


Material for Tutorial 4
1. Speculative attacks
Suppose that in June of 1997 the fixed exchange rate announced by Thailand central bank is 20 Thai Baht/US $. The business men expect that Thailand central bank will use up its US dollar reserves soon. The business man who tries to attack Thailand central bank can do as following:
Apply for 100 million Thai Baht from a commercial bank in Thailand.
Bring this 100 million Thai Baht to Thailand central bank and convert it to 5 million US dollars.
If everybody does the attack like this, the Thailand central bank will use up its US dollar reserves soon. Then Thailand central bank can no commit to the announced fixed exchange rate level. Thai Baht will depreciate. Suppose that the new exchange rate is 30 Thai Baht /US $.
Under the new exchange rate, the business man now only needs to use 3.3 million US dollar to buy 99 million Thai Baht to pay back the loan that he obtains from the commercial bank in Thailand.
In the attack, the business man earns 5-3.3=1.7 million US dollars.

2. Answer to Question 3 of Chapter 10.
a. Consumption is a function of disposable income, C=C(Y-T). Now . Thus . So . Comparing with the response of consumption to GDP change in the text, , the response of consumption under the new tax system becomes smaller. The reason is that the disposable income changes by less than total income.
b. Under the new tax system,  becomes . We have . Thus the new government purchase multiplier is . The new multiplier is smaller than the old multiplier which is . After the introduction of the new tax system, the response of consumption to GDP change decreases. Then the government purchase multiplier decreases.
c. First we will derive the slope of IS curve, . From , we have . Thus . Let us denote the magnitude of response of I to r as MPI, i.e. . Thus we have . We can solve for  . Note that the slope of IS curve is just the reciprocal of . Let t=0, we have the reciprocal of slope of IS curve under the old tax system, . The absolute value of  is smaller than the absolute value of . This means that when there is one unit change of r, the reaction of Y under the new tax system is smaller than that under the old tax system. So the IS curve becomes steeper (Remember that Y is on the horizontal axis in the graph of IS curve).

3. Answer to Question 2 of Chapter 11.
a. This technology innovation will stimulate investment. Thus IS curve will shift to the right.
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From the graph of IS-LM model, we can see that Y and r. Consumption is only a function of disposable income, Y-T. Thus when Y increases, consumption, C=C(Y-T), also increases. For investment, note that I=Y-C(Y-T)-G. When Y increases, Y-C(Y-T) increases, since 0<MPC<1. Thus when Y increases, I also increases.

                Thus, we have
              r, Y, C, I


Fed should decrease money supply in order to keep income at its initial level.
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Comparing with the situation before the shock of technological innovation, we find r increases and Y keeps constant. C keeps constant, since C=C(Y-T). And investment I keeps constant, since I=Y-C-G. The increase of interest rate full offsets the exogenous increase of investments due to technology innovation. Thus investment keeps constant.

Thus, after Fed’s intervention, we have

r, Y , C , and I.


b. The increase of money demand will shift the LM curve upward.
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From the graph of IS-LM model, we can see that r and Y. Thus consumption C, since C=C(Y-T). And investment I decreases, since I=I(r) has a negative relationship of r.

Overall, we have
              r, Y, C, I


Fed should increase money supply in order to keep income at its initial level.
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Comparing with the situation before the shock of money demand, we find r and Y keeps constant. C keeps constant, since C=C(Y-T). And investment I keeps constant, since I=I(r). The increase of money supply full offsets the exogenous increase of money demand shock. Thus none of these four economic variables change.

Thus, after Fed’s intervention, we have

r, Y , C , and I.

c. The increase of saving and decrease of consumption shifts the IS curve to the right.
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From the graph of IS-LM model, we can see that Yand r. Thus investment I increases since I=I(r). And consumption C, since C=Y-I-G.

Thus, we have
              r, Y, C, I



Fed should increase money supply in order to keep income at its initial level.
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Comparing with the situation before the consumption shock, we find r decreases and Y keeps constant. C keeps constant, since C=C(Y-T). And investment I increases, since I=I(r). The increase of investment due to the decrease of interest rate full offsets the exogenous decrease of consumption. Thus income Y keeps constant.

Thus, after Fed’s intervention, we have

r, Y , C , and I.
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