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question

how do changes in exchange rates affect aggregate demand?

this paper argues:

(] devaluations generally expansionary in RANK

[0 but can be contractionary in HANK via real income channel
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[0 ... but slope of Walrasian demand depends on 7 relative to 1
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real income channel

1 > 1: substitution dominates income effect

n > 1 decrease in price increases demand
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real income channel

n<l

1 < 1: income effect overwhelms substitution

decrease in price decreases demand

>

p

Need small 7 for real income channel to have bite
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effect of Foreign interest rates on Home output

O care about dy/dQ, but @ is endogenous

[1 depend on how domestic monetary policy responds to i;“ 1 shock:

Aqt+1 = (1 — O()(%t - %I)

o iy = 1;: keep exchange rates fixed Agir1 = 0

o i; = 0: monetary policy lets ex-rate depreciate Agy11 = —(1 - w)if

o Auclert et al: real rate unchanged:

7+ =0 = 1t = —
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effect of exchange rates on Home output

00 RANK with i; = 0:
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o contractionary depreciation in RANK: g; < 0 and ¢: > 0 if v > 2=
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effect of exchange rates on Home output

O RANK with i; = 0:
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effect of exchange rates on Home output

O RANK with i; = 0:

Afpy1 = (047 -

O HANK (8 > 0) with 7, = 0
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effect of exchange rates on Home output
O RANK with i, = 0:
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O HANK (0 > 0) with 2, =0 with v =1
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Keynesian multiplier

contractionary depreciation in HANK only when it is also in RANK
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overall...

[J thought provoking paper!

[0 however, both HANK and RANK can feature contractionary depreciation

O ... but not when monetary policy tries to keep 7y = 0, need small x

[0 important to provide empirical support for small x
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