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QUESTIONS AND ANSWERS TO CHAPTER 12 

1. Shortly before the U.K. devalued the pound sterling in 1968, Prime Minister Harold Wilson was heard to remark that the first time a Labor prime minister devalued the pound, the party was out of power for 14 years, and the second time a Labor prime minister devalued the pound, the party was out of power for 13 years.  If he were to devalue the pound a third time, he pontificated, “there would be no more Labor Party”.   Even allowing for the normal amount of vacuity in any such political proclamation, what did Wilson mean?  Why was he wrong economically, and why was he wrong politically?  (after being defeated by Ted Heath in 1970, Wilson returned as Prime Minister in 1974).  

ANSWER:  For many centuries the British thought that a stable pound would insure that London would remain the financial capital of the world, hence creating many jobs and attracting foreign capital that would continue to boost the economy.  Perhaps Wilson chose not to notice that the center of financial activity had shifted to New York some 20 years earlier, and that London was in danger of losing its European leadership to Frankfurt.  Or perhaps it would be more accurate to say he had noticed, but thought holding the pound above its equilibrium level would delay or reverse the decline in the City’s financial leadership.  

In fact many investors had long since abandoned London, in part because of the determination of the British government to hold the pound above its equilibrium level, hence hastening the demise of the economy and causing foreign capital to move elsewhere.  Since letting the pound return to equilibrium boosts exports and real growth, the move would be beneficial to the economy, and that permitted Wilson to return to office.  

2.  Political vacuity is not confined to one side of the Atlantic.  As already noted, Treasury Secretary Michael Blumenthal solemnly intoned in 1978 that “a good dollar is weak for America”. It was not good for America, and it wasn’t good for Jimmy Carter or the Democrats.  Why was failing to devalue the pound the wrong strategy for the U.K. in 1968, and the decision to devalue the dollar the wrong strategy for the U.S. in 1978?
ANSWER:  Question 1 pointed out that an overvalued currency hurts exports and real growth.  But by the same token, an undervalued currency does not help the economy either, because it leads to higher inflation, higher interest rates, and slower growth as well.  Obviously the value of the currency should stay close to equilibrium, although that elementary fact has apparently escaped the attention of many political leaders.  

Coming from the manufacturing sector, Blumenthal apparently thought a weaker dollar would spur exports and create more manufacturing jobs.   It did for a brief time, but the rise in the inflation rate to 16% required an unusually stringent monetary policy, which led to an election-year recession and, of course, the defeat of Carter in 1980.  

3.  Shortly after World War II, the U.S. occupying forces set the value of the DMark and the yen below equilibrium values in Germany and Japan.  Yet for the next 25 years, those countries both staged an amazing recovery.  Other factors were involved, but the weak currencies helped to stimulate their exports.  Why was a weak currency good for Germany and Japan, but not for the U.S.?

ANSWER:  An undervalued currency affects the economy negatively when it leads to higher inflation, higher interest rates, and a decline in the investment ratio.   However, suppose none of these occurred, and the only economic impact of an undervalued currency was a rapid growth in exports.  Assuming that the U.S. and other major countries did not mind the resulting trade deficits, there would be no downside effect.  
The situation was also highly unusual in that both Germany and Japan were rebuilding from wartime devastation, so they had a very small capital stock, and hence were able to grow quite rapidly from a depressed start.  These countries were willing to save a higher than normal proportion of their income, hence spurring rapid growth.  Under these circumstances, the budget remained balanced or in surplus, hence providing additional capital for growth.  
Almost by definition, if some countries have an undervalued currency, others must have an overvalued currency.  In this case, the dollar became overvalued during the 1960s; that is one of the reasons Nixon shut the gold window in August 1971.  This situation worked for a while because the U.S. was able to offset its trade deficit by paying with its excess holdings of gold, but when they ran out, the dollar needed to readjust to equilibrium – and when it did so, growth in both Germany and Japan fell sharply.   This was an unusual disequilibrium situation that lasted for over two decades because of the dislocation and devastation caused by World War II; ordinarily, world growth would not be optimized if a major country has an undervalued currency.  

4.  According to the BLS, wage rates in Mexico are only about 10% of those in the U.S.   What factors would determine whether your firm should shut down its plants in the U.S. and relocate to Mexico, or continue to produce in the U.S?

ANSWER:  The key cost factor is unit labor costs, so the first issue is to compare productivity of Mexican and American workers.   But suppose productivity of Mexican workers were half that of those in the U.S., in which case labor costs there would still be only 20% of those in the U.S.  Other factors to consider would be transportation and communications costs; the costs of raw materials and parts should be approximately equal in both locations.  Also, there are some costs involved in closing down the U.S. plants, agreements with unions may inhibit such moves, severance pay may be due to terminated workers, and there may be major issues of unfunded pension liabilities – unless the firm wishes to declare bankruptcy.  However, without these overhanging issues, the move to Mexico would generally be appealing, as has in fact been the case for many manufacturing firms since 1995, when NAFTA resulted in lower tariffs. 
5.  Since the pound sterling devalued in 1993, it has been just about even with the DMark and its successor, the €.  At the same time, the inflation rate in the U.K., which used to be about 5% per year higher than Germany, has been about the same (2.5% compared to 2.0%).  Yet it is often said that a stronger currency reduces the rate of inflation, while a weaker currency boosts it.  Explain how the decision to float the ₤ in Britain also reduced the rate of inflation  (hint: what happened to productivity).  

ANSWER:  Note:  the phrase “just about even” means the two currencies have moved in tandem; the £ is still well above the €.   

This is yet another example of our claim that the economy of any given country does best when its currency is near equilibrium.  In the case of the U.K., the decision to float the £ suggested to many investors, both foreign and domestic, that London had cut itself loose from the old “glory days” and that the U.K. was now willing to compete with world markets on an equal basis.  That attracted capital, boosted investment and productivity, and hence reduced the rate of inflation relative to the rest of Europe and the U.S. 

6.  The C$ declined an average of more than 3% per year relative to the U.S. $ during the 1990s, yet the inflation rate in Canada was almost 1% lower.  Also, Canada has a positive trade balance, compared to the huge U.S. trade deficit.  Why has the C$ has been so weak?  Do you expect it to turn around?

ANSWER:  Investors did not wish to purchase Canadian assets because they thought the C$ would continue to be weak, and profits were less likely to grow in Canada.  However, that doesn’t explain why more firms didn’t operate production facilities in Canada, where labor costs were 20% to 25% less than in the U.S.  While some have chosen that option, U.S. imports from Canada have risen only about 5% per year since 1995, about the same growth rate as nominal GDP.  So there is no evidence that the ratio of Canadian exports to U.S. GDP has increased.   Apparently, given the choice between labor costs 20% to 25% less in Canada and labor costs 50% to 100% less in Mexico, most firms have opted for Mexico.  The Canadian government is also perceived by some investors as being less friendly toward capital.  Finally, although Canadians claim the separation arguments with Quebec have long been buried and should not be a factor, some U.S. investors were still concerned about the country splitting in two well into the late 1990s.  Whether rational or not, that factor also contributed to the weakness of the C$.  
7.  Why do you think the Japanese government permitted the ¥ to become so overvalued in the first half of the 1990s?  Do you think they could have done anything about it?  When the turnaround finally did occur, the ¥ fell 40% from 1995 to 1998 even though the dollar was rising only slightly relative to other major currencies. What caused this dramatic turnaround?

ANSWER:  One can never be sure about the inner thoughts of key Japanese policymakers, but based on their public positions, there was a lingering tendency to view the U.S. economy like a sumo wrestler – enormous but flabby.  They thought that Japan could surpass the U.S. in per capita GDP, and a strong currency was viewed with national pride as a signal of their economic strength.  There was also a viewpoint that since Japanese products were superior, people would buy them even if they cost more.  They did not expect to price themselves out of world markets, and in particular they did not see the threat posed by developing Asian nations; Koreans are still considered inferior by many Japanese.  In general, national pride, rather than economic logic, probably drove their decision.  
The Japanese could have definitely done something about it.  Because Japan does not encourage foreign investment, the value of the yen is more closely tied to the trade balance.  Hence by reducing import barriers, they would have reduced the surplus, holding the yen closer to its equilibrium value, and improving the likelihood of continued rapid growth throughout the 1990s.

The yen finally fell relative to most currencies when the trade balance finally did start to decline, as indicated in the previous part of this answer.  However, that drop was not only due to the overvalued yen, but the collapse of the economies of South Korea in particular, but also Thailand, Malaysia, and Indonesia.  When those export markets shrunk, the yen plummeted.

8.  Historically, the value of the dollar has increased when the price of oil has risen, and declined when the price of oil has fallen.  Explain why this has occurred, taking into account the fact that the U.S. imports about half its oil, where as Europe and Japan import almost all of their oil.  

ANSWER:  Similar to Question 3 in Chapter 11.  The answer given there was:
Following sharp increases in energy prices in 1973/74, 1979, and 1990, the U.S. trade balance improved the following year in each case, for several reasons.  First, much of the oil revenue received by OPEC nations was used to buy goods and services from the U.S.  Second, the higher inflation engendered by higher oil prices boosted interest rates, which was followed by a recession in the U.S., hence reducing imports.  Third, even though inflation in the U.S. rose sharply, our competitive position was not hurt because all countries faced higher oil prices, so exports did not necessarily suffer.   Europe and Japan import a much higher proportion of their energy resources, and neither sold many military goods to OPEC, so their trade balance declined much more.  Since European and Japanese currencies are more sensitive to the size of the trade balance than is the U.S. dollar, those currencies declined as the trade balance declined.  

9.   Assume that the value of the currency of country J rises by 10% one year.  Its price elasticity of imports is -0.6 and its price elasticity of exports is -0.7.  Imports of raw materials and parts account for 30% of the total cost of imports.  Trace the J-curve effect for this country, assuming no repercussion effect.  If exports account for 20% of its GDP and imports account for 15%, and a 1% change in the current account balance changes the value of the currency by 2%, how much would the currency rise or fall in the following year?  

The formula to use is the one given in the text as 

(12.2)  (F¥) =  EX* (pex)+ pex*(EX)  - $*pim*(IM) - $*IM*pim + IM*pim*(¥)

where ¥ has been substituted for $.   In the formula, pim, the price of imports, is given in foreign currencies and does not change; pex, the price of exports, falls 3% because of the stronger yen.  
We take this in steps.  First, assume the currency does not change.  Then the drop in exports for a 10% rise in the currency is 7%, and the rise in imports is 6%.  If exports are 20% of GDP, they fall 1.4%, and if imports are 15% of GDP, they rise 0.9%.  In that case, the trade balance declines by 2.3% of GDP.

However, there are two other major changes.  First, export prices fall by 3% because imports are cheaper.  Hence exports do not fall by 7%, but by 4.9%.  By the same token, imports do not rise by 6%, but by 4.2%.  Second, an increase of 10% in the value of the yen boosts the current-yen value of imports by 10% (see the last term).   We thus find that exports would fall 0.98% of GDP and real imports would rise by 0.63% of GDP, with current-yen imports falling by 1.5% of GDP.  The net effect is a 0.11% drop in GDP, which is still not quite a J-curve but is very close.   The reason Japan actually did have a J-curve, rather than the slight decrease shown in this example, is that imports were restricted and hence did not rise by the 0.63% given in this example.  
10.  The Brazilian real devalued by approximately 40% in 1999.  Assume that Brazil’s largest trading partner is Argentina.  What effect would this eventually have on the Argentine peso even if that country had a balanced budget and no excessive growth in the money supply?  Why did it take three years for the value of the Argentine peso to decline?

ANSWER:  As we know, the Argentine peso declined by approximately the same percentage as the Brazilian real; by mid-2003, the drop was about 2/3 for each currency.  At first, Argentina tried to hold the peso equal to the dollar by raising interest rates and undertaking other measures of austerity, but that simply drove the country deeper into recession and hastened the flight of foreign capital before the “inevitable” day when the currency would be devalued.  In September, 2003, Argentina declared it would not honor the IMF request to institute further measures of austerity, and hence would default on its $2.9 billion payment to that organization; that would have put Argentina in the same class as Iraq, Somalia, Liberia, Zimbabwe, and Sudan.  The next day, a compromise was reached – but brinkmanship of this sort leaves a bad taste for investors in the future.  It is clear that the Argentine government worsened an already bad situation by postponing the day of reckoning.  Once Brazil devalued, Argentina really had little choice.  
11.  Suppose the price elasticity of machinery exports is 2/3, and the dollar is overvalued by 30%. Hence those exports drop 20%.  Also assume that this reduces manufacturing employment by 500,000 workers, and all of them become unemployed.  As an alternative, the U.S. government decides to reinstate the investment tax credit of 10% for all machinery produced by domestic producers, and the cost of that tax credit is $20 billion per year.  What effect would that tax credit have on the value of the dollar?  (Hint: how would the investment/saving gap change?)

ANSWER:  This question can be better answered using the NX/NFI diagram developed in the next chapter, but for those instructors who are skipping that chapter, we can outline the general answer here.  The investment tax credit would stimulate investment somewhat, which on balance would strengthen the economy as long as interest rates did not also rise because of the bigger deficit.  Ordinarily that would cause imports to rise, hence reducing the value of the dollar, but this particular tax credit applies only to domestic purchases, so the change in imports would probably be slim.  

To the extent that the government would have to borrow more money because of the increased deficit, interest rates could rise and the dollar might appreciate for that reason. However, this answer would NOT apply if the economy were in the middle of a recession and the Fed was vigorously reducing interest rates.  In that case, the decline in the dollar from lower interest rates would more than offset the slight appreciation from greater borrowing needs.  In addition, if the Fed decided to monetize the debt, interest rates might not rise at all.  This question thus stresses the importance of considering the phase of the business cycle, the current stance of monetary policy, and the behavior of the stock market when determining how the dollar would change due to a change in fiscal policy. 

With respect to the investment/saving gap,  reinstating an investment tax credit would boost investment and reduce saving (because the government deficit would rise).  Obviously that gap has to be filled somehow.  One way would be through an increase in foreign saving, because imports would rise even if the ITC applied only to domestic capital goods, because the rise in GDP would boost imports of consumer goods.  

However, an increase in the trade deficit would not necessarily boost the value of the dollar if (a) interest rates continued to decline, (b) stock prices continued to decline, and (c) the deficit continued to widen.  The surplus dollars abroad would fill the investment/saving gap when Treasury securities were purchased, but that would not necessarily boost the value of the dollar.  

12.  In recent years, labor costs in Korea have been rising about 10% faster than the U.S.  To what extent did this contribute to the devaluation of the won in 1997?  If this trend continues, would you expect further devaluations in the won in future years?  If so, what steps would your company take to offset those effects?  
ANSWER:  The main reason the won was devalued in 1997 was that the price of semiconductors collapsed in 1996, so the nominal value of exports fell sharply and Korea did not have enough money to pay back its dollar-denominated debts.  However, an underlying cause was the fact that labor costs and inflation in Korea were rising substantially more than in the U.S. so the won should have been falling about 5% per year instead of maintaining its parity with the dollar.  
With the slowdown in the Korean economy – it has recovered from the 1997/98 recession, but growth is much slower than before – wage rates are not rising nearly as rapidly, so that particularly situation is unlikely to arise again.  Also, firms are not borrowing as much overseas, and the rotten structure of the Korean banking system and alliances with the chaebol have been uncovered.  For this reason, major devaluations of the won are not expected by most investors.  Nonetheless, most firms remain wary of further weakness of the currency and have recently invested more money in China. 
