
Birmingham MSc International Macro Autumn 2015
Dornbusch-Mundell-Fleming exchange rate overshooting, Assign-

ment
The assignment is a mixture of questions designed to get you thinking about

why the model was built, whether it’s realistic or not, and questions to get you
to go through the derivation of the model and the overshooting result step by
step.
1. Explain the motivation for eq [1], the UIP condition. What might cause

it to fail in reality?
2. Explain the motivation for eq [2], the money demand equation.
3. This is not a microfounded model. What does that mean? Is that a

good or a bad thing?
4. What markets clear and what markets don’t? What is the motiva-

tion/evidence behind these assumptions?
5. What things adjust and what don’t? What is the evidence for the

assumptions that answer question 4 and this question?
6. Economic History. This is a 1976 paper. What things happened around

this time to movitavte writing about exhange rate overshooting?
7. Show how OR get equation [6] from [5], and also equation [6] to [7] on

p612, ie go from the open economy Phillps Curve defined in prices, to one in
terms of real exchange rates.
8. Show how OR get equations [8] and the difference equation in the ex-

change rate [9] (p612).

9. Why is the ∆q = 0 line vertical in figure 9.4?
10. Why is the slope of the ∆e = 0 line positive but <1?
11. Why is the intercept of the ∆e = 0 line at m+ φδq?
12. How would you go about making some calculations to assess whether

Dornbusch’s observations/conerns about exchange rates are warranted or not?
13. Write the real exchange rate as the log of a bunch of unmanipulated

variables.
14. Can you find any episodes in the data which look like they display

overshooting?
15. OR worry about the assumption of yt being ‘demand determined’.

Why?
16. Check that OR’s equation [7]

∆qt+1 = qt+1 − qt = −ψδ(qt − q)

can, as they claim, be rewritten as:

qt+1 − q = (1− ψδ)(qt − q)

17. Check the simple step that takes us from OR equation [1] (page 726, in
the supplement C1 to chapter 2)....

zt = azt−1 +mt
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to equation [2]

(1− aL)zt = mt

Using the lag-operator.
18. Confirm that in the solution to the generic difference equation for zt

shocks further and further back in the past contribute less and less to today’s
value.

19. Verify that zt =

t∑
s=−∞

at−sms and zt =

t∑
s=−∞

at−sms + b0a
t are both

solutions to the difference equation zt = azt−1 +mt.
20. Where does the b0at solution come from? Can you derive it?
21. Using OR’s suggested steps, show how we use [9]

∆et+1 =
et
η
− (1− φδ)qt

η
− φδq +mt

η

To get this equation just above [14] in OR.

et − q =
η

1 + η
(et+1 − q) +

1− φδ
1 + η

(qt − q) +
mt

1 + η

22. What does it mean that OR impose the ‘no speculative bubble condition’
to eliminate the term in the infinitely far out exchange rate that would otherwise
apear in OR equation [15]?
23. Verify that OR’s [14]:

et − q =
1

1 + η

∞∑
s=t

(
η

1 + η
)s−tms +

1− φδ
1 + η

∞∑
s=t

(
η

1 + η

)s−t
(qs − q)

Simplifies, under the assumption of a constant money supply, to [15]

et − q = m+
1− φδ
1 + η

∞∑
s=t

(
η

1 + η

)s−t
(qs − q)

24. Verify that

et − q = m+
1− φδ
1 + η

(qt − q)
∞∑
s=t

(
η

1 + η

)s−t
(1− ψδ)s−t

Indeed, as OR suggests, simplifies to [16]:

et − q = m+
1− φδ

1 + ψδη
(qt − q)

25. Verify that overshooting holds, that the short run value for th eexchange
rate is greater than the long run, namely, that:
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e0 = m+ (m′ −m)
1 + ψδη

φδ + ψδη
+ q > m′ + q

Provided this condition holds:

1 > φδ

26. The model relies on rational expectations [in fact quite a stringent
version known as perfect foresight]. Assess the validity of using this assumption
to derive features of exchange rates.
27. Why was there a concern about exchange rate overshooting?
28. Explain in words how the proof by contradition that there is overshoot-

ing proceeds.
29. Explain what it means that the real exchange rate is 1, and whether

deviations from it are good or bad.
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