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Falling ill during the exam
If you fall ill during an examination at Peter Bangs Vej, you must:
e contact an invigilator who will show you how to register and submit a blank exam paper.

¢ leave the examination.
e contact your GP and submit a medical report to the Faculty of Social Sciences no later than five
(5) days from the date of the exam.

Be careful not to cheat at exams!
You cheat at an exam, if during the exam, you:

e Make use of exam aids that are not allowed

e Communicate with or otherwise receive help from other people

e Copy other people’s texts without making use of quotation marks and source referencing, so that it
may appear to be your own text

e Use the ideas or thoughts of others without making use of source referencing, so it may appear to be
your own idea or your thoughts

e Orif you otherwise violate the rules that apply to the exam
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1. Exchange rate determination

Consider the Mundell-Fleming model comprised of the following equations

§=1i—7* (1)
m = os+ Ky — 0i (2)
y=x(a+ps—y) (3)

where notation is standard.

(a)
(b)

()

(d)

Explain the economic rationale behind these equations.

Derive the two differential equations (the LM-curve and the IS-curve) and illustrate
the model in the y-s plane.

Show the effects of expansionary monetary policy on the exchange rate and output.
Explain carefully!

Show the effects of expansionary fiscal policy on the nominal exchange rate and
output. Compare with the effects from monetary policy. Is fiscal policy effective? If
so explain why.

Consider then the model where we replace equation 3 with

p=7(a+pu(s—p)—9) (4)
such that the model the three equations (1), (2) and (4) comprise the model. What
are the main differences between these two models?

Derive the two differential equations (the goods market and the money market equi-
librium curves) and illustrate the model in the s-p plane.

What are the effects of expansionary monetary policy on the nominal exchange rate
and the price level in this model? Compare and contrast these effects to the effects
of monetary policy in the Mundell-Fleming model above.

2. Micro-based macro model
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(a)
(b)

Explain the underlying assumptions of Evans micro-based macro model.

Demand for euros in week t by agent n € [0, 1] is given by
af = as(EfAsiyr + 7 — 1) + hY (5)

hedging demand is

=0z (6)

and the link between the microeconomic environment of agent n and the state of the
economy is given by

1
2 =z +vy  where / vidn =0 (7)
0
Show that the aggregate demand for euros can be written as
Q= QS(E?SH—l — 5t T — 1) + Iy

where hy is the aggregate hedging demand and E?St.t,_l = fol Efsi41 dn.

Assume that the spot exchange rate quoted by dealers is given by
_w®D .
St = Et Stx1 + T4 — 1t — Ot (8)
Show that the risk premium can be written as
0 = EP [sf1 — bl 9)

—n . . . .
where sf,; = 5411 — [E; 5441 under efficient risk sharing EPa; = 0. Provide an

interpretation!

The spot exchange rate in this model is given by

(o) o0 o0
st= (P =) +ED DY pfevi+ ZBP D phep — SEP D plsty (10)
i=1 i=0 i=1

Discuss the implications of this expression and how it relates to standard monetary
models of the exchange rate.

Summarize the empirical evidence on the relationship between order flows, news
announcements and exchange rates.



