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Econ 762,

Fall 2004

Homework # 1

1. Demand for Money:

Assume a  small open monetary economy, in

which utility depends directly only on consumption (and not on real

balances).
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The transactions benefits of money are captured by the following budget

Constraints:
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Where, 
B- one-period bond, 
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Money balances at the end of period t

P-price level

r- world rate of intersest

Y- output

c- consumption

T- lump-sum taxes, and where output Y is assumed constant, and the transactions technology

satisfies:
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a)Derive the individual's first order conditions for the maximum utility

problem.

b)Assume a constant rate of money supply growth,
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and no speculative bubbles. Characterize the equilibrium path for the

price level p.

c)Now assume a slightly different form for the transactions technology so

that
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where,
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and where g(M/P) has the same properties as before.

Here X denotes total nominal expenditure on consumption, some of which is dissipated on costs of transaction.The higher the level of the real money balances, the lower the costs of transacting.

Again, solve for (a), (b) and (c) above.(Do not expect neat

solutions)

2.Flexible Exchange Rate: 

Assume a Cagan- type demand for money

function (in logarithms):
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where,

m-log money supply,
p-log price level,
y- log output level,
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-one plus the nominal interest rate between t and t+1; 
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. 
Assume that the purchasing power parity prevails in the goods market, and the uncovered interest parity prevails in the financial markets.

a) Derive the reduced form for the equilibrium exchange rate as a function of present and future paths of m, y, 

b) What is the dynamics of the exchange rate when money growth is at a constant rate? 

c) Derive the reduced form of the equilibrium exchange rate when the quantity of money follows the stochastic process:
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Comment: in b) and c) assume 
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.
Foreign variables are indicated by *.

3.  Fixed Exchange Rate.
Assume a fixed exchange rate, s=e (=2.71828) domestic currency per US dollar. The initial level of the central bank's domestic assets is equal to 0.5e units of domestic currency (dc), the initial level of the central bank's foreign assets is 0.5 US dollars.

Assume also a Cagan-type demand for money


[image: image14.wmf],

1

+

-

=

-

t

t

t

i

p

m

h


Assume that the central bank domestic assets grow at an exogenous rate of 10% per year, the foreign interest rate is assumed to be equal to zero and so is also the log of the foreign price level.

Is the exchange rate fully sustainable at the level of e(=2.71828)  per US dollar?

4. Fixed and Flexible Exchange Rates.

During the beginning of the US Reagan

administration in 1981, some US officials seriously discussed the

possibility of making a transition to a fixed exchange rate for the US dollar. However they argued that it would be presumptuous for government officials to decide the best exchange rate, 
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; and that they should instead let the market decide the proper rate. The policy they proposed was to announce today that at some future date (say T) they would permanently fix the exchange rate (using suitable monetary policy, at whatever the level that happened to prevail in the forex market at time T-1.

Is this a coherent policy (namely could the market determine a unique

exchange rate?).
 You may use a Cagan-type demand for money function if you choose. (Note that a monetary policy that only specifies a path for nominal interest rates is incomplete unless it also specifies at least one point on the money supply path. Otherwise, an interest-rate pegging ties down the expected rate of change for the exchange rate and vice-versa).
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