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Question Onea. Suppose the dollarlfranc exchange rate equals $0.50 per franc. According to the purchasing
power -pari ty theory. what wiII happen to the do IIar s exchan ge value under each of the

following circumstances?i. The U.S. price level increases by 10 percent. and the price level in Switzerland

stavs coi1stant( 4 marks)
II. Th~ U.S. pric~evel il{creases by 10 percent. and the price level in Switzerland

increases by 20 pcrccnt~ marks)

b. n exchange rate is said to overshoot when its short-run response (depreciation or
appreciation) to a change in market fundamentals is greater than its long-run response.
Identify the factors that account for changes in a currency's value over the short and long run.

'9 marks \

Question Twoa. Suppose the interest rate (on an annual basis) on three-month Trcasory bills is 10 percent in
London and 6 percent in ew York. and the spot rate of the pound is $2.

i. How can a U.S. investor profit from uncovered interest arbitrage? 4 rr.arks
I\. .If the price of the three-month forward pound is $1.99, will a U.S. investor benefit

from covered interest arbitrage? If so. by how much'. 5 marks,

h. The supply and demand for foreign exchange are considered to be derived schedules.

Demonstrate and explain this scenario.\tmarks.J
-

Question Three
a) Given the following simple Keynesian Model:

Y=C+I+X-M

C = 60 + 0.8Y

1=140

X = 120

M = 10 + O.ZY



Required

1. Establish by how much income would have to change in order to make X = M (With
no change in X) (2 marks)

11. Establish by how much would autonomous investment change in order to generate
this change? (3 marks)

111. Suppose autonomous exports increase by 20 to X=140. Calculate the impact upon the
current account (3 marks)

b. Explain 7 factors that contribute to currency crises in an economy. 7 marks

Question Four

a. Assume the United States exports 1.000 computers at a price of $3.000 each and imports 150
UK autos at a price of £ 10,000 each. Assume that the dollar! pound exchange rate is $2 per
pound.

11.

IV.

Calculate, in dollar terms. the U.S. export receipts, import payments. and trade
balance prior to a depreciation of the dollar's exchange value. 2 marks
Suppose the dollar's exchange value depreciates by 10 percent. Assuming that the
price elasticity of demand for U.S. exports equals 3.0 and the price elasticity of
demand for U.S. imports equals 2.0, does the dollar depreciation improve or
worsen the U.S. trade balance? Why? 3 marks
Now assume that the price elasticity of demand for U.S. exports equals 0.3 and
the price elasticity of demand for U.S. imports equals 0.2. Does this change the
outcome? Why? 3 marks

111.

c. Under a system of floating exchange rates and high capital mobility. is monetary policy or
fiscal policy better suited for promoting internal balance? Demonstrate your answer using
graphs.


