Financial Markets and International Finance
IK FinanzmSrkte und internationale WShrungsbeziehungen

PROBLEM SET 1

INSTRUCTIONS: part A should be prepared for discussion in class. Part B
should be turned in on 20 March 2007 in class. DO NOT TURN IN PART A.

PART A

ANSWER

QUESTION

(A.1) You travel to Paris and pay for a $100 dinner with your credt card. How is
this accaintedfor in the balance of payments?

(&) Current accaunt, French serviceimport
(b) Current accaunt, U.S. good export

(c) Finarcial account, U.S. asset export
(d) Finarcial account, U.S. assetimport
(e) None of the above

(A.2) Ricardianequivalence arguesthat whenthe govemmert
(a) increagstaxesard raisesits defi cit, consumersarticipate that they will

(b)

(©)

(d)

(e)

facehighertaxeslater to pay for the reaulting governmert dely, thus
peaople will raise their own private saving to offsetthe fall in governrment
saving.

cuts taxesand decrea®sits deficit, consumersarticipate that they will
facehighertaxeslater to pay for the resulting governmert dely, thus
peaople will raise their own private saving to offset the fall in governrment
saving.

cuts taxesand raisesits surplus, consumers articipate that they will face
higher taxeslater to pay for the reaulting governrmert dekt, thus pecple
will raise their own private saving to offset the fall in governrmert
saving.

cuts taxesand raisesits defi cit, consumersarticipate that they will face
lower taxeslater to pay for the reaulting goverrmert debt, thus peagple
will raise their own private saving to offset the fall in governrmert
saving.

cuts taxesand raisesits defi cit, consumersarticipate that they will face
higher taxeslater to pay for the reaulting governrmert dekt, thus pecple
will raise their own private saving to off setthe fall in governrmert
saving.
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(A.3) In the begnning of 2006, you pay $100 for a share of stock that pays you a
dividend of $1 atthe begnning of 2007. If the stock pricerisesfrom $100 to
$109 per share over the year:

(&) Thenyou have eaned arate of 5 percen over 2006
(b) Thenyou have eanedarate of 1 percen over 2006
(c) Thenyou have eanedarate of 9 percen over 2006
(d) Thenyou have eanedarate of 4 percen over 2006
(e) Thenyou have eanedarate of 10 percert over 2006

(A.4) If the goodsOmoney pricesdo not change, a depreciation of the dollar against
the pound
(a) MakesBritish sweakerscheayger in termsof Americanjears
(b) MakesBritish sweakrsmore expensive in termsof Americanjears
(c) MakesAmericanjears more expersive in termsof British sweaters
(d) DoesOtharge the relative price of sweakrs and jears
(e) None of the above

(A.5) If the dollarintered rateis 10 percert, the euro interes rate is 12 percert, and
the expectedreturn on dollar depreciation against the euro is negative 4
percert, then
(&) Aninvedor should inved only in dollars
(b) Aninvedor should inved only in euros.

(c) Aninvedor should beindifferert betweendollarsand euros.
(d) Itisimpossibleto tell giventheinformation.
(e) All of theabove.

(A.6) Which of the following statemertsis the most accurate?

() ForagivenU.S. interes rate and agiven expeciation with regards to the
future excharge rate,
arisein theinteres rate paid by euro deposits cawsesthe dollarto
depreciate.

(b) ForagivenU.S. interes rate and agiven expeciation with regards to the
future excharge rate,
arisein theinteres rate paid by euro deposits cawsesthe dollarto
appreciate.

(c) Ariseintheinteres rate paid by euro deposits doesnot affectthe value
of the dollar.

(d) Ariseintheinteres rate paid by ewro deposits cawsesthe dollarto
depreciate.
(e) None of the above.




(A.7) Assume
C=50+0.6(YDT)
G=15
=15
T=2
() Calculate Y atequilibrium

(b) Cakulate C

(¢ ) Now Assume
EX=4+3EP/P
IM=8+0.1(Y BT) D2EP /P
E=3
P=1
P=15

Find equilibrium Y

(A.8) Fill inthefollowing tabe:

GNP
Total Output Consumption Government
Consumption Investment Investment Purchases Exports Imports
135 100 5 20 30
200 30 30 30 10
530 400 60 20 50
630 500 75 50 15 10
550 300 100 200 100
600 200 40 20 60
975 800 75 150 200
680 500 80 300 100

740 40 200 200 100
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(A.9)
Fill in the following tade:

CA Sp I G T
15 25 12 2
8 50 15 3
9 25 10 4
35 50 10 5
EBO 10 30 20 10
200 50 12
£S5 140 100 15
400 200 20

EP8O 100 200 200

(A.10)

Compute how mary dollarswould it cost to buy an Edinburgh Woolen Mill sweater costing
50 British pounds for the following exchange rates?

Exchange Rate
Number of Dollars per  Price of a Sweater
One British Pound in British Pounds  Price in Dollars
1 50
11 50
1.2 50
1.25 50
1.3 50
14 50
15 50
1.6 50
1.7 50
1.75 50
1.8 50
19 50

2 50
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(A.11) For the following 15 cases comparethe dollar ratesof return on dollar and euro deposits:

Rate of
Return
Expected Difference
Rate of Between
Dollar Euro Dollar Dollar and
Interest Interest Depreciation Euro
Case Rate, Ry Rate, Ry Against Euro Deposits
1 0.1 0.06 0
2 0.1 0.06 0.04
3 0.1 0.06 0.08
4 0.1 0.12 £0.04
5 0.1 0.18 0
6 0.15 0.06 0
7 0.15 0.06 0.04
8 0.15 0.06 0.08
9 0.15 0.12 £0.04
10 0.15 0.18 0
11 0.2 0.06 0
12 0.2 0.06 0.04
13 0.2 0.06 0.08
14 0.2 0.12 £0.04
15 0.2 0.18 0

(A.12) Calculate the intered rate in the United States if interes parity condition holds, for the
followingl5 cases

Expected
Rate of Dollar
Depreciation
Against Euro
Case Rg E Ry
1 0.06 0
2 0.06 0.04
3 0.06 0.08
4 0.12 £0.04
5 0.18 0
6 0.06 0
7 0.06 0.04
8 0.06 0.08
9 0.12 £0.04
10 0.18 0
11 0.06 0
12 0.06 0.04
13 0.06 0.08
14 0.12 £0.04
15 0.18 0
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(A.13) Calculate the Expected Dollar Depreciation Rate against the euro and the expected dollar return
on euo depositsif the expected exchange rate is $1.10 per euro.

Expected Dollar Expected Dollar

Today’s Interest Rate on Euro Depreciation Return on Euro
Dollar/Euro Deposits Rate Deposits
Exchange Rate Re Against Euro

Ege

1.10 0.03
1.08 0.03
1.06 0.03
1.04 0.03
1.02 0.03

(A.14) Show graphically adrop in the interes rate offered by dollar deposits, Rg, and the effecton the
exchangerate, E,,.




