Public Affairs 854 Menzie D. Chinn
Spring 2008 Social Sciences 7418

University of Wisconsin-Madison

Problem Set 3

Due in Lecture on Wednesday, April 9™ your answers to the algebraic questions.

1. Policy under Floating Exchange Rates in the I1S-LM-BP=0 model

Suppose the economy is given by the following set of equations.
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1.1 Assume the economy described above is under a floating exchange rate regime. Show
graphically what happens if the government increases lump sum taxes.

1.2 Explain your answer to 1.1.

1.3 Now examine a monetary contraction from initial equilibrium, carefully
distinguishing between initial impact, and the effect over time.

1.4 Explain why monetary policy has a larger effect in this open economy as opposed to
that in a closed economy.

2. Shocks under Floating Exchange Rates in IS-LM-BP=0

2.1 Assume the economy depicted in Question 1 experiences a fall in the foreign interest
rate i*. Show what happens both immediately, and over time.

2.2 Suppose the Fed doesn’t want the dollar’s value to change. What could it do?
Answer, with the assistance of a graph.

2.3 Suppose instead of a foreign interest rate shock, foreign income falls. Further assume
the foreign country is large relative to the home country, so that the impact on the home
country can be represented as a reduction in EXP . Trace out the impact on the home
economy, using a graph.



3. Purchasing power parity.

Consider absolute purchasing power parity, in logs (i.e., where lowercase letters denote
logged values of uppercase letters):

S =P P

3.1 Explain what happens to the exchange rate if the foreign price level rises by 10%.
3.2 Suppose only relative PPP holds, s, = p, — p; — & . Answer again 1.1.

3.3 If relative PPP holds, what must be true when US inflation is -3% and foreign inflation is
2%7?

. Covered and uncovered interest parity.

4.1 Assume that covered interest parity holds, so (1+i) = (F/S)(1+i*). Fill in the following
grid (carry your answer out to three decimal places), for (a) and (b).

4.2 Assume that uncovered interest parity holds, so (1+i) = (S%/S)(1+i*). Fill in the following
grid (carry your answer out to three decimal places), for (c) and (d).

i i* F S
a. | 0.05 0.08 1.20
b. | 0.05 1.20 1.25
i i* S° S
C. 0.08 1.20 1.245
d. | 0.06 0.09 1.245
5. Using real data to evaluate PPP and UIP. Consider the two tables drawn from the

Economist, March 29™ edition, on the attached pages. Answer these questions using equations,
and show your work.

5.1 Using the 3 month interest rates, and assuming UIP holds, calculate the expected change
in the dollar/pound exchange rate over the next three months. Be sure to state what the rate
will be, in annualized terms, and what will be the actual percentage change in the
dollar/pound exchange rate. Show your work.

5.2 Using 10 year bonds, calculate what the implied change in the dollar/pound exchange
rate is, over the next ten years.

5.3 Given the empirical evidence on the relationship between exchange rate changes and
interest differentials provided in the table in the handout on CIP and UIP, what do you expect
to happen to the dollar/pound rate over the next three months, and over the next ten years.
Explain.

5.4 Given the inflation rates over the past year, what should have been the rate of change in
the US dollar/pound exchange rate if relative purchasing power parity held?

5.5 Interpret the March 6th Economist poll of expected inflation rate for 2008 as the
expected change from December 2007 to December 2008. What is the expected change in
the US dollar/pound over that period if relative PPP holds?



Trade, exchange rates, budget balances and interest rates

Budget
Irade balance® Current-account balance ) ha“la?.ie Interest rates,
latest 12 latest 12 %ofGOP  Cumencyunits, per$ o ofEpp  3-month 10-year gov't
inunths, Sk months, b 20081 Mar 2610 yearaye 20087 latest  bunds, latest

United States —£109.7 Jn —138.6 04 -, J
+1065.4 Jan +214.7 Jan i T

-7.0
Lol

Slovernia =3.1 Jan ~2.2 Dec =2.5 0.63 0.7% =8 fia fia

“Merch andise trade enly. 1TI'J€' Erarmis poll or Economist Intedlligence Un't forecast. 1|:'|:||.lir-tl?l'llIIITl‘llﬁ ted homds, SUmednicial axhange rate,

Sowrcess: Mational statistics affices and central banks: Thomson Datastream; Reuters; JPMorgan; Bank Leumi le-Tsrael; Centra for Momitoring Indian
[eanamy; Danske Bank; |leng Keng Moncbary Auharity: Slandard Dank Groups UDE: Wealpas,




Output, prices and jobs

% change on year ago
Industrial
Gross domestic product production Consumer prices Unemployment
latest  qtr* 2008t 2006t latest latest yearago 20081 rate!, %

United States  +2.5 04 - . - . +4,0 Feb  +2.4

T2 dan

N0 dan

Maly ....2L90 L7 =l A e 0.5 T
Metherlands

i 2L

"I”E.E Jam

-:+E,§IJ36:“:“-1“-“--“
+&,4 Jan

+25.2 Feb
LS oot +12.1 Feb
Israel =~ 46808 4B 43 k53 e
Saudi Arabia

Slovenia +4.7 04 na +4.6 +&,0 —0.1 Dec +6.5Fn  +2.1 b4 7.4 Jantt

"o mang& O prestous ql.liltef_. anfmial rate, | The Eeanamist pal.l o Eednaimist [nfell fere Uilt estl mate,-'rbrer.ast. l'HB':':IIHL definttois i RPL inflaticn
rate £.9% 15 Fab. *“aar endlng Juwe, T Latsst thise months, FEMet ceasanally adi ustad, 38 Mey seites.




The Economist poll of forecasters, March averages (previous month's, if changed)
Real GDP, % change Consumer prices Current account

Low/high range average % increase % of GDF

2008 2009 2008 2000 2008 2009 2008 2009
Australia 23fa5 2543 33035 32033 31 ET ! SBB(=5A) <54 L
Belgium 1ife7 1Bfe3 19 . 19z Eefz3y 19 £0 (2.5) 22 (2.3)
Britain 15031 17/es  18(L7)  eD(21)  24(23) 20 -38(-3.7) -3.4(-3.3)
Canada L0258 LAfEs LT Life4) | 190LE) ED . 0.4 (0.3 nil{-0.1)
France L3fe) life: 16 (LT) LT0LE) 22 1.7 (18 -13(-14) -14(-1.5)
Germany 1425 14/23  17(1.8) 1.9(20) 21 LT 5.2 (5.7) 5.2 {(5.7)
Maly ... 07/17 10/20  10(1.2) 14(15) 24 19 (20) -23(-24) -2.3
Japan 1.0/2.1 0.8/2.2  14(1L3) 1.6(1E) 08 0.5 (0.6) 47 (4.8) 48 {5.0)
Netherlands  1.4/35 1.6/29 23(20p 21 g0y 21 6.8 (1.3) 6.6 {7.2)
Spain 18/3.8 0.9/3.0 24 .. 21(24)  35(3.2) 26(27) -9.1(-0.0) -8.3(-8.2)
Sweden 22(3.3 1831 28 . £3(28) 26(28) 22 .. 6.1 (5.9 5.1 {6.2)
Switzerland  1.5/2.8 18fz: 20 19z 16 L 14.6(147) 180
United States 0.8/2.2 1.3/3.0 1.5(1.6) 2.2(25) 3.2(2.9) 2.3(2.2) -4.7(-4.8) -4.3(-4.4)
Eure area 13/2.6 1.3/23  L7(LB) LB(LE)  25(2.4) 20 <01 nil =0.1 {0.1)

Saurces: ABN AMRD, BNF Parlbas, Citigroup, Declsion Economics, Deutsche Bank, Economist Intelligence Undt, Goldman Sachs, HSBEC

Securities, KBC Bank, JPMorgan Chase, Morgan Stanley, Scotiabank, UBS
Economist, March 6, 2008.



