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« EIELRES
— ...1970, you could have bought 358 Japanese yen with a
single American dollar; ...1980, a dollar was worth only

203 yen (i.e. AT H I EE743%)
o EAETEHY T 1A

— (1) complete our account of the linkages among monetary
policies, inflation, interest rates, and exchange rates

— (2) examine factors other than money supplies and
demands—for example, demand shifts in markets for
goods and services—that also can have sustained effects
on exchange rates
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* (Why we care?) ...predictions about long-run
movements in exchange rates are important even in the
short run (—#IEHAME » PE AR I8 B S
JE PRI

* (How we care?) In the long run, national price levels
play a key role in determining both interest rates and
the relative prices at which countries’ products are
traded

* Atheory of how national price levels interact with
exchange rates is thus central to understanding why
exchange rates can change dramatically over periods of
several years
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* The law of one price (LOP) states that in competitive
markets free of transportation costs and official barriers
to trade (such as tariffs), identical goods sold in different
countries must sell for the same price when their prices
are expressed in terms of the same currency

— LOPAIEE T -EHY AR
— RIS ERT =B — R (p.132) (L H)

* [5]3# > When trade is open and costless, identical
goods must trade at the same relative prices regardless
of where they are sold

Es,.he = Pys/ PE.

2021/3/25 _ ] f 4




1-1 P s 1 B —(ER A o2

* if the dollar/pound exchange rate is $1.50 per
pound, a sweater that sells for $45 in New York
must sell for £30 in London

* If the dollar/pound exchange rate were $1.45 per
pound, ...Thus, the dollar price of a sweater in
London would be only $43.50. If the same sweater
were selling for $45 in New York

« RZ e NhA e R B AR SL B HY 1 22 S5
=P | + Py Tuntil prices were equal in the two

locations (2 2 > EJw5AE...)
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2 HEE 7 -{E(PPP) @[041723]

* the domestic purchasing power of a country’s
currency is reflected in the country’s price level, the
money price of a reference basket of goods and
services. (PPHHE R YIEEIEL(1/P))

* The PPP theory therefore predicts that ain a
currency’s domestic purchasing power (as indicated
by an increase in the domestic price level » (1/rP)d)
will be associated with a proportional currency
in the foreign exchange market.

* Symmetrically, PPP predicts that an increase in the
currency’s domestic purchasing power will be
associated with a proportional currency appreciation

2021/3/25 E A 6

David Ricardo (3%£) -~ Gustav Cassel (¥t )EEPPP
PPP predicts a dollar/euro exchange rate of

Egg/g = PUS/PE- = (eurol/Pg) / (S1/Py;)
If, for example, the reference commodity basket costs
$200 in the United States and €160 in Europe, PPP

predicts a dollar/euro exchange rate of $1.25 per
euro (S200 per basket/€160 per basket).

If the U.S. price level were to triple (to S600 per
basket), so would the dollar price of a euro: PPP
would imply an exchange rate of $3.75 per euro (=
$600 per basket / €160 per basket)

2021/3/25 | I 1 57 7

* an alternative interpretation of PPP
PUS = (E$f€) X (PE)~ = S:I'/PUS = (Sl/EUS/Euro)/PEuro

— The lhs of this equation is the dollar price of the reference
commodity basket in the United States; the rhs is the dollar
price of the reference basket when purchased in Europe

— These two prices are the same if PPP holds

— PPP thus asserts that all countries’ price levels are equal
when measured in terms of the same currency

— the rhs of the last equation measures the purchasing power
of a dollar when exchanged for euros and spent in Europe

— PPP therefore holds when, at going exchange rates, every
currency’s domestic purchasing power is always the same as
its foreign purchasing power

2021/3/25 HH ) (bR 8
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* BE I PPPAKH B B MEIE R S e K E?
— %5 DAE* R RPPPET LN AVEEZR (F(5-1)=X)
— HEFRE> (or <)E* » A ABCE AR R AHE (RIS MHE
B (5= fih)
— W R S YR 2R 5e F5 #0(Big Mac index)...
* Ans: NO (why not?)
— ERE* bR = SR .. [EXIKrugman et al. Fipili:
“The final caveat is that PPPs should not be equated to
equilibrium exchange rates... ” (2018, p.148)*

- 59 > LOPEEE L AL (later...)
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* The statement that exchange rates equal relative
price levels [equation (5-1)] is sometimes referred
to as absolute PPP (42¥JPPP)

* Absolute PPP implies a proposition known as
relative PPP ({f%{PPP) (appp=rppp ; xxF—szpin) )
— which states that the percentage change in the
exchange rate between two currencies over any period

equals the difference between the percentage changes
in national price levels

(ES/er - E$/€*r—1)/ ES/€.1—] = sy ~ Ty

2021/3/25 (] B e % 10

Why rPPP? 2-1

* (1) It makes logical sense to compare percentage
exchange rate changes to inflation differences, as
above, even when countries base their price level
estimates on product baskets that differ in
coverage and composition

* (2) Relative PPP is important also because it may
be valid even when absolute PPP is not (aPPP=>rPPP)

— Provided the factors causing deviations from absolute
PPP are more or less stable over time, percentage
changes in relative price levels can still approximate
percentage changes in exchange rates

2021/3/25 | X, 15 £ 11

3 LIPPP R B & BAME SRS AE A

o EXRAYETZEH(monetary approach to exchange rate)

— think of the monetary approach as a long-run and not a
short-run theory because it does not allow for the price
rigidities that seem important in explaining short-run
macroeconomic developments, in particular departures from
full employment

— BI{E4L... (B 505 $55) » the monetary proceeds as if
prices can adjust right away to maintain full employment as

well as PPP

— {HSE...Here, ..when we refer to a variable’s “longrun” value,
we mean the variable’s equilibrium value in a hypothetical
world of perfectly flexible output and factor market prices*

2021/3/25 (] B % 12




3-1 &l am — EATTER
© BEAERHIZ T » PPPIR{RICIL
Ege =P us/PE.

* explain domestic price levels in terms of domestic
money demands and supplies — 3£ ~ BBl A
Pyg = Mys/L(Rg, Y,

Py = My/L(Re, Yy).

* The monetary approach therefore makes the general
prediction that the exchange rate, which is the relative
price of American and European money, is fully
determined in the long run by the relative supplies of
those monies and the relative real demands for them

2021/3/25 | I 1 57 13
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3-1
* a number of specific predictions

— 1. Money supplies. an increase in the U.S. money supply
causes a proportional long-run depreciation of the
dollar against the euro ([F/H » ZEUHMs...)

— 2. Interest rates. Arise in RS on dollar-denominated
assets lowers real U.S. money demand L(RS, V). By (5-
3), the long-run U.S. price level rises, and under PPP the
dollar must depreciate against the euro in proportion to
this U.S. price level increase

— 3. Output levels. 75YyT » L(RS, Y ) T= (long run) Pyed
HIfR#EPPP, there is an appreciation of the dollar against
the euro

2021/3/25 E A 14

3-1

* To understand these predictions, remember that
the monetary approach, like any long-run theory,
essentially assumes price levels adjust as quickly
as exchange rates do—that is, right away

« RE - —EFREE A (L., ), P
—ZRT - MR B S (E > fH...

— IRIBFIREE M - ZBIEH R MEZAHE (SR
" AR 4 )

— Y{ATAAERE It — 2K 8 (puzzle)?
o B (BUR) BRI 2 R0 R HARAI (Fisher effect)

2021/3/25 | I 1 57 15

3-2 FRE AR ~ AR (HELPPP
* According to relative PPP : %AE;,c = Ts — T

* Since people understand this relationship, ... it
must also be true that they expect the percentage
exchange rate change to equal the U.S.—Europe
inflation difference

* If relative PPP holds, however, market participants
will also expect relative PPP to hold, i.e.

%AE® e = M5 — M
CHIMZE ¢ Ry = Re + (E§je — Egje)/Es)e

4

S
:>R$_R€—TTUS_TFL:.
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3-3 Fisherxy &
* Fisher 52 : R=r+n®*= AR=An®, givenr
* all else equal, a rise in a country’s expected

inflation rate will eventually cause an equal rise in
the interest rate that deposits of its currency offer.
[ ZTREA. .

« #45 » These changes (AR, Ant®)would leave th
real rate of return on dollar assets (r), measured/in
terms of U.S. goods and services, unchanged

2021/3/25 I 1 57 17

3-3
In the long-run equilibrium assumed by the monetary approach,
a rise in the difference between home and foreign interest rates
occurs only when expected home inflation rises relative to
expected foreign inflation ((5-5)=()

{Hin the short run, when the domestic price level is sticky... %
Msl#ET:(Ms/PI=RT » HIFIZRE(E...

Under the flexible-price monetary approach, however, the price
level would fall right away, leaving the real money supply (Ms/P)
unchanged =R (= fFI|ZE )

#5] © Imagine that at time t0, the Federal Reserve
unexpectedly increases the growth rate of the U.S. money
supply from 7 to the higher level 7T + Art (2K [E])

2021/3/25 _EHAY(E SIE S 18

(b) Dollar interest

u.s.
@ suppE?:-:_,ys [In(.)] rate, R
R§=H4+An7777,
| . i~
|} (Fishers(5)
Slope = T + AT R; B |
Myst, T- — —— :
|
Slope == | :
t, Time fo Time
(c) U.S. price -/ In(.
ever.Pys [IN(.)] () Dotiarieuro [In (E)SL
Ae—fﬁrm‘ A—rwmsn
T RI=L=PT I}(PPP&’E@%
1| given Myg) || THEARUR)
| |
Slope ==t : Slope ==&t :
| |
iy Time o Time
2021/3/25 B _t S 19

3-3

* [RESE: AMTHERF B TG

— VIEEE - AR (R MM - EREFR
BERARECER) - B2

— VEE 2N - (R MM ) - FZR57
FisherZ SR FiC » PEZEAIFPPPIRE (1)

* These contrasting results of interest rate changes
... that an explanation of exchange rates based on
interest rates must carefully account for the
factors that cause interest rates to move

— BT (BER et ~ TR - SREE .

2021/3/25 (] B % 20
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* How well? A brief answer is that all versions of the
PPP theory do badly in explaining the facts

— ...changes in national price levels often tell us relatively
little about exchange rate movements

* Even the law of one price has not fared well...

* Relative PPP is sometimes a reasonable
approximation to the data, but it, too, usually
performs poorly

* (&K ZX[E]) The Yen/Dollar Exchange Rate and
Relative Japan-U.S. Price Levels, 1980-2015

2021/3/25 | I 1 57 21
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Exc
Jap.
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5 PPPHY I RE — PPPE S [ 39 PR R ?

1. Contrary to the assumption of the law of one price,
transport costs and restrictions on trade (BiJE® 5 57)
certainly do exist. These trade barriers may be high
enough...

2. Monopolistic or oligopolistic practices in goods
markets may interact with transport costs and other
trade barriers...

3. Because the inflation data reported in different
countries are based on different commodity baskets,
there is no reason for exchange rate changes to offset
official measures of inflation differences (B[J{sf4#1.612.)

2021/3/25 | I il 23

-1 ¥ 5[t B R e St

Suppose once again that the same sweater sells for
$45 in New York and for £30 in London, but that it
costs $2 to ship a sweater between the two cities
i PEERA F5S1.45/E » RIfR B ARAYETTERS RS
$43.5 < ZE[EHHJS45 ; ... but an American importer
would have to pay $43.50 + $2 = $45.50 to purchase
the sweater in London and get it to New York

PRI - SEpa Al el (8 - pesn BRI - AE
R BN — B s an A & A A [E R EAS (R EOR)
« GEZ 0 HEERRER— TE&EME THEE ) PR
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5-1
(1) The greater the transport costs, the greater the
range over which the exchange rate can move, given
goods prices in different countries

* (2) Official trade restrictions such as tariffs have a
similar effect...

* Either type of trade impediment weakens the basis of
PPP by allowing the purchasing power of a given
currency to differ more widely from country to country

* (3) transport costs may be so large relative to the cost
of producing some goods and services that those items
can never be traded internationally at a profit. Such
goods and services are called nontradables (I & 5 51)

2021/3/25 I = 25

5-1

Nontradables are primarily services and the outputs
of the construction industry (= ZE3)

The existence in all countries of nontraded goods
and services, whose prices are not linked
internationally, allows systematic deviations even
from relative PPP

the purchasing power of any given currency will fall
in countries where the prices of nontradables rise
Nontradables help explain the wide departures
from relative PPP illustrated by Fij[&]

2021/3/25 Hi#) f 26

52 EIESE 2 E P .

* When a firm sells the same product for different
prices in different markets, we say that it is practicing
pricing to market (X E[E)

— AEITESE A A F Y H S (R 7 B i 5y 72 ) B

— For example, countries where demand is more price
inelastic will tend to be charged higher markups (i ~ /i1
fi%) over a monopolistic seller’s production cost

* The combination of product differentiation and
segmented markets, however, leads to large violations
of the LOP and absolute PPP.

* Shifts in market structure and demand over time can
invalidate relative PPP

2021/3/25 I = 27

S-3 ST RUAR ST E A H A

* ... One reason for these differences is that people living

in different countries spend their incomes in different
ways

Because relative PPP makes predictions about price
changes rather than price levels, it is a sensible concept
regardless of the baskets used to define price levels in
the countries being compared {H....

Change in the relative prices of basket components,
however, can cause relative PPP to fail tests [X 5 ...
simply because fish take up a larger share of the

Japanese basket (E[I{sE%E 5 # {H & [E]E _E#7)

2021/3/25 E B 28
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5-4 K HAEARII N HYPPP

* the PPP theory’s poor empirical performance can
cause national price levels to diverge even in the long
run, after all prices have had time to adjust to their
market-clearing levels

* however, many prices in the economy are sticky and
take time to adjust fully. Departures from PPP may
therefore be even greater in the short run than in the
long run

* Michael Mussa...found that floating exchange
rates systematically lead to much larger and more
frequent short-run deviations from relative PPP (why?)

— PSR PHE LT 2 By T RA ..

2021/3/25 [
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5-4

* Even when ... temporary PPP deviations are removed
from the data, however, it still appears that the
cumulative effect of certain long-run trends causes
predictable departures from PPP for many countries
SRRV AR
— E 5530 ¢ When expressed in terms of a single currency,

countries’ price levels are positively related to the level of
real income per capita (522X [&) (RESEAE I TS (7]
(IREDAE LA (S W B G I R S I B A =5 ()
— ... data indeed show that nontradables tend to be more
expensive (relative to tradables) in richer countries

2021/3/25 (] B e % 30

Price level relative to U.S. (U.S. = 100)
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5-4
* Reason(s) for the lower relative price of nontradables in
poorer countries (Why price levels are lower in PoorCs*)
— Balassa-Samuelson theory (B =i TS 5 5 I B0 P A2 2 T
15 0 AHEIFEEE S ES R B & (B PSS ELOPHYRE (%)
[ & B I AEE TSR B A E GBS EE R
HMEFTSENE S ERFIR A E D RREBRE - EiEHEY
HE (A i Y NE Rl - SR BN A FE RS > R ETE
G S ERE 2 — B E S B
iﬁz)ﬂé (Rt TS E A ER SR S AR G S M
oo BIRYE > HUBENGA EA0PPPRTTEMIAYR(PPPR AL FLE(HE) |
(A) K7 TAEREY)E s S W N FE A S A = S S B &
WE e AR A S BRI E) (S R H(5-6.1)=00 )

— Alternative theory ...
2021/3/25 (] B % 32
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— Bhagwati-Kravis-Lipsey theory... relies on differences in
endowments of capital and labor ... but it also predicts
that the relative price of nontradables increases as real
per capita income increases
NS PR ERBRIVEA/ L - ML BhE e
IS (B N EAE LT E)
=@ EAREHRE @ MIEE S M2 Hk
B WSS S AR SR
>ERNGEFTSE  H—-foirmimis - IR
Gy ERE A B RATEE R R IT = ..

B2 SEN AR I KR B E ...
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6 EIERY [
- 61 BHTER

* The real exchange rate between two countries’
currencies is a broad summary measure of the
prices of one country’s goods and services relative
to the other country’s

— Cf. nominal exchange rate: a relative price of two
currencies

- EEMS L IBOTESL.2 > HIl% H R (S TEE
&) Eqe = $1.2/€

— HEOMNEBLSEFAY)E 7 5l RPBEP s - FIl(E 5) 558K
BHEER gy = (E$/€ X Pp)[Pys.

2021/3/25 MEEAPES 34

e — EEER HEHEEE )
BN (8)] ERHOE)]
. (5-6);‘cérkhsL:> T (€1xEygie)/Ris _ S1/Rys (?-6.1)

ey € VP S1/Eusre)/ P [ 1))
* (5-6.1)F R IhsHY 7 BER RO TAEBUMNAIEE T » 70+
RIRRez BT EOTAE EENIEE I ot EE THESR
FRELIS NS B (A B SR B e ) A A T)
- WE G ER (B AR 2 VI ER S
— WA E T LAFEE H (Xreal GDP) ~ B 54 (A0 B B i H A ) S EcAth
Ayl FT LR (B T RER [F) Y B (B — B — B T4H5)
— not be assuming absolute PPP...no longer assume the price
level can be measured by the same basket of commodities

* MBS I LS T RoRIRE (BB 5frhs)
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6-1
* EBUE'EE 3 (real dollar/euro exchange rate) qe e
7Ix the dollar price of the European basket relative to
that of the American basket
— fR#%(5-6.1) » HSUERSNHEE GRS E ST ==
s T) o BIGRER) B SHEBUTEEFHE
* (5-6.1) = _FEEUMEEE _ SURs
€T BN R 51/ Eyar)/ Paro
—Hase = CETEBMRE)(QETENIE) <
dse = 1.5 U.S. basket per European basket
— Ref. Krugman (2018, p.152)
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6-1
* areal depreciation of the dollar against the euro..
— (5-6.1) = (F7E ) FNEUT(EER) I E jJT(EDEA
TEHREERMEAREE HT) (B1(5-6.1) 7 =9Ihs 737 T)
— [E3 > = SETT(ERON A E DL (RIS TR E RO
“’EUE%E’ J1d) ((5-6.1) rhs > esp. 43BHHST)
- BHERERI(5-6) T HEERRIR
A)Aq$/€ - A)AEs/é + A)AP — A)APUS
-a 10 percent nominal doIIar depreciation (%AEsc =10%)
@ K7t a real dollar depreciation of 10 percent against
the euro (%Adse =10%) (AEE)
— [EJEH > %AP =10% (S TTAEBIOMIEE 71110%) 5k %AP
= —10% (BT AE EEEE jJTlo%) (AEE)

2021/3/25 f f 1 37
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* 2 > Areal appreciation of the dollar against the

eurois afallin gg e ...

* Equation (5-6) makes it easy to see... Under relative
PPP, a 10 percent rise in E¢/¢, for instance, would
always be exactly offset by a 10 percent fall in the
price level ratio P¢/ P, leaving g¢/ unchanged

* {H... PPP does not hold, the long-run values of real
exchange rates—just like other relative prices that
clear markets—depend on demand and supply
conditions

2021/3/25 _ MEEAPES 38

6-2 A K TR IV

/?ﬁﬁgﬂﬂmﬁﬁ- 753*2@][3’].?
— IR R A S 7R K )
« SNEEY R (AFU RS R 57 ) T= excess demand for

US products = the relative price of US output in terms
of European output will therefore have to rise =
LRSS J, FEEHO(E)] [BONAED(F)

Os/e =
) BNV EEE @) Eolboe)
(%% )\.) “ ”%"E_\]‘:FE;%”X@”

* ds euro L TR SEBEIBION 1 E S HRiFEE (IBCHITOTEA L)

* FORUS ] RIAH AR D A 2 S S 2 T BION 72 i
- = SEEME

2021/3/25 I 1 57 39

Real exchange

rate, qwe [%E
FERS A
i HiER
B
ERR RD’
SEE

Ratio of U.S. to

1
QSfe________71
European real

(Yus! YE)1 output (¥,o/Yg)
2021/3/25 S (] AL D % 40

10



B TR HL 5 B AEINY)

20 EC s
15, ERREHAHE
[é”ﬁ-‘}% A%q(S/NT) Elﬁjﬁﬁﬁi‘
104 EFHE] BHER
5 .
0 N

W

-5
-10 4
154 E 58
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6-2

* 522ERD (relative demand)& &) (R &h)HY RN 2=
— BRPEEpR A RS = USEE Sh (AR EE ) A
Tk EF ~ ROGR (2 R ATRIE) = ETEEHE
— EEIPRFHENEE 5 PRl £ R EERE 5 B HEBOR (W1ER
Bk 2 M CIRERR) = ROGH = EnEEIHE
* 522RS (relative supply) S8 (R Eh) YA 2

— BB AE B R S (AR LR A EE) = Yy T =
RSEHS (GREEnFRAHBEEANLES © RS T
FonFEMAENR) = FTE B E(EEE)

2021/3/25 _EHAY(E SIE S 42

6-3 R HAtTM MY H B E B
s I EFETS-6)
Ese = qs/e X (Pys/Pg).

« I > REI E BERAU (1) BB TR (2) B
PRISMIE 7K AE (EN S5 BRI AR B (E) FIR 2R
RO-RSEME " Tussrmgist| [mom e

HE BAE || EE
© (57)AEBFETAT T
%AEg, e = %A0g, ¢ +(%AR)s — %AP: ) (5-7.1)

2021/3/25 [CiE: ; 43

6-3.1 ¥ HIERRHIEHANZR
* Assuming all variables start out at their long-run levels
(1) EMSHEAEEENVIE I E)
© ()EBHE BRI EE)
* (3)ZE AR KAV )
o (4)7E HLEEHY A )
* (BHRAXFE)
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IVITEEI Effects of Money Market and Output Market Changes
on the Long-Run Nominal Dollar/Euro Exchange Rate, Eg/¢

Effect on the Long-Run Nominal
Change Dollar/Euro Exchange Rate, Ey/e
Money market
1. Increase in U.S. money supply level Proportional increase (nominal

depreciation of $)
2. Increase in European money supply level Proportional decrease (nominal
depreciation of euro)

3. Increase in U.S. money supply growth rate  Increase (nominal depreciation of $)
4. Increase in European money supply growth Decrease (nominal depreciation

rate of euro)
Qutput market
1. Increase in demand for U.S. output Decrease (nominal appreciation of §)
2. Increase in demand for European output Increase (nominal appreciation of
euro)
3. Output supply increase in the United States Ambiguous (Why?) Hint: {&
4. Output supply increase in Europe Ambiguous \ =2
2021/3/25 [ _Ef 1 (5] 45

6-3.2 45w

* We conclude that when all disturbances are
monetary in nature, exchange rates obey
relative PPP in the long run. In the long run, a
monetary disturbance affects only the general
purchasing power of a currency, and this change in
purchasing power changes equally the currency’s
value in terms of domestic and foreign goods.

* When disturbances occur in output markets, the
exchange rate is unlikely to obey relative PPP, even
in the long run

2021/3/25 SR ] AL DRE % 46

7 BPEF =BT E A
- SHE ’f/ ?\E/\Jﬁ 5- G)T?ﬁ,ﬁﬂ ThZ NI IL=
‘IS/€ = (E$/€ X PE /Ps.
« &ff ExXE(5-6)BEER A =
(d57e = gsje)/ase = [(ESje E$/€ [Esjel = (ms = ),
« EIEFIREEGG:
Ry — Re = (E§je — Esje)/Esje
.« K (5-8)iF A ERESR B
Ry = Re = [(¢5e = gsye)/ g5yl + (ms = 7).
« EHAHEPPPEKIL > (5-9)rhsE—TH=0 > HIJ(5-9)=(5-5)

2021/3/25 | Ef el 47

* In general, however, the dollar/euro interest
difference is the sum of two components:
(1) the expected rate of real dollar depreciation
against the euro (B2 RS-RDFEAY) and
(2) the expected inflation difference between the
United States and Europe (A S e 220 &
Bl tas B R )

2021/3/25 S (] AL D % 48
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8 BEFIRE

- WREEAE D r=R-7
— B R B 5% » s —FENEVIE EF13% > Hl
AR BB R EF[2%
— BAEAIRAR BT 228% - (HI BRI AR £510% > JIl
HENFRER —2%
— MHELATALED - BERFEE PSR > S8y
OB RAGZ KT KD
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« BHIELERNESE r
- n= WSS
(E T4 7] R)
- n° = THERA SRR
* R—n=51%(ex post) HEFIZ
— B EIEEHRAE LR
* R—-n® = Fxij(ex ante) FE |2 r®
— SRR (B2 R BUHAT) - (557 (BISRA T
B =) TR BB R
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* Fisher effect: Any increase in the expected
inflation rate that does not alter the expected real
interest rate must be reflected, one for one, in the
nominal interest rate (i.e. R = r€ + € > r€given)
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8-1 B[R EEF =

« FITHEAE B F% H R EE R
fus = 1§ = (Ry = 7ig) = (Re = )

« R EFZEAT(S-9)7 A=
s ~ T = (qse — dsje) G/

— Expected real interest rates are the same in different
countries when relative PPP is expected to hold (}F,[6-1])

— {H...expected real interest rates in different countries
need not be equal, even in the long run, if continuing
change in output markets is expected (%[1[5]PPP-R 3% 17)

— 4.
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— Suppose that productivity in the S. Korean tradables
sector is expected to rise during the next 2 decades, while
productivity stagnates in South Korean nontradables and
in all U.S. industries

— If the Balassa-Samuelson hypothesis is valid, people
should expect the U.S. dollar to depreciate in real terms
against South Korea'’s currency, the won, as the prices of
South Korea’s nontradables trend upward

— Equation (5-10) thus implies that the expected real
interest rate should be higher in the United States than in
South Korea
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* Do such real interest differences imply unnoticed
profit opportunities for international investors?
Not necessarily.

* AIPISEEE B ARETS...so what?
(yEE BRI T T H (R E E 24 H) )

FIN
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