Note: given the fact that you’re ‘obliged’ to answer the weekly questions, try to profit the most from the task:

- Start by reading the lecture notes (twice).

- Looking at them as little as possible, answer the questions.

The answers to L16’s questions should be handed to me at the beginning of Monday’s lecture of April 29th). They should be manuscript (not typewritten) and preferably based on schemes (as I do in the whiteboard). Keep a copy for yourself.

Please write L16 in bold at the beginning of your answers.

L16
M1 = means of payment = money = Circ +  CD

M2= M1 + SD

L16: A decline in external demand in fixed rates – effects on the quantity of money, interest rates, etc.
In the following questions, consider the decline in external demand that moves the economy from point E0 to E1.

1. What’s the effect of a trade deficit of 10$=10P financed by the domestic CB  through domestic loans on:

a) the amount of the CB’s dollar reserves? Explain.
b) the amount of the banking system’s reserves, the interest rate, domestic demand and output? Explain. 
c) the quantity of money, M1?

2. Under which of the three ways of funding a trade deficit will:

a) The amount of CB’s dollar reserves decline? Explain.
b) Reduce M2? Explain

c) Increase and then decrease M1 to the initial level? Explain

d) Increase the external debt?
3. If the economy remains at point E1 year after year, what will happen to the values of CB’s reserves and of external debt? Explain.

4 a). If under fixed rates speculators start suspecting that the peg will eventually break, how do they act?

b) Does that imply a substantial risk? Explain.
