UBEA3053 Global Finance (Jan 2010 semester)


Chapter 1: Foreign Exchange

Figure 1.1: Foreign Exchange Market Overview
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1.1 Definition

Foreign market is the market in which individuals, firms and banks buy and sell foreign currencies or foreign exchange. Among biggest foreign exchange markets are London (largest), New York, Tokyo, Singapore and Frankfurt.

Exchange rate is the price of one currency in term of another.

1.2 Functions

Main function of foreign exchange is the transfer of funds or purchasing power from one nation and currency to another. This is usually done through electronic or internet channels.
Other functions include enable trans-national credit and hedging/speculation facilities. However, one may debate that the later function is indeed “natural” creation of foreign exchange itself (no foreign exchange, e.g. one single currency, no need for hedging).

1.3 Participants 

Commercial banks: Biggest participant in international transaction.

Corporations: Especially corporation with operation in various countries and engage in international trade (include buying of material and selling of goods).

Non-bank financial institutions: Its number of institutions is expanding due to deregulation. Example is hedge funds.

Central banks: Could intervene in foreign exchange market to achieve various policies objectives or its macroeconomic policies could affect exchange rates.
Individual: Most common example is tourists.

1.4 Supply, Demand and Pricing 

Various factors affect supply and demand of particular currency, hence determining its exchange rates (price) in a free float system. 
As foreign currencies are traded in various foreign exchanges, there could be “mispricing”. However, efficient market system enables arbitrage activities to achieve one exchange rate for all foreign exchange markets.

Supply & demand also create fluctuation (volatility) risk, which could be minimized through hedging by using various financial instruments (included swap, futures and options). Changes in exchange rates could affect the real economy (e.g. trade competitiveness and value of international debts).
There are various foreign exchange systems, ranging from the two extreme of floating exchange rate system to fixed exchange rate system. Each of those systems could pose fundamental risk (weaknesses of the system). Example is that the (n-1) problem in fixed exchange rate system and extreme volatility hazard in free float system.
1.5 Theories
There are various theories and conceptual arguments on many aspects of foreign exchange. Some of the theories will be covered in subsequent chapters, however, the conceptual framework of Kenichi Ohmae worth reading:
Ohmae, Kenichi. 1987. What moves exchange rates? New dynamics challenge traditional theories. Japan Times [Reproduced in Ohmae, Kenichi. 1995. The end of nation state: The rise of regional economies. New York: Simon & Schuster Inc.]
Chapter 2: Exchange Rate System
2.1 Exchange Rate Systems: Introduction

	Figure 2.1: Flexible Exchange Rate System
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	Flexible exchange rate system

If exchange rate is flexible (free float), changes in demand of a currency causes changes to the exchange rate. 
Based on Figure 2.1, increase of demand for US dollar causes exchange rate to increase from E0 to E1 (RM depreciate).


Fixed exchange rate system is a promise to keep exchange rate unchanged (fixed), usually through governing the creation of money. Hence, commitment to uphold the promise is utmost important for the credibility, and subsequently the survival of this exchange rate system. The following might affect the credibility of the fixed exchange rate system:
(i) Changes in macro environment might cause “adjustment problem”,
(ii) Conflict of interest could trigger the “(n-1) problem”.

	Figure 2.2: Fixed Exchange Rate System
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	Fixed exchange rate system

If exchange rate is fixed (pegged), changes in demand of a currency trigger government intervention to “neutralize” the changes. Based on Figure 2.2, increase of demand for US dollar is absorbed (neutralized) through an increase of supply of US dollar. Thus, the exchange rate is kept unchanged at E0. As this intervention required government (usually through central bank) to sell foreign currency (in this case, US dollar), it could deplete foreign reserve and trigger currency attack.


2.2 The (n-1) Problem of Fixed Exchange Rate: Bretton Woods Case Study
The Bretton Woods system involved USD pegged to gold while other currencies pegged to the USD, thus creating an indirect convertibility to gold.
“(n-1) problem”: Only one country has freedom to determine policy as other countries which pegged to its currency have to follow. Yet, its decision might not suit other countries, thus conflict of interest arise, threatening the credibility of the “promise” to keep exchange rate fixed.

	Figure 2.3: The (n-1) Problem in Bretton Woods
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[Note: A = United State (US), B = rest of the world (ROW)]

i) Referring to Figure 2.3, expansionary policy in US >> MA1 to MA2 while r1 to r2. 

ii) Due to relative lower interest rate, capital flow from US to the rest of the world. To maintain fixed rate, ROW buy USD & sell domestic currency, hence domestic money supply increase (from MB1 to MB2) as well as inflation.

iii) Intervention by ROW (to maintain the fixed rate) caused money supply of USD decrease, trigger the Fed (US monetary authority) intervention to buy US Treasury securities to increase back money supply of USD. In this case, ROW is forced to allow their money stock to adjust to whatever level that determined by the US. 
iv) An exception is to revalue their currency (meaning default on their commitment to the fixed exchange rate system). During that time, ROW would like to contain inflation and therefore did not welcome US expansionary policy which is inflationary. This situation triggers credibility problem as conflict of interest arise.
v) Making matter worst, expectation of revaluation of domestic currency causes possible further increase of money supply. Based on interest rate parity theory [rA = rB + μ], μ is positive. As US not willing to increase its interest rate, interest rate in the rest of the world is expected to decrease, thus causing further expansion of money stock.
vi) This conflict of interest resulted in the collapse of Bretton Woods system. 
Implication:
i) U.S. money stock does not change drastically, but ROW experience drastic expansion of money supply, causing severe inflation problem.

ii) U.S. has the advantage to determine its own policy, not ROW.

iii) This triggers conflict of interest and provides incentive to default on promise to a fix exchange rate system.

2.3 The (n-1) Problem of Fixed Exchange Rate: EMS Case Study
Germany is the dominant economy in European Monetary System (EMS).
Germany economy was booming and inflationary >> objective: increase IR / reduce money supply. Overall of the rest of European economies is facing recession threat and deflationary >> objective: reduce IR / increase money supply

Thus, conflict of interest between Germany and other European countries arise.

	Figure 2.4: The (n-1) Problem in EMS
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[Note: A = Germany, B = rest of members of the EMS (Country B)]

i) Referring to Figure 2.4, contraction (or at least slow down in output growth as compared to Germany) causes shift of money demand curve in the rest of European countries (collectively as “Country B”) to the left >> DB1 to DB2. 
ii) Capital flow from Country B to Germany. Monetary authority of Country B intervened to buy domestic currency against DM, hence causing money stock to decrease from MB1 to MB2.
iii) This monetary deflation action exacerbates the recession or exacerbates the threat of recession in Country B (the rest of Europe). 

iv) DM is expected to revalue, causes possible further decrease of money supply in Country B. Based on interest rate parity theory [rA = rB + μ], μ is negative. As Germany not willing to decrease its interest rate, interest rate in Country B is expected to increase, thus causing further contraction of money stock.

v) This conflict of interest resulted in the collapse of EMS. 
2.4 Timing of Fixed Exchange Rate Collapse
2.4.1 Krugman Model

	Figure 2.5: Krugman Model
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	In Krugman model, speculators start attack if authorities do not follow policies consistent with their commitment to keep the exchange rate fixed.
S = kP/P*; P = mM; P* = m*M*

Thus, S = k(m/m*)(M/M*), which implies that equilibrium exchange rate (S) changes in proportion to the domestic money stock (M) and changes in inverse proportion to the foreign money stock (M*). Assume that exchange rate is fixed at S0, thus proportionate money stock should be at M0.


If money stock level is at M1 (at Point A), foreign currency is too expensive (domestic currency too cheap). [This is also applicable for any points above the AA equilibrium line]. As implication, exports are stimulated while imports are discourage, hence resulting current account surplus. Assuming no capital movement, international reserve will increase, subsequently leads to increase of domestic money stock, thus moving from Point A to Point E. 
In reverse, any points below the AA line (e.g. Point C), international reserve is depleting. Foreign/domestic currency is too cheap/expensive, prompting selling of domestic currency. With depleting foreign reserve, it is hard to defend the domestic currency sell down. 

This model comes with “perfect foresight” assumption, meaning currency speculators (attackers) know exactly the situation, hence prompt them to attack the currency. However, the starting point to attack is not Point C. Speculators need not wait until that point, but could attack slightly earlier than Point C. Continuing this reasoning, the starting point where consideration of launching attack could be made is at Point E itself. Nevertheless, without perfect foresight assumption (as in reality), exact location of Point E is unknown, prompting a guessing-and-disguise game between monetary authority and speculator (attacker).

2.4.2 Obstfeld Model

	Figure 2.6: Obstfeld Model
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	In Obstfeld model, speculators could start attack even if the authorities follow the right policies.
There are multiple equilibria, thus enabling authorities to switch to new combination of exchange rate and money stock and yet still in equilibrium, especially if there is a possible conflict of interest at the initial equilibrium choice.


Based on Figure 2.6, assume that initial equilibrium combination is S2-M2. The authorities could switch to S3-M3 combination, which would resulted in a devaluation of domestic currency. So, if speculators massively buy foreign exchange at price S2, expecting the authorities to switch combination to the S3-M3. Defending the exchange rate is costly, thus prompting the switch become reality. Therefore, speculation is like a self-fulfilling nature in Obstfeld model.
2.4.3 Target Zone Model

If the exchange rate follows an S-shape curve while the authority is fully committed in keeping the exchange rate within a specific band, speculation actually help to bring back the exchange rate to its fixed rate. Hence, speculation will be stabilizing and the authorities do not have to intervene in the foreign exchange market when shock in the money stock pushes the exchange rate towards the limit of the band. The speculators do it for them. If exchange rate follows an inverted S-shape curve, speculation is destabilizing. Increases in exchange rate become a signal for speculators to buy foreign currency. If this is the case, allowing exchange rate to move around freely in the band can trigger speculative attacks (regardless of how wide or narrow of the band). Empirical evidence tends to support the inverted S-shape version.
Chapter 3: Theories of Exchange Rate Determination
3.1 Interest Rate Parity (IRP)
Domestic interest return = Foreign interest return

1 + rt = (1 + rft)(Ft/St)   >> closed interest parity

rt – rft = (Ft – St)/(St)    >> approximate version
Open interest parity (and assuming no risk premium) >> Ft = Et(St+1);

	1 + rt = (1 + rft) [Et(St+1)/St]

 (1 + rt)/(1 + rft) = Et(St+1)/St
	rt – rft = [Et(St+1) – St]/(St)    

Assuming µ = Et(St+1) – St]/(St);

>> rt – rft = µ

>> r = rf + µ


3.2 Purchasing Power Parity (PPP)
3.2.1 Absolute PPP

R = P/P*; where P = domestic price level, P* = foreign price level

>> Inflation leads to increase in exchange rate (depreciation)

>> Reflect law of one price, also known as “Big Mac exchange rate”

3.2.2 Relative PPP


R1 = (P1/P0)/(P*1/P*0) = R0
>> E.g. if domestic inflation increase 50% [(P1/P0) = 1.5], exchange rate increase (domestic currency depreciate) 50% in period 1 as compare to base period.
Weakness: 

(i) Balassa-Samuelson effect >> Productivity (and therefore wages) in traded sector of developed nation is higher than developing nation. Wages in non-traded sector tend to equate wages in traded sector, hence causing overall price level higher for developed nation. As a result, PPP tend to predict overvalue exchange rate for developed nation (calculated PPP value is wrongly lower than actual rate).

(ii) Possible factor that can cause deviation from PPP is international commodity market less integrated due to transportation costs, actual or threat of trade protection, information costs and limited labor mobility.

3.2.3 Disturbance and adjustment towards PPP equilibrium
	Figure 3.1: PPP and disturbance
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	Monetary disturbance:

Example: Increase in domestic money stock >> lower domestic interest rate >> capital outflow >> depreciation of domestic currency >> (move from Point A to Point X). At Point X, domestic currency is too cheap (undervalue) >> domestic products more competitive >> foreign demand for domestic product increase >> price of domestic product increase >> (moving Point X to a new equilibrium point on the same PPP line, e.g. Point B). Therefore, a monetary disturbance did not change the proportionality between exchange rate and price level.


Real disturbance:

Example: Assume world demand to domestic product increase >> causes excess demand for domestic output >> new equilibrium price increase (better term of trade) >> PPP line pivot upward >> real exchange rate decline (real appreciation of domestic currency) >> (Point A could move to any points on new PPP line, e.g. Point D or Point C). Therefore, a real disturbance could change the proportionality between exchange rate and price level.
3.3 Monetary Approach
	Demand for money (domestic), Md = kPY

Demand for money (foreign), Md* = k*P*Y*
In equilibrium, Md = Ms, therefore, 

Ms = kPY ……………….  (3.1)
Ms* = k*P*Y* ………….  (3.2)
[Note: “*’ represent “foreign”]
	Md = quantity demanded of nominal money balances

k = desired ratio of nominal money balances to nominal national income

p = (domestic) price level

Y = real output
Assumption: Domestic and foreign bond are perfect substitute.


	Dividing equation (3.2) by equation (3.1);
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Rearrange;
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As R = P/P*;
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	Generally, k and Y are assumed constant.

Thus, under flexible exchange rate, changes in R is subjected to proportionate changes of domestic money supply (Ms) and inversely proportionate to changes in foreign money supply (Ms*).

Note that the monetary approach is dependent to PPP theory [R=P/P*] and the law of one price. This approach did not consider the role of interest rate (which could be explicitly analyzed using the IRP approach). As for further analysis on fixed exchange rate, component of money supply could further divided into “domestic component of the nation’s monetary base” (D) and “international or foreign component of the nation’s monetary base” (F) >> Ms = m(D+F), which “m” is the money multiplier.


 3.4 Portfolio Balance Model
This model also called “asset market approach”. Domestic and foreign bond are assumed as imperfect substitute, where foreign bond involved extra risk such as exchange rate change or country risk. Thus, there is a “risk premium” element in uncovered interest parity:
i = i* + EA – RP; where, i = domestic interest rate, i* = foreign interest rate, EA = expected appreciation of foreign currency & RP = risk premium. Equilibrium in each financial market occurs when the quantity demanded of each financial assets (money, domestic bond and foreign bond) equal its supply.
	M = f (
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	M = demand for money
D = demand for domestic bond

F = demand for foreign bond

Y = real income or output

P = domestic price level

W = wealth of nation’s residents


3.5 Dornbusch Exchange Rate Overshooting
	Figure 3.2: Exchange Rate Overshooting
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(Adopted from Salvatore 2007: 552)
Panel (a): The Malaysian money supply unexpectedly increases by 10 percent from RM100 to RM110 billion at time t0. 

Panel (b): The increase in the Malaysia money supply immediately leads to a decline in the Malaysian interest rate from 10 percent to 9 percent.
Panel (c): The Malaysian price index rises by 10 percent from 100 to 110 gradually over the long run due to “sticky” price effect.
Panel (d): Exchange rate of the Ringgit (R) immediately rises (the RM depreciates) by 16 percent, from RM1/USD to RM1.16/USD, thus overshooting its long-run equilibrium level of RM1.10/USD. It will then gradually move towards RM1.10/USD by appreciating (R falling) in the long run.

As Malaysia prices rise [Panel (b)], the Malaysia interest rate also gradually rises back to its original level of 10 percent in the long run.

Chapter 4: Balance of Payment
4.1 National Accounting 
	4.1.1 Saving, investment and output

In an open economy:

Y = C + I + G + EX – IM

As CA = EX – IM, thus

Y = C + I + G + CA

CA = Y – C – I – G 

As S = I + CA, thus

S = I + CA


	4.1.2 Private and government saving

SP = Y – T – C 

SG = T – G

In an open economy:

S = SP + SG = I + CA

SP = I + CA – SG 
SP = I + CA – (T – G)
SP = I + CA + (G – T)

>> Private saving = Domestic investment + Current account + Government budget deficit

>> Private saving = Investment in domestic capital (I) + purchase of wealth from foreigners (CA) and purchase of domestic government’s newly issued debt (G – T)


4.1.3 Government deficit and current account surplus
Recall: SP = I + CA + (G – T)

Thus, CA = SP – I – (G – T)
Situation 1: “Twin deficits” theory

Increase in government budget deficit (G – T) is “balanced” by increase in current account deficit (CA). This happened in United State between 1981 and 1985.

Situation 2: Ricardian equivalence 
Government deficit decreased is “balanced” by the fall of private saving rate. This happened in Europe between 1995 and 1999 (prior to the adoption of common currency, the euro). 

Explanation: When government cuts taxes and raises its deficits, consumers anticipate that their will face higher tax later to payoff the resulting government debt. In anticipation, they raise their own (private) saving to offset the fall in government saving. Conversely, when government lower its deficits through higher taxes (thereby, increasing government saving), it will induce the private sector to lower its saving.
4.2 The Balance of Payment Account
4.2.1 Balance of Payment (BoP)

See Table 12-2 in Krugman & Obstfeld (2009: 305).
4.2.2 Official Settlement Balance

See Krugman & Obstfeld (2009: 307 – 308).

4.3 Automatic Adjustment on Balance of Payment: Flexible Exchange Rate

4.3.1 Price Adjustment Mechanism

See Salvatore (2007): Chapter 16; page 572 – 579.
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At exchange rate $1/RM, there is a deficit of RM4 billion.

Import = RM1 x 12 billion units = RM 12 billion. 
Export = RM2 x 4 billion units = RM 8 billion.

After exchange rate devalue 20 percent to $1.2/RM, total quantity demanded and quantity supplied for RM currency are the same, which are RM9.9 billion.

Import = RM0.9 x 11 billion units = RM 9.9 billion.

Export = RM1.8 x 5.5 billion units = RM 9.9 billion.

Terms of trade = export price index/import price index x 100% 
Terms of trade before adjustment = 2/1 = 2. 
Terms of trade after adjustment = 1.8/0.9 = 2.

Thus, no change to terms of trade (terms of trade remain the same).

4.3.2 Income Adjustment Mechanism

See Salvatore (2007): Chapter 17; page 608 – 624.

Given marginal propensity to consume (MPC) is 0.75, marginal propensity to import (MPM) is 0.15 and initial equilibrium output level of 3600. Explain the effect of an increase of investment by 400 to trade balance. Assume that initial trade balance is zero. Illustrate your answer.

	Given MPC = 0.75, MPM = 0.15
MPS = 1 - 0.75 = 0.25   
Trade multiplier (k’) = 1/0.40 = 2.5 

∆Y = 400 x 2.5 = 1000    

∆M = 1000 x 0.15 = 150  

∆ trade balance = ∆X - ∆M = -150
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4.3.3 Absorption Approach

See Salvatore (2007): Chapter 17; page 625 – 627.

Absorption Approach
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For trade balance (B) to improve as a result of a depreciation /devaluation,

(i) Y must rise and/or
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If economy at full employment, depreciation/devaluation can be effective only if domestic absorption (A) fall, either automatically or as a result of contractionary fiscal and monetary policy.

[refer Saluatore 2007: Chapter 17]

Chapter 5: Financial Capital Flow
Topics of discussion included:
i) Types of financial capital

ii) Globalization and its effect on global financial capital flow

iii) Effect of FDI & foreign debt flow towards economic growth
Chapter 6 & 7: Macroeconomics Policy
6.1 Expenditure-Changing and Expenditure-Switching Policies

Expenditure-Changing policies includes both fiscal and monetary policies >> In Swan diagram, this policies move combination points left-right. 

Expenditure-Switching policies refer to changes in the exchange rate (devaluation or revaluation). In Swan diagram, this policies move combination points up-down.
Combination of both expenditure-changing & expenditure-switching policies could be needed to achieve internal and external equilibrium (in Swan diagram).
[See Salvatore (2007): Chapter 18; page 646 – 649]
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	Two possible answer: (At Point A)

>> Using expenditure-changing policies, which are expansionary (fiscal/monetary) policies together with expenditure-switching policies                  

>> Expansionary fiscal/monetary policies increase absorption; hence shift Point A to right towards D2 absorption level.                     

>> Increase exchange rate (devaluation) shift Point A upwards towards Point E                      

>> Equilibrium achieve at Point E with full employment (on YY line) and external balance (on EE line)                                           


6.2 Fiscal and Monetary Policies under Fixed and Flexible Exchange Rate
Internal balance >> Equilibrium point when IS curve cross with LM curve
External balance >> BP curve cross at the internal balance equilibrium point >> IS, LM & BP intersection. 

Unemployment >> Equilibrium output (YE) less than full employment output (YF).
Slope of BP curve reflect capital mobility condition:
>> Inelastic capital mobility generally refers to BP curve steeper than LM curve.

>> Elastic capital mobility generally refers to BP curve flatter than LM curve.

>> Perfect capital mobility generally refers to horizontal BP curve.

[See Salvatore (2007): Chapter 18; page 652 – 664]

[See graphs drawn in lecture and tutorial classes]

[SEE LECTURE NOTES APPENDIX]
6.3 Aggregate Demand (AD) and Aggregate Supply (AS) Analysis
6.3.1 Short-run equilibrium (in closed economy) & unexpected increase in AD

6.3.2 Effect of economic shocks on AD (Real sector shock & monetary shock)
6.3.3 Effect of expansionary policies to growth (success and not success case)
6.3.4 Adjustment from recession output level (Through expansionary policies and through natural/market forces)

6.3.5 Policies to adjust supply shock (e.g. oil price increase shock)

[See Salvatore (2007): Chapter 19; page 693 – 695; 699 – 712]

Chapter 8: Financial Crisis
See Krugman, P. (2000). The return of depression economics. London: Penguin Books. 1-168 or its summary at http://www.harwaimun.com/Krugman_summary.pdf]
Chapter 9: International Monetary Standards
9.1 Classification of Exchange Rate System
9.2 Gold Standard System

9.3 Bretton Woods System

Exchange rate classification

A) Exchange rate determination method classification

· Fixed exchange rate (narrow band, wide band)

· Adjustable peg

· Crawling peg

· Manage floating

· Free floating

B) International reserve classification

· Gold standard

· Pure fiduciary standard

· Gold-exchange standard (combine the two)

How good are those exchange rates? In term of ......

A) Adjustment: minimize the cost and time for adjustment (BOP disequilibrium)

B) Liquidity: provide adequate international reserve to correct BOP without deflating their own economy or inflating to the world

C) Confident: knowledge that the adjustment mechanism is working adequately and retains. Reserve will retain their absolute and relative value.
1. Gold standard [mint parity]
i. Operated from 1880 to 1914

ii. Fixed exchange rate system with gold as the only international reserve asset.

iii. Each country fixed gold content of its currency and passively stood ready to buy/sell any amount of gold at that price. As gold content is fixed, so does the exchange rate system

iv. Gold outflows represent deficit in balance of payment (BOP)

v. Gold system was replaced due to several drawback as follow:

a. Constraint on the use of monetary policy (expansionary policy need to expand supply of gold or may resulted in rising gold price in term of national currency)

b. Large discovery of gold causes instable price (fluctuation)

c. Central bank cannot increase international reserve as their economic grew (unless continuous new gold discovery) > increase gold reserve > decrease money supply> unemployment

d. Countries with potential large gold production (eg: Russia & South Africa) might have high ability to influence macroeconomic condition through market sales of gold.

2. Bretton Woods System (1947-1971)

i. Was a “gold-exchange standard”, also resulted in establishment of IMF to (a) overseeing nations followed a set of rules in international trade and finance, and (b) providing borrowing facilities for nations in temporary BOP difficulties.
ii. US maintained the price of gold fixed at $35 per ounce and ready to exchange dollar for gold at that price.
a) Other countries fixed their currency to the dollar
b) Adjustment only allow by IMF if there is a “fundamental disequilibrium” which is usually defined as “large and persistent BOP deficit/ surplus”
iii. Collapse of Bretton woods: (a) adjustment problems (b) “n-1” problems (conflict of interest)
9.4 Other terminologies for understanding international monetary standards and international finance

Eurocurrency

Eurocurrency is the term used to describe deposits residing in banks that are located outside the borders of the country that issues the currency the deposit is denominated in. [For further info, see Salvatore (2007): Chapter 14; page 511 – 513]

Seigniorage
Seigniorage is the net revenue derives from issuing currency. Seigniorage derived from specie - metal coins - arises from the difference between the face value of a coin and the cost of producing, distributing and retiring it from circulation. Seigniorage derived from notes is more indirect, being the difference between interest earned on securities acquired in exchange for bank notes and the costs of producing and distributing those notes. Seigniorage is an important source of revenue for some national banks. In macroeconomics, seigniorage is regarded as a form of inflation tax, as paying for government services by issuing new currency (rather than collecting taxes paid out of the existing money stock) has the effect of creating a de facto tax that falls on those who hold the existing currency, as a result of its effective devaluation through the introduction of additional money. [See Wikipedia (2009); at http://en.wikipedia.org/wiki/Seigniorage]

Fiat money
Fiat money is money declared by a government to be legal tender. The term derives from the Latin fiat, meaning "let it be done". Fiat currency achieves value because a government accepts it in payment of taxes and says it can be used within the country as a "tender" (offering) to pay all debts. In effect, this allows it to be used to buy goods and services. The most widely-held reserve currency, the US dollar, is a fiat currency. Federal Reserve Notes receive no backing by anything. In another sense however, they are "backed" by all the goods and services in the United States economy because they are declared legal tender by the Federal government. [See Wikipedia (2009); at http://en.wikipedia.org/wiki/Fiat_currency]
Special Drawing Rights (SDRs)

Special Drawing Rights (SDRs) are potential claims on the freely usable currencies of International Monetary Fund (IMF) members. SDRs are used as a unit of account by the IMF and several other international organizations. A few countries peg their currencies against SDRs, and it is also used to denominate some private international financial instruments. SDRs basically were created to replace gold in large international transactions. Being that under a strict (international) gold standard, the quantity of gold worldwide is relatively fixed, and the economies of all participating IMF members as an aggregate are growing, a perceived need arose to increase the supply of the basic unit or standard proportionately. Thus SDRs, or "paper gold", are credits that nations with balance of trade surpluses can 'draw' upon nations with balance of trade deficits. 




APPENDIX

	A. Fixed Exchange Rate – Fiscal & Monetary policy
Capital mobility: (i) Elastic, (ii) Inelastic, (iii) Perfect elastic

External balance / surplus / deficit
Unemployment, Internal balance


	B. Flexible Exchange Rate – Fiscal policy

Capital mobility: (i) Elastic, (ii) inelastic, (iii) perfect elastic

External balance
Unemployment, Internal balance



	
	C. Flexible Exchange Rate – Monetary policy

Capital mobility: (i) Elastic, (ii) inelastic, (iii) perfect elastic

External balance
Unemployment, Internal balance




A(i). Fixed Exchange Rate – Fiscal & Monetary policy – Elastic capital mobility
Assume the economy is at internal balance but having external surplus, elastic capital mobility, unemployment and fixed exchange rate
	(i) (9 marks)
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	Achieve through both:

Expansionary fiscal policy >> IS curve shifts right.           

Expansionary monetary policy >> LM curve shifts right.    

Equilibrium moves from Point E to E’.                               


In your opinion, do the policies you suggest in (i) enable a sustainable economic growth? Why?
>>> Yes, because lower interest rate at full employment level
A(ii). Fixed Exchange Rate – Fiscal & Monetary policy – Inelastic capital mobility

A(iii). Fixed Exchange Rate – Fiscal & Monetary policy – Perfectly elastic capital mobility

Assume the economy is at internal and external balance but having unemployment and perfect capital mobility. Explain the effectiveness of government fiscal stimulus under fixed exchange rate system. 
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	Fixed exchange rate:

IS moves right >> external surplus >> capital inflow >> LM moves right 

Effective to move output level from YE to YF with both external and internal balance.                                     



B(i). Flexible Exchange Rate – Fiscal policy – Elastic capital mobility
Assume the economy is at internal and external balance but having unemployment, elastic capital mobility (BP curve is flatter than LM curve) and flexible exchange rate system. Explain the process to achieve internal and external balance at full employment output level through the following fiscal policies.
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	Fiscal expansion

IS shift right to IS1

>> external surplus

>> currency appreciate (BP curve shift left)

>> export drop/import increase (IS1 shift left to IS2)

>> domestic price decrease

>> real money supply increase (LM shift right) … new equilibrium achieved at E1.




B(ii). Flexible Exchange Rate – Fiscal policy – Inelastic capital mobility
Assume the economy is at internal and external balance but having unemployment, inelastic capital mobility (BP curve is steeper than LM curve) and flexible exchange rate system. Explain the process to achieve internal and external balance at full employment output level through the fiscal policies
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	Fiscal expansion

IS shift right to IS1

>> external deficit                

>> currency depreciate (BP curve shift right)                             

>> export increase/ import drop (IS1 shift left to IS2)                     

>> domestic price increase   

>> real money supply decrease (LM shift left) … new equilibrium achieved at E1.                      


B(iii). Flexible Exchange Rate – Fiscal policy – Perfectly elastic capital mobility
Assume the economy is at internal and external balance but having unemployment and perfect capital mobility. Explain and compare the effectiveness of government fiscal stimulus under flexible exchange rate system.
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	Flexible exchange rate:

IS moves right >> external surplus >> currency depreciate >> export drop/import increase (assuming Marshall-Lerner condition valid) >> IS moves left 

Not effective to move output level from YE to YF.                                  



C(i). Flexible Exchange Rate – Monetary policy – Elastic capital mobility
Assume the economy is at internal and external balance but having unemployment, elastic capital mobility (BP curve is flatter than LM curve) and flexible exchange rate system. Explain the process to achieve internal and external balance at full employment output level through the following monetary policies.
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	Monetary expansion:

LM shifts right to LM1 

>> external deficit

>> currency depreciate (BP curve shift right)

>> export increase/import drop (IS shift right) 

>> domestic price increase 

>> real money supply drop (LM shift left) … new equilibrium achieved at E1. 




Note: Monetary policy is better under flexible exchange rate. Internal and external full employment equilibrium is achieved with lower interest rate, which enables sustainable growth.
C(i). Flexible Exchange Rate – Monetary policy – Inelastic capital mobility
Assume the economy is at internal and external balance but having unemployment, inelastic capital mobility (BP curve is steeper than LM curve) and flexible exchange rate system. Explain the process to achieve internal and external balance at full employment output level through the monetary policies
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	Monetary expansion:

LM shifts right to LM1 

>> external deficit                

>> currency depreciate (BP curve shift right)                            

>> export increase/import drop (IS shift right)                            

>> domestic price increase  

>> real money supply drop (LM shift left). New equilibrium achieved at E1.                                               


Shock and Exchange rate adjustment

Explain the effect of a short-term capital inflow to aggregate demand curve under flexible exchange rate? Illustrate your answer.
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	Short-term capital inflow or reduced capital outflow:

>> BP curve shifts right

>> external surplus causing domestic currency appreciate,

>> BP curve shifts left

>> also IS curve shifts left (decrease export, increase import)

>> since domestic price unchanged at lower output level, thus AD curve shifts left  


Explain the effect of a short-term capital inflow to aggregate demand curve under fixed exchange rate and elastic capital mobility (BP curve is flatter than LM curve)? Illustrate your answer.
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	Short-term capital inflow 
>> BP shift left                          
>> external surplus                    

>> inflow of international reserve/capital                                         

>> LM curve shift left               

>> higher output with unchanged aggregate price level           

>> AD curve shift left (from AD0 to AD1).                                  


Domestic Absorption (A)





Trade Balance (B)
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