
4International Monetary Economics

Problem 6.2



5International Monetary Economics

Problem 6.2



6International Monetary Economics

Problem 6.3

𝑖 > 𝑖𝑎 𝛽 < 1
Domestic €

a. Debt in $, invest in €

profit from interest rate difference

no exchange rate risk

b.  𝑙𝑛 𝑤+1 − 𝑙𝑛 𝑤 < 0 but 𝑙𝑛(𝑓+1) − 𝑙𝑛 𝑤 > 0

Sell forward-$ for 𝑓+1

Refinance with cheap spot $ at 𝑤+1
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Problem 6.5

ln 𝑤+1 − ln 𝑤 = 𝑖 − 𝑖𝑎
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Problem 6.4
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Problem 7.1
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Net investment position

BoP USA 2011

FDI
Portfolio
Loans

(sent, KX)

FDI
Portfolio
Loans

(received; 
KI)

net investment position
USA (NIP)

foreign
assets

෍𝐾𝑋

foreign
liabilities

෍𝐾𝐼

BoP USA 2010

… …

BoP USA 2009

… …
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Problem 7.2a

Price-related changes? net investment position
USA (NIP)

foreign
assets

෍𝐾𝑋

foreign
liabilities

෍𝐾𝐼

▪ Shares and properties

▪ yields dividends and rent (registered in primary 
income balance)

▪ is subject to fluctuations in prices and values

▪ Price-related changes not registered in the BoP

▪ Assume price increase of foreign assets

▪ NIP improves (liabilities constant)
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Problem 7.2b+c

net investment position
USA (NIP)

foreign
assets

෍𝐾𝑋

foreign
liabilities

෍𝐾𝐼

▪ assets und  liabilities denominated in 
different currencies

▪ assets in foreign currencies (€, Yen, CHF)

▪ liabilities in $

▪ here: 10% deprectiaton of the the $ (𝑤 ↑)

USA IV 2019 in Bill. $

Assets Liabilities

Portfolio 13500 21500

Direct inv. 8800 10600

Other inv. 4700 6500

Reserves 500

27500$ 38600$

30250$

-11100$

-8350$
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Problem 7.2d

𝑟 ↓

Interest rate

channel Wealth channel

Exchange rate 

channel

𝐼 ↑ 𝐶 ↑ 𝑋′ ↑ 𝐽′ ↓

Exchange rate induced

Wealth channel

𝑤 ↑

𝑓𝑜𝑟𝑒𝑖𝑔𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 ↑ NIP ↑

𝐶 ↑ 𝐼 ↑

„US becomes richer“

Intensification

of the transmission
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Problem 7.3a

▪ Correlation

▪ The more loans are denominated in foreign currency, 
the higher the default risk.

▪ Justification

▪ Higher default risk

▪ In addition, exchange rate risk

▪ If the $ appreciates, debt and interest rate payments
become more expensive (measured in local
currency)

▪ Harder to sustain debt
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Problem 7.3b

▪ Original Sin

▪ Poor countries cannot issue debt in domestic
currency
▪ Inflation risk

▪ Additional: IMF/World Bank Special drawing rights in 
$/€/Yen/Pfund

▪ Poor countries issue debt in foreign currency ($). 

▪ Original Sin = Share of loans in foreign currency
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Problem 7.3b

Share of total debt

▪Developed countries 7.5% in foreign currency

▪Developing countries 45,3% in foreign currency
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Problem 7.3b

𝑟 ↓

Interest rate 

channel
Wealth channel 𝑤 channel

𝐼 ↑ 𝐶 ↑ 𝑋′ ↑ 𝐽′ ↓

Exchange rate induced

Wealth channel

𝑤 ↑

𝐹𝑜𝑟𝑒𝑖𝑔𝑛 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑒𝑠 ↑ NIP ↓

𝐶 ↓ 𝐼 ↓

„Country poorer“

Weakening (!)

of transmission

▪ Transmission weaker
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Problem 7.3c

greater volatility of production

Low creditworthiness restricts scope for countercyclical 
fiscal policy

Government may find it difficult to borrow to finance 
increased government spending

E.g. cannot act as a lender of last resort, as loans are not 
denominated in domestic currency

Transmission channel weaker 

(see previous slide)
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Two sides of the same coin

NIP USA

foreign
assets in 
foreign

currency

foreign
liabilities in 
domestic

currency ($)

NIP developing country

foreign
assets in 
foreign

currency

foreign
liabilities in 

foreign
currency

($)
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Problem 7.4
In 1997 Thailand was hit by a slump in aggregate

demand. Paul Krugman (2019: 117) remarks about

the International Monetary Fund (IMF): „Here’s what

the IMF did: …it did not tell countries to defend the

values of their currencies at all cost. But it did tell

them to raise interest rates, initially to very high

levels, in an attempt to persuade investors to keep

their money in place.”


