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Part A 
We are looking at a small open economy where the financial markets are described by the 
portfolio model in attachment A.  

1. The central bank keeps the exchange rate fixed with the help of non-sterilized foreign 
exchange market interventions. Which variables would you choose as exogenous and 
which as endogenous in this case? 

2. Explain briefly the reasoning behind the demand function for foreign currency and 
sign the two partial derivatives of the function. 

3. Explain how the domestic interest rate is determined in the model. 
4. Suppose that investors perceive a positive probability for a devaluation. Discuss what 

this means for the domestic interest rate and for the foreign exchange reserves. 
5. Suppose the country has a current account surplus while the government budget is 

balanced. How will this affect the domestic interest rate over time?  

Part B 
In attachment B you find a model of a small open economy with flexible prices, rational 
expectations, perfect capital mobility and a floating exchange rate. 

1. Explain briefly under what conditions you would expect capital mobility between 
currencies to be close to perfect. 

2. Explain how the exchange rate is determined in the model. 
3. Suppose the foreign interest rate goes up.  What is the effect on the exchange rate? 
4. In an identical economy with a fixed exchange rate, what would then be the effect of 

an increase in the foreign interest rate? 
5. Suppose the increase in the foreign interest rate is expected to be temporary.  What 

does this mean for the time path of the exchange rate? Sketch the time path in a graph. 
 



A A portfolio model

Equations:

(M + B + EFp)/P = (M0 + B0 + EFp0)/P = Wp (1)
(−M −B + EFg)/P = (−M0 −B0 + EFg0)/P = Wg (2)

F∗/P∗ = F∗0/P∗ = W∗ (3)
r = i− i∗ − ee (4)

ee = ee(E) e′e < 0 (5)
M

P
= m(i, Y ), mi < 0, mY > 0 (6)

B

P
= Wp − f(r,Wp)−m(i, Y ) (7)

EFp

P
= f(r,Wp), (8)

Fp + Fg + F∗ = 0 (9)

Symbols:

M money

B kroner bonds

Fi foreign bonds held by sector i

Wi net wealth of sector i

P domestic price level

P∗ foreign price level

E exchange rate

ee expected rate of depreciation

i interest rate on kroner bonds

i∗ interest rate on foreign bonds

r risk premium

Subscripts: p = private, g = government, ∗ foreign

Beginning of period stocks (predetermined): M0, B0, Fp0, Fg0, F∗0
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B The monetary model of exchange rate determi-
nation

Equations

P = EP∗ (1)

M

EP∗
= m(i, Y ) (2)

Ė

E
= i− i∗ (3)

Symbols

P domestic price level

P∗ foreign price level

E exchange rate

i domestic interest rate

i∗ foreign interest rate

Y output

M money supply
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