Questions to Lecture 12 – International finance

1. Define exchange rate. Write down two possible quotations of exchange rate.


Exchange rate is the price of one country's currency expressed in terms of another's.


USD/HUF- 221; USD/HUF-0,005

2. Who stands on the demand side of the foreign exchange market? Give real life examples - other than in lecture.

On the demand side of the foreign exchange market there are demand for exports- gas in Russia for the US, investments- US money invested in Swiss banks, and services- plastic surgery in Brazil for a cheaper price.

3. Who stands on the supply side of the foreign exchange market? Give real life examples  - other than in lecture. 

On the supply side of the foreign exchange market is the supply of dollars. In Holland the supply originates from demand for imports- imports of diamonds from South Africa.

4. What is balance of payments?

The balance of payments is a summary of a country's international economic transaction in a given period of time. It is also an accounting statement of all international money flows in this time period.

5. Define trade balance. In terms of goods and services, what does it mean if a country has trade deficit. In terms of local currency supply, what does it mean if country has a trade deficit?

Trade balance is the difference between exports and imports of goods and services. For example, in 1998 the US imported $1.1 billion of goods and services, but only exported $931 billion. This created a trade deficit of $169 billion. The trade deficit represents a net outflow of dollars to the rest of the world. Profits from US investments were less than the outgoing profits to foreign investors, which contributes to the net supply of dollars in the US and there were less amounts of US dollars. 

6. How does current-account balance differ from trade balance?

Current-account balance is trade balance + unilateral transfers. It includes merchandise, services, and investment balances, as well as government grants and private transfers. Trade balance only accounts for imports and exports.

7. Define  capital-account balance.

Capital-account balance takes into consideration assets bought and sold across international borders. 

Capital-account balance = foreign purchase of domestic assets – domestic purchase of foreign assets. 

8. What is depreciation of currency? If current exchange rate is 26CZK/euro, and crown depreciates, will the exchange rate increase or decrease?


Depreciation of currency is a fall in the price of one currency relative to another. The exchange rate would be increasing if the crown was depreciating, because it would take more CZK to buy 1 euro. For example, it would be 30/euro.

9. What is appreciation of currency? If current exchange rate is 0.86euro/USD, and USD appreciate, will the exchange rate increase or decrease?

Appreciation of currency is the rise in the price of one currency relative to another. If the USD appreciated the exchange rate would go down. 

Appreciation of USD would imply that we have to pay more euro for 1 dolar – i.e. exchange rate will go up.

10. Let us assume that Czech people start to prefer IPhones (from USA) to Nokia (from Finland). How would this affect the FX market for CZK-euro and CZK-dollar. How would the exchange rate change?

The market would change because there would be an increase in demand for USD and a decreasing demand for euros.  There is no direct effect to the exchange rate but the higher demand could mean that the USD would appreciate while the euro would depreciate. – exactly, so the CZK/euro will go down (we demand less of euro so we are willing to pay less crowns for euro) and CZK/USD will go up (we demand more of USD so we are willing to pay more for USD)
11. Describe the Asian crisis 1997-1998. Why did this crisis affect the whole world economy?

The Asian crisis was caused by several market forces moving in the same direction. It happened when the Thai government decided that their currency (Baht) was overvalued and the Baht lost value but caused the value of the USD to increase. Then the Thai people could not afford to buy American products because the value of the USD was so high. Then other asian countries currencies started to lose value, too so it ended up slowing economic growth in the USA, Europe, Japan, and other nations because the Asian countries could not afford to buy their products.
One more thing that might be good to mention is that when people lose their belief in currency due to depreciation, they start to sell it out and but foreign currency (e.g. USD) and thus their own currency depreciates even more.
12. Why might the exchange rate fluctuations be harmful for the economy?

Fluctuating currency exchange rates means that the exchanges are changing and the changes are an unwanted burden on trade. It alters the price of a country's exports and imports.

13. What is Golden standard?

It was an agreement between countries after WWII in 1944 (Bretton-Woods) to fix the price of their currencies in gold. For example, 1USD = 0.0294 oz of gold and 1BP = 0.0823 oz of gold. So the exchange rate between USD and BP was fixed at $1 = 0.357 pound, or 1 pound = $2.80.

14. Give an example of a country with fixed exchange rate regime.

An example of a country with a fixed exchange rate would be the 11 nations of the European Monetary Union, who all fixed their exchange rates in 1999 when they decided to eliminate national currencies and adopt the euro. 

15. What do we understand under balance of payment problem in the context of fixed exchange rate regime?

The market supply and demand of currency naturally shifts and moves the equilibrium for exchange away from the fixed rate which could result in excess demand for certain currencies.

16. How can government deal with the balance-of-payments problem.

The government can deal with the balance-of-payments problem by allowing the exchange rates to change or altering the market supply or demand so that they intersect at the established exchange rate. 

17. Why did the Bretton-woods system collapse?

The Bretton-Woods system collapsed because the U.S. Balance of payments deficits exceeded the amount of gold they had in Fort Knox. The gold reserves lost their credibility and in 1971 the gold standard was abolished.

18. How can speculators affect the exchange rate under floating exchange rate system?

If an exchange rate rises above its long-term equilibrium, speculators will move to sell foreign exchange. Speculators can stabilize foreign exchange rates by selling currency at high prices and then buying at lower prices. 

They can also destabilize the price.

19. What do we understand under “managed exchange rates”?

Under managed exchange rates the governments intervene in foreign-exchange markets to limit exchange rate fluctuations. 

20. What is a currency bailout (+give an example)?

A currency bailout is when one country's currency becomes devalued and other countries step in to help because weakness in one currency can undermine another. An example would be the Asian crisis in 1997-1998. 

21. What are the arguments for currency bailout?

The argument for currency bailout typically rests on the domino theory and weakness in one country's currency can undermine another. Industrial countries offer a currency bailout as a form of self-defense.

22. What are the arguments against currency bailout?

The argument against currency bailout is that once a country knows that it will be bailed out it won't work domestically to try and stabilize the currency. The expectation of readily available bailouts foster the very conditions that caused the currency crisis.

