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ECON 463 Quiz 4 Professor Elliott Parker
April 28,2009
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. 1. Use the ISLM-FX diagram to show equilibrium in the product market, money market,
[ /f }5 and foreign exchange market. 0Then show the effects of a decrease in government
- investment spending on the interest rate (7), gross national disposable income (Y), and the

direct forex rate (E). E;I:IOW; }would the latter affect the current account balance?
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2. If the foreign exchange rate was fixed, how would the above shock affect the financial

3 ;3&; L account and the balance of payments? How would this in turn affect the central bank’s

forex reserves? Use the the above ISLM-FX diagram to show how this would affect M, i,
and V
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| 3. Use the AD-AS model to show how the combination of (1) and (2) would affect
ENARE Aggregate Demand, real Y, and the price level (P) if the economy is below full-
f
employment.
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4. If a central bank with a fixed exchange rate policy is facing a balance of payments
deficit, how can it “sterilize” its required intervention in the forex market to prevent its
money supply from decreasing? Explain, and show how this sterilization can bring the
economy closer to the “cliff.”
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5. Assume a central bank takes the currency off the cliff. How will E change, and why?
L. If the central bank or other borrowers in the economy have borrowed from abroad, and

their debts are denominated in foreign currency, what happens then?
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) [ 6. Assume this economy decided to float its exchange rate. How would the effect of a
3 F‘?j% . decrease in government investment spending have been different?
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