ECON 101B: FALL 2006: PROBLEM SET 7

Due Thursday November 15

|. Foreign Exchange Crises: Flexible-Price Model: Start out with our consensus
flexible-price model in “difference” form, the relevant parts of which are:

AY = AC + AT+ AG + AX - AIM
AC =C (1-AY

A= AT, -1 Ar

AX = X As

Ae=Ae, —e Ar

and let’s consider the effect of a collapse of confidence in the currency —a large sudden
rise in the Az, parameter that governs long-term expectations of the price of foreign
currency. Suppose that there are no effects on the supply side —AY =0—no effects on
investor confidence —Al=0—no effects on imports — AIM=0—and that government
spending is unchanged as well —AG=0L.

a.

b,

[0 the flexible price model, solve for the equilibrivm changes in the exchange rate
£, in the interest rate r, in investment I, and in exports X as a result of the rise in
Ag,,

Suppose that the cause of the crisis is that covernment spending is rising rapidly
and that investors have no confidence that the budget will ever be balanced, and
thus that the government bonds they own will ever be repaid without inflation.
Thus there is a relationship between government spending and the change in
expectations of the exchange rate: Ag, = 0AG for some value of the parameter 6.
Mow solve for the equilibrinm changes in the exchange rate £, in the interest rate
r,in investment I and in exports X as a result of the rise government spending G.

2. Foreign Exchange Crises: Sticky-Price Model: Now let’s turn to the consensus
sticky-price model, the relevant parts of which are:

AY = AC + AT+ AG + AX — AIM
AC =C,(1- DAY

Al = AL -1 Ar =1 (Ag)’

AX = X, Ag

AIM = ~IMAY

Ae=Ae, —e Ar



and once again consider the effect of a collapse of confidence in the currency —a large
sudden rise in the Ag, parameter that zoverns long-term expectations of the price of
foreign currency —this time in the short run in which full employment is not guaranteed.
and in which the real interest rate r is chosen by the central bank. And not the extra term
in the investment equation: a large shift in the exchange rate causes massive
bankruplcies. destabilizes the Tinancial system, and causes investment | to collapse and
autput Y to Tall.

a. Solve for the change in the exchange rate as a function of the change in the
interest rate r, and then turn that around: if the change in the exchange rate is
soing to take on a certain value Ag, what must the change in the interest rate Ar
be’?

b, MNow let’s view the central bank as cheosing not the interest rate but the exchange
rate. In this model. solve for the change in output AY as a function of the change
in the exchange rate Ae (taking account of the fact that the central bank must
choose the change in the interest rate Ar to make the change in the exchange rate
equal to the chosen value.

c. What is the best that the central bank can do in the short run. Where should it
choose to set the exchange rate and the interest rate (bearing in mind that they are
linked) to make the effects of the crisis as small as possible?

d. Suppose that the IMF is on hand to help, and to give the central bank extra foreign
exchange R that it can then spend to affect the exchange rate:

Ae=Ar, —e Ar—e AR. Solve for how the best the central bank can do is affected
by the addition of more help from the IMF,

3. Do you think inflation expectations in the U.S. today are closer to static, adaptive, or
rational? Why?

4. Explain—to somebody who has never taken an economics course —why a
loss of confidence in the value of a country’s currency on the part of foreign
exchange speculators is highly likely to lead to a fall in the rate of
investment even if no financial crisis is created. Keep vour answer to less
than 150 words (and a figure or two).

5. Suppose you are advising a government that wants to reduce the inflation rate from
10% per year to 5% per year. It wants to know whether it should act boldly and
decisively —all at once—or gradually, slowly, all the while stressing that the reduction
in inflation is coming and people should adjust their expectations. What arguments can
you think of for the first course? What arguments can you think of for the second?
Which arguments do you think are strongest



