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1. The Asian Financial Crisis began in mid-1997 with a speculative attack on the Thai baht and
quickly spread to other East and Southeast Asian economies. Countries such as Malaysia and
Indonesia experienced sharp currency depreciations, capital flight, collapsing asset prices and
deep recessions.

This question is on a key choice governments faced at the time: accept IMF assistance with
strict policy conditions or pursue alternative strategies.

Malaysia, led by Prime Minister Mahathir Mohamad, initially raised interest rates and
tightened fiscal policy, similar to IMF advice. However, in September 1998, Malaysia de-
cisively rejected IMF assistance, lowered interest rates and imposed capital controls.

Indonesia, ruled by President Suharto, followed a very different path. As the crisis intensified,
Indonesia sought IMF assistance starting in late 1997 and accepted IMF conditions including
sharp fiscal tightening and high interest rates.

Mahathir and Suharto thus responded to the same external shock in fundamentally different
ways. Interestingly, Malaysia’s rejection of the IMF preserved political stability and led to
a faster recovery, while Indonesia’s IMF-led adjustment led to a sharp rise in poverty and
coincided with institutional breakdown and regime change as Suharto was forced to resign in
May 1998 after more than 30 years in power.

Now let’s look at two of the IMF’s policy prescriptions one by one. Please answer the follow-
ing questions, using what you have learned about exchange rates where possible:

(a) Regarding the money supply, the IMF advised crisis countries to pursue a tight monetary
policy, meaning a restriction of money supply growth.

1) Why did the IMF believe that a restrictive monetary policy was crucial for recovery? [2]
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i) Why may controlling money supply growth not address the root cause of a currency [2]
crisis? In other words, if money growth was not the main problem, what may it have
been?

ii1) Comment on the probable motivation for Malaysia’s decision to loosen monetary [1]
policy?

(b) At the time of the Asian Financial Crisis, the IMF’s position was strongly in favour of
capital account openness and against the use of capital controls, especially controls on
capital outflows.

1) Why do you think did the IMF oppose restrictions on capital movements? [1]

i1) Why do you think did Malaysia directly contradict IMF advice and impose capital [2]

controls on short-term flows?

Total of question 1: [8]
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2. Following this question, you can find a table with the balance of payments and international
investment position of Spain, as published by the Banco de Espafia. Based on the data provided
in the table, answer the following questions.

(a) The item A.1.2 is positive throughout the period covered by the table. Why? [1]
(b) The item A.1.3 is generally negative (except in 2024 IV and 2025 I). Why? [1]
(c) The item A.1.4 is negative throughout the period. Why? [1]
(d) The item A.3.1.1 is positive throughout the period. Does this mean that Spanish residents [1]

are undertaking direct investment abroad or that foreign residents are undertaking direct
investment in Spain? Explain briefly.

(e) What variable did we use in the course to denote item B.1? [1]
(f) What was the level of item A.1 before the global financial crisis of 2008 (roughly)? [1]
(g) How does the level of item B.1 compare to Spain’s current GDP? [1]
(h) Which items in the table are stocks and which are flows? [1]

Total of question 2: [8]
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3. Consider the following model of the current account:

C1.Car oy, O w(Ch) +u(Ch),

where
Yi=Ci+1 + Gy + CAq,
Yo=Co+ I, + Gy + CAs,
CAy = —CA;.

where Y}, I; and Gy, t € {1,2}, are exogenous.

Rather than assuming logarithmic utility, let the utility function be defined as:

o))

2)
3)
“4)

&)

(a) Show that the constraints [2{ and 3| are equivalent to the two constraints of the “intertem-
poral approach to the current account”.

(b) What term do economists use when they refer to equation [2] or equation [3?

(c) Derive the Euler equation for this problem?
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(d) Find the solution for C'; and C} as a functions of the exogenous variables. [2]
(e) Find the solution for C'A; and C'A, as a functions of the exogenous variables. [1]

Total of question 3: [8]
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4. In the currency flow model, the rate of nominal appreciation is given by:
As; = —(Ap' — Ap}) + E(ICF, — AbT), (6)
where the "international cash flow”, ICF,, is given by:
ICF, = CAy — (Aej" + Ab™). (7)

(a) Suppose a country wants to let its currency float freely. Derive the values of As;, Ag; and
Ab;'" under this exchange rate regime.

(b) Suppose a country wants to keep its real exchange rate constant. Derive the values of
Asg, Agy and Ab'" under this exchange rate regime.

(c) Suppose a country wants to fix its nominal exchange rate. Derive the values of As;, Ag,
and Ab;'" under this exchange rate regime.

(d) In their attempt to reduce macroeconomic volatility, some countries opt for exchange
rate pegs (option A: fixing the nominal exchange rate), while other adopt crawling pegs
(option B: trying to keep the real exchange rate stable). Please state very briefly one
advantage and one disadvantage of each of these two exchange rate regimes.

(2]

(2]

(2]

(2]

Total of question 4: [8]
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5. (a) Which economic variables do the placeholders [1], [2], [3], [4] and [5] represent in the [4]
following equations?

Y=C+I1+G+][1] (8)
YP=CH+IT+G+[2 9)
Zh =2 + 3] (10)
b = [4] — [3] (11)

(b) What is the difference between the base money supply (MO0) and the broad money supply [2]
(M2)?

(c) How are currency crises defined? [2]

Total of question 5: [8]
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