Assignment June 4th 2008

Please determine with the tools that we have used so far if the purchasing power hypothesis or the interest-rate parity condition is more powerful in explaining exchange rate movements between the Eurozone and the US.
Data about the Eurozone GDP deflator can be found here:

http://epp.eurostat.ec.europa.eu/portal/page?_pageid=1073,46870091&_dad=portal&_schema=PORTAL&p_product_code=NA110IDX
Remember that the Euro only exists since 1999. Focus on the last 9 year!
We saw in an earlier analysis that the Central Bank interest rates are moving closely together with the 3-month government bond rates. Since there is no single government in the Eurozone; please use the target interest rate set by the ECB as the market interest rate and compare it with the US-FED rate. The equivalent to the FED-rate is the Official refinancing operation rate (rate for Main refinancing operations - Variable rate tenders Minimum bid rate)
Data about the ECB-rate can be found here:

http://epp.eurostat.ec.europa.eu/portal/page?_pageid=0,1136173,0_45570701&_dad=portal&_schema=PORTAL
Please use quarterly data for the entire assignment.
Do changes in prices explain changes in exchange rates to a larger extend than changes in interest rates? 
