ECN 331  The Macroeconomics of International Trade
Exercise 1: Trade implications in volume and value from a currency devaluation/depreciation 

Objective: This assignment is designed to illustrate the implications of using the exchange rate as a tool of trade policy to achieve some balance of trade or balance of payments objective.   

Assignment: For the scenarios below, analyze the effects of currency changes on a three-country market using a partial equilibrium model (Houck, chapter 15).  Think about what your economic intuition tells you should be the result and then provide a model to complete the following table.  Explain whether the trade volume/value increases, decreases or whether it is uncertain.  Follow the changes on the world market into the respective countries. Let two of the countries be net exporting countries competing in the market of the net importer.  Each country has its own currency, but trade is denominated in the currency of the lead exporter.  The good traded is a close substitute (homogeneous product) in the three-country market.

	
	Lead exporter
	Secondary exporter
	Importer
	World

	New price in local currency terms
	
	
	
	

	Volume of trade
	
	
	
	

	Value of trade in the lead currency
	
	
	
	

	Value of trade in local currency terms
	
	
	
	

	Changes in production
	
	
	
	

	Changes in consumption
	
	
	
	


Scenarios:

    1.1.
The value of the currency of the lead exporting country decreases relative to the other currencies.   

    1.2.
The value of the currency of the secondary exporting country decreases relative to the others.

    1.3.
The value of the currency in the net importing country decreases relative to the others.

    1.4. 
The value of the currency in the net importing country increases relative to the others.

Discussion questions (for class discussion – do not submit these):

         
Do the partial equilibrium results suggest an improvement in the balance of trade for country whose currency depreciates?  Why or why not?  Would the partial equilibrium results be the same in a general equilibrium setting? 

         
Why might a devaluation/depreciation of the currency take some time before it results in an improvement of the overall balance of trade situation?

 
Which trade policy does the change in exchange rate most resemble? 

         
What type of country would try to impose a multiple exchange rate regime?  What would be the objective(s) of such an exchange rate policy regime?  Could such a regime be effective? 

ECN 331  The Macroeconomics of International Trade
Exercise 2: 
Effectiveness of fiscal/monetary policy under different exchange rate regimes 

Objective: This exercise is designed to reinforce the student's understanding of how the fiscal policy and monetary policy tools are available for a government to stimulate the economy under a fixed or flexible exchange regime.  

Assignment: Present your answers in a table (as presented below) describing the short-term and long-term economic causes and effects (e.g., the causality chain of events) resulting from (1) expansionary fiscal policy and (2) expansionary monetary policy and conclude whether the policy is an effective tool or not.  Defend your answers using the AA-DD schedules (modeling the relationship between output and the exchange rate), the foreign exchange-money market model presented by Krugman & Obstfeld (reserve reading), and the IS-LM-BP curves (modeling the relationship between interest rates and income) as presented by Salvatore.  

For the short-term and long-term scenarios, analyze the effectiveness of expansionary fiscal or monetary policy.  Let the short run represent a one-time fiscal/monetary policy change such that macroeconomic factors continue to adjust to the policy change.  Let the long-term reflect a multi-period expansionary policy shift (i.e., that the government or central bank runs a persistent budget deficit or persistent increases in the rate of money supply growth).  In effect, the long run is to be considered as the policy implications over the course of several years (within which the relevant macroeconomic variables or expectations have enough time to adjust to the policy changes).  

	
	1. Fiscal Policy

effective/ineffective
	2. Monetary Policy

effective/ineffective

	Exchange rate regime
	Short term
	Long term
	Short term
	Long term

	Fixed regime
	
	
	
	

	Flexible regime
	
	
	
	


Prepare answers to the following questions for classroom discussion (do not submit these):

         
Does economic theory provide a guide for which type of exchange rate regime is most appropriate?  What are some important considerations in the selection of an exchange rate regime?

         
Governments or central banks can target different macroeconomic indicators (e.g., the exchange rate, inflation, interest rates).  What are macroeconomic policy objectives that any government or central bank must be concerned about?

 
How do fixed/flexible exchange rate regimes perform relative to stability in exchange rates, inflation, interest rates, ability to adjust to external shocks, importance of reserves, coordination among central banks across countries, short-term misalignments, speculative attack, problems with asset price valuation.


What are the advantages and disadvantages of a fixed/flexible regime?

ECN 331  The Macroeconomics of International Trade
Exercise 3: 
Capital outflows from a speculative panic situation under a fixed or a flexible exchange regime  

Objective: This exercise is designed to have the student explain real-world phenomena with the use of the simple models developed in class and through the readings.  In this case, you are to consider a scenario in which investors' (foreign and/or locals) confidence in the local currency is shaken for some reason. 

Assignment: Develop a short story to explain what could cause such a panic situation (be clear as to what the basic macroeconomic situation is).  Describe the macroeconomic implications of a scenario whereby capital outflows occur from a speculative panic situation and model the effects under both a fixed and flexible exchange regime.  Use the foreign exchange and money market model (or the Mundell-Fleming model) to demonstrate the effects.   

      1. 
Describe in some detail the scenario that led up to the capital outflows from the speculative panic.  List the macroeconomic and other factors that one could point to that could shed some light on the underlying problem.

     2. 
Provide a model to demonstrate the effects of such a panic under a fixed exchange regime and a flexible exchange regime.  What would be an appropriate policy response(s) to the crisis?  Explain your assumptions.

Prepare answers to the following questions for classroom discussion (do not submit these):

         
Speculators are often argued to be the cause of severe economic hardship because they are considered either the source of economic instability or that they make a bad situation worse.  Given the scenario you developed to explain the panic, could the capital flight situation have been justified?  Explain.

         
What policy alternatives exist to help remedy the problem?  Do you think that the policy alternatives are appropriate under the fixed or flexible regime?  Explain.

ECN 331  The Macroeconomics of International Trade
Exercise 4: Case study on monetary union

Objective: This exercise is designed to have the student consider important economic considerations concerning the adoption of a common currency.  Suppose an EU member country or non-EU member country was deciding on whether or not to join the euro.   

Assignment: You are an advisor to the Prime Minister of some country and are expected to lay down the criteria upon which a decision must be made.  Develop a table as structured below and complete the chart to help the Prime Minister and the cabinet of ministers make a determination on whether or not the country is an appropriate candidate for adopting the euro.

What types of issues within each of these considerations do you think are important?  How does the country in question deal with these issues before adopting currency and how would adopting the currency matter in the future?

	Economic considerations
	Choose a country and report on situation
	Conclusion or suggestion

	General macroeconomic considerations
	
	

	General microeconomic considerations
	
	

	Factor market mobility
	
	

	Wage, price flexibility
	
	

	Fiscal stabilization
	
	

	Asymmetric in external shocks
	
	

	other considerations
	
	


