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API-119: Advanced Macroeconomics for the Open Economy II, Spring 2019

Harvard Kennedy School

Staff:	
1st Professor:  		Jeffrey Frankel     	Littauer 217, Jeffrey_Frankel@harvard.edu
Faculty Assistant:	Minoo 	Ghoreishi	Belfer 510A Minoo_Ghoreishi@hks.harvard.edu

2nd Professor:		Eduardo Levy-Yeyati	Littauer 311, ELY@utdt.edu
Faculty Assistant:	Ramie Jacobson	Rubenstein 126, Ramie_Jacobson@hks.harvard.edu

Teaching Fellow: 	Yazan Al-Karablieh     yzal@fas.harvard.edu
Course Assistants:       Maria Florez, Daisuke Fukuzawa and Thomas Moatti, 

Times:	   
Lectures:  		Tuesday & Thursday, 1:15-2:30 pm, in L140
Plus Wednesday lectures, 3/27-4/17, 8:45-10:00 am, in L140
Review Sessions: 	Friday, 1:15 or 2:45 pm, in Land Hall
Final exam: 		Monday, May 13, 2:00-5:00 pm.   


Course Description: This course is the second in the two-course sequence on Macroeconomic Policy in the MPA/ID program.  Topics covered in the first half of the course include international financial integration, exchange rate models, speculative attacks, the carry trade, portfolio choice, currency risk, and default risk.  The second half of the course uses tools of dynamic optimization; topics covered  include, among others, the Solow and Ramsey models of long-term growth, a primer on Dynamic Stochastic General Equilibrium models, and monetary and fiscal policies in financially integrated economies.

Nature of the approach:  The course is largely built around analytical models. Although real-world examples will appear throughout, the course will rely heavily on theoretical and econometric analysis, as is customary in economics classes.

Who is expected to take the course: This course, like Advanced Macroeconomics for the Open Economy I (API 120), is a required component of the MPA / International Development sequence.  In addition to MPA/ID students, a student who has successfully taken API 120 in the fall is sometimes admitted by permission of instructor

[bookmark: _GoBack]Grading:  25% on Mid-term exam; 55% on final exam; 20% on problem sets & class participation.
Problem sets are due by 10:10 a.m. on the due dates specified below, in the MPA/ID drop box.
Please check the dates of the midterm and final exams before you make any travel plans. 
Students are responsible for knowing what is in the Academic Code and abiding by it.

Topics	and Lectures						                  Problem Set due-dates


Lectures, first half of semester: Professor J. Frankel

I. INTEGRATION OF FINANCIAL MARKETS                                                                  
1. (1/29/2019) The theory of gains from intertemporal trade
2. (1/31) Imperfections in financial markets 			     
3. (2/5) Interest Rate Parity & other tests of financial integration		

II. EXPECTATIONS, MONEY, AND EXCHANGE RATES		         		 
4. (2/7) With flexible goods prices		                                                              ___ PS 1 due
5. (2/12) With sticky prices:  the overshooting model	  
6. (2/14) Speculative attack models			     	 
	     
III. THE CARRY TRADE, RISK, PORTFOLIO DIVERSIFICATION, 
7. (2/19) Exchange rate forecasting, forward bias & risk premium			                  
8. (2/21) Optimal portfolio diversification		                                               ___  PS 2 due 
9. (2/26) Exchange rate risk and home bias

IV. DEBT CRISES & OTHER EM CRISES
10. (2/28) Sovereign risk and debt dynamics		                                               ___ PS 3 due
11. (3/5) Fiscal failures  
12. (3/7) EM crises
13. (3/12)                                          		MIDTERM EXAM

(3/14)   No lecture scheduled
(3/15 – 3/24)					SPRING BREAK


Lectures, second half of semester: Professor E. Levy-Yeyati

[bookmark: _Hlk533331425]V. GROWTH & BUSINESS CYCLES	
14. (3/26) Neoclassical growth (Ramsey) model 
15. (3/27) Endogenous growth models I: Human capital
16. (3/28) Endogenous growth models II: Technology
17. (4/2) Consumption & investment
18. (4/3) Real Business Cycles
19. (4/4) Keynesian theories of fluctuations and the DSGE approach
20. (4/9) Labor & Unemployment

VI. MACROFINANCE
21. (4/10) Banks, credit markets & financial dollarization 
22. (4/11) Global financial cycles: the risk channel & the benchmark effect       ___ PS 4 due
23. (4/16) Finance & the open economy I: International financial architecture and macro prudential policies

VII. POLICY	
24. (4/17) Effectiveness of fiscal policy
(4/18) No lecture scheduled
25. (4/23) Monetary and exchange rate policy: an introduction
26. (4/25) Rethinking macroeconomic policy   			             ___ PS 5 due   

VIII. 2 CASE STUDIES
27. (4/30) Case I: The Great Recession  					
(5/1)   No lecture scheduled						___ PS 6 due
28.  (5/2) Case II: Two Argentine crises (2001, 2018)				

Final exam: May 13, 2019 2:00-5:00 pm


Readings, first half of semester (Prof.  Frankel)

I. INTEGRATION OF FINANCIAL MARKETS          
                                                        
1. (1/29)  The theory of gains from intertemporal trade
 

World Trade and Payments, 10th edition, Chapter 21.5.                 ***


Maurice Obstfeld & Kenneth Rogoff, 1996, Foundations of International Macroeconomics, Parts 1-4.
		                      
2. (1/31) The Lucas Paradox 


Robert Lucas, 1990, "Why Doesn't Capital Flow from Rich to Poor Countries?" American Economic Review 80, no. 2: 92–96. *
Carmen Reinhart and Kenneth Rogoff, 2004, "Serial Default And The 'Paradox' Of Rich-To-Poor Capital Flows," American Economic Review, vol. 94, no.2, May, 53-58.   ***

Eswar  Prasad, Raghu Rajan, and Arvind Subramanian, 2007, “The Paradox of Capital,” Finance & Development, (IMF), March, 44, no.1, 10-13.  *
Laura Alfaro, Sebnem Kalemli-Ozcan and Vadym Volosovych, 2008, “Why Doesn’t Capital Flow from Rich to Poor Countries?  An Empirical Investigation,” Rev.Ec.& Stat., 90, 2, 347-68.  NBER WP 11901.
Mark Aguiar and Gita Gopinath, 2007, “Emerging Market Business Cycles: The Cycle is the Trend,” Journal of Political Economy 115, 1, February. 
[bookmark: aff-1]Pierre-Olivier Gourinchas and Olivier Jeanne, 2013, “Capital Flows to Developing Countries: The Allocation Puzzle," Review of Economic Studies.  NBER WP 13602.
			 
3. (2/5)  Interest Rate Parity 	

WTP, Chapters 21.4, 27.1 .                 ***

     Jonathan Ostry, et  al, 2010, “Capital Inflows: The Role of Controls,”  IMF Staff Position Note 10/04,  Feb.    [In Sp., Revista de Economía Institucional.] *
S. Avdjiev, W. Du, C. Koch, and H.S. Shin, 2018, “The Dollar, Bank Leverage and Deviations from Covered Interest Parity,” forthcoming, June 2019, American Economic Review: Insights.
				
				
II. MONEY & MODELS OF EXCHANGE RATE DETERMINATION
		         		 
4. (2/7)  With flexible prices

WTP, 10th edition, Chapter 27.2-27.3  and  Supplement to Ch. 27, S51-55  ***	

Michael Mussa, 1976, "The Exchange Rate, the Balance of Payments, and Monetary and Fiscal Policy under a Regime of Controlled Floating, Scandinavian J. of Econ.78, May, 229-48. 
Robert Lucas, 1982, “Interest Rates and Currency Prices in a Two-country World,” Journal  of Monetary Economics 10, 3, 335-359.
				     			    
5. (2/12) With sticky prices:  the overshooting model	  	

WTP, Chapter 27.4-27.6.                 ***	

Rudiger Dornbusch, 1976, "Expectations and Exchange Rate Dynamics" JPE, 84, 1161-76.    **
Kenneth Rogoff, 2002, "Dornbusch's Overshooting Model After 25 Years," The Mundell-Fleming Lecture, IMF Staff Papers 49.   *	    	      				
		    



6. (2/14)  Speculative attack models	

WTP, 10th edition, Ch. 24.3 ***

Roberto Chang and Andres Velasco, 2000, “Liquidity Crises in Emerging Markets: Theory and Policy,” in NBER Macroeconomics Annual (MIT Press, Cambridge). 

III. THE CARRY TRADE, RISK, PORTFOLIO DIVERSIFICATION

7. (2/19) Exchange rate forecasting, forward bias, and the risk premium	

[bookmark: OLE_LINK2]World Trade and Payments, 10th ed., Chapter 28.1 ***

Markus Brunnermeier, Stefan Nagel & Lasse Pedersen, 2009, “Carry Trades and Currency Crashes,” NBER Macro.Annual 2008, vol.23, D.Acemoglu,K.Rogoff & M.Woodford, eds.  NBER WP 14473.

Craig Burnside, Martin Eichenbaum & Sergio Rebelo, 2007. "The Returns to Currency Speculation in Emerging Markets," Am Econ Rev.,  97(2), pp. 333-338, May.  NBER WP. 12489.
Charles Engel, 1996, “The Forward Discount Anomaly and the Risk Premium: A Survey of Recent Evidence,” Journal of Empirical Finance, June, pp. 123-191.  NBER WP 5312. 


8. (2/21) Optimal portfolio diversification

World Trade and Payments,  Chapter 28.2 & Supplement to Ch.28, pp. S55-S58.  ***

Hanno Lustig & Adrien Verdelhan, 2011, "The Cross-Section of Foreign Currency Risk Premia and Consumption Growth Risk: Reply," Am.Econ.Rev., vol.101, no.7,Dec., pp. 3477-3500.  NBER WP 13812. 
      “Fear and favour: Exchange-rate shifts have helped the global economy,” Economist, Sept. 7, 2017.


9. (2/26) Exchange rate risk, equity risk, and home bias

  World Trade and Payments,  Chapter 28.3 ***

Nicolas Coeurdacier and Hélène Rey, 2013, "Home Bias in Open Economy Financial Macroeconomics," Journal of Economic Literature, 51 (1): 63-115.
Linda Tesar and Ingrid Werner, 1995, “Home Bias and the High Turnover,” Journal of International Money and Finance, vol 14, no. 4, pp 467-492.


IV. DEBT CRISES & OTHER EM CRISES

10. (2/28) Default risk and debt dynamics

World Trade and Payments, Supplement to Ch.24, pp. S47-S48.  ***

Reinhart, Carmen, Vincent Reinhart, & Kenneth Rogoff, 2012,  "Public Debt Overhangs: Advanced-Economy Episodes since 1800," Journal of Economic Perspectives, V26, No. 3, Summer, 69-86. revised from  “Debt Overhangs, Past and Present,”  NBER WP  18015. Summary in NBER Digest, August 2012.    
"Brazil warned of 'explosive' build-up of public debt," Financial Times, 24 May 2016.
Yannis Stournaras, “Greece needs a new deal with its partners,” Fin. Times, June 14, 2016.
Klaus Regling, “Solidarity with Greece will render its debt sustainable,” Fin. Times, Sept.19, 2017.
“IMF warns eurozone that Greece needs more Greek debt relief,” Fin. Times, Aug. 1, 2018.
“The eurozone recovery achieves critical mass,” Financial Times, Sept. 20, 2017.
                      		
11. (3/5)  Fiscal failures 

J. Frankel, Carlos Végh and Guillermo Vuletin, 2013, “On Graduation from Fiscal Procyclicality,” 
Journal of Development Economics 100, no.1, Jan., pp.32-47.   NBER WP 17619.   
Summary: "Fiscal Policy in Developing Countries: Escape from Procyclicality," Vox.EU, June 23, 2011. **

12. (3/7)  EM crises 

Lessons from past crises and early warning indicators

WTP, Ch. 24.1-24.2  **    
J.Frankel, and G.Saravelos, 2012, “Are Leading Indicators Useful for Assessing Country Vulnerability?  Evidence from the 2008-09 Global Financial Crisis,” in J. International Economics. 87, no.2, July, 216-231;  NBER WP 16047.  HKS RWP 11-024.   Summary at VoxEU, 2010   *
“Financial indulgence,” The Economist, April 5, 2014, p.69. 
“Economic epidemiology,” The Economist, June 16, 2012.
“Emerging-market debt: A run for your money,” The Economist, Aug.28, 2010, p.66.
“Asia’s Great Moderation,” The Economist, Nov. 10, 2012.
Emerging markets debt: The well runs dry,” The Economist, March 5, 2016. p.65-67. *
“Hot and Sour: What Asia learned from its financial crisis 20 years ago,” The Economist, July 1, 2017.

Contagion and the IMF
 
WTP, Ch. 24.4-24.5 & 24.8  **




Readings, second half of semester (Prof.  Levy-Yeyati)


	
V. GROWTH & BUSINESS CYCLES	

14. (3/26) Neoclassical growth (Ramsey) model 

* Blanchard, O. and S. Fischer (1989), Lectures on Macroeconomics, MIT Press, Chapter 2, Subsections 1-3.

15. (3/27) Endogenous growth models I: Human capital

* Romer, David, Advance Macroeconomics (DR), Chapter 3.	
* Kraay, A. and D McKenzie. (2014) “Do Poverty Traps Exist? Assessing the Evidence”, Journal of Economic Perspectives, Summer.

Lucas, R. (1990) “Why doesn’t Capital Flow from Rich to Poor Countries” American Economic Review, Vol. 80, No. 2, May.
Romer, Paul (2015) “Human Capital and Knowledge” (http://paulromer.net/human-capital-and-knowledge).

16. (3/28) Endogenous growth models II: Technological change  
(1:15pm Land – no API-119 review this week)

* Aghion, P. and P. Howitt (2006) “Appropriate Growth Policy: A Unifying Framework,” Journal of the European Economic Association, April-May.

Garcia-Macia, D., C.T. Hsieh, and P. Klenow (2016) “How Destructive Is Innovation?” NBER WP 22953.

17. (4/2) Consumption & investment

* DR Chapters 8 and 9. 

18. (4/3) Real Business Cycles

* Prescott, E. (1986) “Theory Ahead of Business Cycle Measurement”, Federal Reserve Bank of Minneapolis FED Quarterly.

McCandless, G. (2008) The ABCs of RBCs. Harvard University Press, Chapter 6.

19. (4/4) Keynesian theories of fluctuations and the DSGE approach

* DR Chapters 6 and 7.

Tovar. C., “DSGE models and central banks”, BIS working paper 258

20. (4/9) Labor & Unemployment

* Summers, L. (1988) “Relative Wages, Efficiency Wages, and Keynesian Unemployment” The American Economic Review, Vol. 78, No. 2.

Autor, D. and A. Salomons (2018), “Is Automation Labor-Displacing: Productivity Growth, Employment, and the Labor Share”, Brookings Papers on Economic Activity, Spring 2018, 1-63.


VI. MACRO FINANCE

21. (4/10) Banks, credit markets & financial dollarization

* Bernanke, B. and M. Gertler. 1995. "Inside the Black Box: The Credit Channel of Monetary Policy Transmission." Journal of Economic Perspectives, 1995, 9. 27–48.
Kiyotaki, N. and J. Moore, “Credit Cycles”, Journal of Political Economy, Vol. 105, No. 2 (April 1997), pp. 211-248.
Levy Yeyati, E., “Financial Dollarization: Evaluating the Consequences”, Economic Policy, Vol. 21, No. 45, pp. 61-118, January 2006

22. (4/11) Global financial cycles: risk and benchmark channels & macroprudential policies

*Rey, H. (2015). “Dilemma not trilemma: the global cycle and monetary policy independence,” NBER Working Papers 21162, National Bureau of Economic Research. 

Bruno, V. and H. S. Shin (2015). “Capital Flows and the Risk‐taking channel of monetary policy”, Journal of Monetary Economics, Vol. 71, Pages 119–132
Converse, N., E. Levy Yeyati and T, Williams (2018). “How exchange-traded funds amplify the global financial cycle in emerging markets”, VoxEU, March 20, 2018
Cerutti, E., S. Claessens and L. Laeven, The increasing faith in macroprudential policies, VoxEU, September 18, 2018
Galati, G. and R Moessner (2012), Macroprudential policy: A literature review, Journal of Economic Surveys, May 2012.


23. (4/16) Finance & the open economy I: International financial architecture

Jeanne, O. (2009), Debt maturity and the international financial architecture, American Economic Review, vol. 99, no. 5.
Jeanne. O. and D. Sandri (2016). "Optimal Reserves in Financially Closed Economies," IMF Working Papers, vol 16(92).
Cordella, T. and E. Levy Yeyati, Global safety nets: The IMF as a swap clearing house, VoxEU, April 18, 2010.
Scheubel, B. and L. Stracca (2016), What we really know about the global financial safety net, VoxEU, October 4, 2016.
Fatum, R. and James Yetman (2018) “Accumulation of foreign currency reserves and risk-taking”, BIS Working Papers No 728.


VII. POLICY

24. (4/17) Fiscal policy I: Fundamentals and effectiveness

* DR Chapter 12.4-12.10
Alesina, A. (2010) “Fiscal Adjustments: Lessons from Recent History”
(http://www.economics.harvard.edu/faculty/alesina/files/Fiscal%2BAdjustments_lessons.
pdf)
* Blanchard, O. and D. Leigh (2013), “Growth Forecast Errors and Fiscal Multipliers”, NBER Working Paper No. 18779

25. Monetary and exchange rate policy: an introduction  

* DR Chapter 11.1-2-9
* Levy Yeyati, E. and Federico Sturzenegger, “Monetary and exchange rate policies”, Handbook of Development Economics, vol. 5

Blanchard, O., G. Adler and  I. de Carvalho Filho, “Can Foreign Exchange Intervention Stem Exchange Rate Pressures from Global Capital Flow Shocks?”, NBER Working Paper No. 21427, July 2015
Daude, Ch., Levy Yeyati, E., and A. Nagengast (2016). On the effectiveness of exchange rate interventions in emerging markets, Journal of International Money and Finance, 2016, vol. 64, issue C, 239-261.

26. Rethinking macroeconomic policy

* Blanchard, O. & L. Summers (2017) “Rethinking Stabilization Policy. Back to the Future” (Section 2.3 onwards) Peterson Institute for International Economics. (https://piie.com/system/files/documents/blanchard-summers20171012paper.pdf )
* Woodford, M. (2010) “Financial Intermediation and Macroeconomic Analysis”, Journal of Economic Perspectives, Vol. 24, No. 4.

Woodford, M. (2012), "Methods of Policy Accommodation at the Interest-Rate Lower Bound" (http://www.columbia.edu/~mw2230/JHole2012final.pdf)
Brunnermeier, M. and Y. Sannikov (2014) “A Macroeconomic Model with a Financial Sector” American Economic Review Vol. 104, No. 2. 
Gabaix, X. (2016) “A Behavioral New Keynesian Model.” NBER WP 22954.


VIII. CASE STUDIES

27. Case I: The Great Recession

Bernanke, B. (2004), “The Great Moderation”, remarks at the meetings of the Eastern Economic Association, Washington, DC, February 20, 2004.
Bernanke, B. (2005), The Global Saving Glut and the U.S. Current Account Deficit, Remarks at the Sandridge Lecture, Virginia Association of Economists, Richmond, Virginia.
King, M. King (2005), Monetary Policy: Practice Ahead of Theory, speech at the Mais Lecture, Cass Business School, London 17 May 2005.
BIS (2005), “An Explanatory Note on the Basel II IRB Risk Weight Functions”, July 2005, BIS. 
Hull (2009), “The Credit Crunch of 2007: What Went Wrong? Why? What Lessons Can Be Learned?”  Journal of Credit Risk 5(2):3-18 · November 2009.
Fed policy response, at https://www.federalreserve.gov/monetarypolicy/bst.htm.

28. Case II: Two Argentine crises (2001, 2018)

De la Torre, A., E. Levy Yeyati and S. Schmukler (2002), “Living and Dying with Hard Pegs: The Rise and Fall of Argentina's Currency Board”, Economia, Vol. 5, No. 2, pp. 43-99, 2003.
Hausmann, R. and A. Velasco (2002). “Hard Money's Soft Underbelly: Understanding the Argentine Crisis”, Brookings Trade Forum 2002(1):59-104 · January 2002.

2

