Answers to Problem Set # 4
Chapter 4

Analytical Problems

6.
See Figure 4.16. The consumer is originally on budget line BL1, with consumption at point D. An increase in the real interest rate shifts the budget line to BL2, with consumption at point Q. The change can be broken down into two steps. First, the substitution effect shifts the budget line from BL1 to BLint, and the consumption point changes from point D to point P. The substitution effect results in higher future consumption and lower current consumption. The income effect shifts the budget line from BLint to BL2, with the consumption point changing from point P to point Q. The income effect results in lower current and future consumption. Thus the income and substitution effects work in the same direction, reducing current consumption and increasing saving.
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Figure 4.16

Chapter 5

Analytical Problems

1.
(a)
Export of merchandise:  entry in current account.


(b)
No entry: just changes the type of foreigner holding U.S. assets.


(c)
Decrease in U.S. official reserve assets:  entry in capital and financial account.


(d)
Income receipt from abroad:  entry in current account.


(e)
Import of assets: – entry in capital and financial account.


(f)
Import of services: – entry in current account.


(g)
Increase in foreign ownership of U.S. assets:  entry in capital and financial account.

3.
In Figure 5.3, before the capital controls are imposed, the home country has a current account deficit of the amount CA, while the foreign country has a matching current account surplus. The effect of the capital controls is to make saving equal investment in each country. In the home country, the real interest rate rises, investment declines, saving increases, and the current account balance increases to zero. The world real interest rate (the interest rate in the foreign country) declines.
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Figure 5.3

4.
In Figure 5.4, suppose initially that both countries have a zero current account. A rise in the government budget deficit has no effect on desired investment, so it affects the current account only if it affects desired national saving. If desired national saving is affected, the saving curve shifts to the left from S1 to S2. This raises the world real interest rate, reduces investment in both countries, and increases the foreign country’s current account balance.
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Figure 5.4

5.
(a)
The home country’s saving curve shifts to the right, from S1 to S2 in Figure 5.5. The real world interest rate falls, so that the current account surplus in the home country equals the current account deficit in the foreign country. From Figure 5.5, S rises, I rises, CA rises, rw falls.
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Figure 5.5


(b)
The foreign country’s saving curve shifts to the right, from 
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in Figure 5.6. The real world interest rate must fall, so the current account surplus in the foreign country equals the current account deficit in the home country. As shown in the figure, S falls, I rises, CA falls,
rw falls.
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Figure 5.6


(c)
The foreign country’s saving curve shifts to the left, from 
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in Figure 5.7. The real world interest rate must rise, so the current account deficit in the foreign country equals the current account surplus in the home country. As shown in the figure, S rises, I falls, CA rises,
rw rises.
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Figure 5.7


(d)
If Ricardian equivalence holds, there is no effect. If Ricardian equivalence does not hold, then the result is the same as in part (b), as the foreign country’s saving curve shifts to the right.

6.
A temporary adverse supply shock hitting the foreign economy causes the foreign saving curve to shift to the left, from
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in Figure 5.7. This raises the equilibrium world real interest rate, increasing home country saving and decreasing home country investment. Since saving rises and investment falls, the home country’s current account balance increases.


Now consider a worldwide temporary adverse productivity shock, which causes both the saving curve in the home country and the saving curve in the foreign country to shift to the left. As a result of these shifts, the world real interest rate increases (by more than if the productivity shock were confined to the foreign country). The increase in the world real interest rate reduces investment in both countries (by more than if the productivity shock were confined to the foreign country). Depending on the sizes of the shocks in both countries and the slopes of the saving and investment curves, the current account balance in the home country could either increase or decrease (but in any case it would be smaller than if the productivity shock were confined to the foreign country). Figure 5.8 shows the borderline case, in which the current account balances in both countries are unchanged. Finally, worldwide saving falls because worldwide saving equals worldwide investment, and we have shown that investment falls in both countries. Though worldwide saving, i.e., the sum of saving in the home country and saving in the foreign country, falls, it is possible that saving increases in one country, depending on the sizes of the productivity shocks in the two countries and the slopes of the saving and investment curves.
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Figure 5.8

8.
Note that when the government of Eastland makes this change, it isn’t changing total government purchases, so there’s no effect on national saving. Thus the current account balance is unaffected. How can that be, given that Eastland’s government is now purchasing more goods from Westland? The answer is that the private sector offsets the government’s actions by increasing its net exports
to Westland. 

The point of this exercise is to show that a government can’t affect the current account balance by changing its purchasing decisions if its total purchases of goods and services remain unchanged; it can only do so if it changes national saving or investment, since the current account equals saving minus investment.
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