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Question 1

Consider the following hypothetical prices of foreign currencies vis-à-vis the Canadian dollar:

Currency

$1995 price

$2001 price
Euro


$1.37


$1.67

U.S. dollar

$1.54


$1.67

Japanese Yen

$161.54

$170.83

Australian dollar
$1.2


$1.15

Suppose Canada trades only with these four countries, and the volume of trade is equally spread across the countries.  Calculate the overall nominal exchange-rate index for 2001 that corresponds with these figures, using 1995 as a base year. 

Answer:

Ratios of exchange rates in 2001 to those in 1995 are as follows:

Currency

2001 price/1995 price
Euro


1.22

U.S. dollar

1.08

Japanese Yen

1.06

Australian dollar
0.96

Assigning equal weights to each price ratio yields an index number of 108: overall, the Canadian dollar has depreciated (foreign currencies have become more expensive to obtain using Canadian dollars).

Question 2

Suppose the aggregate price level in the Canada suddenly surges, while that in the U.S. remains unchanged. What do you think will happen to the real and nominal exchange rates between these two countries? Briefly, why?

The answer depends on what caused the price level in Canada to increase in the first place. If this is due to a sudden increase in the money supply in Canada, then the value of the U.S. dollar in terms of the Canadian dollar (i.e., the nominal exchange rate) will increase, but the real exchange rate will be unaffected. Monetary factors do not affect the real exchange rate; the nominal exchange rate e increases in order to offset the increase in P in the expression for ε=e
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On the other hand, if the increase in the price level in Canada is because of changes in the tastes of Americans for Canadian goods, then the real exchange rate will decrease, because the real exchange rate is the price of U.S. goods relative to the price of Canadian goods. The nominal exchange rate will increase, because Americans will need Canadian dollars in order to pay for their increased imports from Canada, which will increase the supply of U.S. dollars on the foreign exchange market.
Question 3

Consider the two definitions of the nominal exchange rate, e and 
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e

 in Section 2.2.

(a) Write down the real exchange rates 
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 and 
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e

  corresponding to e and 
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e

and interpret them. 

(b)Using the definitions
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and 
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 in (a) show that:
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Interpret these relations.

a)    (1)     
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 is the domestic real exchange rate; that is the number of baskets of domestic goods and services that are required in order to buy one basket of foreign goods and services.
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e

 is the foreign real exchange rate; that is the number of baskets of  foreign goods and services that are required in order to buy one basket of  domestic goods and services.

Notice that
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, so that the two exchange rates are the inverse to each other.

b) Taking the natural log on both sides of equation (1) in (a) and totally differentiating the resulting expression we get:
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or equivalently,

(3)     
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Similarly, taking the natural log on both sides of equation (2) in (a) and totally differentiating the resulting expression we get:
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or equivalently,

(4)    
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Equation (3) states that the proportional rate of change of the real domestic exchange rate is equal to the proportional rate of change of the domestic nominal exchange rate plus the inflation differential between the foreign and the home country. 

Equation (4) states that the proportional rate of change of the real foreign exchange rate is equal to the proportional rate of change of the foreign nominal exchange rate plus the inflation differential between the home and the foreign country. 
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