
UNIVERSITY OF OSLO 
DEPARTMENT OF ECONOMICS 

 
Exam: ECON4330 – Open economy macroeconomics, spring 2004 
 
Date of exam:  Friday, June 4, 2004 
 
Time for exam: 2:30 p.m. – 5:30 p.m. 
 
The problem set covers 2 pages 
 
Resources allowed: 
• No resources allowed 
 
Both problems should be answered.  In the evaluation they will be given equal weight. 
 
The grades given: A-F, with A as the best and E as the weakest passing grade.  F is fail. 
 
 

Problem 1 
Consider an economy whose financial side distinguishes between three assets: -money M, 
local currency bonds B and foreign currency denominated claims F. There are also three 
sectors: private p, government g and foreign *. The private sector holds all three assets, 
government issues money and bonds and foreign debt, while foreign acts as the residual 
supplier of the foreign currency denominated asset. Possible adjustment variables are the 
exchange rate E or foreign reserves gF , and interest rate i. 

 
a) State Walras’s law for stocks. 
b)  Indicate the possible financial and exchange rate regimes, and for each 

case the endogenous variables from the set E, i, gF , M, B. 
c) How would foreign exchange fluctuations be fully sterilized under a fixed 

exchange rate regime? 
d) What sort of factors influence the portfolio share of foreign currency 

denominated assets? 
e) How is the currency composition of the portfolio influenced when 

exchange rate volatility increases? What is likely to happen to E, and how 
can the authorities attempt to offset the effect on E? 

 

Problem 2 
A version of Dornbusch’s floating exchange rate model is: 
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where Y=domestic output, *Y =foreign output, E=exchange rate, P=domestic price 
level, *P =foreign price level in foreign currency, i=domestic interest rate, 

*i =foreign interest rate, C(.)= consumption function, X (.)= trade balance function, 
Y =equilibrium output, and γ is a positive constant. 
 

a) Exchange rate fluctuations can be highly volatile. How does this model 
explain such volatility? 

b) Preferably using a phase diagram, trace the long-run and transitional effects 
of a permanent increase in the money stock on P and E. 

c) What happens to output during the transition? Also what type of path is 
pursued by the interest rate? 

d) What would be the effects on P and E if *i had instead increased?  
e) With a higher *i  how can policy be used to stabilize E? 
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