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SAMPLE SECOND EXAM

Please read all instructions carefully.  Good luck!  Total points = 102.

1.
Back in September 1993, the monthly interest rate on US$-denominated bonds was 0.2% and the monthly interest rate on comparable Brazilian bonds was 36.9%.  The spot exchange rate between the US$ and the Brazilian cruzeiro (the Brazilian currency at the time) at the beginning of September was $0.75 per cruzeiro.  Foreign exchange traders expected the cruzeiro to be at $0.56 at the end of September.

a.
Based on the information above, and assuming you don’t care about risk, would you have been satisfied with the current allocation of your portfolio between US$-denominated bonds and Brazilian cruzeiro-denominated bonds at the beginning of September 1993 or would you want to adjust your allocation?  Explain.









(8 points)


b.
Assume that everyone shared your expectations in part a.  What would happen to the spot rate (e) between the US dollar and the Brazilian cruzeiro during the month of September 1993?  Explain and use the diagram below to demonstrate.









(6 points)
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c. Based on the assumption that uncovered interest arbitrage determines the exchange rate, set up the formula to find the numerical value of the new equilibrium spot rate at the end of September 1993.  NOTE: you don’t have to find the new equilibrium exchange rate, just express the formula you would solve.





(4 points)

2.
Suppose that Japan’s national income is originally 10,000, its exports of goods and services are 1000, and its imports of goods and services are 400 (resulting in a trade surplus of 600).  Further suppose that Japan’s marginal propensity to consume (MPC) is .7 and its marginal propensity to import (MPM) is .1.

Suppose that the Central Bank of Japan raises interest rates which reduces Japanese domestic investment spending by 250.


Using the “open economy” Keynesian Model:


a.
Calculate the numerical values of the new equilibrium level of Japanese 

national income, the new level of imports, and the new trade balance.  SHOW ALL WORK.






(15 points)
b.
 Illustrate the impact in the diagrams on the next page.  LABEL CLEARLY.










(10 points)
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3.
For the situation below, explain what will happen to equilibrium national income and the trade balance for the U.S. according to the “Open Economy” Keynesian Model.  

i.
Shift appropriate curves in the diagram and clearly label the new level of national income and the new trade balance.



ii.
 Provide a verbal explanation of your reasoning.


The real exchange rate increases.




(10 points)
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4.
TRUE or FALSE and EXPLAIN.  Choose FOUR (4) of the following five statements and indicate whether each is TRUE or FALSE and EXPLAIN your reasoning completely and clearly. No credit if no explanation or if the statement given is merely “restated.”







(28 points)


a.
According to the open-economy Keynesian Model, an economy that grows strongly (aggregate output increases) will see the trade balance move into or toward a surplus.

b.
Countries that have fixed exchange rates have found exchange controls to be an effective means of controlling excess demand for foreign currency and keeping the exchange rate stable.
c.
According to the open-economy Keynesian model, a recession in the United States is likely to raise incomes in Europe.
d.
If the U.S. price level increases, other things constant, the real exchange rate will decrease, decreasing U.S. exports and increasing U.S. imports.
e.
The IS curve shows a positive relationship between the domestic interest rate and real income because, according to the open-economy Keynesian Model, an increase in the domestic interest rate results in a reduction in imports which increases domestic real incomes. 

5.
Until the summer of 2005, the Chinese government fixed the exchange rate between the U.S. dollar and its currency, the yuan, at 8.28 yuan per $1 (or 12.1 cents per yuan), which was the par value.  The situation in the foreign exchange market between the yuan and the dollar was characterized as excess supply of dollars as illustrated below:

             eyuan per $1= #yuan per $1
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How must the Chinese Central Bank use official intervention to keep the value of the yuan at 8.29 yuan per $1 as depicted above?   What will happen to the Central Bank’s foreign exchange reserves as a result?  Explain briefly.


(5 points)

 SELECTED ANSWERS TO SAMPLE SECOND EXAM


1  a.
i$     vs.     iBraz.+
  ((eex – e)/e) x 100

( Since the “expected” rate of return on the             






      Brazilian bond is greater than on the U.S. 

0.2%   vs.  36.9%     +  (- 25.33%)

      
     bond, buy more Brazilian bonds.


0.2%   <  11.57%
    b. 
Since traders will begin to shift toward Brazilian bonds, demand for the cruzeiro increases (demand curve shifts right) and supply of cruzeiros decreases (supply curve shifts left), causing the cruzeiro to appreciate relative to the U.S. dollar.

    c.      Solve uncovered interest parity condition for the exchange rate (e)”


0.2% = 36.9% + (($.56 – e)/e)x100 (not required but new equilibrium e = $.885
2.   (Y = -250 x (1/(1-.7+.1)) = -625 ( new Y = 10,000-625 = 9375

      (MGS = .1 x –625 = -62.5 ( new MGS = 400-62.5 = 337.5 ( new X – M = 1000 – 337.5 = 662.5


In the graph, the only curve that shifts is the Aggregate Demand function (AD), which shifts down.  The new Y is lower than the old and the trade surplus is higher.

3.  Foreign goods become relatively expensive so U.S. exports increase and U.S. imports decrease.  The XGS function shifts up and the MGS function shifts down.  Since U.S. residents and foreigners are buying relatively more U.S. goods, the AD function shifts up, Y increases, and there is a trade surplus (exports exceed imports).

4. a.   FALSE. According to the open economy Keynesian model, an increase in Y increases imports,   
      which moves the trade balance toward a deficit.
b. FALSE.  Exchange controls, in which the government rations foreign currency, do nothing to eliminate excess demand.  The excess demand will result in a circumvention of the exchange controls as people get foreign currency via the black market or by bribing officials.  Either way they pay more than the fixed rate for foreign currency.
c. FALSE.  In the Keynesian model, when US income decreases, US imports decrease.  This reduces European exports which decreases European aggregate demand and incomes. These are foreign income repercussions.
d. TRUE.  The real exchange rate is the average price of foreign goods and services divided by the average price of U.S. goods and services.  An increase in the U.S. price level will therefore decrease the real exchange rate making foreign products relatively cheaper (or making U.S. products relatively expensive).  This will decrease U.S. exports and increase U.S. imports.

e. FALSE.  The IS curve shows an inverse/negative relationship between i and Y because an increase in i decreases domestic investment which decreases domestic Y.

5.
The Chinese CB must buy the excess supply of dollars with yuan.  Since it will add the dollars to its foreign exchange reserves, it reserves will increase.

Spot rate at beginning of September 1993








