Exercise walk-through

Effect of Changes in Policies
and Economic Conditions on the
Foreign Exchange Market

AP Macroeconomics
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The foreign exchange market

|3)|:c|c$eA In the foreign exchange

S market
m demand for $ — foreigners buying
exports or assets

m supply of $ — residents buying
foreign goods

D, More demand (D; — D) = the
D, > currency appreciates.
quantity of $
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Changes in Policies and Economic Conditions

m Relative interest rates: a higher domestic real interest rate attracts foreign financial
investment, raising demand for the currency and causing appreciation.

m Relative price levels/inflation: higher domestic inflation makes goods less competitive,
lowering demand for the currency (depreciation).

m Relative incomes: higher domestic income raises imports, increasing the supply of
domestic currency (depreciation).

m Tastes and expectations about future value.
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What moves the exchange rate

Anything that changes demand for (or supply of) a currency moves its rate:

Inflation
Interest rates Income

higher inflati
higher rates draw R higher income =- more
= dearer goods

: imports = depreciate
= depreciate

investors = appreciate

Contractionary monetary policy raises rates — and tends to strengthen the
currency.
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Drawing the foreign exchange graph

always draw the graph for the currency named in the ques-

the rule :
tion

label the vertical axis with that currency's price in terms of
the axes
the other

demand for the currency  comes from foreigners buying its exports or investing in it

comes from its own residents buying imports or investing

s ly of it
UPPy ! abroad

the currency becomes more valuable — exports dearer, im-

appreciation
PP ports cheaper

a higher real interest rate attracts financial inflows, raising

the driver demand and appreciating the currency

Half the errors in this unit are graphing the wrong currency. Write the currency’s name on the
axis before drawing either curve.



AP Macroeconomics

Exercises 2.1:2.3

2.1 State the effect of higher domestic interest rates on the demand for the currency. [1]

2.2 State how much higher domestic inflation affects the currency’s value. 1]

2.3 State how expansionary monetary policy tends to affect the exchange rate. 1]



AP Macroeconomics

Exercises 2.1:2.3

2.1 State the effect of higher domestic interest rates on the demand for the currency. [1]

2.1

e it raises the demand

2.2 State how much higher domestic inflation affects the currency’s value. 1]

2.2

it tends to depreciate the currency

2.3 State how expansionary monetary policy tends to affect the exchange rate. 1]

2.3

« it tends to depreciate the currency (lower rates reduce demand for it)



AP Macroeconomics

Exercises 3.1-3.2

3.1 Higher domestic interest rates the demand for the currency. 1]
D A raise
B lower

C do not change
D reduce to zero

3.2 A country with much higher inflation than its trading partners will tend to see its
currency 1]

D A appreciate

B depreciate
C stay fixed
D disappear
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Exercises 3.1-3.2

3.1 Higher domestic interest rates the demand for the currency. 1]
D A raise
B lower

C do not change
D reduce to zero

3.1A

e raise.

3.2 A country with much higher inflation than its trading partners will tend to see its
currency 1]

D A appreciate

B depreciate
C stay fixed
D disappear

3.2B

o depreciate.
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Exercise 3.3 (a)

3.3 A central bank raises interest rates sharply.

(a) State the effect on the demand for the currency.
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Exercise 3.3 (a)

3.3 A central bank raises interest rates sharply.

(a) State the effect on the demand for the currency.

(a)

e it rises
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Exercise 3.3 (b)

3.3 A central bank raises interest rates sharply.

(b) State the effect on the exchange rate.
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Exercise 3.3 (b)

3.3 A central bank raises interest rates sharply.

(b) State the effect on the exchange rate.

(b)

e the exchange rate rises
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Exercise 3.3 (¢)

3.3 A central bank raises interest rates sharply.

(¢) Name this change.
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Exercise 3.3 (¢)

3.3 A central bank raises interest rates sharply.

(¢) Name this change.

()

e appreciation



