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I (4.5)  
Define three of the following concepts (3-5 lines each): 

i. Global Imbalances 

 

 

 

 

 

 

 

ii. Financial Openness  

 

 

 

 

 

 

 

iii. PPP Exchange Rate  

 

 

 

 

 

 

 

iv. Short-Term Deviations from the Law of One Price 

 

 

 

 

 

 

 

v. The Long Run Monetary Policy Dilemma  
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IV (2) 
In each question, choose one (correct answer: +0.5; wrong answer: -0.125):   

 
1. In a two-period world with two large economies (with similar preferences) and no investment, the 

world interest rate will decrease if, all else equal, (i) the rate of time preference increases; (ii) output 
in the second period increases in one of the countries; (iii) output in the first period falls in one of 
the countries; (iv) none of the above.  
 

2. In the two-period, optimal investment increases when (i) the rate of time preference decreases, in the 
open economy; (ii) current output increases, in the closed economy; (iii) current output decreases, in 
the open economy; (iv) none of the above.  

 
3. International portfolio diversification does not help mitigating risk when (i) cross-country shocks 

are symmetric and affect capital incomes, only; (ii) cross-country shocks are asymmetric and affect 
labour incomes, only; (iii) cross-country shocks are symmetric and affect both capital and labour 
incomes; (iv) all the above.  
 

4. Exchange rate targeting will fail to stabilise prices if (i) relative PPP does not hold; (ii) absolute PPP 
does not hold; (iii) money velocity is unstable, (iv) all the above.  
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II (13.5) 
Please present the results with, at most, 3 decimal places.  

Each subgroup (2A, 2B and 2C) must be answered in a different sheet. 
II.A. Consider Font-Aines D.C., an economy with a single, homogeneous, good. In this economy, the 

production function is given by 𝑄𝑡 = 10𝐾𝑡
0.5, the initial capital level is 𝐾1 = 100, and 𝛿 = 1. The 

representative consumer lives for two periods, with preferences represented by 𝑈 = 𝐶1𝐶2 . Further 

assume that there are no initial assets nor liabilities. This economy is open to capital flows and faces a 

world interest rate of 𝑟∗ = 25%. 

 

a) Considering the information regarding Font-Aines D.C., determine:  

(a1) The optimal investment in period 1 

(a2) The net present value of investment 

(a3) The lifetime wealth 

(a4) The optimal consumption path 

(a5) The trade balance in periods 1 and 2 

(a6) The NFIA in periods 1 and 2 

(a7) The current account in periods 1 and 2 

 

 

b) Unexpectedly, a release of a new technology – ROMance – caused a productivity surge and the 

production function in Font-Aines D.C. is now given by 𝑸𝒕 = 𝟑𝟎𝑲𝒕
𝟎.𝟓. Find the new values for:  

(b1) The optimal investment in period 1 

(b2) The lifetime wealth 

(b3) The optimal consumption path 

(b4) The trade balance in periods 1 and 2 

(b5) Represent graphically 

 

 

c) After adopting the new technology, residents from Font-Aines D.C. decided to close the border, 

afraid foreigners would steal their beloved ROMance, and so they became a closed economy. 

Departing from b), determine:  

(c1) The production possibilities frontier 

(c2) The optimal consumption path 

(c3) The optimal investment in period 1 

(c4) The autarky interest rate 

(c5) Is the economy better off compared to b)? Mention some of the reasons that can be driving     

the difference in welfare.   
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