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John-ren Chen

The Effects of Stabilization Policy under Controlled Flexible

Exchgggg Rates

I. Introduction:

Since the pioneer article of Mundell { 5] the effects of
fiscal and monetary policies under alternative exchange-
rate systems belong to one of the most discussed topics
in the economic journals. "It is often argued that under
flexible exchange rates and internationasl capital move-
ments, fiscal policey results in a small increase in out-
put and employments, whereas monetary policy tends to
result in a strong increase". L12]

While in the most American journals the effects of fiscal
and monetary policies‘on the employment and the resl in-
come under alternative exchange-rate systems are analysed
under assumption of constant price levels, the problem of
imported inflation is mostly discussed in the German jour-
nals. ( 2,6,7,8 ]

The effects of fiscal and monetary policy in an open eco-
nomy depends mainly on the interest elasticity of inter-
national capital movements [10,12].If the internationsal
capital movements are considered explicitly, there arise
many problems, e.g. the real wealth effects of exchange
rate adjustment on the net foreign capital (bonds of
foreign country, credit to foreign residents, etc.,)
holded by domestic residents, (since the "real

foreign wealth" will be influenced by exchange rate



ad justment if the foreign wealth is quoted (or stated) in
foreign currency), the real income effect of exchange rate
ad justment on the net income or interest transfer to foreign
country, especially if these payments are stated in foreign
currency, etc. These real wealth effect and real income
effect of exchange rate adjustment are neglected hertofore.
As Blinder and Solow { 1] pointed out the meaning of the real
wealth effect and the real income effect of bonds for the
influences of fiscal and monetary policies in a closed eco-
nomy, the regl wealth effect and the real income effect of
exchange rate adjustment should be considered explicitly for
the effects of stabilization policy in an open economy if
international capital movements are treated in the model.

In this paper we shall point out the meaning of the quotation
of the net foreign claim or indebtedness and the related in-
terest payments in own currency and in foreign currency.

The effects of fiscal and monetary policy are analysed under
flexible exchange rates with active transaction policy of the
government on the market of foreign exchange. This exchange-
rate system is tentatively called as "controlled flexible ex-
change rates"which characterize the current world exchange-
rate system of the most developed market-economy countries,

In this paper the effects of fiscal and monetary policies in
an open economy will be analysed. For this purpose we shall
expand the model of Blinder and Solow [1 ] with international
economic relations. The model of Blinder and Solow belongs
to the common model which is set up by Keynesians and
Monetarists for the discussion on the effectivity of fiscal
and monetary policy in a closed economy. In our expanded
Blinder-Solow model the real wealth effect and the real in-
come effect of exchange rate adjustment as well as the real
wealth effect and the real income effect of bonds in the
original Blinder-Solow model are considered explicitly.



The misspeeification (or an elementary algebraic error as
Sohmen {11 Jcalled it) in the most models of monetary
international economics under flexible exchange rate will

be discussed.

In an open economy the supply of money may be affected by
the active transaction policy of the govermment on the
market of foreign exchange, since the foreign reserves of
the country will be influenced. Policy to sterilize the
effects of change in foreign exchange on the supply of
money can be practised. We shall consider the influences
of such sterilization policy on the effects of fiscal and
monetary policy under controlled flexible exchange rates.

The problem of financing government dificits by money-
creation and by new bonds will be treated in a simple

dynemic model, The dynamic property of the model is affected

by the fact whether capital flows in or out the country
considered.



II. The Modell (Blinder-Solow-Model for an Open Economy):

The expanded "Blinder-Solow" model for an open economy
can be described by the following functions;
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real gross nationsl product (GNP)

real consumption

interest payments of government bonds (It is
assumed each bond is a perpetuity paying one
currency unit e.g. § 1 or 1 DM per year.)
tax

real wesalth

investment

domestic interest rate

government expenditure

real export, i.e. real import of foreign country

defined in one unit of domestic currency

real import, defined in one unit of foreign
currency

exchange rate, defined as price of one unit
foreign currency in domestic currency (In the
original equilibrium we assume e=1)

used in (1) to (5) are explained as follow-



7 = net foreign interest transfer, for simplicity we
assume that each foreign indebtedness is a perpetuity
paying one currency unit per year.

= ¢capital stock

= the supply of money

= the real cash balance

) wkﬂ;q 1

= the price level which is assumed to be constant and
equal 1 at the original equilibrium

H = the net transsction volume of government on the
foreign exchange market. In a free flexible exchange
rate system H is equal to zero

F = net international capital movements assumed to be a
function of domestic and foreign interest rate (espe-
cial of the difference of the domestic and foreign
interest rate)

Y+B-T = disposable income

Y', r', M = GNP, interest rate and real import of foreign

country, respectively

The following notation is used in this paper:

6. = 2 o - _ .4l

Y ) W W ? r ~ 4dr

etec.,

(1) is the equilibrium condition for the market of goods in
which the consumption function, investment function, export
and import function are set in, The variables in parenthesis
are the determinating factors for the structursl functions
respectively.

The real consumption is assumed to be depended on the dispos-
able income and the real wealth. The investment is a decreas-
ing function of domestic interest rate. The export is a in-
creasing function of foreign exchange rate and the foreign

GNP, while the import is dependent negatively on foreign ex-



change rate and positively on domestic GNP.

The function (2) is tax function. It is assumed that the net
foreign interest payments are not taxed by the domestic go-
vernment. The tax is an increasing function of gross domestic

income.

(3) is a definition of real wealth.

(I4) describes the equilibrium on the money market. The real
cash balance (demand for money) is a function of interest
rate, GNP and real wealth with the usual assumptions on the
functional relationships with respect to the independent vari-
ables respectively.

(5) is the equilibrium condition for the market of foreign
exchange. The balance of payments is described by the trade
balance (M'— e M), the balance of international capital move-
ments F(r,r’), the balance of active transactions of the go-
vernment and the balance of international income transfer pay-
ments (Z).1)

Sohmen[10] pointed out a misspecification in the Laursen-

Metzler model and subsequent authors because of neglecting the

employment effects of terms-of-trade changes:2)
"Neglecting it meens that an elementary salgebric error is
introduced, no matter how elaborate s model may be in other
aspects."”

e —r————
e

1) We shallaily study the case of interest transfer payments due
to the international capital movements. Other forms of in-
come transfers are assumed to be exogenous and equal to zero.

2) Sohmen.[11] especially P.525



This misspecification is introduced in many models in such a
way that in both functions (1) and (5) (M - M) is used indif-
ferently by the assumption of constant price levels in home

as well as in foreign country under flexible exchange rates.
But even under the assumption of constant price levels in both
home and foreign country, the real GNP in its own currency and
in foreign currency varies due to the exchange rate adjustments.
Obviously M - M is not equal to (M - e M) (with original ex-
change rate e=1), if the exchange rates adjustment realized.

The real wealth effect of change in interest rate, price level
and exchange rates can be studied from (5). The net foreign
interest transfers paid in domestic and foreign currency can
be related by the exchange rate such as:

Where Z°is the net foreign interest transfer paid in for-
eign currency.

If the net foreign interest transfer is arranged to be
paid in domestic currency, then 2 is constant, i.e. dZ = 0.
Otherwise if the net foreign interest transfer is arranged
to be paid in foreign currency, then Z’is constnat, i.e.

dZz = 0.

The real wealth effect of change in interest rate and price
level is respectively:

| oW =(B+Z)
: 0 T P r2
(7)
: 3
; ag - - rIL+B+% <0
r P~

If the net foreign interest transfer is arranged to be

paid in domestiec currency, then influence of exchange rate



ad justment on the real wealth and on the real income can
be neglected. If the net foreign interest transfer is
arranged to be paid in foreign currency, then the effect
of exchenge rate adjustment on the real income and the
real wealth is respectively:

PR . .

&e=Me-Me+Z 0
(8)

awW 7

pe  r >0

The above model (1) to (%) is the Blinder-Solow model
extended by international economic relations. In the

model the net foreign indebtedness and the net foreign
interest transfer are explicitly considered. In this paper

we assume:

(a) There exists a single equilibrium for the model (1)

to (5)

(b) Ue - M= M; - Me - M >0 (Marshall-Lerner)

This assumption seems to be consistent with the
results of empirical research.1)

(¢) We neglect the capacity effect of the net investment
{(short-run analysis), and

(d) The price level is assumed to be constant. In the
original equilibrium the exchange rate and price
level are specified such as e=1 and P=1.

In section 2 through L we assume furthermore that the
active transaction policy on the market of foreign ex-
change has no effect on supply of money, i.e. full

sterilization of change in foreign reserves on money

supply.

1) Krelle, W. etc.[ 3 ]



III. The Effects of Fiscal and Monetary Policy (I):

TR g TR S Y

We consider at first the effects of fiscal and monetary
policy under controlled flexible exchage rates for the
case that the net . foreign capital and net foreign in-
terest transfer are arranged on domestic currency.

We differentiate the functions (1) to (5) total at the
equilibrium for the case that Z is given. Solving the

1)

equation system we have:

8.11dY - 8.126.9 = A1
(9)

1

with
CW(B+Z)-P

ayq = 1-Cy(1-Ty )4Myt — s > 0
11 YT T (Bez) 2oL, Ly

where 1 >CY , TY R MY ’ Cw s Lw >0 ;

where M; ? 0, M <0

1) The solution for dY and de of (9) is:
Bophytayphs _ 8448p-8504,

H de =
8198pp%84 587 8118,5%89 0809

dy =
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2

C. (B+Z)-r°1 C

A, =:( g £, EF + cY(1-TY)+-3%L]dB + dG + 4z
r Lr"]-.w ( B+Z )

2

2
+L CW(B+Z)—1" II’
r Lr-Lw(B'l'Z)

. Lw + Cw] dK + M Y 4dY

2
- CW(B+Z)-r Ir

+
L raLr-Lw(B+Z)

(L, - 1) + CdeL

2
r Fr %X

Lw(B+z)-r2Lr

By = - My +
where Fr > 0

855 = Me - Me - M >0

1
A, = l 2 2
2 -
rgLr-I (s+z) | T LrLWdK + r Fr(LW 1) 4L

+ rFerdB] + dH - dZ - MydY + F dr

841810 * 8qp8p1 = 8pp [f'cy(1‘TY)] MMy

2 2
a22[cw(B+z)-r I£]+r UF,

Ly ¥ 0

rZLr - L (B+2)

The first equation of (9) is analogeous as "the internal
balance schedule" (GG ) and the second equation as "the
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foreign balance schedule" (DD ) in the model of MundellLu_j

The slope of the foreign balance schedule depends on the
partial derivative Fr i.e., the partial effect of change in
interest rate on international capital movements, or the
interest elasticity of international capital movements. The
higher the interest elasticity of international capital
movements the flatter the slope of the foreign balance
schedule. The foreign balance schedule runs parsllel to Oe
if the interest elasticity of international capital move-
ments is infinite.

Y Fig. 1
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The effects of fiscal and monetary policy can be studied now
with comparative static analyses:

(10)

(1)

(12)

I
'
i
1
i
i
i

2 Y _ 850 5 0
0G  ajq8pp + 81585
cw(B+z)--r21r reFr(1—Lw)
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0 Y _ Ug y 0
- +8. ~8
o H 8198p,%a4 585,
de _ 811 S0
(13)) 3E  ayja55taysa,,
? 2
r £
' 9r _ r LYUe <0
CTIHE T2 5
(L1 (B+2)] (81q855%85857)
Y -M
= L0
92 8qq8pp%84 585,
de _ “84978p, 0
(L) oz 84985518, 585,

é
| 2
: -Mr
L 9 _ - v £ 0
| 92 7 [Ly(B+Z)-r Lp) (2qq8p5%8, 585,)

A comparison between the impact of a change in government ex-
penditure and the quantity of money on the real output,in-
terest rate and exchange rate shows that the different way of
influence of fiscal and monetary policy. Under controlled
flexible exchange rates en increase in quantity of money has a
depreciation effect on the country’ s exXchange rate because of
increasing domestic demand on the one hand and capital export
on the other hand, since the interest rate become lower in
home country. An expansive fiscal policy induces a depreciation
effect because of stimulating domestic demand but an apprecia-
tion effect because of capital import, since an expsansive fis-
cal policy has a positive impact on the domestic interest rate.
The net effect of an expansive fiscal policy on the country's

exchange rate depends on the marginal propensity to import of
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the country and the interest elasticity of international
capital movements. The higher the marginal propensity to im-
port the greater is the depreciation effect, and the higher
the interest elasticity of internstionsl capital movements

the higher will be the aprecistion effect.

An active transaction policy of the government on the market
of foreign exchange for a depreciation of the country's ex-
change rate has stimulating effect on the real output and
negative effect on the interest rate.

Now it is interesting to study the effect of fiscsal and mone-
tary policy for the two limiting cases: (a) if the interna-
tional capital movements are completely unelastic to the
change in interest rate and (b) if the international capital
movements are infinitely elastic to the change in interest

rate:

(A) The limiting caese @ =zero interest elasticity of inter-

national capital movements:

M. - M, - M
gg =t A: >0
(15) ,
Cw(B+Z)—r I
- azz[raLr_Lw(B+Z) (Lyy~1 )+cw]
— T >0
aag }:i >0

i De rgLr-Lw(B+z) 5 w]
LT A, > 0

&
=2




2
rrassLy
[LW(B+Z)-r2Lr] A,

| 2
‘ iy 2 Cw(B'i'Z)-I' II‘
(17) 7L {‘3221‘ LYELW(B+Z)-I'2LI, (1'Lw)+CwJ

(1-L,) r°

erg-Lw(B+Z)

> 0

or _
3G

Lerg-Lw(B+z )] Ayt £ 0

where

2
A, = a22[‘l —CY(1-TY)]+M M+ a22{0W(B+Z)—r II‘]LY

Lw(B+Z)-r2Lr

{(18) oY J e
-T;ﬁ- » O and T H > 0
(19) aaY ¢ 0
(B) The limiting case ! infinite interest elasticity of
international capital movements:
Y .
‘ 50 - 0
(20}
oy __ "ty 5 0
I aL LY
ge 1
= >O
oG Ue
) ( ) Cyy(B+2)-r°T
1-Lw [‘I—C 1T +MY+2 +L.,C
Y Y
(21)1 oe LW(B+Z)~I=2Lr ] Oy
|

ot Uy Ly

» 0
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The "internal balance schedule" and "the foreign balance
schedule" for the limiting case of infinite interest elas-
ticity of international capital movements can be drawn in
Fig. 2. In this case the foreign balance schedule runs
parallel to Oe,

A Fig. 2 F =20




- 17 =

An expensive fiscal policy will shift the internal balance
schedule rightwards and induce a depreciation effect on the
exchange rate without any influence on the real GNF. An eXx-
pansive monetary policy ( increasing quantity of money) will
shift the internal balance schedule rightwards and the
foreign balance schedule upwards and therefore increase the
real GNP and depreciate the exchange rate.

In inguiring the effect of fiscal and monetary policy for
the two limiting cases we realize the following propositions:

+

First, lim %é L4 %g 2 1lim gg
F—=0 FP—oe
T r
. [ 2 3Y 2 . Y
Second, lim S ST~ lim 3T
F£-5v: Ffw>o
Since
3 Y a22[r2Lr'Lw(B+Z)UeP2LY]
- { ) = < 0
5Fr G (a + g )2
11822 12821
and
2
I A ~Uer” (1-Ly)
3F 3L /T >
r (844855%8 5850 ) [r L,=Ly (B+2)]

e

r ULy

Lw(B+Z)—r2Lr { CW(B+Z)-r21r

(8,4 840,% 84 n8,4 ) a22[ o]
1180078 0809 L, (B+2)-r°L,

2
B _{(1-
(‘l-Lw)+CwJ+Ue r Lw; } >0

LW(B+Z)—r Lr
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1V. The Effects pfdyiggg}mgnd‘Mppgtgry_Policy (I1):
We shall now consider the effects of fiscal and monetary
policy for the case that the foreign capital and the for-
eign interest transfer are arranged on the foreign
currency. The internal balance schedule and the foreign
balance schedule for this case are as follows:
a ay - a de = A
11 12 1
(25)
859 ay + 85, de = A,
811 % 819 v 8x1 T 829
_ 0 (B+2)-1"T,,
a1p = aqptet 2 > 0
LW(B+Z)-r L,
rF_+ (B+Z)—r2L
- rtlu r
855 = 855 +[j + v ] Z 20
LW(B+Z)-r L.
E1 = A, - dz
A, = Ay # az
where e=1 for the original equilibrium is used.

In comparison between the equation system (9) and (25}
we find that both the internal and the foreign balance
schedule in (25) are steeper than that in (9), if the
country considered has net foreign claims, i.e. 2 >0 ;
and that both the internal and the foreign balance
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schedule in (25) are flatter than that in (9), since 512> U
and 8,5,y 8,,,if Z>0;and 8,,¢ 8y, and ay5¢ a5, if

Z {0, This means that for the country with net foreign claim
the stabilization policies will influence the real output
more strongly and the exchange rate more weakly if her resi-
dents hold foreign bonds and receive net interest payments in
foreign currency than if the foreigners borrow from her resi-
dents and would pay back in her currency. But if the country
considered has net foreign indebtedness the stabilization
policies will influence the real output more strongly and the
exchange rate more weskly if her residents borrow in foreign
country and will pay back in foreign currency than if for-
eigners bought bonds from her residents.

The first case can be shown as follows:

3y ¢ 9Y 1 ,
aG|Z = given 2G| Z = given and
!
| 2y Y|,
: JL [Z = given 2L |Z = given
(26) |
! 3G|Z = given 3G | Z = given and
!
i e > Je ,
‘ 3L|Z = given 3L {Z = given for Z »0

analogous for the second case:

|2y N s &
! 3G |Z = given 2G |2 = given and
g —%%%Z = given ? —%%% 7’ = given
(27)! '
g 'gg-z = given 4__%§~ 7’ = given and
%3%_2 = given ¢ %E 7 = given for Z <0
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V. The Effect of Active Transaction Policy on the Market of

Foreign Exchange:

Heretofore the effects of active transaction policy are
studied under the assumption that the change in foreign
reserves due to the active transaction of the government
on the market of foreign exchange is fully sterilized for
the domestic money market. In this case the effect of
active transaction policy on the real output, the exchange
rate and the interest rate are quite c¢lear cut as shown in

gsection III.

In this section & more general assumption on the steri-
lization policy of the active transaction policy for the
domestic money market will be introduced with the following

functions:

—%-= 1 (Y, v, W)
(28)
L=L+bH with 1Xbv2o0

b can be called as the ratio of sterilization.

The model of section II is modified accordingly. The effects
of the active transaction policy can be summerized as fol-
lowing:

2
(CW(B+Z)-P Ir

Y
(29) -7;ﬁ-={ﬁe+ba2

(1-L.,)+C,, | +
AL, (B+2)-rL, " W]

rzFr(1—Lw)
bUg L (B+Z) / (ayqap5tay0859) > 0
U
or 9y _ e + 32X 1 v o
o H 8yq8p5%8 809 CRY
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a
11 3
(30) —L& = + b2
ol 811850781 5854 oL
2
- U
Ar _ r LY e 3r

> >
[I' L,.~Ly, (B+2Z )] (a41855%858,5)

In comparison to (13) in section III the effects of active
transaction policy are strengthened under the generalized
assumption of sterilization (i.e. 1 2 20), It is easy to
see, that the higher will be the effects of active transaction
policy the lower the sterilization ratio of change in foreign

exchange reserves, since

d 0y
—a5 LS >0

(32)| —55 (210

d 9
35 \ -aﬁ )20

Furthermore, with a sterilization ratio grester than zero the
sctive transaction policy is always effective, even if the
interest elasticity of international capital movements is in-
finite, for '

1im 0Y _ b(pw(B+Z)-r2Lr](1—Lw)

F. oH LYLW(B+Z)

lim_2de _
R, R { b(1-Ly,) [1 ~0y (1T ) +My+2

2
Cw(B+Z)-r Ir]

(33) LW(B+Z)-r2Lr

+LYCW}/ Uy > O

lim 9r

b
¥ 9 H LY

<0
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VI,

Financing government dificits by money-creation or by

new bonds:

We modify our model (1) to (5) with the following two
differential equations which desecribe the ways of finanec-
ing government dificits and change in net foreign interest
transfer result of international capital movements:

I. + B G+B-T (Y +B)

1l

(34)

r.F(r, 1)

™~
|

Notation: L = %9 , B= B, ege.

In this section we want to study the stability of the model
(1) to (5) and (34), especially, for the case if the govern-
ment deficits are financed by money creation end the case
if these deficits are financed by new bonds., Other than the
case studied by Blinder and Solow|:1 ]in an open economy
with international capital movements the net foreign in-
terest transfer varies sccording to whether capital flows

in or out the country considered.

To study the stability of the model it will be usefull to

consider the static equilibrum equations as defining vV,

r and F as funections of G, L, B, Z, K, Y', eand H : D%

Yy=(G, L, B, Z, K, H, ¥ )
(35) r=RR (G, L, B 2, K, H, ¥ )
F=Ss (G, L, B, Z, K, H, ¥')

1) Compare the solution of the model in Section IIIX
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In Section II and III we have derived the partial derivatives

1)

of these functions at the equilibrium, e.g.

oY 850
81q8pp%84 585

etec.

A. Pinancing Deficits by Money-Creation:
If the deficits are financed solely by money-creation,
then the function (3l;) can be modified asa:

i =G+ B~-T (Y +B)
(36)

| Z=rF (v, )

It

The stability of the model (1) to (5) and (36) can be
studied by the following homogemevus differential
equations of the firstxapproximations:

= e

-T,Q -T.,Q
(37) . o TR,
Z

FRL+PSL FRZ+rSZ z

where 1l = i - L

=7 -7
FRL + rSL = (F + rFP)VRL
FR, + rSZ = (F + PFP) R,

———

1) See Section II and III
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The model (1) to (5) and (36) is stable, if the following
1)

conditions are fulfilled:

Trace = - TYQL + (F+rFr) Rz L 0
(38)
Det = - TY(F+rFr) (QLRZ—QZRL) > 0

Therefore, for capital importing country the model is
always stable, if the deficits are financed by money-
creation; and for capital exporting coumtry the model is
stable if the deficits are financed by money-creation
and if the international capital movements are

"sufficiently" interest elastic, i.e. if r_ o 3 |
F r

(B) Financing Deficits by New Bonds:

The eguations of (36) should be modified as following, if
the deficits are financed by new bonds:

B=G+B-T(Y+B)
(39)

Z=rF(r, r)

Analogous to (37) the stability of the model (1) to (5)
and (39) can be studied by the following homogeous (first
approximation)} differential eguations:

-rZLYM
1) RZ = > 2 0
(L (B+2)-rL] (ag g ap5%a 551 )
__9oF Jr _ oF _ 3r _
S, = 3rv 3z <O S, = 3r 3T T FeRp ¢ 0
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T e

r[1-1,(1+Q5)] -rTyQ, b
(4O)

(F+rFr)RB (F+rFr)RZ L z

| Trace = r(1-TY(1+QB)]+(F+rFr)RZ

(1) l
| Det = (F+rFr)r[RZ-TY(RZ+QBBZ-QZRB)] -TyR, (1+Q5)

The model is stable, if the Trace is negative and the Det

is positive,

Therefore, for capital importing country the model is stable
if the deficits are financed by new bonds and if QB 2 0, i.e.
1)
and for capital exporting country which finances the deficits
by new bonds the model is stable, if the additional bonds
have g positive net impact on GNP, i.e. QB » 0, and if the

if the additional bonds have a positive net impact on GNF,

international capital movements are "sufficiently"” interest

elastic, i.e. if _pr
F Fr > 1

1) "Is the net effect of the additionsl bonds on GNP (i.e. QB)
positive or negative?". This constitutes one of the main
issues separating monetarists from Keynesians.

"If the parameters of the system are such that the net
wealth effect of a new bond issue is contractionary, the
monetarists will be vindicated; but the more important
consequence is that the System will then be unstable."
(Blinder & Solow['I ] , P.328)
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VII. Summary:

In a simple common macroeconomic model of Blinder-Solow
expanded with international economic relations for an

open economy the effects of fiscal and monetary policies
on real output, exchange rate, interest rate, etc. are
studied under controlled flexible exchange-rate system
which characterizes the recent exchange-rate system of

the most developed market-economy countries. Interna-
tional capital movements are considered. The terms of
trade effect (Laursen-Metzler effect) and the direct cash
balance effect are neglected deliberately. But the real
wealth effect of bonds, the effects of exchange-rate

ad justment on the real net foreign wealth and on the real
income of the internmational interest transfer are con-
sidered explicitly. We point out the meaning, whether the
net foreign capital (claim or indebtedness) and the inter-
national interest transfer are quoted in currency of home
or foreign country, for the effects of fiscal and monetary

policy in an open economy.

In this paper we analyse the effects of stabilization
policy under constant price level. The effects of exchange-
rate adjustment on the real net forelgn capital and on the
real net international interest transfer can be neglected
if the net real foreign capital and the net interest trans-
fer are guoted in the own currency.

If the country considered has net foreign claims, then the
effects of fiscal and monetary policies on the real income
is more strongly and on the exchange rate is more weakly,
if the net foreign claims and the net interest transfer

receivable from the net foreign claims are guoted in the
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foreign than in the own currency. If the country considered
has net foreign indebtedness, then the effects of fiscal and
monetary policies on the real income is more strongly and on
the exchange rate ismore weakly, if the net foreign indebted-
ness and the net interest transfer are quoted in the own than

in the foreign currency.

The effects of fiscal policy are weaker, the higher the interest
elasticity of international capital movements. The effects of
monetary policy are weaker, the lower the interest elasticity

of international capital movements.

The effects of active transaction policy are stronger the lower
the sterilization ratio of change in foreign reserves to the
money supply. The active transaction policy does not matter, if
the change in foreign reserves is fully sterilized and the in-

terest elasticity of international capital movements is infinite.

The way of financing government deficits, i.e. whether the de-
ficits are financed by money-creation or by new bonds, is im-
portant to the effects of fiscal and monetary policy. For
capital importing country the model is always stable, if the
dificits are financed by money-creation. For capital exporting
country the model is stable, if the deficits are financed by
money~creation and the interest elasticity of international
capital movements is higher than unity.

For capital importing country, the model is stable, for
financing deficits by new bonds, if the additional bonds have

a positive net impsact on GNP. For capital exporting country

the model is stable for financing deficits by new bonds, if the
additional bonds have a positive net impact on GNP and if the
interest elasticity of international capital movements is higher

than unity.
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