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and import data and capital transfer shown in Table 15.2 also indicated the volume of the

trade deficit for the US in 2018. Students should also read critically about the real economic
effect of the twin deficits of the government budget and foreign trade.

Application Activities

Q1. Suppose that the exchange for euro/US$ starts at 1:1,and the exchange rate for the US$
increases by 20%. Now suppose the wholesale price of an automobile made in the United
States is $40,000 and a similar automobile made in Germany is 45,000 euro. If the producers
were to maintain the same profit rate after the exchange rate has changed, create a table
showing the price changes for the US-made car in terms of euros and the German-made car
in terms of the US$. How does this price change affect the values of exports and imports of
cars between Germany and the United States?

Q2. Suppose the chief financial officer (CFO) of an American corporation with surplus cash
flow had $100 million to invest last July 15, and the corporation did not believe it would
need to use those funds to retool or expand production capacity for one year. Suppose fur-
ther that the interest rate on a one-year CD deposit in US banks was 0.5%, while the rate on
a one-year CD deposit in England (denominated in British pounds) was 2%. Suppose further
that the exchange rate at that time was $1.68 per British pound.

2a. Suppose that a year later, the exchange rate is $1.55 per British pound. What rate of re-
turn did the CFO earn on the investment in the British CD? (Note: a specific numeric answer
i required for full credit)

2b. What must the CFO have expected about the value of the British pound in US$s to be-
lieve that investment in British CDs would be more profitable than investment in US CDs?

Q3. As explained in the chapter, in recent years, the exchange rate of the US$ has been
steadily increasing against major currencies. If for some reason foreign investors expected
that this increase was temporary and that the US$ would fall relative to the composite cur-
rency index in coming months, what would be the effect on prices of US Treasury securities
(investment by foreigners in US government assets)? Explain.
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Q4. Explain why US-based exporting companies prefer a weak US$ in currency markets.

Q5. Suppose a Chinese company buys a one-year TB with a face value of $10,000 today for
$9,500.If the value of the dollar declined from 8 renminbi (yuan) to 7 renminbi during the
year, what rate of return will the Chinese company earn on its investment?

Q6. In a state of economic boom, why does the Fed take a neutral position on the rising
trend of the US$ exchange rate? Explain. On the other hand, if the exchange rate starts to
decline in the wake of the increasing tariffs on Chinese imports to the United States im-
posed by the Trump administration, what policy action should the Fed take?

Q7. Draw a supply-demand diagram of the foreign exchange market for the dollar (valued
in euros/$). Show the effects of the following events on the exchange rate. Explain your
reasoning.

7a. The release of data showing stronger than expected RGDP growth in Germany
7b.An increase in the federal funds rate by the Fed

7c. An announcement that US trade deficits for the last quarter were much Larger than
previously expected

7d. A larger than expected increase in hourly wage rates in the United States

Q8. Why does the balance of payment always balance even when the balance of trade may
not be in balance? How has the US government paid for its chronic trade deficit of over $400
billion per year for so many years? Does this trade deficit matter in the long run?

Q9. How can monetary policy actions reduce the trade deficit? How might the increase in the
budget deficit from expansionary fiscal policy increase the trade deficit?

Q10. From the learning curve in this chapter and the previous chapter (Chapters 14 and 15),
briefly List the winners and losers of the $200 billion worth of tariffs imposed by the Trump
administration on the import of Chinese goods and services to the US market.
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