
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 Week 12’s questions should be handed to me next Monday (May 14th). They should be manuscript (not typewritten) and preferably based on schemes (as I do in the whiteboard). Keep a copy for yourself.
Please write WEEK  12 in bold at the beginning of your answers.
L19: The effect of a decline in next exports in FLEXIBLE rates
1.What is the foreign exchange market?
2. What’s the consequence of a trade deficit on the exchange rate if the country’s economic agents don´t have access to loans from foreign banks? Explain.

3. In that case, what is the effect of a decline in net exports on the country’s economy? Explain, starting from ‘full-equilibrium’.

4.  Leave aside IFI for the moment.
a)  What’s the consequence of a trade deficit on the exchange rate if the country’s economic agents can fund it with loans from foreign banks? Explain.

b) In that case, what is the effect of a decline in net exports on the country’s economy? Explain, starting from ‘full-equilibrium’.

c) What will eventually happen if the country remains in the new position for some years?

5.a) How do IFI react when the successive trade deficits (generated by a decline in net exports) keep on being funded with loans from foreign banks? Explain.

b) In that case, what is the effect of a decline in net exports on the country’s economy? Explain, starting from ‘full-equilibrium’.
6. Compare the responses of a country in fixed rates and of a country in flexible rates to a decline in net exports. Which of the two is better? Long answer: one full-page.
L20: The effect of a decline in DOMESTIC DEMAND in fixed rates
7. Starting from full-equilibrium, explain the effect of a decline in domestic demand on the economy of a country in fixed rates. Illustrate in a graph. Be explicit about the effects on the budget balance.
8. What’s the effect of a trade surplus on the interest rate of a country under fixed exchange rates? Explain.
9. What’s the effect of a trade surplus of 10 pesos on a country’s quantity of money (M1 or M2)? And on the CB’s dollar reserves? Explain.

10. Who becomes richer as a result of trade surplus – savers or the CB? Explain.

10. Consider again the position the economy finds itself in question 7 above.
a) Can the CB use monetary policy to move the economy back to full-employment? Explain.

b) Can the government use fiscal policy to move the economy back to full-employment? Explain.

c) Why may the government be instead forced to use restrictive fiscal policy in the aftermath of a decline in domestic demand?

d) What can you conclude about the effect of a decline in domestic demand on a country with fixed rates?
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