Chapter 6 The Open Economy


1. The sum of all domestic spending on foreign goods is called:
A. consumption.
B. imports.
C. exports.
D. net exports.


2. Consider the following table:

	Consumption of foreign goods and services
	100

	Consumption of domestic goods and services
	900

	Investment in foreign goods and services
	20

	Investment in domestic goods and services
	180

	Government purchases of foreign goods and services
	0

	Government purchases of domestic goods and services
	500

	Exports
	100



Based on the data, what are the total imports?
A. 0
B. 120
C. 1,000
D. 1,580


3. Consider the following table:

	Consumption of foreign goods and services
	100

	Consumption of domestic goods and services
	900

	Investment in foreign goods and services
	20

	Investment in domestic goods and services
	180

	Government purchases of foreign goods and services
	0

	Government purchases of domestic goods and services
	500

	Exports
	100



Based on the data, what are the net exports?
A. −20
B. 0
C. 120
D. 1,580


4. If net exports are positive, which of the following is FALSE?
A. Domestic output exceeds domestic spending.
B. Domestic saving exceeds domestic investment.
C. Net capital outflow is positive.
D. There is a trade deficit.


5. If net capital outflow is positive, then:
A. S – I is negative.
B. private savings exceeds private investment.
C. NX is positive.
D. public saving exceeds public investment.


6. In a small open economy, the interest rate is determined by the:
A. equilibrium of saving and investment.
B. interest rate in the rest of the world.
C. excess of government spending over government revenue.
D. value of net capital outflow.


7. If a Canadian investor buys one million Euros worth of stock in a French company, how does this transaction appear in the national income accounts of France?

A. The balance of trade rises as France exports €1 million of stock.
B. The balance of trade falls as France imports Canadian investment.
C. Net capital outflow rises by €1 million.
D. Net capital outflow falls by €1 million.


8. Consider the following data on the Transalpinian economy:
Y = 1,000
C = 700
G = 150
I = 250 − 10r*

The world interest rate is 5 per cent. What are net exports of Transalpinia?

A. 50
B. −50
C. 150
D. −150


9. Consider the following data on the Transalpinian economy:
Y = 1,000
C = 650
G = 200
I = 250 − 20r*

The world interest rate is 7.5. How does the world interest rate have to change to make net exports zero?
A. It has to rise by 5 per cent.
B. It has to rise by 2.5 per cent.
C. It has to remain constant.
D. It has to fall by 2.5 per cent.


10. In the small open economy model of Chapter 6, if a country begins in a position of balanced trade, what happens when thegovernment increases taxes?
A. Net capital outflow becomes negative.
B. The interest rate rises.
C. Net exports decrease.
D. The balance of trade goes into surplus.


11. Which of the following characterizes the U.S. economy since 2001?
A. government budget deficit and negative net capital outflow
B. government budget deficit and positive net capital outflow
C. government budget surplus and negative net capital outflow
D. government budget surplus and positive net capital outflow


12. Which of the following did not contribute to an increase in government saving in the 1990s?
A. tax increases under presidents Bush and Clinton
B. congressional restraint in increasing government spending
C. a shrinking trade deficit
D. rapid productivity growth


13. In the small open economy model of Chapter 6, starting from balanced trade, an increase in the world interest rate from a fiscal expansion abroad leads to which of the following?
A. negative net capital outflow and a trade surplus
B. positive net capital outflow and a trade surplus
C. positive net capital outflow and a trade deficit
D. negative net capital outflow and a trade deficit


14. The price of one currency in terms of another currency, such as 100 yen for €1, is an example of:
A. a nominal exchange rate.
B. a real exchange rate.
C. purchasing-power parity.
D. a constant world interest rate.


15. If the nominal exchange rate is €1 equals 150 Japanese yen, and a Big Mac costs €2 in the Frankfurt and 300 yen in Tokyo, then the real exchange rate of German Big Macs for Japanese Big Macs is:
A. 1.
B. 2.
C. 150.
D. 300.


16. If a country's real exchange rate falls (depreciates), then:
A. net exports rise.
B. net exports fall.
C. exports and imports rise by the same amount.
D. exports and imports fall by the same amount.


17. Choose the pair of words that best complete this sentence: If government purchases increase, national saving will ________ and the equilibrium real exchange rate will _______.
A. fall; fall
B. fall; rise
C. rise; rise
D. rise; fall


18. In the model of Chapter 6, if the government prevented the import of foreign cars, then, in the resulting equilibrium, net exports would:
A. rise because fewer cars would be imported.
B. remain constant because saving and investment would not change.
C. fall because the real exchange rate would rise.
D. rise because the real exchange rate would fall.


19. If the United States has an inflation rate of 10 per cent, Great Britain has an inflation rate of 12 per cent, and the United States dollar has a nominal appreciation against the British pound of 3 per cent, then the real appreciation of the United States dollar against the British pound is:
A. 1 per cent.
B. 13 per cent.
C. 15 per cent.
D. 25 per cent.


20. The law of one price applied to the international marketplace is called:
A. arbitrage.
B. nominal exchange rates.
C. real exchange rates.
D. purchasing-power parity.


21. Suppose that a bicycle costs $300 in the United States and 150 pounds in Great Britain. What would the nominal exchange rate in pounds per dollar have to be for purchasing-power parity to hold?
A. 0.5
B. 1
C. 2
D. 2.5


22. Assume that the nominal exchange rate is 0.75 Euros per dollar. Suppose that a Volkswagen Golf costs 10,000 Euros in Germany, while it costs $12,000 in the United States. What is the real exchange rate?
A. 0.75 
B. 1.2 
C. 0.9 
D. 1.1


23. Suppose that a country experiences inflation while the real exchange rate and the price level in its trading partner remain unchanged. What will happen to the country’s nominal exchange rate and net exports?
A. The nominal exchange rate will depreciate; net exports will stay the same.
B. The nominal exchange rate will depreciate; net exports will fall.
C. The nominal exchange rate will appreciate; net exports will fall.
D. The nominal exchange rate will appreciate; net exports will rise.


24. Which of the following causes a depreciation in the real exchange rate?
A. an exogenous increase in foreign demand for domestic goods
B. an exogenous decrease in investment
C. an increase in government purchases
D. a decrease in taxes


25. If the Japanese government wants to reduce its trade surplus with the United States, which measure would achieve this?
A. remove the import quotas for U.S. cars
B. impose export quotas on Japanese cars
C. enact legislation that would make Japanese companies less competitive
D. None of the answers is correct.


26. Consider the following table:

	Domestic inflation
	5%

	Foreign inflation
	6%

	Change in nominal exchange rate
	3%



Based on the data, what is the change in the real exchange rate?
A. 2%
B. 3%
C. 5%
D. 8%


27. Suppose that Japan is the home country. If the Japanese inflation rate is 5 per cent while the U.S. inflation rate is 10 per cent, then Japanese yen will:

A. appreciate by 15 per cent against the U.S. dollar.
B. depreciate by 15 per cent against the U.S. dollar.
C. depreciate by 5 per cent against the U.S. dollar.
D. appreciate by 5 per cent against the U.S. dollar.


28. Suppose that the U.S. is the home country. If the Japanese inflation rate is 8 per cent while the U.S. inflation rate is 13 per cent, then the per cent change in e measured as yen per dollar will:

A. increase by 21 per cent.
B. decrease by 21 per cent.
C.decrease by 5 per cent.
D. increase by 5 per cent.


Answers

1b - As explained in Section 6-1, the sum of all domestic spending on foreign goods is called imports.

2b - Imports are the sum of consumption of foreign goods and services, investment in foreign goods and services, and government purchases of foreign goods and services. The above table indicates that imports are equal to 120. See Section 6-1.

3a - Imports, which are calculated as the sum of consumption, investment, and government purchases of foreign goods and services, equal 120. Net exports, which are calculated as exports minus imports, equal −20. See Section 6-1.

4d - If net exports are positive, there is a trade surplus. See Section 6-1.

5c - Net capital outflow must always equal the balance of trade. If net capital outflow is positive, there must be a trade surplus. This means that net exports are positive. See Section 6-1.

6b - As explained in Section 6-2, the economy of a small open country has a negligible effect on the world economy. The interest rate it faces is given by the world interest rate, since its financial markets are too small to influence it.

7d - Trade in financial assets is counted in net foreign investment. Since a foreigner is buying French assets, this appears as a decrease in French net capital outflow. See section 6-2.

8b - Investment is 200, and so total domestic spending is 1,050. Since domestic output is 1,000, net exports must be −50. See Section 6-2.

9d - If the world real interest rate falls to 5 per cent, then investment will be 150, and C + I + G will be equal to Y, so that NX will be zero. See Section 6-2.

10d - An increase in taxes reduces disposable income and consumption and increases national saving. This increases S – I and raises net exports and the trade balance. Since the trade balance was initially 0, it now must be in surplus. See Section 6-2.

11a - Since 2001, the United States faced a government budget deficit and negative net capital outflow. See Section 6-2.

12c - According to our models, a shrinking trade deficit is a consequence of an increase in government saving, not a cause. As explained in the case study in Section 6-2, however, the trade deficit failed to fall in the 1990s despite the increase in government saving.

13b - An increase in the world interest rate reduces investment, so S – I increases. This means that net capital outflow becomes positive. Since the balance of trade must equal net capital outflow, it must go into surplus. See Section 6-2.

14a - See Section 6-3 for an explanation of the nominal exchange rate.

15a - A German Big Mac would cost €2 × (150 yen/dollar) or 300 Japanese yen. This means that you could exchange 1 German Big Mac for 1 Japanese Big Mac. The real exchange rate must be 1. See Section 6-3.

16a - If the real exchange rate falls, exports are relatively less expensive to foreigners and imports are relatively more expensive to the domestic population. This means that exports will rise and imports will fall. Therefore, net exports will rise. See Section 6-3.

17b - An increase in government purchases causes a reduction in national saving, which causes a reduction in the supply of Euros and an increase in the equilibrium real exchange rate. See Section 6-3.

18b - This policy raises the demand for net exports and causes the real exchange to rise. Net exports remain constant, because saving and investment do not change. See Section 6-3.

19a - As explained in Section 6-3, the per cent change in the real exchange rate equals the per cent change in the nominal exchange rate minus the difference in inflation rates. Since the nominal exchange rate appreciates by 3 per cent and the difference in inflation rates is 2 per cent, the real exchange rate appreciates by 1 per cent.

20d - See Section 6-3 for an explanation of purchasing-power parity.

21a - For purchasing-power parity to hold, one should be able to exchange one United States bicycle for one British bicycle. In pounds, a United States bicycle costs 300 × the nominal exchange rate. If the nominal exchange rate is 0.5, the United States bicycle costs 150 pounds—the same as a British bicycle. See Section 6-3.

22c - See Section 6-3 for an explanation of how to calculate the real exchange rate.

23a - A higher inflation rate in the country will cause the nominal exchange rate to fall (depreciate). However, because the real exchange rate is constant, the NX does not change. See Section 6-3.

24b - A decrease in investment raises S – I, and so raises NX. To achieve this higher level of NX, the real exchange rate has to fall. See Section 6-3.

25d - As explained in Section 6-3, trade restrictions have no effect on the balance of trade.

26a - The change in the real exchange rate equals the change in the nominal exchange rate minus the difference between inflation abroad and domestic inflation. In this case, the change in the real exchange rate is 2 per cent. See Section 6-3.

27d - The growth rate of e = 5 – 10 per cent = −5 per cent. The Japanese yen will appreciate by 5 per cent. See Section 6-3.

[bookmark: _GoBack]28d - The growth rate of e = 13 − 8 per cent = 5 per cent. See Section 6-3.
