Econ 367, Section 71

Open Economy Macro Issues:

Examples of what you should be able to do after our fall classes (i.e. good questions): 

1.  Use supply-demand analysis to examine the effects of various events on the exchange rates associated with a country’s currency.  For instance, suppose interest rates rise in the U.S. relative to Europe.  Use supply-demand analysis to analyze the expected impact of this event on the dollar price of the euro. [(hint: in this case the $ price of the Euro is on the vertical axis and the quantity of euros is on the horizontal axis.  What happens to the supply of euros (if anything)? What happens to the demand for euros (if anything)? What is the predicted effect on the $ price of the euro?  Did the event lead to an appreciation of the result an appreciation of the euro? US dollar?]   There are many events that could be given.  Basically you have to know what factors affect the demand for a country’s currency; the supply of a country’s currency; and the predicted effect of that event.

I could have asked you to analyze the problem above from the point of view of the euro price of the dollar.  The only difference is that the vertical axis would have been the euro/dollar and the horizontal axis would be “quantity of dollars”.  Also, the roles of supply and demand would be reversed from what’s noted above.  In other words, given the example used above you would get the same answer whether or not you use the graph showing the $ price of the euros and the quantity of euros OR the graph showing the euro price of the dollar and the quantity of dollars.

2.  You should be able to discuss and illustrate the role interest rates play in determining a country’s exchange rate.

3.   Suppose the Federal Reserve raises short term interest rates in the U.S.  What is the likely effect of this policy on the value of the U.S. dollar?  Imports to the U.S.?  Exports from the U.S.?
4.  Economic growth in a country will most likely cause the value of that country’s currency to depreciate.  (true, false, uncertain, and why)

5.  You should be able to illustrate the effects of monetary and fiscal policy in the context of the aggregate demand and aggregate supply framework.  

6.  You should be able to explain, in the context of the aggregate demand aggregate supply framework, the differences in the effects of monetary and fiscal policy in a closed versus an open economy.  Are the effects of fiscal policy the same in a closed economy and an open economy?  If not, why?  Are the effects of fiscal policy the same in a closed economy and an open economy?  If not, why? (You should be able to illustrate these questions graphically and verbally.)  

7.  Currently, in the U.S. we have what’s called “twin deficits”.  What does this mean and why is it important to our economy.   What are the predicted effects on the dollar exchange rates?
8.  Describe restrictive monetary policy in a closed economy (What demand variable does it affect?)  Describe restrictive monetary policy in an open economy (What demand variable does it now affect?)  Have the actual outcomes of policies in the past few years been consistent with the theory in terms of their effects on such things as a country’s exports, imports, exchange rate, etc.? 
9.  Describe restrictive fiscal policy in a closed economy (What demand variable does it affect?)  Describe restrictive fiscal policy in an open economy (What demand variable does it now affect?)  Have the actual outcomes of policies in the past few years been consistent with the theory in terms of their effects on such things as a country’s exports, imports, exchange rate, etc.? 

