Economics 233 – International Finance

Make up Exam (final)
Please answer questions 1, 2 and 3.  You must answer two of the three questions in section II – maximum length of 3 bluebook pages per question.  As always, all work must be shown to receive full credit.
Part I – Answer all 3 questions
1. Suppose Carter Chemical is considering an expansion of its facilities in Europe.  The cost of the project is $8 million.  The money can be borrowed in the U.S. at 4%, and in the eurozone at 8%.  The project costs 25 million euro, and returns 10 million euro in additional profits in the subsequent four years. The value of the euro is currently $1.30/€ (year 0).  The anticipated values are:
        Year

$/€

1

  1.28

2

  1.26

3

  1.24

4

  1.20

Determine where Carter should borrow the money.

2. Suppose the rate of inflation in Japan is 2%, and the rate in the U.S. was 4%.  If there are 100 Yen/$, and the “law of one price” holds, then a car that sells for $20,000 in the U.S. should sell for 2 million Yen in Japan.  If that is the case, then:

-Apply Purchasing Power Parity to the above, and determine the predicted 

change in the value of the Yen. 

Part II – Demonstrate that, one year out, the car still costs the same in both countries if PPP applies.

3. An investor can earn a rate of return of 2.8% in Japan for a six-month deposit, versus 1.6% in the U.S. Currently, there are 108 Yen/$. 

a. What is the change in the value of the Yen predicted by IRP?

b. What is the new value of the Yen?

c. If you invest $10,000 in each country, prove that the rate of return is the same if IPR holds.

Part II – Please answer two of the following.  
1. Detail three causes of the debt crisis in the developing world during the 1980s.  Explain the IMF’s role in attempting to solve the crisis.  Describe two other solutions that were attempted.

2. The U.S. has been the recipient of billions of dollars of direct foreign investment from Japan over the 20 years.  State four of the reasons that were given as incentives for carrying out DFI, and apply them to the situation between the U.S. and Japan (I don’t expect you to know specifics – just use good reasoning!).  Your answer must include GDP correlations.
3.
a.   State the five payments methods discussed in class.    Explicitly explain the risks borne by both importer and exporter under each method.  How does your answer illustrate why Letters of Credit are the most popular form of payments method.  

b. Explain the concept of counter-trade.  When is it used and why?
