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If the expected rate of depreciation of the pound was 10% then according to UIPthe UK interest rate will have to be
10% higher than the US interest rate to ensure theequalization of expected yields on UK and US bonds. Crucially,
for the uncoveredinterest rate parity condition to hold continuously requires that capital is perfectlymobile so that
investors can instantly alter the composition of their internationalinvestments. In addition, they have to regard UK
and US bonds as equally risky - werethis not the case then investors that are risk-averse would require a higher
expectedreturn on the riskier asset. For example, if risk-averse UK investors viewed the risk onUK bonds as being
greater than the risk on US bonds, they would require a higherexpected rate of return on UK bonds than US bonds
so that the uncovered interestparity condition no longer holds.\When there is both perfect capital mobility and
equal riskiness of domestic andforeign bonds, UK and US bonds are said to be perfect substitutes. Perfect
substi-tutability of domestic and foreign bonds implies that the uncovered interest rateparity condition will hold on
a continuous basis. The monetarist models that weexamine in this chapter make a crucial assumption that domestic
and foreign bondsare perfect substitutes.According to the UIP condition, changes in the future expected exchange
rate can exert asignificant effect on the spot exchange rate. In Figure 7.1 we illustrate the UIP condition forthe
dollar-pound parity. The spot exchange rate is assumed to be , the UK interestrate is 10% per annum and the US
interest rate is 4% per annum.
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