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LECTURE HINTS

1.
Use a current newspaper to find the current exchange rate quotes. The rates quoted in Figure 1.1 could be much different than current rates.

2.
Make an overhead transparency or copy the current quotes to distribute. Compare the current quotes to those in Figure1.1 as a short history lesson on recent exchange rate behavior.

3.
The Federal Reserve Bulletin offers quarterly reports on Fed intervention policy. These reports can be a rich source of examples to spice up the lecture material on intervention.

SUGGESTED ANSWERS TO CHAPTER 1 EXERCISES

Exercise 1


$/€  $.98


$/¥  $.0077
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Exercise 2


a.
First, sell yen for dollars in London. Then, use these dollars to buy Swiss francs in New York. Finally, exchange the francs for yen in Paris.


b.
Arbitrage profit is ¥.001. To see this,


i.
¥10,000  $77.0 since ¥I  $.0077 in London


ii.
$77  SF154 because $1  SF2 in New York


iii.
SF154  ¥10,010 since SF1  ¥65 in Paris


Thus the total arbitrage profit is 10,010  10,000  ¥10


To find the profit per yen, we divide 10/10,000  ¥.001

Exercise 3


a.
Official intervention in the foreign exchange market refers to the central banks’ activity in terms of buying and selling currencies to affect the value of the exchange rates.


b.
The major reason for the intervention is to affect the prices of goods and services traded internationally through changes in exchange rates.


c.



Suppose that the initial equilibrium at point A, where $0 amount of dollars are sold and bought, and ¥/$  ¥100. For some reason, the supply of dollars increases and then the dollar depreciates to ¥97. The new equilibrium point is B, where 
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 is the new quantity of dollars sold and bought in the foreign exchange market. If the Japanese central bank wants to keep the exchange rate fixed at ¥/$  100, then it should purchase dollars for yen by an amount equivalent to 
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 This brings us back to the original exchange rate with a different equilibrium point, C.


d.
Credibility is an important part of central banks’ monetary policy. A credible monetary policy would stick to its previously announced goals, i.e., a fixed money supply growth, or an interest rate target. If traders believe that the policy will be credible, they will have a market behavior consistent with the central bank’s policy announcements. But if traders see that the policy is not credible, then policy announcements by central banks could create opposite effects than aimed. This would bring about more volatile exchange rates. Thus, an incredible central bank policy would confuse the market participants about the direction of the economy and cause a change in the direction of a currency opposite to that desired by the central banks.

Exercise 4


a.

	Similarities
	Differences

	(    Unofficial markets in foreign 
exchange
(    Government restrictions are the main reason for these markets to develop
	(    Parallel markets are tolerated by governments as an alternative to the official exchange market. Therefore, it can be thought as a government tolerated black market.

	(    Satisfy trader demand for foreign exchange
	(    Parallel markets are expected to have a larger volume of exchange transactions than black markets

	(    Exchange rate may differ widely from the official exchange rate
	(    We expect the black market exchange rate to differ more from the official rate than the parallel markets’ rate because of risk



b.
Ticket scalping, where legal, is an example of a parallel market. Where illegal, it is a black market.

Exercise 5


There is no profit opportunity since the lowest price to buy dollars is 110.40 at Mitsubishi and the highest price to sell dollars is 110.40 at Tokai. Since these are the same, then no profit can be made. It is important for students to realize that the bank’s selling rate is the customer’s buying rate and the bank’s buying rate is the customer’s selling rate.

Exercise 6


a.
C$/$ ( $/€  C$/€  1.5613 ( 1.0008  1.5625


b.
¥/$ ( $/£  ¥/£  124.84 ( 1.5720  196.25


c.
(SF/$)/(C$/$)  SF/C$  1.4706/1.5613  0.94
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