ECON 463: International Monetary Relations Professor Elliott Parker
Final Exam May 6, 2005

1. (25%) Fiscal Policy under Floating and Fixed Rates.

a)

Explain how atemporary increasein the government budget deficit through increased government
spending or reduced taxes would affect aggregate demand (i.e., GDP or Y), and explain how this
would aso affect the price of foreign exchange (E) and the current account balance usingthe AA-
DD moded for an economy operating below full employment. Usethe E-R-M graphto show how
the increase in GDP would affect the interest rate (R).

How would your answer to (a) be different if the increase in the budget deficit was congdered by
foreign currency traders to be permanent? Show this on your AA-DD diagramin ().

How would your answer to (a) be different if the centrd bank accommodated fisca policy with
monetary policy to keep exchange rates fixed? Show this on your AA-DD diagramin (a).

How would your answer to (a) be different if the eonomy was dready operating at full
employment? Show thisonan AD-AS (Aggregate Demand and Supply) diagram. Would it metter
whether exchange rates were fixed or floating?

Use an HH-FF modd for the case of two large countries that import goods from each other and
have free capitd flows across their borders. Contrast the effects of fiscd policy by the home
country, under floating (a) and fixed (c) rate systems, on GDP in both countries. In which of the
two cases is the foreign country likely to be afreerider, and in which casesisit likely to desire
better policy coordination? Give an example in which coordination would change the outcome.

2. (25%) Monetary Policy under Floating and Fixed Rates.

a)

b)

Explain how a ggnificant open market purchase of government bonds by the central bank would
affect GDP, and explain how thiswould aso affect the price of foreign exchange and the current
account balance using the AA-DD modd for an economy operating below full employment. Use
the E-R-M graph to show how this would affect the interest rete.

How would your answer to (@) be different if the open market purchase of bondswas expected by
foreign currency traders to be permanent? Show this on your AA-DD diagramin (a).

How would your answer to (a) be different if the centrad bank aso had to intervene in foreign
exchange markets to keep exchange rates fixed? Show thison your AA-DD diagram in ().
How would your answer to (@) be different if the economy was dready operating a full
employment? Show thison an AD-AS diagram. Would it matter whether exchange rates were
fixed or floating?

Usean HH-FFmode to contrast the effects of monetary policy by the home country, under floating
(& and fixed () rate systems, on GDPin both countries. In which of the two casesisthe foreign
country likely to be afreerider, and in which casesisit likely to desire better policy coordination?
Give an example in which coordination would change the outcome.



ECON 463 Final Exam Page 2

3. (20%) Suppose that asmadl deveoping economy has unilaterdly pegged its currency against amgor
trading partner, but is currently in recesson and looking for a way to stimulate the economy without
worsening its current account balance. Oneforelgn advisor has suggested asudden, one-time devauation
of the domestic currency, but you are skeptical.

a)

b)

d)

Usethe E-R-M graph and the AA-DD mode to explain the effects of an unanticipated deva uation
on the current account balance, the balance of payments, foreign exchange reserves, the money
supply, and output in the economy.

Suppose that in the future markets anticipate another devauation. Usethe E-R-M graph and the
AA-DD modd to explain the effects of these expectations on the baance of payments, foreign

exchange reserves, money supply, and interest rates. If domestic private investment is sendtiveto
interest rates, what will happen to the economy?

For the second case, assuming that in the expectations are incorrect and a devauation is not
planned, explain the government’ sdternative policy responses, and explain why the choice madein
the first case may affect the ability of the government to respond in the second.

Now condder the dternative scenario of a country where foreign currency traders expect a
revauation of the currency. Explain the effects of this expectation, and the country’s policy

responses. Isyour answer identicd to (b) in reverse, or are there sgnificant differences? How
could the country prevent a change in its money supply?

4. (30%) Shorter Essay Questions. Answer three of the following four questions (10% each)

A.

Consider the case of asmdl economy with ahistory of budget deficits financed by arapid growth
of domestic government bonds held by the central bank. Explain why this would undermine the
credibility of fixed exchange rates. Then consder the policy options for a new government that
wantsto bresk the cycle and create astable and credibleenvironment attractiveto both foreign and
domedtic investors.  Congder the merits of unilatera versus multilateral exchange rate pegs,
currency boards, and Dollarization. How does the revenue from seignorage affect the new
government’ s preference?

What are the conditions for an Optima Currency Area? Does Europe meet these conditions?
Why must monetary policy for the Euro area be conducted by a single European Centrd Bank,
rather than dlowing theindividua centra banksin each member country the right to issue Eurosin
place of their own currency? What are the dilemmas cresated by fiscd federdism, i.e, dlowing
each member country the right to maintain an independent fiscd policy? Findly, supposethet the
Euro is able to remain a sable currency desirable as a trandfer and investment currency, what
effects might this have on the United States?

What isthe trilemma? Explain carefully, and consider the advantages and disadvantages of each
dterndive.

. How did the Bretton Woods system differ from the gold standard? What unique advantage did it

offer the United States? What was the Triffen dilemma? When and why did the system end, and
what replaced it?



