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Question A counts 60 per cent, B, 25 per cent and C 15 per cent

A Inflation targeting

Consider a small open economy where

r = e+ p∗ − p (1)

ρ− ρ̄ = (ρ∗ − ρ̄) + ṙe (2)

ṙe = −ε(r − r̄) (3)

y − ȳ = −αρ(ρ− ρ̄) + αr(r − r̄) + ud (4)

ṗ = ṗe + γ(y − ȳ) + uc (5)

ρ = i− ṗe (6)

All variables are in logs. e is the nominal exchange rate, p the price of
home goods, p∗ the price of foreign goods, r the real exchange rate, ρ the
real interest rate, ρ∗ the foreign real interest rate, i the nominal interest
rate, y output and g government expenditures on home goods. A bar above
a variable distinguishes its value in a full equilibrium. Dots indicate time
rates of change and subscript e an expectation. uc and ud are respectively a
cost-push shock and a demand shock.

The country’s exchange rate is floating. The central bank sets the nominal
interest rate taking the private sector expectation ṗe as given.

1. Interpret equation (3).

2. Show that the solution for the real exchange rate can be written

r − r̄ = −(1/ε)(i− ṗe.− ρ∗) (7)

Explain in words what this equation means and the economic behavior
that lies behind it.

3. Discuss how the interest rate set by the central bank affects exchange
rates, output and inflation in the short run.

4. The model assumes perfect capital mobility between currencies. How
do we see that from the equations? If capital mobility were lower, what
would that mean for the effect of the interest rate on the exchange rate.

5. Assume in this question that the central bank practices strict inflation
targeting, the target being π̄,and that expected inflation is equal to the
inflation target. Suppose there is a temporary cost-push shock.What
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will the central bank’s response be? What will the overall impact on
on nominal and real exchange rates be? Does the degree of openness
of the economy matter for the central bank’s response?

6. Explain briefly what is meant by flexible inflation targeting. Could
flexible inflation targeting change the sign of the overall impact of a
cost-push shock on the nominal exchange rate?

7. Go back to the case with strict inflation targeting. Discuss the effect of
a temporarily high foreign interest rate on the interest rate set by the
domestic central bank. Discuss also the total effect on the exchange
rate. How do the effects depend on the degree of openness of the
economy?

B Monetary exchange rate theory

Consider the simple monetary model of the exchange rate determination.
The equations are

M

EP∗
= m(i, Y ) (1)

Ė

E
= i− i∗ (2)

1. Explain how the exchange rate is determined in this model.

2. Sketch the effect of a ten per cent increase in the money supply when it
is a) immediate and unexpected,b) announced now, but will take place
on a day three months from now.

3. Discuss briefly to what extent the monetary model is relevant in today’s
world.

C Fixed versus floating exchange rate

Among developed countries there has in recent decades been been a tendency
away from traditional fixed-rate regimes towards either monetary unions or
freely floating exchange rates. Discuss possible reasons for this development.

2


