Economics 5310:  Macroeconomic Forces Affecting 

Trade, Exchange Rates, and Public Policy

I.   Another Spring has arrived and it is time for the annual meeting of the finance ministers of the G7 nations—Canada, France, Germany, Italy, Japan, the United Kingdom, and the United States.  The economies of the Western European nations are struggling with weak employment growth, Japan’s economy remains stagnant.  The United States continues to run large trade deficits.  In short, little has changed over the past few years.

Once again, Japan finds itself under intense pressure from both the U.S. and the European G7 members to engage in significant “fiscal stimulus,” such as tax cuts or increases in government spending.  The U.S. Treasury secretary also presses Japan to halt it recent efforts to devalue the yen relative to the dollar.

At the press conference at the conclusion of the meeting, French, German, and Italian finance ministers renew their commitment to stringent restraints on fiscal policies of nations within the European Monetary Union.  The British finance minister indicates that the UK will abide by the same constraints even though it continues to use its own pound sterling instead of the euro.  When asked about these statements, finance ministers and central bankers in Denmark and Sweden indicate that they, too, will seek to restrain government spending and hold back on tax cuts.  In addition, they state that they intend to continue keeping their exchange rates nearly fixed relative to the EU’s euro.

1. What difference does it make if the yen’s value floats in foreign exchange markets while the exchange values of many European currencies remain fixed?

If the yen floats, the Japanese Central Bank can increase the supply of yen (buy foreign exchange or buy securities that lowers their relative interest rate) to devalue the yen relative to the euro.  This allows them to gain a competitive advantage in international trade relative to members of the EU.  European countries that were competitors or trading partners with Japan would have to finance their deficits by giving up reserves in order to keep their exchange rate fixed in terms of the euro.  

2. Why have European leaders typically joined U.S. officials in calling upon Japan to engage in fiscal stimulus even as they urge each other to avoid expansionary fiscal policies?

If Japan increases G or lowers T, Y increases and Japan imports relative to exports will increase (NX down).  Without new money the yen will appreciate due to a higher relative interest rate in Japan.  An appreciated yen protects EU and US domestic production against foreign competition.  The use of fiscal policy rather than exchange rate devaluation relies on domestic demand rather than foreign demand to bring about economic expansion; so that Japan is not able to gain an “unfair” competitive advantage.  (Expansionary monetary policy in Japan can be used to finance the fiscal expansion and keep the yen from appreciating, further adding to fiscal stimulus because it avoids the “crowding out” effect on domestic investment of a higher interest rate and higher exchange rate on net exports.)
3. As the U.S. tries to expand its economy with fiscal policy, how is its trade position with the rest of the world likely to be influenced if foreign fiscal policy remains the same?

Fiscal expansion in the US will have higher Y, but without new money it will increase the domestic interest rate relative to foreign interest rates.  The dollar will appreciate in value and higher domestic income will cause NX to fall, adding to the trade deficit.  

4. If the Federal Reserve decided to support fiscal policy, what would be its expected policy?

The Fed will increase the money supply to keep real interest rate the same.  This will keep the dollar from appreciating, so that NX will fall only by the impact of higher domestic income on imports. 

II. Pro and cons of floating exchange rate systems.

1. Why does a floating exchange rate system add to the potential for exchange rate risks?

Exchange rate risk is low if outside investors are convinced that a country will be able to maintain a fixed exchange rate through central bank or currency board intervention.  However, in a floating system, exogenous influences that affect domestic income or interest rates will affect an economy’s exchange rate.  Hence, outside investors who expect to receive future compensation (dividends or interest) on their investment are “betting” that the real value of that compensation in terms of their own currency will not decrease in the future due to a change in the exchange rate.  

2. How does a floating exchange rate serve as a “shock absorber” in the event of change international market conditions?

The good news regarding the longer term risk to outside investors is that flexible exchange rates act to mitigate the impact of exogenous forces on domestic income.  For example, a demand shock that lowered domestic spending would lower its real interest rate (shift the IS curve to the left) and lower its real exchange rate.  This would encourage higher net exports that would add to domestic income to offset the original exogenous shock.

3. In your view, are fixed or flexible exchange rates preferable in a world of increasing financial integration?  Take a stand and justify your position.

This primarily depends on either (1) the size of the open economy or (2) the ability to control capital flows.  In a large open economy, like the US, a flexible exchange rate absorbs shocks of dramatic external events.  It also reduces the power of fiscal policy, which is politically motivated and increases the power of monetary policy that is economics motivated.   In smaller open economies, a fixed exchange rate reduces the risk of huge changes in foreign capital if it is supported by sound domestic fiscal policy, relatively low foreign debt to GDP, and substantial foreign reserves.  Without these supports, however, the country would need capital controls or face the possibility of a “run” on its currency if speculators believed that the fixed exchange rate may not be maintained in the future.  Under these circumstances, a country would be forced to float its currency.  With a flexible exchange rate monetary policy would also be effective in influencing domestic income, although fiscal policy would loose its effectiveness due to the international crowding out effect of both higher domestic interest rates and a higher real exchange rate.
III. The “Trilemma”

1. Exactly what is meant by the term trilemma?

If you have a fixed exchange, you give up control of your monetary policy because you are buying and selling securities to maintain your domestic interest rate at the same level as the foreign interest rate.  Without capital controls you cannot maintain a fixed exchange rate without losing control of your domestic monetary policy.  You cannot do all three at the same time, and you must decide which two of the three you want.

2. In a system of fixed exchange rates, does a nation’s central bank gain or lose power to induce short-run changes in real income as world finance markets become more fully integrated?  Explain.

The central bank looses power to induce short run changes in real income because it must maintain its interest rate at the foreign rate.  Hence, its real interest rate is exogenous (given) and cannot change without a large capital outflow or inflow that offsets domestic monetary policy.  Hence, the domestic money supply cannot change from that level which, given domestic demand for money, results in the domestic equal to the foreign real interest rate.

3. Suppose that a nation has perfect capital mobility and a floating exchange rate.  Currently, the economy is in a state of recession.  Assuming that policy actions leave the price level unchanged, should the nation’s fiscal authority or its central bank take the lead in trying to raise real income?  Explain your reasoning.

The central bank is in charge.  More money will lower the real interest rate, not only encouraging more domestic investment, but also depreciating the domestic currency adding to net exports.  A fiscal expansion without new money would cause a higher domestic exchange rate that would add to the crowding out on domestic investment as NX also fell.  Fiscal policy to stimulate demand would have no impact in a small open economy, although it would have some effect in a large open economy if the higher real interest rate did not decrease NX enough to completely crowd out the impact of fiscal deficit spending.  In this case higher income would occur to decrease NX by the amount of the federal deficit.  (Upward sloping BP line.)
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