Economics 233 – International Finance

Mid-Term Exam

Fall 2007
Please answer all questions in section 1, and 1 of the 2 questions in section 2.  I will only grade the first question in your exam booklet from section 2 – no extra credit will be given for completing the other question.  All graphs must be completely labeled.  All work must be shown.  Failure to include your work will result in deduction of points.  Good Luck!!

Section 1-Answer both questions
1.
Illustrate the impact of the following on the value of the Japanese Yen versus the U.S. $.  Draw a separate graph for each:

a. Rising interest rates in Japan. 
b. Falling inflation rates in Japan
c. The growth rate of the U.S. economy increases

d. The Federal Reserve sells Yen.
Part II – In part c), redraw your graph under fixed exchange rates.  How is it possible for supply and demand not to be equal?
2.
Suppose the 6-month interest rate in the U.S. is 2.8%, and 4.2% in Mexico for an investment of similar risk.  Currently, there are 10 pesos to the dollar.

a.
What is the change and final value of the peso predicted by IRP?

b.
Show that a $5 million investment earns an identical return in both markets if IRP holds.

c.
State two reasons why IRP does not hold exactly.

NEXT->

Section 2- Answer one question.  Your answer should not exceed 4 pages
2A.      
Carefully explain the causes and resolution of the Asian Financial Crisis of 1997.  Please make sure you address:

a.
The role of pegged exchange rates


b.
The role played by the type of financing used in the region

c.
The importance of export structure for the ASEAN (and other) nations in the region.


d.
The role the IMF played in resolving the crisis



Part II – What currency regime might have prevented all this?

2B.
European currency integration (the euro) had a somewhat unexpected impact on policy options in the eurozone.  Explain why each of the following is no longer (or never was) viable as a policy tool:


-Fiscal policy



-Monetary policy



-Exchange rate policy
