Economics 233 – International Finance

Mid-Term Exam
Spring 2009
Please answer both 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-

1.
Illustrate the impact of the following on the value of the Canadian Dollar versus the U.S. $.  Draw a separate graph for each:

a. Interest rates rise in the United States

b. Canadian inflation rates increase relative to the U.S.

c. The growth rate of the Canadian economy increases

d. The U.S. places restrictions on Canadian farm imports due to fear of spreading Mad Cow Disease.

Part II – In part d), redraw your graph under fixed exchange rates.  What Mechanism is used to prevent the currency market from remaining in disequilibrium?
Question 2 – Answer both parts

2a.
The exchange rates below represent the international values of currencies in the spot market on a given day.  Use triangular arbitrage to see whether an arbitrage opportunity exists.  Prove your answer utilizing a $1 million investment:




Yen/$  = 114



Euro/$ = .82



Euro/Yen = .00784
2b.
Suppose you are offered the opportunity to lock in an options contract on the British Pound at $1.90.  You are bullish on the British Pound, so you put in a Call (six month) on the pound at the above value.  During the strike period, the Pound is valued at $2.02.

a.
If you must pay 2% of the total contract as a premium, and you have $20,000 to invest, what is the dollar value of your total option contract?  What is that in British pounds?

b.
What is your profit (or loss) on the contract?

c.
If the Pound went to $1.88, demonstrate that you are worse off exercising the contract.

Part 2- Answer one essay.  Four bluebook pages max.
A.      
Explain the root causes of the Asian Financial Crisis and why it spread to so many nations.  Include some discussion of:


-Currency interdependency



-Export Structure in the region



-Dollar financing


Part II – Explain the IMF’s policy of conditionality, and how it was applied in this circumstance.  Evaluate the IMF’s overall response to the crisis.








B.
Explain the costs and benefits of currency integration using the euro.  Make sure you address:


-The financial costs of currency conversion


-The impact on trade and financial relationships within the EU


-The effect upon the effectiveness of monetary policy
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