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[0 O The official settlements balance is in deficit if the IS-LM intersection is to the right of ] or below[] the FE
curve.[] [0 This section has given the same reasoning about three markets in three alternativeforms] the
causal-arrow sketch of Figure 8.4;the listing of Equations 8.901 8.11[1 and 8.12;and the use ofIS-LM-FE diagrams
[ Figures 8.5 through 8.700 . The waythat we use this framework-especially the way that we use the FE
curve-dependson the type of exchange-rate policy that the country has adopted.As we will examinein the next
chapterl] if a country adopts a fixed exchange rate[J then any divergencebetween the IS-LM intersection and the
FE curve shows that official interventionis needed to defend the fixed rate. The official settlements balance is not
zero-official intervention to defend the fixed rate results in official reserves transactions.As we will examine in
Chapter 1007 if the country adopts a clean float[] then the offi-cial settlements balance must be zero[l and
somehow a triple intersection betweenthe ISCI LM and FE curves must occur.In different ways[] to be explored
in eachchapter these situations create pressures for adjustments that affect the country'smacroeconomic
performance. THE PRICE LEVEL DOES CHANGEDO [ In developing the framework so farl] we have generally
ignored the product price leveld PO .We assumed that the price level is a constant for the short run given by
previ-ous history.While this may be reasonable for most short-run analysis(T it is clearly not appropriate
generally. The price level does change over time for three basic reasons.[] O Firstd most countries have some
amount of ongoing inflation. This amount can be anticipated and built into inflation expectations.Generally

[J ongoing positive inflation requires sufficient ongoing growth ofthe country's nominal money supply.The role of
ongoing inflation was prominent in Chapter 50 especially in discussing the monetaryapproach.J [J Second

[ strong or weak aggregate demand can put pressure on the country's price level.If the price level is somewhat
sluggish{ then this effect will not be felt inthe immediate short runJ but it will have an impact as the economy
moves beyond the initial short run. The strength of aggregate demand must be evaluated against the economy's
supply-side capabilities for producing goods and services.If aggregate demand is very strong] then actual
production strains against the economy's supply capabilities. The economy will "overheat" and there will be upward
pressure on the price level.O In a setting in which there is ongoing inflationJ this really means that the price level
will rise more tharrit'otherwise would haved anyway.The inflation rate will increase.[] If aggregate demand is weak
[ then product markets will be weak[J creat-ing downward pressure on the price level because of the
"discipline".effect of weak demand.[d Again[] in a setting of ongoing inflationC] this really means that the inflation
rate will be lower than it otherwise would have been-the price level may still be ris-ing but it will rise more slowly.
O O O Thirdd shocks occasionally can cause large changes in the price level even in the short run.One example is
an oil price shock.As oil prices rose dramatically during2004-2008[] inflation rates increased in the United States
[ the euro areal] and most other oil importing countriest] although the effects were not as large as those during
the two oil price shocks in the 1970s.00 [ Another source of a price shock is a large[] abrupt change in the
exchange-rate valueof a country's currency.As we will discuss in the next chapter( a large devaluation or
depreciation is likely fo cause a large increase in the domestic-currency price of imported products.The general
price level tends to increase quickly because of boththe direct effects of higher import prices and the indirect effects
on costs and otherprices in the country.For subsequent analysis using our framework( the effect of strong or weak
aggregate[] [1 demand on the price level is ofmajor interest.As we move beyond the initial short run] we do
expect adjustment in the country’'s product price level. This can have an impacton the country's international price
competitiveness(] as discussed in the next section. O Ifinternational price competitiveness is affected(] then the
country's current accountbalance changes.In addition[] although we will not focus on this effect in subsequent
analysis[] a change in the price level changes money demand [ through the PY term .[J [ If the nation's money
supply is not changing in line with the change in money demand[ then the LM curve will shift over time.00 O O

O
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