Aim:  How does fiscal and monetary policy affect exchange rates?

Topic:  Effects of fiscal and monetary policy on exchange rates

Critical Lens:   “Domestic policies influence currency values, and currency values influence domestic policies.”  

· What do you think quote means?

Task:  Read Document 1 and 2, answer the questions (on the back) and complete the graphic organizer of exchange rates

Document #1:  Monetary and Fiscal Policy in an Open Economy

Changes in a nation’s monetary and fiscal policy affect its exchange rates and its balance of trade through the interest rate, income and price level.  

Changes in the value of a country’s currency may affect the balance of trade and aggregate demand.  

The value of real output and price levels may also be affected.  

Domestic policies influence currency values, and currency values influence domestic policies.  

Expansionary Policy:  

1) Worsens the balance of trade. 

a. Since the increase in output means an increase in income.  Rising income tends to drive imports, worsening the balance of trade.  

b. Rising Prices tends to discourage exports, again worsening the balance of trade.  

2) Changes Exchange Rates
a. Increased wages/prices reduces the demand for Domestic Products (and therefore currency)

b. Decreased Interest Rates reduces the demand for Domestic Investment (and therefore currency) 

Contractionary Polices:

1) Help the balance of trade

a. A decrease in output means a decrease in income.  This would lead consumers to buy less luxury imports.  
b. A decrease in output is also accompanied by a decrease in the price level.   A decreasing price level encourage exports.
2) Changes Exchange Rates

a. Decreased wages/prices increases the demand for Domestic Products (and therefore currency)
b. Increased interest rates increases the demand for domestic investment (and therefore currency)
Document #2:  The role of central banks:  


1)  Central Banks can permit a flexible exchange rate that changes with demand this is called floating currency.  

2)  Central banks have the power to fix exchange rates (such as China’s).  Monetary officials often must sell foreign exchange to keep the fixed rate in place, increasing their risk of running out of foreign exchange reserves.   

3)  Central Banks can have a managed exchange rate where through contractionary or expansionary policy, can adjust the value of the dollar. 

 
4)   Central bank is in charge of monetary policy and interest rates which has the following effects on exchange rates and trade:  

If Fed increases money supply (MS), this decreases interest rates, depreciates demand for USD, which depreciates dollar value, which increases US net exports which increases AD

If Fed decreases MS, this increases interest rate, increases demand for dollar, appreciates the value of the dollar, which decreases US net exports, which decreases AD.   

1) How does expansionary policy both benefit and hurt the economy?

2)  How does contractionary policy both hurt and benefit the economy?  

3)   What is a flexible or floating currency?   Why do you think countries would have their Central Banks do this?  Do you think this is a good or bad idea?   Why?
4)  What is a fixed exchange rate?  Why do you think countries would do this?   Do you think this is a good or bad idea?   Why?
Task#1:  Based on the documents, complete the exchange rate graphic organizer.

Task #2:  Based on the documents, complete task #54 in the worksheets.  
