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Question 1: Asset Approach and Money Market
The spot exchange rate E$/e between dollars ($) and euro (e) is determined ac-

cording to the asset approach. The equilibrium in the US money market is represented
according to the theory of liquidity preference. Focus exclusively on the short-run,
assuming Öxed price levels and Öxed expectations. Answer the following questions.

(1.a) Write the condition for Uncovered Interest Parity.

(1.b) Describe in a diagram the simultaneous equilibrium of the foreign exchange and
the US money market. Suppose that, all else equal, the Federal Reserve decides
to restrict money supply. Describe the e§ects of the shock in the diagram and
verbally explain how market forces drive the US interest rate and the exchange
rate from the initial equilibrium to the new respective levels.

Question 2: Aggregate Demand and Exchange Rates
Consider a generic open economy. The simultaneous equilibrium in the goodsí

market and in the asset market is represented by theDD!AA curves. In equilibrium,
real output equals Y = Y1 and the exchange rate is E = E1. Focus exclusively on the
short-run, assuming Öxed price levels and Öxed expectations. Answer the following
questions.

(2.a) What is the short-run e§ect of a temporary Öscal expansion (i.e., a reduction
in taxes or an increase in public spending) on real output, and on the exchange
rate? What is the implicit e§ect of this shock on the interest rate in the money
market?

(2.b) Suppose that, observing the Öscal expansion, the Central Bank wishes to keep
the exchange rate at its initial level E1. What kind of intervention should the
Central Bank undertake on the foreign exchange market? If this operation
is enacted, what happens to o¢cial reserves and to real output in the new
equilibrium?

(2.c) Based on your previous answers, discuss the economic reasoning behind the
following two statements: Örst, "Adopting Öxed exchange rates ampliÖes real
shocks"; second, "Adopting Öxed exchange rates requires Öscal discipline oth-
erwise monetary authorities Önd it di¢cult to stabilize prices in the long run".

Question 3: International Monetary Systems

1



(3.a) Brieáy discuss the Trilemma of open economies. Explain why, in each possible
subcase, only two of three options are feasible.

(3.b) Explain the mechanism of imported ináation which led to the collapse of the
Bretton Woods system.

Question 4: Crisis and Foreign Debt
Answer the following questions.

(4.a) What is a balance-of-payment crisis?

(4.b) What is a foreign-debt default crisis?

(4.c) Consider the hypothetical situation in which a developing country (e.g., Sene-
gal) has a positive stock of foreign debt and keeps a Öxed nominal exchange rate
against a major currency (e.g., Senegalís Franc is pegged to the Euro). Suppose
that the developing country is subject to the so-called "original sin". Show how
a balance-of-payment crisis inducing devaluation in the developing country may
lead to a foreign-debt default crisis as a result of the "original sin".
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The international macroeconomics course 2009 is based on a textbook used all 
over the world (Krugman, Obstfeld, Melitz) combining diagrams and good policy 
discussion. The exam fall 2004 asks for a discussion of core diagrams and policy 
issues of the book. It was hard to grade this exam because most (serious) 
students can replicate the book, and there was no out of the way question 
challenging the best students (question 2C was the most difficult). 
 
Student 10033 does this very well, and gets a solid A. Unfortunately the exam 
answer is hard to read because of exceptional handwriting. Question 1 concerns 
the joint equilibrium of foreign exchange and money markets, the diagram is 
well presented and well understood.  Question 2 deals with the joint equilibrium 
of goods and asset markets (DD-AA-model). Again the student offers good 
understanding and presentation of the key diagrams, in particular the questions 
about shocks and price stability in 2C.  
 
Questions 3 and 4 are more verbal, and the student shows a good ability to use 
the theory learned to discuss policy problems. The understanding of the 
problems related to trilemma and Bretton Woods collapse (question 3) and 
balance of payments crisis, foreign debt crisis, and ‘original sin’ (question 4) is 
very good, impressive I will say at this level. I suggest that you take time to read 
the answer of this student to learn how to do it, but it will take you some effort to 
understand the writing. 


























