Economics 3510

Macroeconomic Theory and Policy

Practice Problems (Chapter 5)
1. Illustrate graphically using the model of the small open economy to predict what would happen to the trade balance, the real exchange rate, and the nominal exchange rate in response to each of the following events:

a) A fall in consumer confidence about the future induces households to consume less.

b) The introduction of a stylish new line of Yugos makes some consumers prefer foreign cars over domestic cars.

c) The introduction of automatic teller machines reduces the demand for money.

2. In April 1995, Michel Camdessus, managing director of the International Monetary Fund (IMF) criticized U.S. economic policy for allowing the real exchange rate to fall too low.  He recommended that the United States reduce its budget deficit in order to raise the real exchange rate.  Use the long-run model of a small open economy to illustrate graphically the impact of reducing the government’s budget deficit on the real exchange rate and the trade balance.  Be sure to label the axes, the curves, the initial equilibrium values, the direction the curves shift, and new long-run equilibrium values.  Based on your graphical analysis, explain whether such policy recommendations will work or not.  Specifically state what happens to the real exchange rate and the trade balance as a result of reducing government budget deficit.

3. In 1995, President Clinton considered placing a 100% tariff on imports of Japanese luxury cars.  Discuss the economics of such a policy.  In particular, how would the policy affect the U.S. trade deficit?  How would it affect the real and nominal exchange rates?  Who would be hurt by such a policy?  Who would benefit?  Illustrate your conclusions graphically in the long-run model of a small open economy.

