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Global Imbalance Mercantilism and Monetary Policy

Liu Jianjian' Wang Chan® Wu Liyuan' Gong Liutang'
(1. Guanghua School of Management Peking University)
(2. School of Finance Central University of Finance and Economics)

Abstract: This paper develops a two-country model incorporating mercantilism explains the
causes of global imbalance from a mercantilist perspective analyzes its short— and long-term
effects on consumption exchange rate output and terms of trade and discusses the effects of
monetary and tariff policies on the economy. The research findings are as follows. (1) Countries
with stronger mercantilism ( Country H) accumulate capital in the international financial market
and run current account surplus while countries with weaker mercantilism ( Country F) borrow
capital and run current account deficit. Both in the short run and the long run households in
Country H consume less than those in Country F and Country H has a depreciated currency

higher relative output and deteriorating terms of trade. (2) When the positive money supply
shock occurs in Country H the consumption in Country H increases relative to Country F both in
the short run and the long run. Meanwhile the currency of Country H depreciates in the short
run and the direction of long-term changes is uncertain; the relative output of Country H increa—
ses in the short run but decreases in the long run; the current account surplus in Country H in-
creases; and the terms of trade in Country H deteriorate in the short run but improve in the long
run. (3) The impact of the tariff increases in Country H on output and current account surplus is
uncertain. When the size of Country H$ economy is relatively small its relative consumption de—
creases both in the short run and the long run; and its terms of trade deteriorate in the long run.

When the size of Country Hs economy is relatively large its currency appreciates both in the
short run and the long run; and its terms of trade improve in the short run.

Keywords: global imbalance; mercantilism; monetary policy; foreign exchange reserve

JEL Classification: C50; E51; F32

82



