig VO XWPEC,.

e AvTo ayabo eival ¢Onvotepo otnv xwea A armno tnv xwpa B, tote Oa
ekONAwBel avénuévn TATtnon otnv A pe amoteAeopa 0TAOLAKA OL TLUEG
Va. CUYKALVOUV.

J Aloupivio: GR: €100/ton, JP: ¥10.000/ton = S(¥/€) = 100

J Av S(¥/€) = 200, tote: 1 tovoc JP kootilel otnv GR 10.000/200= €50
1 tovoc GR kootilel otnv JP 100*200= ¥20.000

d Apa, D(GR){,, D(JP)T + = D€J,, D¥T - S{ - 100
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The Big Mac Index

 Economist: TipEC Big Mac og dtadopec YwWPEC

1. [ Switzerland — $7.30 (6.50 CHF)
2. BEm Sweden — $6.37 (52.88 SEK)

*  Oumo akpiBeg 3. 5= Norway — $6.09 (52.00 NOK)
4. B= United States — $5.66 (5.66 USD)
5. =5 Israel — $5.35 (17.00 ILS)
6. §+l Canada — $5.29 (6.77 CAD)

1. === India — $1.62 (130.07 INR)

2. =% Lebanon — $1.77 (15,500.00 LBP)
* Oumio $Bnveg 3. g Russia — $1.81 (135.00 RUB)

4. [3 Turkey — $2.01 (14.99 TRY)

5. B= South Africa — $2.16 (33.50 ZAR)

6. ™. Jkraine — $2.20 (62.00 UAH) 15
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The Big Mac Index i

* Big Mac FX Rate - Actual FX rate

* Determine the under/over valuation of the currency.

Differences in local prices — in our case, for Using burgernomics, we can estimate how
Big Macs - can suggest what the exchange much one currency is under- or over-valued
rate should be relative to another
Big Mac exchange rate Big Mac exchange rate
| P ", g |
$5_ '[ 4 _zn?uan é 1'4 %l T x-.. |
“x 38 o
- under- Ny
> valued |
N Aoy
Actual exchange rate P SN
. $1 = 6.4 yuan .

1 2.4 over the implied rate

d2.4/6.4=0.375 2 37.5%
46
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NMPO2AIOPIZMO2 1ZOTIMIQN ECONOMICS
(Maxkpoxpovia) Vi
* Nopoc tn¢ pac tiune (law of one price) — The Big Mac Index (link)

Adjust the index to account
Choose a base currency  Show index at for GDP per person

US dollar - Jul2023 - Raw index | GDP-adjusted

A Big Mac costs £4.19 in Britain and US$5.58 in the United States. The implied
exchange rate is 0.75. The difference between this and the actual exchange rate, 0.78,
suggests the British pound is 3.4% undervalued

47
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Absolute Purchasing Power Parity (PPP)

 HBewpla Baoiletal oto vopo tTnS piag Ttung (law of one price).
* [evikevon amno 1 ayaB0 os eva kaAabi (tou katavaAwth) ayabwv.

P, =S, P;
e Toteg, N wooTiuia S petal Twv dVo voplopatwy Slvetal amo tn oxeon:
Pt *
St — P_; inlogs St — Pt — D¢ (1)

* P eival to eyywplo eninedo TLpHwv.
* P* gival to emninedo Tipwyv otnv aAlodarmn

Av o€ PO XWPO OLUEAVEL TO EMLITESO TLULWV MEPLOGOTEPO ATO TNV AAAN TOTE
TO VOMLOMA TNG Oa uTtoTipatol.

* NOyw TV gunodiwv oto epmnopo n (1) dev Ba LoxLeLl akplBwc, omoTte:

P,
St =k F inlogs S; = k+ p; — pI, k = otaBepa

t
48
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Metpa to MWC N HETAPBOAECG 0TO £Minmedo THWV TwV SUO YWPWV

ermildpouv otnv HETABOAN TNC GUVOAAQYHOTIKAG LOOTLULOC.
AlveTal aipvovtac Tov AOYyo TwV TIHWV CHLLEPA KoL AUPLO:

Ixetikn looduvapia Ayopactikng Avvapung —
Relative Purchasing Power Parity (PPP)

. Pt+1
t+1 Pt
> =5
St t+1
X
Py

e >& AoyapiBpouc n (2) yivetal mpooeyyLlOTIKA:
As = %AS = Ap — Ap”

Onou Ap =Py — P = %AP =T

Ko Ap* =piiq1 — pi=%0P*=1t* 2 | %AS =11 — " (3)

e Apa, N % HeTABOAN TNC CUVAAAOYHOTIKAG LOOTLULOC LooUTAL [LE TNV
Stadopa otov TANOWPLOUO Twv SUO YWPWV. 49
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MAPAAEITMA: Purchasing Power Parity ECONOMICS
Switzerland/United States

Does PPP hold? P(SW)/P(US) vs S(SWF/USD)

FRED /) == (Consumer Price Indices (CPIs, HICPs), COICOP 1999: Consumer Price Index: Total for Switzerland,
N Jan 1960=100/Consumer Price Index for All Urban Consumers: All ltems in U.S, City Average, Jan 1960=100),

g'r‘;1 1990=100 [lefg
=== Swiss Francs to U.5. Dollar Spot Exchange Rate, Jan 1980=100 (right)

180 320
160 280
5 140 240
Y
i
= 120 200
a 3
i o
= 100 1608
-
1
& B0 120
T
£
60 80
40 AQ
1980 1990 2000 2010 2020

D e 0

Sources: Board of Governors of the Federal Reserve System (US); Organization for Economic Co-operatiol



loxUeL navta n PPP;
2NMOVTLKEC AMOKALOELG Yo TTOAAOUC Aoyouc:
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Elval Lo oxeon mou LOXUEL LAKPOXPOVLAL.
Barriers to trade:

- Aoopot (tariffs)

- Mooootwoelc (quotas)

Transport Costs

Tax Differences

Non-Traded goods:

- labor, housing, etc.

Imperfect information

Opoloyevh ayaba

2TOTLOTLKEC SLaPOPEC OTNV HETPNON TWV ETUMEOWV TIUWV

ZUMREpaopa: Av ko 6gv elval Eva TEAELO LETPO PETPNONG, N PPP
ETUTPEMEL VA SOUE TNV LAKPOXPOVLO TACH TWV OCUVOAAOYLATIKWY
LOOTLULWV.
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H Gtéu(ptcn METAEU OVOMOIOTIKWY KOl TIPOYLOTLKWV [SSSLlelibles

Loouutwv

- H ovopaotikn LlooTLpia Elval N OXETLKN TLUN EVOC
VOULOMOTOC EKOPOAOCLEVOU OE LOVAOEC EVOC AAAOU
voulopatoc. Agv pac mAnpodopEL yLa TNV ayopaoTiKi
dUvapn Tou EyYwpLoOU VOULOHOTOC EKTOC TNC XWPOLC.

- H mpoaypotikn lootiplo p «opot eprnopiou» adopa TLC
OXETLKEC TIHEC TwV ayaBwv petaéL duo xwpwv, SnAadn
o€ TL avaloyila ta eyxwpla ayada avtaAAaoocovtal PE
aAlodama ayada.
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* Av SLapEcouE TIC 2 MAsUpEC TNC PPP 2 5, = k% LLE Ta eTineda

The Real FXRate 2 E

TLpwv P/P*, Ba mapoupue:
P>l<
P

MpoyLaTLKN OVOMaOTLKN A\oyocg erunedwv
LOOTLULOL LoOoTLULOL X TILWV

la TOuC TTOALTEC KOl TWV 2 XWPWV:

e Otav n mpoyuatikn lootipia petwvetat, E,, ta eyxwpla ayada
yilvovtal akpLBOteEpO 0 OXEON UE TOAL ELOOYOUEVAL.

e Otav n nmpaypatikn wootipio acvéavetat, ET, ta eyywpla ayada
yivovtal dOnvotepa o€ oXEoN UE TA ELOAYOUEVOL
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* H duakpion HeTAfU OVOULOLOTLKWVY ECONOMICS

KOLL T(POLYHLOTLKWV LOOTLLWV

P*
E=S ? , real exchange rate = terms of trade

(1 Price of both goods in domestic currency

d EU: 1 burger = €5

d US: 1 burger =58

d FXrate =0.8 euro per 1 dollar

d E=0.8€/S * (S8/US burger) / (€5/EU burger) = 1.28 (index no units)
uUsD EURO

Terms of trade Big Mac EU $6.25 €5

d US burger is 28% more expensive Big Mac US  $8 €6.40

calculated in both currencies EUR/USD 0.8

 EU is more competitive Terms of trade  1.28 1.28
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MpaypoTKA KoL OVOULOLOTIKN LOOTLLLOL ECONOMICS
ven/U.S. dollar, 1975-2010
¥350 |-
= O Y appreciates
> ¥300 LAy O Real S stable
: A
E'EE’ ¥v250 Y 'J
£ ¥200 |
0
T ¥150
C
=
& ¥100 |
e
E ¥50 | What happens to the price levels?
¥G | | | | | | |
1975 1980 1985 1990 1995 2000 2005 2010

—— Nominal Exchange Rate = Real Exchange Rate

Source: Federal Reserve Bank of St. Louis, FRED database at http:/ /research.stlouisfed.org/fred2 /categories /95;
and Statistics Bureau of Japan at www.e-stat.go.jp/SG1 /estat/ListE.do?bid=000001015979&cycode=0; accessed
September 30, 2010.
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OAoL oL tapayovteg tov ennpealouv ta FX rates EULELESS

nakponpoBeopa (1)

1 PPP
1 Trade barriers

o Tariffs - Aaopol

o Quotas — [M00OOTWOELC

- auéavouv {NTnon yla eyxwplo ayoda = S?
J MNoapaywylkotnta

o AvUénon =2 Moootnta avéavetal =2 TLUN LELWVETOL =2
QVTOYWVLIOTIKOTNTA UEAVETAL =2 €€aywyEC avéavovtal =2
ovatipnon

o Meiwon =2 MoootnTta PELWVETAL =2 TN avEaveTal =2
OVTAYWVLIOTIKOTNTA LELWVETOL —2 €£QYWYEC LELWVOVTOL =2
UTotipnon
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Moapayovteg movu ennpealovuv ta FX rates ECONOMICS

HakponpoBeopa (2)

dJ  Kotavalwtikd mpotuna
O ZATNon eyxwplwv Kalt EEvwy ayabwv
o Au&non {ntnong elocaywywv — avénong {Ntnong e€aywywv

J  Zupmépoopa YeEVIKA:
= KaBe aAlayr ov avéavel Tnv eyxwpLla {ntnon =2 avotipnon
= KaBe aAlayr oOv PELWVEL TNV gyxwpla {ntnon = UToTipnon
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FX Rates




