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QUESTIONS AND ANSWERS FOR CHAPTER 13 

1.  The following table shows the broad trade-weighted average of the dollar and the ratio of net exports to GDP in percent terms for each year since the U.S. went off the international gold standard.  Based on the Mundell-Fleming model, describe what monetary and fiscal policies probably were in years when there were major changes in the value of the dollar.

	Year
	$
	F/GDP
	$
	F
	
	Actual
	Actual 
	Mon
	Fis

	
	
	
	ch
	ch
	Implied
	M
	F
	Match
	Match

	1971
	117.8
	-0.3
	
	
	
	
	
	
	

	1972
	109.1
	-0.6
	d
	d
	Me, Fe
	easy
	neutral
	yes
	

	1973
	99
	0
	d
	u
	Me, Ft
	tight
	neutral
	  no
	

	1974
	95.8
	-0.2
	d
	d
	Me, Fe
	tight
	neutral
	  no
	

	1975
	95
	0.8
	d
	u
	Me, Ft
	easy
	easy
	yes
	no

	1976
	95.4
	-0.1
	f
	d
	Fe
	easy
	neutral
	
	

	1977
	94.1
	-1.2
	d
	d
	Me, Fe
	easy
	neutral
	  yes
	

	1978
	88.2
	-1.1
	d
	d
	Me, Fe
	easy
	neutral
	  yes
	

	1979
	89.4
	-0.9
	u
	u
	Mt, Ft
	tight
	neutral
	  yes
	

	1980
	91.5
	-0.5
	u
	u
	Mt, Ft
	tight
	neutral
	  yes
	

	1981
	98
	-0.5
	u
	f
	Mt, Ft
	tight
	neutral
	  yes
	

	1982
	107.6
	-0.6
	u
	d
	Mt, Fe
	tight
	easy
	yes
	yes

	1983
	111.6
	-1.5
	u
	d
	Mt, Fe
	tight
	easy
	yes
	yes

	1984
	118.2
	-2.6
	u
	d
	Mt, Fe
	tight
	neutral
	  yes
	

	1985
	123.3
	-2.7
	u
	d
	Mt, Fe
	tight
	neutral
	  yes
	

	1986
	108.6
	-3
	d
	d
	Me, Fe
	easy
	tight
	yes
	no

	1987
	99.1
	-3
	d
	d
	Me, Fe
	easy
	neutral
	yes
	

	1988
	92.4
	-2.1
	d
	u
	Me, Fe
	easy
	neutral
	yes
	

	1989
	94
	-1.5
	u
	u
	Mt, Me
	tight
	neutral
	yes
	

	1990
	91.2
	-1.2
	d
	u
	Me, Fe
	easy
	neutral
	yes
	

	1991
	89.7
	-0.3
	d
	u
	Me, Fe
	easy
	neutral
	yes
	

	1992
	86.8
	-0.4
	d
	f
	Me
	easy
	neutral
	yes
	

	1993
	88.3
	-0.9
	u
	d
	Mt, Fe
	easy
	tight
	no
	no

	1994
	86.4
	-1.2
	d
	d
	Me, Fe
	tight
	neutral
	no
	

	1995
	84
	-1.1
	d
	f
	Me
	easy
	neutral
	yes
	

	1996
	85.9
	-1.1
	u
	f
	Mt
	neutral
	neutral
	
	

	1997
	90.5
	-1.1
	u
	f
	Mt
	neutral
	neutral
	
	

	1998
	98.4
	-1.7
	u
	d
	Mt, Fe
	neutral
	neutral
	
	

	1999
	98.7
	-2.7
	u
	d
	Mt, Fe
	neutral
	neutral
	
	

	2000
	101.6
	-3.7
	u
	d
	Mt, Fe
	tight
	neutral
	  yes
	

	2001
	104.7
	-3.2
	u
	u
	Mt, Ft
	easy
	Neutral 
	  no
	

	2002
	102.8
	-4.1
	d
	d
	Me, Fe
	easy
	easy
	yes
	yes

	2003
	95
	-4.9
	d
	d
	Me, Fe
	easy
	easy
	yes
	yes


NOTE:  We have changed the table by expanding it substantially and adding 2002 and 2003.  The u,d,or f indicates the $ or the trade balance ratio (to GDP) rose, fell or was unchanged (flat).  The next column indicates what would be predicted by the M-F model.  The next two columns show what actually happened: “neutral” for fiscal policy means no major changes in tax rates, the surplus or deficit ratio itself could have varied widely based on economic conditions, but those are not changes in policy.  The final two columns determine whether the theory and empirical results agree.  

Most of the time, the monetary policy results are in agreement.  The problem with the fiscal policy results is that policy didn’t change very often, so in most cases it was neutral, making it difficult to obtain a meaningful comparison.   In particular, relatively small tax changes, such as the ones that occurred in 1986 and 1993, do not seem to have any impact on the foreign sector; however, the major tax changes, under Reagan and George W. Bush, do give the expected results.    On an overall basis, this simplified model appears to describe reality quite well.  

2.  The U.S. economy was in recession in 1974, 1980, 1982, 1991, and 2001.  Based on our earlier discussion of export and import functions, net exports would be expected to increase in recession years because of the decline in imports.  Yet the ratio fell in 1974 and 2001, and was virtually unchanged in 1982; only 1980 and 1991 fit that pattern.  Why do you think net exports continued to decline in those other years?

ANSWER:  Part of this is clearly the repercussion effect with a short lag:  as soon as the U.S. goes into recession, so do many other countries, so their imports from the U.S. decline sharply.  In fact, as the role of the U.S. in world trade continues to increase, the countercyclical nature of net exports becomes less important.  
3.  Several times in the last century, the U.K. decided to set the value of the ₤ above its equilibrium value.  In terms of the Mundell-Fleming model, this means the value of the currency was set above the point where the NX and NFI curves would intersect in a free market.  Yet we know these two magnitudes must be equal on an ex post basis, which means either the NX curve shifted out or the NFI curve shifted in.  What is the economic meaning behind these shifts?  In either case, what was the effect on the U.K. growth rate?

ANSWER:   The overvalued currency meant that exports were reduced, and so was real growth.  As a result of slower growth, both investment and saving declined, but since the government encouraged investment through various incentives, most of the drop occurred in saving.  In particular, both government and corporate saving declined because of slower growth rates.  That means the NFI curve shifted in, which would help close the gap.  An outward movement in the NX cure would have meant a growing trade surplus and faster growth, neither of which happened in the U.K, so presumably that curve did not shift out. 
4A.  Before World War II started, the German currency, which was then the Reichsmark, was set at 2.5/dollar.  After the war ended, the occupying forces set its successor, the DMark, at 4.2/dollar.  The undervalued currency was probably based on the likelihood that productivity in Germany would be much lower because of wartime destruction.  By 1970, German production had made great strides, and labor costs were still fairly low, so the DM was clearly undervalued at 4.0/dollar (there had been one slight appreciation in 1961).  Explain the underlying monetary and fiscal policies that would be consistent with an undervalued currency and a modest current account surplus.  

4B.  Over the next decade, the DM appreciated very rapidly relative to the dollar, reaching a value of 1.8 DM by 1979.  Explain the shifts in the NX and NFI curves that must have occurred to boost the value of the currency that much.  What effect do you think that had on the German economy?  

ANSWER:  This earlier combination of events implies easy money and tight fiscal policy, which is indeed what happened in Germany.  According to the M-F model, that combination means a weak currency and a trade surplus.  Somewhat ironically, tight fiscal policy occurred because the Allies prohibited Germany from running deficits after World War II, since it was thought that deficit financing permitted the Nazis to build their war machine.  
In terms of the NX/NFI diagram, this is more or less the opposite of question 3:  here the currency was undervalued instead of overvalued, which means the ex post gap was closed either by the NX curve moving in or the NFI curve moving out.   The NX curve depends on income; as income rises, the NX curve shifts in because of a rise in imports, and except under the Nazis, German trade barriers were fairly low (unlike Japan).  The outward movement of the NFI curve reflected a high saving rate:  not only was the government budget in balance or surplus, but personal and corporate saving rates were also high (the same general comments also apply to Japan in this period, where the currency was also undervalued).  

When the German government “matured” enough to run its own affairs, it slid back into deficit financing and higher interest rates, which lead to a stronger currency and slower growth rates.  The NFI curve thus shifted in when government saving declined.  The NX curve shifted out because of slower growth, but the trade surplus did not increase because of the rising value of the DMark, which represents a shift back along the curve.   In general, a stronger currency and weaker current account balance is consistent with tight monetary and easy fiscal policies, which more accurately describe the German policy mix after 1973.  The deficit increased sharply as growth slowed down and social welfare payments burgeoned, and to pay for these deficits, interest rates were raised and monetary growth was restricted as investors bought more German treasury securities yielding higher rates.

5.  In 1961, Charles de Gaulle decided he did not want the French franc to be considered as a second-rate currency, so he chopped two zeros off the value of the franc, which meant the exchange rate was approximately 5 FF/$ instead of 500 FF/$ (he also ordered that the $ key on IBM punchcard machines be replaced by the FF symbol).  This had no immediate impact on any domestic or international transactions, but was supposed to convince the French people to put inflation behind them and keep their currency in line with the DMark and the British pound.  Whether or not this change in currency values made any difference, the relative inflation rate did slow down and the value of the FF did rise relative to the dollar over the next two decades.   At the same time, the current account balance improved slightly.  Based on these factors, explain what happened to the growth rate, show how the NX and NFI curves must have shifted, and describe the underlying economic developments.

ANSWER:  The recovery of France really began with the formation of the Common Market in 1958, but overall progress was delayed by U.S. recessions in 1958 and 1960/61, so faster growth did not really start until after that.  The change in the currency was only coincidental.  It is also possible that the return of de Gaulle and the formation of a more stable political situation (the 5th republic) led to an improvement in investor confidence.  Most of the time, a higher growth rate means the NX curve shifts in, but in this case the advantages of the Common Market probably meant the NX curve actually shifted out.   Also, with the end of the Algerian War, France was able to devote more productive facilities to exports instead of armaments, which were not viewed as exports in the sense that Algeria was considered part of France.  The NFI curve probably did not shift much in either direction, although a slight outward shift in the NFI curve would be attributable to higher corporate profit margins, and hence an increase in corporate saving.   In this question, however, the main point is that the NX curve shifted out in spite of rapid growth because of the significant increase in exports. 
6.  The U.S. economy slowed down sharply in the latter half of 2000, and the actual recession started early in 2001.  Monetary policy eased sharply throughout 2001, and for the first half of the year, fiscal policy did not change very much.  Yet the dollar continued to appreciate.  It did not start to decline until February 2002, when it then fell 10% to 15% (depending on which trade-weighted average is used) for the next six months.  Why did the dollar remain strong throughout the recession (except for a few days after 9/11), and why did it then decline sharply in 2002 even though monetary policy stabilized and fiscal policy became more expansive?

ANSWER:  As noted in Question 1 above, this behavior was somewhat puzzling and at odds with the existing models.  With the combination of a recession, the plunging stock market, record low profit margins, and sharply lower interest rates, the value of the dollar could reasonably have been expected to decline.  It did indeed move sharply lower in 2002 and the first half of 2003, which is in line with theory; the issue here is why it continued to rise in 2001.  

The answer in terms of the NX/NFI model is as follows.  In 2001, the recession caused the NX curve to shift out because imports fell (as shown in Question 1, the trade balance did improve slightly in that year).  Based on the rise in the currency and the improvement in the trade balance, it would thus appear that the NFI curve did not shift very much.  That could have happened if both saving and investment dropped by about the same amount; saving fell because of the shift from surplus to deficit and the recession, and investment fell because of the collapse of the stock market and excess capacity.  Remember that a drop in I causes the NFI curve to shift out, whereas a drop in S causes the NFI curve to shift in.   If the NX curve shifts out and the NFI curve is unchanged, the Mundell-Fleming model would predict an increase in the value of the currency. 
In 2002 and 2003, the dollar declined sharply and the trade deficit ballooned again.  In terms of the diagram, the NX curve clearly shifted in as the economy recovered and real growth turned positive again.  Because the trade balance rose sharply while the dollar declined only moderately on annual basis, that suggests that the NFI curve shifted in, which would happen if there was a big drop in saving.  Indeed, most of the switch to the deficit occurred in these years; the Federal budget position declined by “only” $109 billion in FY 2001, whereas it fell $284 billion in FY 2002 and an estimated $200 billion in FY 2003.  Thus once the recovery started, we would indeed expect to see the NX curve shift in and the NFI curve shift up, hence resulting in a decline in the dollar and an increase in the trade deficit.  If monetary policy had not remained so easy, the value of the dollar would not have fallen as much, and possibly not at all.
7.  Explain how you would expect the dollar to move under the following changes in fiscal policy.

A.  Reinstatement of the investment tax credit

B.  Increase in medical care benefits for the elderly

C.  $100 billion increase for improved Homeland Security

D.  Temporary tax rebate of $300 per person

E.  Permanent 10% cut in all personal income tax rates

In answering these questions, indicate how they might depend on the particular phase of the business cycle.

ANSWER:  The answers depend on how the NX and NFI curves shift.  Remember that if investment rises or saving declines, the NFI curve shifts IN.   Also remember that on a ceteris paribus basis, fiscal ease raises the value of the dollar, whereas monetary ease lowers it.  Thus all of the answers depend to a certain extent on the stance of monetary policy.  In particular, if the Fed chooses to monetize the existing debt, the effect of monetary ease could offset any gains in the dollar due to fiscal ease.  
The NX curve will shift in under any fiscal policy that would boost the growth rate.  On balance, that reduces the value of the dollar if the NFI curve remained unchanged.  However, the increase in the deficit would generally cause the NFI curve to move in, hence partially or totally offsetting the weakness in the dollar.  Those are the general parameters; we now consider each case specifically.  

In (A), investment rises, and the combination of higher investment and lower saving moves the NFI curve in sharply, so on balance the dollar appreciates – although see Question 11 in Chapter 12 for a situation where this might not happen.  In (B) saving declines sharply, but investment might be diminished because of higher government spending, so the NFI curve does not move in as much, and the dollar might fall slightly.  In (C), there would be a big drop in saving, but some of the expenditures for homeland security might be investment, so the dollar would probably remain unchanged.  In (D), most of the tax rebate will probably be saved by consumers, so there isn’t much change in the NFI curve; but on the other hand, the NX curve doesn’t move much either, so the dollar is probably unchanged.  In (E)  saving declines but real growth rises, so imports increase, which shifts the NX curve in; most of the time, we would expect the NFI curve to shift in because the permanent tax cut would probably stimulate some additional investment as well as reducing total domestic saving.   Thus while the trade deficit is almost sure to increase, there might not be any change in the value of the dollar.  It would depend on the relative strength of investment; the more investment, the more likely that the dollar would rise somewhat. 
Thus the thrust of this question is that an increase in the deficit will probably boost the dollar if it is accompanied by a rise in investment, leave the dollar unchanged if investment is unchanged, and decline if investment falls.  

In terms of the phase of the business cycle.  If the economy is in a recession, it is likely that investment will be quite weak.  Thus while an increase in the deficit would raise the value of the dollar, ceteris paribus, fiscal stimulus during a recession is likely to be accompanied by further declines in investment, offsetting the inward shift that would otherwise occur in the NFI function.  Thus on balance, as noted above, the dollar would be probably weaker if fiscal stimulus were instituted in a recession than during other times of the business cycle.  
If the economy is growing at average or better rates, fiscal stimulus will boost the value of the dollar -- unless inflation is also accelerating, which in terms of the NX/NFI diagram leads to “forced saving” and an outward shift of the NFI curve, accompanied by no appreciation of the dollar.   
8.  Using the IS/LM and NFI/NX diagrams, show how the following changes in the economy would affect the value of the dollar and the net export balance.

A.  Domestic auto manufacturers offer zero-interest financing rates on new cars

B.  Japan changes its policy, encourages more U.S. imports

C.  War in the Middle East causes oil prices to double for an extended period

D.  New, “thinking” computers usher in new age of technological marvels

ANSWER:  A.  Zero-interest financing rates means the Fed has eased substantially, so the LM curve has moved way out.  The IS curve wouldn’t necessarily change if the demand stimulus is consistent with monetary ease; that would be a movement along the curve instead of a shift of the curve.  The NX curve has shifted in because imports rose.  There is no particular reason to assume the NFI curve has shifted, so the result would be a lower dollar and a bigger trade deficit.
B.  The IS curve shifts out because of an exogenous movement in exports; there is no change in monetary policy, so the LM curve is unchanged and output rises.  The NX curve also shifts out because of this shift in policy; usually it would shift in when output rises, but not if the stimulus is a direct movement in exports.  Again the NFI curve is unchanged, so net exports and the value of the dollar both rise. 

C.  Oil prices double, so the IS curve shifts in; it is also likely that the LM curve shifts in, but in any case the growth rate declines.  The NX curve would shift out for two reasons:  fewer imports because of lower growth, and oil imports in particular are restricted.  The government presumably has a substantial increase in its deficit because of the war, so domestic saving declines and the NFI curve shifts in.  The combination of the NX curve out and the NFI curve in producers little change in the trade balance but a large rise in the value of the dollar.

D.  The new technological age causes as the IS curve to shift out; also, the LM curve may shift out if inflation declines, so there is a big rise in output.  That causes the NX curve to shift in, but the NFI curve also shifts in because of the investment boom.  The net effect is a big increase in the trade deficit and little change in the value of the dollar, although if foreign investment is attracted, the dollar might also rise somewhat.  

