
ECON 302: Intermediate Macroeconomic Theory Fall 2014

Discussion Section 10 - Solutions

QUESTION 1 (Current account balance)

The Current-Account Balance is initially positive. Assume that a permanent positive

shock to production affects a small country in an open economy. Assume that the shock

increases the MPK. What are the effects on CAB and interest rate? What are the effects

if the same shock hit a large country in an open economy?

First, we know that the world interest rate is above the level at which the curves

intersect. After the permanent shock, Y s and Cd shift by roughly the same amount, but

since the shock affects MPK, investment demand also goes up, so, the shift in the demand

is greater than that of the supply, as shown in the graph.

Since the country is small, nothing happens to the interest rate. However, the CAB

decreases (note that it can be positive, zero or negative, but smaller than before the shock.

If the shock hits a large country, the analysis will be the same in the sense that the

CAB will decrease, but now, that decrease in the CAB means that the supply of savings

in the world will be reduced, thus the rold interest rate will increase.
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QUESTION 2 (A change in the Terms of Trade - Ex 15.9)

We considered in the text a change in the terms of trade that reflected a disturbance from

the rest of the world. Suppose instead that a negative supply shock at home leads to an

increase in the relative price of the home country’s tradable goods. What are the effects

from this type of disturbance on the home country’s.

(a) Wealth and consumption of various good?

(b) Current account balance?

For easiness, suppose this shock does not affect MPL or MPK. Assume CAB=0 in the

beginning. Suppose this is a small country, hence, it has no impact on the world interest

rate.

Temporary shock:

First, Y s decreases, hence P increases, P
P̄
↗. Because this is temporary shock, the

wealth effect is small. Weather total revenue, PY s, increases or decreases depends on the

elasticity of demand of the home country’s good. If it is inelastic, PY s will increase, and

has positive wealth effect. Cd increases a little. The CAB will increase (surplus). If it is

elastic, total revenue will decreases, and has negative wealth effect. Cd decreases a little,

and CAB will decrease.

Permanent shock:

If the shock is permanent, the wealth effect is large, and Cd shifts roughly the same

amount as change in PY s, so there is no change in national saving, PYt + Rt−1B
f
t−1 −

P̄ (Ct +GCt). As a result, weather the CAB increases or decreases depends on the change

in investment demand P̄ (It + GIt). Since the terms of trade, P
P̄

increased permanently,

firms realize that the price at which they sell their good P is now bigger compared to

the price at which they purchase their imputs P̄ . Si this is like an improvement on the

productivity of its imputs, Investment is thus more profitable. So investment demand

goes up. Therefore, the CAB goes down (deficit).

QUESTION 3 (A Two-Country Model of the Current-Account Balance -

Ex 15.7)

Suppose that the world consists of two countries, A and B, that are roughly of the same

size. Consider a temporary supply shock that affects the production function in country

A but not in country B. What are the effects on the real interest rate and the current-

account balances in the two countries?

Now, there are only two countries in the economy. As a result, one must be a bor-

rower (CAB≤ 0) and the other be a lender (CAB≥ 0). Also, the world interest rate is
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determined by A and B, for the same token. Without loss of generality, suppose that a

negative supply shock hits A. If A is a borrower (CAB¡0), now it would like to borrow

more (Y s shifts to left, CAB becomes more negative, deficit increases), and this drives

up the interest rate. If A is originally a lender (CAB¿0), due to the negative shock, A

would like to lend less (surplus in CAB decreases), and this also drives up the interest rate.

QUESTION 4 (PPP and Interest Rate Parity)

Derive the formulas for Purchasing power parity and Interest rate Parity in absolute form.

Derive the IRP in relative form.

The answer is in page 600, and 604-605 in the book.
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