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4. The following table lists some of the advantages and disadvantages of floatjrfg versus

fixed exchange rates.

Table 12-1

Floating Exchange Rates

Adyantages: Allows monetary policy to pursyé goals other than just
exchange-rate stabilization, fo example, the stability of
prices and employment.
Disadvantages: Exchange-rate uncertainty j higher, and this might make
international trade more fficult.

Fixed Exchange Rates

Advantages: Makes internatigdal trade easier by reducing exchange
e monetary authority, preventing excessive

/ As a monetary rule, it is easy to implement.
Disadvantages: policy cannot be used to pursue policy goals

intaining the exchange rate.
ipline the monetary authority, it may lead
in income and employment.

_ The impossible trinity stajés that it is impossible for a o jon to have free capital flows,
a fixed exchange rate, dependent monetary policy. L ther words, you can only
have two of the three. A1 you want free capital flows and an indépendent monetary poli-
cy, then you cannot Also peg the exchange rate. If you want a fixed exchange rate and
free capital flows Ahen you cannot have independent monetary policy.
have independept monetary policy and a fixed exchange rate, then you nee o restrict
capital flows.

lems and Applications
e following three equations describe the Mundell-Fleming model:

y=CY-T)+Ir)+ G + NX(e). s
M/P=L(r7Y). (LM)
r=r.

In addition, we assume that the price level is fixed in the short run, both at home and
abroad. This means that the nominal exchange rate e equals the real exchange rate€.
a. If consumers decide to spend less and save more, then the IS* curve shifts to the

left. Figure 12-8 shows the case of floating exchange rates. Since the money sup-

ply does not adjust, the LM* curve does not shift. Since the LM* curve is

unchanged, output Y is also unchanged. The exchange rate falls (depreciates),
which causes an increase in the trade balance equal to the fall in consumption.
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Figure 12-8
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Figure 12-9 shows the case of fixed exchange rates. The IS* curve shifts to
the left, but the exchange rate cannot fall. Instead, output falls. Since the
exchange rate does not change, we know that the trade balance does not change

either.
¢ M M
2 1 Figure 12-9
\ —
@
g
& B A
S e
=
=
mn
\{ Is;
2
Y ¢———7Y Y

Income, output

In essence, the fall in desired spending puts downward pressure on the inter-
est rate and, hence, on the exchange rate. If there are fixed exchange rates, then
the central bank buys the domestic currency that investors seek to exchange, and
provides foreign currency. As a result, the exchange rate does not change, so the
trade balance does not change. Hence, there is nothing to offset the fall in con-
sumption, and output falls.
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If some consumers decide they prefer stylish Toyotas to Fords and Chryslers, then
the net-exports schedule, shown in Figure 12-10, shifts to the left. That is, at any
level of the exchange rate, net exports are lower than they were before.

Figure 12-10

Exchange rate

Net exports
This shifts the IS* curve to the left as well, as shown in Figure 12-11 for the case

of floating exchange rates. Since the LM* curve is fixed, output does not change,
while the exchange rate falls (depreciates).

Figure 12-11
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The trade balance does not change either, despite the fall in the exchange rate. We
know this since NX=S-1I,and both saving and jinvestment remain unchanged.
Figure 12-12 shows the case of fixed exchange rates. The leftward shift in
the IS* curve puts dqwnward pressure on the exchange rate. The central bank
buys dollars and sells foreign exchange to keep e fixed: this reduces M and shifts
the LM* curve to the left. As a result, output falls.
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The trade balance falls, because the shift in the net exports schedule means that
net exports are lower for any given level of the exchange rate.

The introduction of ATM machines reduces the demand for money. We know that
equilibrium in the money market requires that the supply of real balances M/P
must equal demand:

MI/P=Li"Y).

A fall in money demand means that for unchanged income and interest rates, the
right-hand side of this equation falls. Since M and P are both fixed, we know that
the left-hand side of this equation cannot adjust to restore equilibrium. We also
know that the interest rate is fixed at the level of the world interest rate. This
means that income—the only variable that can adjust—must rise in order to
increase the demand for money. That is, the LM" curve shifts to the right.

Figure 12-13 shows the case with floating exchange rates. Income rises, the
exchange rate falls (depreciates), and the trade balance rises.

Figure 12-13
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Figure 12-14 shows the case of fixed exchange rates. The LM" schedule
shifts to the right; as before, this tends to push domestic interest rates down and
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cause the currency to depreciate. However, the central bank buys dollars and sells
foreign currency in order to keep the exchange rate from falling. This reduces the
money supply and shifts the LM* schedule back to the left. The LM* curve contin-
ues to shift back until the original equilibrium is restored.
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B In the end, income, the exchange rate, and the trade balance are unchanged.
9. The eoqnymy is in recession % A in Figure 12-15. To increasé income, the central
bank shopld increase the Money supNly, thereby shiftingthe LM curve to the right. If
; £ economy would move to poin { depreciated exchange
rate thatf wo falate exports an raise the t Zlance.\To keep the exchange
«Aing and the trade Nalance fr Zing, the fijcal authorities should
cut taxeg or ingreage government spen ne. THayAwould shift the \[S* curve to the right,
would move to point C. der the assumptiondin hapter that
on the exchange yate, this would keep the trade balance from
changing. The increasg in output andAncome would, instead, reflect an increase in

Figure 12-16

Exchange rate
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ease in demand
4rse supply shocks
oil prices in the mid-

emand-pull inflation results from high aggregate demand: the i
g” prices and output up. Cost-push inflation comes from a
sh up the cost of production———for example, the increases j

The
ence betwee unemployment and its natural rate, andas

illips curve tells us that inflation depends on e ected inflation, the differ-
ck e
n=mt—Pu—-u")+e.

thee if unemployment is below its
¢ is the cost-push inflation.

The term “ — Plu ©") is the demand-pull inflation,
natural rate (u <u%), inflation rises. The supply sho

5. The Phillips curve re tes the inflation rate to the/xpected inflation rate and to the dif-
ference between unem oyment and its natural/rate. So one way to reduce inflation is
to have a recession, raising unemployment abg¥e its natural rate. It is possible to bring

inflation down without a résession, however/ if we can costlessly reduce expected infla-
tion.

According to the rational-expectatjyons approach, people optimally use all of the
information available to them in‘forpiing their expectations. S0 to reduce expected
inflation, we require, first, that the pfan to reduce inflation be announced before people
form expectations (e.g., before they forsq wage agreements and price contracts); and
second, that those setting wages 1d pricesbelieve that the announced plan will be car-
ried out. If both requirements/are met, the expected inflation will fall immediately
and without cost, and this in actual inflation.

tural rate of unemployment is by

search, increasing the a unt of frictional unemployment.
o are unemployed lose valuable job skills. This reduces their
or the recession ends because theare less desirable to firms.
iod of unemployment, individuals may lgse some of their desire to

6. One way in which a rece
affecting the process of j

fon might raise the

work, and hence
Second, a pécession may affect the process that determines wages, increasing wait
" Wage negotiations may give a greater voice to “thgiders,” those who
actually hayé jobs. Those who become unemployed become “outsider
group of ifsiders cares more about high real wages and less about hi

then the/recession may permanently push real wages above the equilibri

employment,
level and

raise the amount of wait unemployment.
his permanent impact of a recession on the natural rate of unemployxment is
caléd hysteresis. N

and Applications

1. In this question, we examine two special cases of the sticky-price model developed in

thib chapter. In the sticky-price model, all firms have a desired price p that_iiepends on
e overall level of prices P as well as the level of aggregate demand Y — Y. We wrote
this as

p=P+a¥-Y)
There are two types of firms. A proportion (1 — s) of the firms have flexible prices and
set prices using the above equation. The remaining proportion s of the firms have sticky
prices—they announce their prices in advance based on the economic conditions that
they expect in the future. We assume that these firms expect output to be at its natural
rate, so (Y - Y") = 0. Hence, these firms set their prices equal to the expected price

level:

p=F.

-
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The overall price levelis 2 weighted average of the prices set by the two types of firms:

psP+(1-9NP+ oY - Dl

Rearrang'mg:

p =P +la-sVsiY -1
a. 1fno firms have flexible prices, thens = 1. The above equation tells us that
p=F.
That is, the aggregate price level is fixed at the expected price level: the aggregate
supply curve is horizontal in the short run, a8 assumed in Chapter 9-
b. U desired relative prices do not depend at all on the level of output, then @ = 0in

the equation for the price level. Once again, Weé find P = P’: the aggregate S pply
curve is horizontal in the short rui, as assumed in Chapter 9.

2. the sticky-wage model, we assumed that the wage did not adjust im
MDanges 1n the labor market. This resulted in an upward—sloping aggfegate supply
curve with the form

y =Y +oP-P)
In this wroblem, We consider the effect of allowing these €0 facts to be indexed for
inflation.

a. Inthe imple sticky-wage model, the nominal W9£€ W equals the desired real
wage © dmes the expected price level P~

W = oP".
Full indexing however, makes the nominalvage depend on the actual price level.

That is, the ¢0 tract speciﬁes the desi /] real wage © and the nominal wage
adjusts fully to changes in the price level. As 2 result,

= wP,
or

W/P = 0.

This means that unexpectdy price changes do not affect the real wage and, hence,
do not affect the amouny/o labor used of the agnount of output produced. The

b. Ifthere is partial indeing, thex he aggregate supply curve will be steeper than it
is without indexing, fithough 1t 1 not be vertical. In the sticky-wage model, an
unexpected increaz in the price 1eva} reduces the real wage W /P, since the nomi-
nal wage W is u affected. With partisl indexing, the increase in the price level

causes an incrghse in the nominal wags Since the indexing is only partial, the
pominal Wags increases by less than the ® :ce level does, SO the real wage falls.
This causes/Hrms to use more labor and 10 ease production. However, the re2
wage does ot fall as much as it does without T cdexing, SO output does not rise as
much.

In/effect, this is like making the parameter gmaller in the equation for
aggregate supply- That is, output fluctuations becorreNgss responsive to surprises

in the pxice level.

5. The economy hagthe Phillips curve:
= 7205 — 0.06)-

a. The natural rate of unemplo¥ ent is the rate at which the inflation rate does not

deviate from the eXpected nflation rate. Here, the expected inflation rate is just

1ast period’s actual inflagion rate. Setting the inflation rate equal to last period’s
inflation rate, that is, n_,, WE find that u = 0.06. Thus, the natural rate of

unemployment is 6 pefsent.




