Tﬁo‘cs |

I)Te;-lw\a +he Monekra Modle | ,,(‘ Ex. W fes
« Camplell-Shiller Tests
- Lony-Run Teshs _[mo_k (WR, 1995) " Merks Sul (352,3001) ]

2.) E"‘V‘ -West T4eorem
. 5..”““0"‘ (IPE,r005)

3) A“whhﬂg for Ex. Rate Ve latr'), :"
~Erse | ¥ West (AER, 2004)

-q‘) u“wve«d Interest I’cro'\‘a / Fww.v‘J Premium Fﬂl}(

So) RisK Premia /a e FX Mq.rkc,-}'
= Fama Reyressions

‘) (renen E’“"v‘mum M"'&/}‘
- Lueas (a‘ns Hh.)



| mep‘e” Shilleyr Tests

Consoder t+he No- 6&“/&‘ SquAM,
Si' : (- P)Ei-zl"pﬂ,) .

a Possr b Iohes

e
\) Aoemh s Economedrician have same mﬁo Sef

—7 9* |g an Qzﬁct :“WQJDO" 0)0 He Whﬂé/ef
used + forecast Fu.

2.) Ryents have more info.
= % G-nnser causes f,

But i§ () s ~lwe) how do we -I-cs"' 7

| Answier | Incluole " Hw. VMQ used ;‘o
Q'Q cas'\' ‘F‘t |



2 Cases

® f is stehonry , Iilo)
(;\ : \1’(’:‘:) t g,

(o \) = (1 o)(.,,,)[r_,‘v‘}., o

. . . N v
or 1w lentar fvvn ,

(o, ‘)[IPV] 2 (+p, o)

'F-r has @ unit, ), ane 15 “""’l'}ﬂ/ﬁ/woug
Con rewnile  ex rafe ‘7~ ®93 R”Ow!, |

9*“&"’&(’#0"«) |
Using the PV mode! # (4 of ibermlel expechiing

mliess) ¢ ftemt PR -0-mET o]

Since Mt By , e Hen have

LS\* -f = E, E,P‘AR*J 1J




Defne ¢z S-fi as He “spread”,

In"" 'E Ve ‘\NHM |
¢(_ 20 =) .F+ er.fegu b rise 'n fudure

Now have a VMQ 1 n “Eyrwr eruh’ou“ﬂrm
(veELm), |

(A&)-_ Y(bf,_.>+i

Fe Feet

Therehre , He mortd im /m: He B//awm’q
2 Cvess- wehon /es)m. ons,

,P(; \ (a o)(ﬂ{[,z' ,BV]" !

- Amol 'I’)\e PICJ'QM $f¢gao( gs




Testing Monetary Model Preé_iictio.ns

0.8
0.6
0.4 -
0.2

Theoretical

00
0.2
0.4

2067

-0.8

74.

76 78 80 82 84 8 88 90 92 94 96

o Figure 35 Theoretical and actaal spreads, s; — f;.

am.



Lo ~Yun - Tmplica s

72('! Aﬂ-fe Mmony feason s N‘\’ ﬂ! Monek?
maodel ma‘-,\d- not hold ot Short horizons
(e.g, Failure of PPP). |

R less dewarding iwmplica hon s Mat

% and F+ S,\ouu be co.‘wl-t:mH.

Marl + Sul (JTE ,2000)
Engel,Mork ¢ West (WBER Mecro Annwal, 2008)

This implits an Eww-ﬁmd-fm Moole |,
Mork (199, AER)
24 B(Fy-%) + Ve

pro

| _C;ve-.b | |
W) S v he vm“mi- be (_-eo‘nf'?n\lﬁ(
2.) Tn principle, N may oo ‘H.g “(,",,,l,;"

).) Need to correct Ror smell sample bras, Mesu/h
sensihive b Monke Carle ascamphions , ICi)]ren ¢r997)

H.) Results seem clepesdlent on carrency & sample,



VOL. 85 NO. 1

MARK: EXCHANGE RATES AND FUNDAMENTALS

16

v

@ Fitted Values J o

3

Percent .

Percent

I—;Ad—lﬂuol

12

[

-8 -4

~12

© s

)

P S VS S GOV ST S S RO 1 PO

~16

N N L PO
1974 1976 1978 1980 1982 1984 1386 1988 1990 1992

FIGURE 1. ONE-QUARTER CHANGES IN THE LoG
DoLLAR /DEUTscHE-MARK EXCHANGE RATE

40

30

20
—

10

-10
—

~30

U S S

PN O T W ST PRI VR S

-40

1992

1974 1376 1976 1980 1982 1984 1988 1988 1980

FIGURE 2. Four-QuARTER CHANGES IN THE LoG
DoLLAR /DEUTSCHE-MARK EXCHANGE RATE

Al 2 +p (4 -0,

b2

(N'_ m)e (Ys~y+.

Percent

Percent

Percent

211

gr————rT———r——r————r——r———
2.
g.
o
&
)

)
'_‘974 976 1978 1580 1982 1984° 1986 19588 1950 1992
FIGURE 3. EIGHT-QUARTER CHANGES IN THE
Loc DorLaR /DEUTSCHE-MARK EXCHANGE
RATE
s ——————r

rouuu.w © Fittad Vituas J
=14 J
er 1
&F ]
o
8
) T
8% o -
=] I - X, - M
' 1974 1976 1878 1980 1982 1984 1986 1988 1990 1992
FiGUre 4. TWELVE-QUARTER CHANGES IN THE
LoG DoLLAR /DEUTSCHE-MARK EXCHANGE
’ RaTE
2
ol ]
b
g.
(-3
&l ]
t
2 ]
¥
@l e e e e
¥ o974 1976 1978 1980 1962 ‘1_984 1988 1988 1980 1992

FIGURE 5. SIXTEEN-QUARTER CHANGES IN THE
LoG DoLLAR /DEUTSCHE-MARK EXCHANGE
RATE



 Table 3.2 Monetary fundamentéls out-of-sample forecasts of
US dollar returns with nonparametric bootstrapped p-values
under: cointegration ' ,

One quarter ahead- 16 quarters ahead
Country " U-statistic  p-value  U-sfatistic  p-value
Australia 1.024  0.904 0.864 0.222°
. Austria . 0.984 0.013 0.837 0.131
Belgium 0.999 0.424 0.405 0.001
Canada’ 0.985 0.074 0.552 0.009
Denmark 1.014 0.912 0.858 0.174
Finland 1.001 0.527 0.859 0.164
France . 0994 . 0.155 0.583 0.004
Germany . . 0.986 0.056 0.518 . 0.003
Greece 1.016 0.909 1.046 - 0.594
ltaly _ . 0.997 0.269 . 0.745 0.016
“Japan 1.003 0.579 0.996 - 0.433
Korea . 0912 0.002 = 0.486 0.012
. Netherlands 0.986 0.041 0.703 0.032
Norway 0.998 0.380 0.537 0.002 -
Spain 0.996 0.341 -0.672 - 0.028
Sweden 0975 . 0.034 0.372 = 0.001
Switzerland 0982 - 0.008 0.751 .0.049
UK 0.983 0.077 0.570 . 0.012
.~ Mean , 0.991 0.010 0.686 - 0.001
_ Median - 0.995 0.163 0.688 0.001

Bold face indicates statistical significance at the 10 percent level.
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TABLE 1 :
POPULATION AUTOCORRELATIONS AND CROSS CORRELATIONS OF As,

CORRELATION OF As, WITH:

b |2 14 Asx—l Asx—é AS,__._ Axt-‘—l : Ax,_2 Axt—s

1@ (@ (3) 4 (5 (6) (7) (8) (9)
1. .50 1.0 3 15 .05 01 .16 .05 -.01
2. ' 5 .27 14 0 28 14 07
3. .8 . .62 42 .34 .66 44 .36
4. .90 1.0 .3 03 .0 .00 .03 01 .00
5. .5 .05 03 .01 06 . .03 .01
6. _ 8 .09 .07 06 - .13 11 .09
7. .95 1.0 3 02 .01 .00 02 - .01 .00
8. 5 .03 01 .01 .03 - .01 .01
-9, 8 .04 04 03 07 .05 .04
“10. .90 .90 R3S .04 —.01 —.03 .02 -.03 —.05
11. .90 .95 b .05 - 01 -.01 04 -00 . —.02
12. 95 95 B .02 -.00 -.01 .01 -.02 —-.03
13. .95 .99 b 02 .01 T.00 - . .03 -0 —.00

Note.—The model is 5, = (1 — b) 3, ¥'Ex,, or s, = b3, bEx, . The scalar variable x, follows an AR(2) process with A
autoregressive roots ¢, and ¢. When ¢, = 1.0, Ax, ~ AR(1) with parameter ¢. The correlations in cols. 4-9 were computed
analytically. If ¢, = 1.0, as in rows 1-9, then in the limit, as 5~ 1, each of these correlations approaches zero.



TABLE 2

Basic STATISTICS

) UNITED
CaNADA FraANCE GERMANY ITaLy Jaran Kingpom
Mean & Mean A Mean & Mean & Mean M Mean o
1. As ~.44 -.03 -~35 .10 A5 .07 -1.11 24 76 .13 -4 15
(2.20) (5.83) (6.06) (5.79) (6.22) (5.26)
2. A(m—m*) -56 .19 .03 .25 ~.55 28 ~1.19 .28 -39 46 -1.34 - 54
(2.59) (2.41) (2.38) (2.24) (2.18) (1.94)
3. A(p— M —-.04 47 -.13 62 49 42 ~.92 .62 50 .16 -.54 .27
(.58) (.68) 77 (1.17) (.86) (1.29)
4. i—i* -.92 .75 —-1.89 .62 202 .84 -4.33 .66 364 .78 -2.40 .76
(1.72) (3.70) (3.01) (4.25) (2.78) (2.88)
5. A(i— %) —-01 -.39 .06 -—.37 -.01 -—.34 .06 .35 -.04 -.15 06 -8
(1.21) (3.23) (1.70) (3.51) (1.83) (2.00)
6.A(m—m*)—A(y—y*) —60 .17 -.24 .17 =72 13 -142 24 -43 .35 =153 .4
(2.65) (2.59) (2.92) (2.35) (2.54) (2.19)
7. A(y — y%) .04 -—.08 521 .19 17 .08 20 .14 .04 .06 A9 —.04
(.79) (.88) (1.47) (1.01) (1.21) (1.06)

NoTe.—The numbers in parentheses under the means are the standard deviations of the indicated variable; g, is the first-order autocorrelation coefficient of the indicated variable.

Variable definiti Asis the p

ge change in the dollar exchange rate (a higher value indicates depreciation). In other variables an asterisk indicates a non-U.S. value, and the

absence of an asterisk indicates a U.S. value; Am is the percentage change in M1 (M2 for the United Kingdom); Ay is the percentage change in real GDP; Ap is the percentage change
in consumer prices; and { is the short-term rate on government debt. Money and output are seasonally adjusted. Data are quarterly, generally 1974:2-2001:3. Exceptions include an
end date of 1998:4 for m— m* for France, Germany, and Italy; start dates for m— m* of 1978:1 for Franice, 1974:1 for Germany, and 1975:1 for Italy; and start dates for i— i* of 1975:

1 for Canada and 1978:3 for Italy and Japan. See the text.



TABLE 3

BIVARIATE GRANGER CAusALITY TESTS, DIFFERENT MEASURES OF Af,

FuLL SAMPLE: 1974:1~2001:3

* United
Canada France Germany Italy Japan Kingdom

muxux_ub-pn—t

O TR 00 80

. A(m — m*)
CA(p— )

i~ *

A(i— i%)

. A(m — m*)

Alp =)

i— %

. A@— i*)
. A(m ~ m¥)
- A(y—y*)

A(m— m*) -
. A(y - 5%)

A. Rejections at 1% (***), 5% (**), and 10% (*) Levels of .
H,: As, Fails to Cause Af,

* *ok ok
o - -
*k ' . *ok
% *ekok
A(y— 55 * *

B. RC_]CCthIlS at1% (***), 5% (**), and 10% (*) Levels of
H,: Af Fails to Cause As, -

sk

-A(j—y*)

NoTe.—See the notes to earlier tables for variable definitions, Statistics are computed from fourth-order bivariate
VARs in (As, Af)'. Because four observations were lost to initial conditions, thé sample generally is 1975:2-2001:3, with
2xceptions as indicated in the note to table 2.
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TABLE 1—ESTIMATES OF Var(Axf,)/Var(As,) (CURRENT
AND LAGGED FUNDAMENTALS ONLY IN H,)

Fundamerital ‘
m—y = p—p*+
Country b (m* —y* p-p* i—*
Canada 0.90 1.142 0.164 0.162
0.95 1.181 0.188 0.181
0.99 1.213 0.211 0.199 -
1.00 1.221 0.218 0.204
* France 0.90 0.269 0.054  0.070
095  0.309 -0.095 0.100
0.99 0.352 0.187 0.146
| 1.00 0.365 0.233 0.163
Germany 0.90 0.257 0.050 0.054
0.95 0.301 0.077 0.071
0.99 0349  0.127 0.095
1.00 0.364 0.148 0.103
Ttaly 0.90 0.316 0.146 0.143
- 0.95 0.360 0.245 0.226
099 0407 = 0447 0376
1.00 0421  0.543 0.441
_ Japan 090 - 0.364 0.039 0.020
0.95 0.406  ° 0.058 0.023
099 0446 0.090 0.026
1.00 0.458. 0.103 0.027
United 0.90 0.444 0139  0.152
~ Kingdom . 0.95 .- 0.540 0201 - - 0.206
099 - 0.645 0.298 0.284
1.00 0.677 0.336 0312




Unecovered Tnberest Fan'La (vIp)

Tle meoneine meole/ of ey, M*CS' GS5umes vIP
holds, Mayle this /s He source of He probion.

UIP slales that expected (romival) rates of
VYelurn are eguated across cowndries (in cammen c«m«;}

Une

Set spet price of &
7

Nete,
1) Rssets must have same visk (u-sm."’ riskless ,m\ }GM"
2.) Assehs must have Sume mvlm‘#\a, (wivally 1,3,12 mm;)
VTP is oftfen inkerpreta] as an e;m'/o'lnbm nlidiy
wnder FisK V\evd'mlo'i? (see beliw for um.*), or as
on  erpression of F¢ werlcet “&m‘u‘em; ", |

T conpvust, Coverad Ivberest Pority (cTF), is o

/

no arbiivase Condl""v'w:_ | '
ey = Qe))E Ry © Ferweod rabe, Poie
' A
' - —.=4 ﬁew&:& ," bt




N""’e) CIP+VIP ?"7 Eebin = A

=) Fovward vale is an
unbiaseol predichr of
e future spot rafe

So UIP can be inbtrprted as o fest of forwsn/
robe unbissedness, Since CTP holds fo & ehre approx

Whet if P PE S |

1) Sell & Rrward of F,

) Bu\é ¥ back later af & Sy
Qe e;m‘vuknf'l‘;,

1) Bovvow Fr ef N

2) Comvet b § and hrd aF ¢

- TIa pw\a'h‘c.e, the combe. ol &u’o\; spet enel
”{l'“% Lorvocel Lor vite vesse ) s iy,o‘«//, .

Via Swep CGQ*“"J". |




T;v)\'t\a vz f
Weike vIP as,
S 1«
Tale ‘035 oL boH Si'dU
Lo BySony =Sy T ISy = kplrsts) AQ4)

BeSemr . ¥ Le .;'_F_:.
S

Eact' TF St~ N(m, o), Wen 2~ loy-Mormaf
arol E(’J')"- e#*'&r‘

So 1f Su~ loy: Normel )

£, Rypy ¥ _V‘LV“*(A#J "Ry * 'Ft = Ay
- (:, - ‘:;

Where a, 2 loy(se) e bmlh)




Table 1
Regressions of Quarterly Depreciation on 3-Month Forward Premium
Asyy = a+ B(F; — st) + eqa
USD/GBP USD/DEM USD/JAY GBP/DEM GBP/JAY DEM/JAY
. 1976:1-1994:1
aors -1.340 0.638 3.294 1.622 7.702 1.041
) (0.895) (0.886) (0.964) (1.116) (1.687) (0.648)
Bors -1.552 -0.136 -2.526 -0.602 -4.261 -0.755
(0.863) (0.839) (0.903) (0.782) (1.133) (1.042)

Table 1: Predictable Excess Returns

@41 = a+ Pis — i) + €143

Currencies g o(f) R
DEM  -1.8344** (.8189 0.05
GBP -2.9537*%% 11214 0.10
JPY - -4.0626*** 0.7438 0.16
CND -1.5467%%*%  0.5305 0.05
CHF -2.3815%**  0.8068 0.09

EW Average -2.5668*** 0.6192 0.09
"GDP Average -2.9821%*** (.6223 0.11

Note: gey1 = Asypr — (3 — 45 ). Aseq: refers to tlie 3;month change in the log exchange rate. The exchange
rate is measured as net-of-period rate from IFS. Interest rates are 3-month rates as quoted in the London
. Euromarket and were obtained from Datastresm (T!hmm Financial).  *** and ** denote significance at
respectlve]y the 1% and 5% level SUR systems estimated from 109 quarterly observations over sample from
December 1978 to December 2005 Newey-West standard errors with 1 lag. “EW Average” refers to ite
equally weighted average of the regression coeflicients. The last row reports the GDP weighted average.
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