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LECTURE HINTS

1.
Students who have not had intermediate macro will find this to be a difficult chapter. Go through the IS-LM derivation slowly and then have the students draw shifts in curves and discuss the implications. If the students are actively involved in manipulating the diagrams, they retain the lesson better than if they passively sit back and listen to the lecture.

2.
It is important to point out that policy coordination is no substitute for each nation following appropriate domestic policies. In other words, policy coordination is not the goal, but a means of achieving the goal of stable economic growth.

SUGGESTED ANSWERS TO CHAPTER 14 EXERCISES

Exercise 1


The closed economy allows policy makers to address domestic problems without regard to the balance of payments. In this sense, policy is easier to formulate.

Exercise 2


See figures 14.2, 14.3, and 14.4 for the derivations.

Exercise 3


a.
First, suppose that the surplus is due to a restrictive monetary policy.


i.
Under fixed exchange rates, the central bank must intervene and issue domestic currency to buy foreign exchange in order to maintain the fixed exchange rate. This would increase the money supply and restore the equilibrium. There is no effect on income and employment.


ii.
Under flexible exchange rates, the official settlements surplus will cause the domestic currency to appreciate, decreasing domestic exports and thus restoring the equilibrium automatically with no central bank intervention. Domestic employment and income have decreased.



In sum. if the balance-of-payments surplus is due to a restrictive monetary policy, the appropriate government policy to induce equilibrium under fixed rates is central bank intervention with an expansionary money supply policy. Under flexible rates, no intervention is necessary since market forces will do the job.


b.
Now, suppose that the surplus is due to an expansionary fiscal policy.


i.
Under fixed exchange rates, the central bank must increase the money supply and buy foreign exchange with domestic money until equilibrium is restored. Domestic employment and income have increased.


ii.
Under flexible exchange rates, the domestic currency appreciates until the equilibrium is restored. This appreciation reduces domestic exports and increases imports, and offsets the initial increase in domestic income due to the expansionary fiscal policy. No change in domestic employment and income.

SUMMARY TABLE:

	Balance of Payments Surplus is Due to

	
	Restrictive Monetary Policy
	
	Expansionary Fiscal Policy
	

	
	Fixed
	Flexible
	Fixed
	Flexible

	Appropriate policy 
to induce equilibrium
	Intervention: expand the money supply
	No active monetary policy
	Intervention: expand the money supply
	No active monetary policy

	Effect on income
	No change
	Lower
	Higher
	No change


Exercise 4


The “adjustment mechanism” under fixed and flexible exchange rates is different. This is the main reason for the different monetary policy formulations under both systems. With floating rates the central bank is not obliged to intervene in the foreign exchange market to support a particular exchange rate, and therefore the money supply can change to any level desired by the monetary authorities. With fixed exchange rates, the domestic monetary authorities are not free to conduct monetary policy independent of the rest of the world because they must intervene in the foreign exchange market continuously to maintain a fixed exchange rate. Also, with perfect capital mobility, any attempt to lower or increase the money supply and shift the LM curve would have just the reverse effect on the interest rate and intervention activity. The maintenance of the fixed exchange rate would require an ultimate reversal of policy.

Exercise 5

Point A:
A balance of payments surplus, excess supply of goods, and excess supply of money.

Point B:
An excess demand for money, excess supply of goods, and balance of payments deficit.

Point C:
A balance of payments deficit, excess demand for goods, and excess demand for money.

Point D:
An excess supply of money, balance of payments surplus, and excess demand for goods.

Exercise 6


The idea behind policy coordination is to keep the currencies within ranges broadly consistent with underlying fundamentals by coordinating macroeconomic policies internationally, and by intervening in the foreign exchange markets to prevent excessive volatility. The excessive volatility (i.e., volatility more than implied by PPP) may cause destabilizing effects on international trade in goods and financial assets. Therefore, a coordinated policy can reduce this volatility and the destabilizing effects by providing rules for countries regarding monetary and fiscal policy.
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