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4 Risk Premium
5 Trilemma
% Simple interest rates parity
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System:
Estimation Method: Two-Stage Least Squares
Date: 08/31/06  Time: 15:03
Sample: 1338 1382
Instruments: (OECDP/P)*IREE IRAS IRIRL IRIRL-LIBOR DUM3855
DUMS5771 DUM3851 DUMS259 DUMS5362 DUM6972 DUMS5873

DUM7282 C

Coefficient  Std. Error  t-Statistic Prob.
C(D) 57637.65 20426.53 2.821706 0.0054
C12) 4620.419 1234.954 3.741369 0.0003
C@3) -69600.43 11761.39 -5.917705 0.0000
C4) 32646.72 10263.79 3.180768 0.0018
C(5) 0.000576 4.90E-05 11.76441 0.0000
C(6) -110.0716  23.89448  -4.606573 0.0000
C(7) 281.7082 28.24370 9.974196 0.0000
C(8) 42.29971 17.32167 2.442011 0.0157
C©) -0.000178 5.88E-05 -3.017991 0.0030
C(10) 0.000345 2.33E-05 14.76480 0.0000
C(11) 98.30154 10.17884 9.657441 0.0000
C(12) 70.02839 12.90345 5.427107 0.0000
C(13) -3678.111 0908.8235  -3.682443 0.0003
C(14) 446.2609 119.0159 3.749589 0.0002
C(15) 3793.635 1116.069 3.399105 0.0008
C(16) -2956.360 1643.979 -1.798296 0.0740
C(17) 3244.563 1189.451 2.727782 0.0071

Determinant residual covariance 2.14E+21

Equation: NDAV/P=C(1)+C(2)*IRIRL+C(3)*DUM3855+C(4)*DUM5771
Observations: 45

R-squared 0.924511 Mean dependent var 89819.31
Adjusted R-squared 0.918987  S.D. dependent var 56775.33
S.E. of regression 16159.83  Sum squared resid 1.07E+10

Durbin-Watson stat 1.000539

Equation: IRXGD/OECDP=C(5)*(OECDP/P)*IREE+C(6)*DUM3851+C(7)
*DUMS5259
Observations: 45

R-squared 0.729312  Mean dependent var 183.4703
Adjusted R-squared 0.716422  S.D. dependent var 138.4045
S.E. of regression 73.70317  Sum squared resid 228150.6

Durbin-Watson stat 1.739668

Equation: IRMGD/OECDP=C(8)+C(9)*(OECDP/P)*IREE+C(10)*IRAS
+C(11)*DUMS5362+C(12)*DUM6972
Observations: 45

¥



R-squared 0.939813  Mean dependent var 144.5642
Adjusted R-squared 0.933795  S.D. dependent var 91.60064
S.E. of regression 23.56924  Sum squared resid 22220.36
Durbin-Watson stat 1.941397

Equation: IRKAD=C(13)+C(14)*(IRIRL-LIBOR)+C(15)*DUMS5873+C(16)
*DUM7282+C(17)*DUM3851
Observations: 45

R-squared 0.351893  Mean dependent var -360.4267
Adjusted R-squared 0.287083  S.D. dependent var 3096.346
S.E. of regression 2614.382  Sum squared resid 2.73E+08

Durbin-Watson stat 2.381765
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IRIRL =[- (P/V -0.000344*OECDP)*IRAS + 0.000754*((OECDP’/P)*IREE’) + P*(25385.6 -
50573.6*DUM3855 + 48620.3*DUMS5771)+IREE* [OECDP*(110.0*DUM3851 +
281.7*DUMS5259- 42.2 - 98.3*DUMS5362 - 70.0*DUM6972)-3678.1 - 446.2*LIBOR +
3793.6*DUMS5873 -2956.3*DUM7282+3244.5*DUM3851]]/ (-446.2*IREE - 6331.0*P)
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The relation between interest rate and exchange rate

(Reappraisal and expansion of quantity theory of money)
Bijan Bidabad' ~ Mahnaz Rabiee'

Abstract

In this paper, the relation between exchange rate and interest rate is re-examined through a
theoretical expansion and reformulating of the quantity theory of money. Fisher's theory is expanded
to include both internal and external monetary sectors to be considered simultaneously. A framework
for studying the relation between interest and exchange rates is offered by relating export, import and
capital account, net domestic and foreign assets of banking system in a generalized framework of
quantity theory of money and using the theories of interest rate parity and monetary approach to
balance of payments. This paper concludes that there is a negative relationship between interest rate
and exchange rate, ceteris paribus.

A significant contribution in this paper is the adaptation of transaction value to aggregate
supply concepts using United Nations System of National Accounts (1993). This clarification actually
removes the vogues of critical issues of the transaction value in macroeconomic analysis.

The proposed theoretical framework is tested for Iran's data. It is concluded that there is a
negative relationship between exchange rate and interest rate again.

Keywords: Interest rate, Exchange rate, Quantity theory of money, Transaction value, Aggregate
supply
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