Issues in
International Finance

::Solutions::
Problem Set #5: Due end of class December 4, 2018
You may discuss this problem set with your classmates, but everything you turn in must be your own work.
1. This question deals with liquidity traps.
(a) What set of circumstances causes a liquidity trap?
A liquidity trap occurs when a large negative shock to the IS curve intersect the LM
curve at a negative value of the interest rate.
(b) On an IS-LM figure, demonstrate the liquidity trap.
See figures at the end.
(c) Why can’t the nominal interest rate be negative?
The nominal interest rate of cash is 0 (holding one dollar for a year yields exactly one
dollar). So no one would deposit money at a negative interest rate — they can just hold
cash.
(d) What can policy makers do to end a liquidity trap?
A large fiscal stimulus will shift the IS curve to the right to the point that it intersects
the LM curve at a positive interest rate.

2. How do economic integration and economic similarity shape the costs and benefits of a fixed
exchange rate?

Economic integration increases the benefit of a fixed exchange rate. The more cross-border
trade and investment that two countries engage in, the more beneficial is a fixed exchange
rate.
The more similar are the two countries — the more correlated are their business cycles —
the lower are the costs of a fixed exchange rate. Fixed exchange rates are most costly when
one country is in a recession and the other is in a boom. The more similar are the two
countries, the less likely this will occur.

3. Suppose Latvia and Denmark both peg their exchange rates to the Euro.
(a) Denmark is in an equilibrium in which Y = Ȳ , where Ȳ is the target output level. Latvia is
suffering from leftward shift in IS which puts its equilibrium output below its target output
level. Use an IS-LM figure for each country to show this situation.
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See figures at the end.
(b) Suppose Latvia chooses to devalue its exchange rate against the Euro. Show the effect on
your figures from part (a).
See figures at the end.
(c) How is Denmark affected by Latvia’s choice? Explain your answer.
When Latvia devalues its exports become cheaper. Spending shifts away from Denmark
(which has not devalued) and towards Latvia, shifting IS in Denmark to the left. To keep
the peg, Denmark must contract the money supply and shift LM to the left. Denmark
ends up in a recession.

4. Why did the gold standard collapse during World Wars I and II? Use your answer from question 2 to help shape your answer.

The wars more-or-less shutdown international trade and investment. This severely lowers the benefits of a fixed exchange rate. With the benefits almost eliminated, countries
abandoned the gold standard to gain flexibility in their monetary policy.

5. The home country unilaterally fixes its exchange rate to the dollar. The home central bank
holds domestic bonds and dollars, lends to domestic banks, and issues the foreign currency.
(a) Suppose that home country political uncertainty has led to an increase in the odds that the
country will default. What is the effect of this change on the central bank’s balance sheet?
Use the appropriate diagrams to support your answer.
The extended UIP equation is
i = i∗ +

Ee
− 1 + γdf + γf x
E

The increase in default probability increases the country premium γdf causing the domestic interest rate to rise.
(b) Define the backing ratio. Has it increased or decreased?
The backing ratio is
R
R
=
M
R+M
From the last expression, it is clear that if B > 0, then the backing ratio decreases when
R decreases.
br =
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6. We often see banking crises and currency crises occurring together. How might a banking crisis
(many illiquid or insolvent banks) increase the likelihood of a currency crisis occurring?

The central bank is usually in charge of the domestic banking system. If the banking system
is heading towards a crisis (or is in a crisis) the central bank will increase its loans to the
banking sector, increasing B on the central bank balance sheet.
To keep the fixed exchange rate, the central bank needs to sterilize the increase in B by
decreasing R. If this requires drastically lowering reserves, the central bank may find that
it does not have enough reserves to defend the peg.
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