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Introduction

Integrated model of short-run macroeconomic �uctuations: output;
trade balance; exchange rate

�Textbook�version: many compromises but easy to apply (�back of
the envelope�)

IMF, ECB, FED: more elaborate models but many similar predictions

Philip R. Lane, TCD () EC4100: Macroeconomic Policies in the Short Run February 2010 2 / 15



Applications

Analysis of �shocks�

Analysis of monetary and �scal policies

Alternative exchange rate regimes
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IS-LM-FX Model

Version of �Mundell-Fleming�classic model

Price stickiness: P̄, P̄� and πe = 0.

Ȳ � �xed, ı̄� �xed
G ,T policy choices

NFIA = NUT = 0 =) Y = Q (GNDI = GDP) and TB = CA

Level of demand determines output
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Demand Components

C = C (Y � T̄ ) [MPC]
I = I (i)

G = Ḡ

[Fiscal balance: T̄ � Ḡ ]
TB = EX � IM = TB(EP̄�/P̄,Y � T ,Y � � T �)
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The Trade Balance

TB = TB(EP̄�/P̄,Y � T ,Y � � T �)
Expenditure Switching

Relative Income Levels

MPC = MPCH +MPCF
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Figure 18.19  Stabilization Policy under Floating Exchange Rates 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Figure 18.20  Demand Shocks Down Under 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Policy Constraints

Exchange rate regime

Fiscal �space�: funding risk

Foreign-currency debt

Incomplete information and the inside lag

Outside lag

Long-horizon plans

J curve

Pegged currency blocs
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