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Discussion Session 8 (Chapter 18-20)
PART A: TRUE/FALSE/UNCERTAIN (Explain it.) 
a. Consider the Mundell-Flemming model of a small open economy. If the government increases taxes, the exchange rate will depreciate. (Assume taxes are lump-sum, not proportional.) In order to bring the exchange rate down to its original level, the Central Bank should expand the money supply.

b. [bookmark: _Hlk185853224]Compared to the closed economy, a given increase in government spending will cause a larger increase in output in the open economy with flexible exchange rates. (Assume that the two economies start in equilibrium.) 

PART B - ESSAY TYPE QUESTIONS. 

Q 1. [bookmark: _Hlk185861603] 
CA = S + (T – G) – I 					(19.5)
a.  	Suppose there is an increase in foreign output. Show the effect on the domestic economy (i.e., replicate Figure 19-4 in the course book, 6th Edition). What is the effect on domestic output? On domestic net exports?

b. If the interest rate remains constant, what will happen to domestic investment? If taxes are fixed, what will happen to the domestic budget deficit?

c. Using equation (19.5), what must happen to private saving? Explain.

d. Foreign output does not appear in the equation (19.5), yet it evidently affects net exports. Explain how this is possible.

Q 2. [bookmark: _Hlk185864555]The exchange rate and the labor market Suppose the domestic currency depreciates (E falls). Assume that P and P* remain constant.

a. How does the nominal depreciation affect the relative price of domestic goods (i.e., the real exchange rate)? Given your answer, what effect would a nominal depreciation likely have on (world) demand for domestic goods? on the domestic unemployment rate?

b. Given the foreign price level, P*, what is the price of foreign goods in terms of domestic currency? How does a nominal depreciation affect the price of foreign goods in terms of domestic currency? How does a nominal depreciation affect the domestic consumer price index? (Hint: Remember that domestic consumers buy foreign goods (imports) as well as domestic goods.)

c. If the nominal wage remains constant, how does a nominal depreciation affect the real wage?

d.  Comment on the following statement. “A depreciating currency puts domestic labor on sale.”

Q 3. Consider an economy described by the following equations:

Y = C + I + G + NX
Y = 5, 000
G = 1, 000
T = 1, 000
C = 250 + 0.75(Y − T)
I = 1, 000 − 50r
NX = 500 − 500 ε
r = r∗ = 5
a. In this economy, solve for national saving, investment, the trade balance, and the equilibrium exchange rate.

b. Suppose now that G rises to 1250. Solve for national saving, investment, the trade balance, and the equilibrium exchange rate. Explain what you find.


c. Now suppose that the world interest rate rises from 5 to 10 percent, (G is again 1000). Solve for national saving, investment, the trade balance, and the equilibrium exchange rate. Explain what you find.

PART C: MULTIPLE CHOICE

Q 1. In a setting of flexible exchange rates, suppose that the U.S. citizens decrease their import purchases from the United Kingdom at the same time that British citizens increase their purchases of stocks and bonds in the United States.  The first action (the U.S. imports) by itself would lead to __________ of the dollar against the pound; the second action by itself would __________ of the dollar against the pound.
A) an appreciation; lead to a depreciation
B) an appreciation; also lead to an appreciation
C)  a depreciation; also lead to a depreciation
D)  a depreciation; lead to an appreciation

Q 2. Suppose that, in a system of floating or market-determined exchange rates, the equilibrium exchange rate is 120 Japanese yen = $1.  If there is then a change in preferences of U.S. consumers such that they now prefer more Japanese goods in their consumption bundle, then, other things equal, the equilibrium exchange rate __________, which is __________. 
A)  will move toward a lower price for the dollar (e.g., 115 yen = $1); an appreciation of the yen relative to the dollar
	B) will move toward a lower price for the dollar (e.g., 115 yen = $1); an appreciation of the dollar relative to the yen
	C) will move toward a higher price for the dollar (e.g., 125 yen = $1); an appreciation of the yen relative to the dollar
	D) will move toward a higher price for the dollar (e.g., 125 yen + $1); an appreciation of the dollar relative to the yen

Q 3. Which of the following statements will likely be correct when inflation has not been very persistent? 
A) The expected price level for a given year will equal the previous year's actual price level. 
B) Lower unemployment rates will be associated with higher inflation rates. 
C) The current inflation rate will not depend heavily on past years' inflation rates. 
D) all of the above 
E) none of the above

Q 4. If output per capita grows by a constant 6% per year, then the standard of living would grow by about ________ over 3 years. 
A) 12% 	B) 18% 	C) 20% 	D) 17% 	E) 19% 
Q 5. For this question, assume that there is a simultaneous tax cut and monetary contraction. In a flexible exchange rate regime, we know with certainty that:
A) the exchange rate would decrease, and output would increase.  
B) the exchange rate and output would both increase.  
C) the exchange rate would increase, and output would decrease.  
D) the exchange rate would increase.
E) none of the above





