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1. IS-LM-FX Model and Macroeconomic Policies 1.1 IS-LM-FX Model

Goods Market Equilibrium and IS Curv

€

Lower interest rates stimulate output via the investment channel and, through

exchange rate depreciation, via the trade balance.
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1. IS-LM-FX Model and Macroeconomic Policies 1.1 IS-LM-FX Model

Money Market Equilibrium and LM Curve

If output rises, real money demand will rise. Given the money supply and

price unchanged, the interest rate will increase. In the foreign exchange

market, the currency will appreciate accordingly.
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L R
Three Curves of the Open Economy
@ IS Curve
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IS-LM-FX Model

(a) 1S-LM Diagram (b) FX Market

Interest Domestic
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returns
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FX Model and Macroeconomic Pol 1.2 Policies in Different Scenarios

Monetary Policy Under Floating Exchange Rates

FIGURE 7-13

(a) IS-LM Diagram (b) FX Market
I"tere“. 1. An increase in the money supply Domestic
rate, i shifts the LM curve down... and
b n / foreign
2. ...the interest 1 M returns
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equilibrium shifts the lower domestic -
along the IS curve return, the exchange : FR
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income, Y rate,

Monetary Policy Under Floating Exchange Rates In panel (a) in the IS-LM diagram, the goods and money markets are initially
in equilibrium at point 1. The interest rate in the money market is also the domestic return, DR,, that prevails in the forex market. In
panel (b), the forex market is initially in equilibrium at point 1’. A temporary monetary expansion that increases the money supply from
My to M; would shift the LM curve down in panel (a) from LM, to LM, causing the interest rate to fall from 7, to 7. DR falls from DR, to
DR;. In panel (b), the lower interest rate implies that the exchange rate must depreciate, rising from E; to £;. As the interest rate falls
(increasing investment, I') and the exchange rate depreciates (increasing the trade balance), demand increases, which corresponds to the
move down the IS curve from point 1 to point 2. Qutput expands from ¥; to Yz The new equilibrium corresponds to points 2 and 2".
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FX Model and Macroeconomic Pol

1.2 Policies in Different Scenarios

Monetary Policy Under Fixed Exchange Rates

FIGURE 7-14

(a) IS-LM Diagram

Interest
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autonomous monetary policy is not an option.

4. ... the exchange rate would
depreciate from the fixed rate.
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intervene, and reverse the
policy.

Exchange
rate, E

Monetary Policy Under Fixed Exchange Rates In panel (a) in the IS-LM diagram, the goods and money markets are initially
in equilibrium at point 1. In panel (b), the forex market is initially in equilibrium at point 1”. A temporary monetary expansion that
increases the money supply from M; to M, would shift the LM curve down in panel (a). In panel (b), the lower interest rate would imply
that the exchange rate must depreciate, rising from E to E,. This depreciation is inconsistent with the pegged exchange rate, so the
policy makers cannot move LM in this way. They must leave the money supply equal to M;. Implication: under a fixed exchange rate,
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es 1.2 Policies in Different Scenarios

M-FX Model and Macroeco

Fiscal Policy Under Floating Exchange Rates

FIGORE 715
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Fiscal Policy Under Floating Exchange Rates In panel (a) in the IS-LM diagram, the goods and money markets are initially in
equilibrium at point 1. The interest rate in the money market is also the domestic return, DR;, that prevails in the forex market. In panel
(b), the forex market is initially in equilibrium at point 1" A temporary fiscal expansion that increases government spending from G, to
G, would shift the IS curve to the right in panel (a) from IS, to IS,, causing the interest rate to rise from i, to i,. The domestic return
shifts up from DR, to DR,. In panel (b), the higher interest rate would imply that the exchange rate must appreciate, falling from £;

to E,. As the interest rate rises (decreasing investment, I) and the exchange rate appreciates (decreasing the trade balance), demand
falls, which correspands to the move along the LM curve from point 1 to point 2. Output expands from Y; to Y,. The new equilibrium
corresponds to points 2 and 2”.
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1. IS-LM-FX Model and Macroecoi 1.2 Policies in Different Scenarios

Fiscal Policy Under Fixed Exchange Rates

FIGURE 7-16

(a) IS-LM Diagram (b) FX Market
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Fiscal Policy Under Fixed Exchange Rates In panel (a) in the IS-LM diagram, the goods and money markets are initially in
equilibrium at point 1. The interest rate in the money market is also the domestic return, DRy, that prevails in the forex market. In

panel (b), the forex market is initfally in equilibrium at point 1. A temporary fiscal expansion on its own increases government spending
from G; to G, and would shift the IS curve to the right in panel (a) from IS, to IS,, causing the interest rate to rise from i; to .

The domestic return would then rise from DR, to DR,. In panel (b), the higher interest rate would imply that the exchange rate must
appreciate, falling from  to £,. To maintain the peg, the monetary authority must now intervene, shifting the LM curve down, from LM,
to LM,. The fiscal expansion thus prompts a monetary expansion. In the end, the interest rate and exchange rate are left unchanged, and
output expands dramatically from ¥; to Y. The new equilibrium corresponds to points 2 and 2.
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1. IS-LM-FX Model and Macroeconomic Policies 1.2 Policies in Different Scenarios

Summary of Policies

Responses to Policy Shocks in the IS-LM-FX Model

Impact on:
Exchange Rate
Regime Policy i [z I TB Y
. Monetary expansion 1 T T T2 T
Floating . :
Fiscal expansion T 4 1 & T
. Monetary expansion 0 0 0 0 0
Fixed . .
Fiscal expansion 0 0 0 L T
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Case 1: The Policy of the U.S.

-FX Model and Macroeconomic Policies

(a) Monetary and Fiscal Policies

1.3 Policies in Practice

in the 1980s

(b) Exchange Rates
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Case 1: IS-LM-FX Model of U.S.

(a) IS-LM Diagram (b) FX Market
2. IS shifts out: an increase in
Interest | government spending raises output, Domestic
rate, i but raises the interest rate further. LM, and
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the short ‘fm’ 3. Output falls if fiscal expansion is 4. Interest rate rise leads to a large appreciation
outweighed by monetary contraction. and large expenditure switching effects.
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el
Case 2: IS-LM-FX Model of Germany in 1989

After the fall of the Berlin Wall in 1989, Germany increased the government expenditure
for the reconstruction of former East Germany. Meanwhile, the Central Bank increased

interest rate to control inflation. As a result, the Mark began to appreciate against the

German IS-LM Diagram

dollar.
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British FX Market (£-DM)

5. In home FX market,
FR increases. To
maintain the fived
exchange rate, DR must
increase too.
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L RS T =
Case 2: Policy of UK and France in 1992

The British economy recovered quickly in the following years. But France and many
other countries, who choose to stay in ERM with their currency pegged with Mark, fell

into recession after the crisis.

(a) Interest (b) Exchange Rate (c) Real GDP
Rates Movements Growth
25 | ounds/mark [
o 1991 i Y/ 1001 8|
12 +20 +7 +
415 Sl
10 +5+
+10F +4 |
8 5 France +3}
I (francs/mark) 42 France
Britain +0 +1
Y T —— O S — +0
1991 1992 1993 1994 1995 1991 1992 1993 1994 1995 1991 1992 1993 1994 1995
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-FX Model and Macroeconomic Policies

1.3 Policies in Practice

Case 3: Australia and New Zealand after 1997

(a) Monetary Policies
Central Bank Interest Rates (Annual)

1997 Asian Crisis

1. Expansionary
monetary policies after

the 1997 Asian Crisis...
/

1994 1996 1998 2000 2002

(c) Real Exchange Rates
U.S. Prices versus Local (2000 = 100)

100
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90

80

3. ...and real
depreciations...

New Zealand

70 i L 1 N
1994 1996 1998 2000 2002
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(b) Nominal Exchange Rates
Local Currency per U.S. $

2. ...led to nominal
depreciations...

Australia
1. L L . .
‘?‘394 1996 1998 2000 2002

(d)Trade Balances

(% of GDP)
4. ...and declines in the
trade balances were
minimized and reversed.
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L3 Policies in Practice
Case 4: Poland and Latvia after 2008

Poland and Latvia reacted differently to adverse
demand shocks from outside and inside their
economies. Panels (a) and (b) show that
Poland pursued expansionary monetary policy,
let its currency depreciate against the euro, and
kept government spending on a stable growth
path. Latvia maintained a fixed exchange rate
with the euro and pursued an austerity
approach with large government spending cuts
from 2009 onward. Panel (c) shows that Poland
escaped a recession, with positive growth in all
years. In contrast, Latvia fell into a deep
depression, and real GDP per capita fell 20%
from its 2007 peak.
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PR EIRINEENCNEET 2.1 Why did World War | Start?

The Rise of Kingdom of the Franks (481-843)

|
o) | X%
|
wE | ¢
s |
|
BED Fhitta |
275005 Fallsunis3
(PEEILEH) (pIEBATA )
S
4o

Note: All the cartoon are from Chen(2018).
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21 Why did World War | Start?
Charles the Great (742-814)

(£ 2ATE8004F, KB b [E i #R 391)
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PR EIRINEENCNEET 2.1 Why did World War | Start?

CHARLEMAGNE’S EMPIRE: THE PARTITION OF VERDUN (843)
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Source: https://www.edmaps.com/charlemagne__empire_verdun_partition_843.jpg.
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PR EIRINEENCNEET 2.1 Why did World War | Start?

Three German Emperor

Note: From left to right is Otto | (912-973), Wilhelm Il (1859-1941), and Adolf Hitler (1889-1945).
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2.1 Why did World War | Start?
The Rise of Imbalance: 1870 ~ 1914

Real GDP (PPP) Real GDP per capita (PPP)
5408
5000
Ve \/
4e+08
4000
3e+08
3000
2408
1e+08 2000
1870 1874 1878 1882 1886 1890 1894 1898 1902 1906 1910 1914 1870 1874 1878 1882 1886 1890 1894 1898 1902 1906 1910 1914

— France — Germany — UK — USA

Data Source: Jorda-Schularick-Taylor Macrohistory Database.
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21 Why did World War | Start?
Hobsbawm(1989): The Age of Empire 1875-1914

@ The redistribution of economic power and initiative, that is to say on
Britain's relative decline and the relative — and absolute — advance of the
USA and above all Germany. In principle, it is not really surprising that
Germany, its population rising from 45 to 65 millions, and the USA, growing
from 50 to 92 millions, should have overhauled Britain, both territorially

smaller and less populous.

@ The developed world was not only an aggregate of ‘national economies’.
Industrialization and the Depression turned them into a group of rival
economies, in which the gains of one seemed to threaten the position of

others.
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21 Why did World War | Start?
Hobsbawm(1989): Protectionism and Trade War

@ Protectionism seeks to barricade each
nation-state economy against the foreigner
behind a set of political fortifications, is

harmful to world economic growth.

@ Starting with Germany and ltaly (textiles) in
the late 1870s, protective tariffs became a
permanent part of the international
economic scene, culminating in the early
1890s in the penal tariffs associated with
the names of Mfifine in France (1892) and
McKinley in the USA (1890).
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United Kingdom
Netherlands
Switzerland, Belgium
Germany

Denmark
Austria-Hungary, Italy
France, Sweden

Russia

Spain

USA (1913)

Note: Average level of tariff in Europe,

41

302

1914. The data of U.S.A. is lowered from
49.5% (1890), 39.9% (1894), 57% (1897),
and 38% (1909). The data is ordinal from

Sidney Pollard, Peaceful Conquest: The
Industrialization of Europe 176071970

(Oxford 1981), p. 259.
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ARl e
The Split and War in Europe

Hobsbawm(1989): ‘Territorial expansion’, said an official of the US State

Department in 1900, ‘is but the by-product of the expansion of commerce.’
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2.2 Trade Imbalance and Currency War in the 1980’s
Trade Imbalance in the 1980's

2.5+

0.0-

-2.54

'
'
'
'
'
i

v v v v v 4 v v v v v
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

— JPN — FRA — DEU — GBR — USA

Note: The ratio of current account balance to GDP, download from Quandl.
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2.2 Trade Imbalance and Currency War in the 1980’s
The Plaza Accord in 1985

Foreign Exchange Rate (DEM/USD, FRF/USD, GBP/USD and JPY/USD)
1981/01-1990/12
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Source: http://en.wikipedia.org/wiki/Plaza_Accord
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2.2 Trade Imbalance and Currency War in the 1980’s
The Bubble Economy in Japan: 1985 ~ 1990

Stock Prices and Dividends, Japan, since 1980

|

Stock price index

Stock price and dividend indexes
w

| R Y P [ [ R MG R P ) (YW A Y] g TR TN S [ PYE PP WY MM R R ¢
1980 1982 1984 1986 1988 1900 1902 19094 1996 1998 2000 2002

Source: Blanchard(2008), Macroeconomics(5th ed.).
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2.2 Trade Imbalance and Currency War in the 1980’s
The Lost Three Decades of Japan

1970 1975 1980 1985 1990 1995 2000 2005 2010 2015

Note: Real GDP growth rate(%). Calculated with the GDP data in “GDP and its breakdown at constant 2010 prices in National
currency”, download from United Nations.
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PRNELEINNEIENICNGSENN 2.3 Global Imbalance and the Financial Crisis in 2008

Global Financial Crisis in 2008

—2-4%
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Note: GDP Real Growth Rates for 2009
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(S[LEVNINLEIENICNEEEI 2.3 Global Imbalance and the Financial Crisis in 2008

Global Imbalance Again
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2.3 Global Imbalance and the Financial Crisis in 2008
Global Fiscal Stimulus: London G-20

Financial stimulus in G20 coul

International Monetary Fund officials say aggregate G20 fiscal
slimulus is 50 far worth 1.4 percent of gross domestic product
{GDP) for 2009 and 2 percent of GOP looks like what is needed

Fiszal stimulus plans of sslect G21 1T 2009
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From http:/fwww_chinadaily.com.cnfcndy/2009-03/31/content_7632100.htm
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PANE L EIRILEELICROETEIN 2.3 Global Imbalance and the Financial Crisis in 2008

Global Monetary Expansion: Interest Rate

L — Fed: Federal fund rate

- - - BOE: Bankrate

——— ECB: Main refinancing operation rate
y ——B0J: Uncollarterlized O/N call rate

O = N W & U1 G N 00 W

98 99 00 01 02 03 04 05 06 07 08 09 10

Note: Central bank benchmark interest rate (unit: %), from Takahashi(2013).
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PANE L EIR I EIENILNOSTIN 2.3 Global Imbalance and the Financial Crisis in 2008

Recover of U.S. Economy
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Source: Bernanke(2012).
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2.3 Global Imbalance and the Financial Crisis in 2008
Currency War and Trade War...

@ Guerrera,F. 2013: Currency War Has Started, The Wall Street Journal
“Devaluing a currency,” one senior Federal Reserve official once told me, “is
like peeing in bed. It feels good at first, but pretty soon it becomes a real
mess."”

@ Krugman, P. 2017: Oh! What a Lovely Trade War, The New York Times
It's foolish to imagine that America would “win" such a war. ... Anyway,
trade isn't about winning and losing: it generally makes both sides of the

deal richer, and a trade war usually hurts all the countries involved.

Fan Xiaoyan (SOE, Fudan University) Lecture Seven 36 / 36


https://www.wsj.com/articles/SB10001424127887324761004578283684195892250
https://www.nytimes.com/2017/07/03/opinion/trump-trade-war.html
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