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PROBLEM SET 4

Problems with Exchange Rates

1.
The exchange rates below show the “the value of the U.S. dollar” vis-a-vis several foreign currencies on February 17, 1998 and February 17, 1999:

	
	Currency per U.S. $1

	
	February 17, 1998
	February 17, 1999

	Hong Kong (HK $)
	7.74
	7.75

	India (rupee)
	38.80
	42.50

	Indonesia (rupiah)
	9,150.00
	8,700.00

	South Korea (won)
	1,710.00
	1,175.00

	Brazil (real)
	1.13
	1.92

	Mexico (peso)
	8.54
	9.93


Source: The Economist, February 20-26, 1999.


a.
Against which currencies did the U.S. dollar appreciate during the period?  Against which currencies did the U.S. dollar depreciate?  Which currencies appreciated against the dollar?  Which depreciated against the dollar?


b.
Calculate the price in rupiah in 1998 and 1999 of a $1000 U.S. product imported into Indonesia.  As a result of the change in the rupiah price, would you expect Indonesian imports to increase or decrease (if enough time passes)?  Calculate the price in U.S. dollars of a 100,000 rupiah product exported to the U.S. As a result of the change in the dollar price, would you expect Indonesian exports to increase or decrease?


c.
Calculate the price in reais (the plural of real) in 1998 and 1999 of a $1000 U.S. product imported into Brazil.  As a result of the change in the real price, would you expect Brazilian imports to increase or decrease?  Calculate the price in U.S. dollars of a 1000 reais product exported to the U.S. As a result of the change in the dollar price, would you expect Brazilian exports to increase or decrease?

2.
Suppose that the following graph represents the foreign exchange market between the U.S. dollar and the South Korean won.
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a.
Suppose that, as a result of a manufacturing boom in the U.S.,  South Korea begins to export more steel to the U.S.  If the dollar floats against the won, will the U.S. dollar appreciate or depreciate against the won?  Show in the diagram.  What impact will this have on the South Korean Trade Balance (S. Korean Exports of Goods and Services – S. Korean Imports of Goods and Services)?  If the South Korean government fixes the value of the dollar against the won at 1700 won per $1, what will happen to the South Korean Trade Balance?


b.
DRAW A NEW DIAGRAM LIKE THAT ABOVE.  Suppose that South Koreans begin to import more computer software from the U.S.  If the dollar floats against the won, will the U.S. dollar appreciate or depreciate against the won?  Show in the diagram.  What impact will this have on the South Korean Trade Balance (S. Korean Exports of Goods and Services– S. Korean Imports of Goods and Services)?  If the South Korean government fixes the value of the dollar against the won at 1700 won per $1, what will happen to the South Korean Trade Balance?

SELECTED ANSWERS

1.
a.
The U.S. dollar appreciated against all currencies except the Indonesian rupiah and the S. Korean won.  All currencies depreciated against the dollar except the Indonesian rupiah and the S. Korean won.


b.


	
	Rupiah price of $1000 product = Indonesian import
	Dollar price of 100,000 rupiah product = Indonesian export

	1998
	9,150,000 rupiah
	$10.92

	1999
	8,700,000 rupiah
	$11.49





         

  Indonesian imports 
  Indonesian exports 


c.


	
	Price in reais of $1000 product = Brazilian import
	Dollar price of product with value of 1000 reais product = Brazilian export

	1998
	1130 reais
	$884.96

	1999
	1920 reais
	$520.83





         

  Brazilian imports 
  Brazilian exports 

2.
a.
If South Korea exports more steel, U.S. residents will be changing more dollars into won to pay ==> Supply of $ increases and Supply Curve shifts right.  If the exchange rate floats, the dollar will depreciate against the won.  Korea will experience a temporary surplus in its balance of trade (XGS – IMPGS > 0).  This surplus will be eliminated by the dollar depreciation.  If the exchange rate is fixed, the surplus will not be eliminated, ceteris paribus.


b.
If South Korea imports more computer software from the U.S., South Korean residents will be changing more won into dollars to pay ==> Demand for $ will increase and Demand Curve shifts right.  If the exchange rate floats, the dollar will appreciate against the won.  Korea will experience a temporary deficit in its balance of trade (XGS – IMPGS < 0).  This deficit will be eliminated by the dollar appreciation.  If the exchange rate is fixed, the deficit will persist, ceteris paribus.

