Econ 340

Lecture 15
International Macroeconomics

Recall Macro from Econ 102

= Aggregate Supply and Demand Determine

% = GDP = QOutput = Income
= This in turn implies level of Employment

P = Price level
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Qutline: International
Macroeconomics

Recall Macro from Econ 102

— Aggrepgate Supply and Demand

— Pobcies

Effects ON the Exchange Market
— Expansicn

— Interest Rate

Effects OF the Exchange Market
— Depreciation via Trade

— Depreciation via Nat Weakh

Effects THOUGH the Exchange Market
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Recall Macro from Econ 102
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Recall Macro from Econ 102

* Macroeconomic Policies
— Monetary Expansion = Incresse in Monsy Supply (M}
= Opan markst operafions. purchase bonde
» Ragerve reguirement reduce |
» Discount mea: reduce B

= Lisually indicated by Fed tanget kv Federal Funds Ralka

— Fiscal Expansion
» Increase govemment purchases (3

= FRa0ucs 3X2E Thery difer Im =ffects an
these have the effect of Intarast rate I
» |ncreasing aggregate demand . M= lawars |
= =hifing AD curve i the right
£ v A=, AT ralse |
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Recall Macro from Econ 102
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AM=>0, AG>0, or AT=0
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Recall Macro from Econ 102

» Macroeconomic Policies
— Contractionary policies (AM<0, AG=0, or
AT=0) are just the opposite
— All have only temporary effects on output and
employment, but lasting effects on price level

— Policies can be useful (if done right) for
dealing with temporary problems such as a
recession
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Effects ON the Exchange Market

* Non-Monetary Expansion

Y rices
i rts ri hifts right
B ri5&5} = imports rise = D, shifts rig

i nises = capital inflow = 5, shifis nght
— We'll slways assume that the interest rate effect is
larger, because capital today is very mobile
— Three cases to consider:
» Floating exchangs rate
» Pegoed exchangs rate at overvalued rate
» Pegoed exchangs rate at undarvaiued rais
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Qutline: International
Macroeconomics

* Effects ON the Exchange Market
— Expansicn
— Interest Rate
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« US Non-Monetary Expansion:
Floating Exchange Rate
E =5%

L
AG=0, AT<0 =Causes dollar to appreciate
Eon S-EI:'.EIl.hl;ihﬂ'-.Lh:m';: L

= LIS Non-Monetary Expansion:

Pegged Exchange Rate - Overvalued
E =5

Eﬁ

AG=0, aT<l =Lless intervention (sells)
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« US Non-Monetary Expansion:

Pegged Exchange Rate - Undervalued
E =5%

E-i

AG=0, AT<0 =More intervention (buys)
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Effects ON the Exchange Market

Summary: Non-Monetary Expansion

— Results: Effectz of non-monetary expansion
» Floating exchange rate appreciates
» Pegging the exchange rate becomes easier

— It resarves wers f3lling (owervaluad case) they now fal

l2E8 rapidly
— It resanves wers AEing (undenvaiuad casa) they now riss
miare rapldy
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Effects ON the Exchange Market

* Monetary Contraction {i.e., rise in interest rate)

Y falls :
B Falls ]- = imports fall

i rises = capital mflow

= 0, shifts left
= 5, shifts night

— Assume again that the interest rate effect is langer

— Same three cases
= Wil only show loaling cas2; oMers are similar
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= LIS Monetary Contraction:
Floating Exchange Rate
E=5E

E:l

AM<0 =Causes dollar to appreciate
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Effects ON the Exchange Market

* Summary: Monetary Contraction

— Aszuming {always) that the interesi-rate effect on
capital flows is larger than the incorne and prce
effects on trade

— Monetary contraction has essaentizlly the same efiects
ac 3 non-monetary {2.9., fiscal) expansion

— Reason:
« Orily the Imerast rate raally matters, due % assumpdan at
eaphal Nows dominate
= And bath fiscal expanekon and manetary contraction raksa tha
Infer2et rate
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Qutline: International
Macroeconomics

+ Effects OF the Exchange Markst
— Depreciation via Trade
— Depreciation via Met Wealth
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Effects OF the Exchange Market

« Under a ed exchange rate, the
exchange market has litffe effect on the
e-chnnurn unless the peqgged rate itself is
C ange-:i

— Exception: without sterilization, domestic
money supply is sensitive to trade and capital

+ Under a floating exchange rate, movement
of the exchange rate can matter a lot
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