IB EXAM Paper 2 type question

The marks for this question are out of 10 as per the IB grading scheme for the Paper 2 Question on the IB Exam in May. 

It is recommended that the student allows 20 minutes to answer this question.

This is the form of the question:

1.  What is the predicted net export effect of a tight monetary policy? Explain.

Students are expected to:
1) Define term(s)

2) Diagram

3) Discuss (analysis)

IB EXAM Mark Scheme Paper 2

1.  What is the predicted net export effect of a tight monetary policy? Explain.

Definition of net export effect – the effect of monetary policy on exchange rates, 

reserve balances and the current account and financial account balances
Definition of tight monetary policy – Policy to reduce aggregate demand by altering the 

supply or cost of money (rate of interest)

Analysis:

A tight monetary policy will cause interest rates to rise

Inflow of financial capital into US should increase (interest rate differential)

As foreign investors demand US$ to invest in US, then $ appreciates relative to other currencies

When $ appreciates, US goods (US Exports) become more expensive to foreign buyers and foreign goods and services (US Imports) become less expensive to American buyers

Therefore, exports tend to fall and imports tend to rise which reduces the value of net exports

Exchange rate changes in response to interest rate changes in the US strengthen domestic monetary policy
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A graph of the change in the exchange rate is interesting but does not explain the net export effect.
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