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Floating Exchange Rates
1.
 Illustrate how each of the following affects the exchange rate and quantity of Deutschmarks (DM), using a demand/supply diagram. Assume the exchange rate is in terms of U.S. dollars per DM and that is floating.

a) Mercedes (a German-manufactured car) sales in the U.S. decrease.

b) Germans purchase fewer U.S. goods.

c) The U.S. experiences an economic boom.

d) Germany experiences an economic boom and Germans’ demand for American goods increases.

e) Germans decide they would rather buy more German automobiles and fewer American automobiles.

f) Interest rates on U.S. bonds increase, while those on German bonds remains unchanged.
1.3
How does each of the policies in a) – f) affect the value of the DM?  How does each affect the value of the U.S. dollar?  Indicate whether each currency appreciates or depreciates. 
Fixed Exchange Rates
2 During the 1997-1998 Asian financial crisis, Indonesia, Korea, Malaysia, Korea suffered from speculative attacks on their currencies.  Before the crisis, Korea had its currency (the won) pegged to the U.S. dollar.  Except for Malaysia, these countries have since moved to floating exchange rates, and are in the process of recovering from recessions. The price of 100 won fell from $0.11 in May 1997 to $0.06 in December 1998.

(a) Illustrate the market for the Korean won, assuming a fixed exchange rate.  
(b) In 1997, one of Korea’s major trading partners (China) experienced an increase in interest rates. Illustrate how this affects the market for won using your diagram from (a). 
(c) Suppose the Korean central bank (the Bank of Korea) decides to maintain the value of the Korean won.  How does it do so? 

(d) The Korean central bank attempted to increase the demand for won by increasing the interest rate.  From May 1997 to December 1997, the interest rate soared from 11% to 30%. Illustrate how this should affect the foreign exchange market.

2.1 The Bank of Korea’s monetary policy was unsuccessful, and investors believed the value of the won could no longer be defended the Bank of Korea. How will they respond?  
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