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Fixed Exchange Rates with Capital and Foreign
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Fig. 5.5 Revaluation of

currency to eliminate current
account surplus
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THE FOUR DETERMINANTS OF ASSET DEMAND
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RET = p,x RET,
= probability of gefting a realization ( 2, ) times the realization of
the return (RET,)

If the probability of earning 15% on an investment is 50% and the probability of
earning 5% on the same investment is 50%, then:

RET = 5(.15)+ .5(.05)
=1

or 10%
risk
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http://www.bea.gov/bea/newsrel/intinv_highlights.pdf

Monetary policy ineffective under fixed exchange rates
AUE Gl Hlaad ot Alad e Apaml) duled)

Jiac ¥l 550 Jaguil Al gl o) Aaall ad il Calagi Y Al 4wl

4 :‘\A‘\
2 .:‘\A“ 2 ‘A"\ C ax| ‘ji ;\‘I\ 3 C QA

omilaall a1l Y5 sl JE Al il ) gl guzall (4 S1ge
odll el 53
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Malcro Policy Effectiveness

Exchange rate regime

Fixed Flexible
Ineffective
Fiscal policy Effective (fiscal expansion causes

appreciation so Net
Exports decrease)

Ineffective
I\/IO neta r}r pOIic}v (dlle to CB sterilization Eﬁective

E, = E, = E,)

The Influence of Central Banks
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140 ° FIGURE 15.1 Number of central banks,
120 . 1870-1999. In the twentieth century the
100 shift away from commodity money has
80 - increased the importance and number
of central banks. Source: King,
60 . “Challenges for Monetary Policy: New
40 s ° and Old,” paper presented at New
20—~ = 2 Challenges for Monetary Policy
0 S A conference at Jackson Hole, Wyoming,.
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Operational

Instruments of Intermediate Targets Ultimate Policy Target
Moneta Polic ) .
= El Indicators with a reliable Normally inflation, but
e.g., Short-term connection with future inflation could also include
market interest rates e.g.. money supply, exchange reference to output or
reserve requirements’ rate, inflation forecast employment

FIGURE 15.3 The three aspects of monetary policy. The ceniral bank uses instruments of monetary
policy to achieve an outcome for an intermediate target and in that way control its ultimate
target. usually inflation.
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Types of Exchange Rate
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498 CHAPTER 19 Exchange Rate Determination I—the Real Exchange Rate

Danish Krone 4% Singapore dollar 4%
Hong Kong dollar 4% Canadian dollar 2%

Korean won 5% Norwegian krone 2%
Swedish krona 6% Australian dollar 1%

0,
Swiss franc 9% U.S. dollar 24%

Japanese yen 15%
British pound sterling 24%

FIGURE 19.1a Trade weights for euro effective exchange rate, January 2001. Sowurce: European Central
Bank. http://www.ecb.int/stats/eer/eer.shtml

MACROECONOMIICS 2005 John Wiley & Sons, Ltd, The Atrium,
Southern Gate

10




