Whitman College

Econ 448

Exam 1

March 10, 2004

Write all answers in your blue book.  Show all of your work. The exam ends at 2:20.

1.  (15pts)  Suppose that last year a country ran a current account surplus equivalent to $110 billion.  You also know the following information from last year about this country. 

Fill in the blanks, where possible.

Net imports of goods services and investment income = __________

Net exports of goods services and investment income = +$202 billion

Net unilateral transfers = +$12 billion

Statistical discrepancy = 0

Capital Account = ________________

Net international investment position = ________________

2.  (15pts)  Petra is a speculator who writes Australian dollar (A$) options.  She expects that the Australian dollar will appreciate from its current level of 0.72 (US$/A$) to 0.75 (US$/A$) one month from now.  So, she has written a European-style put option of A$150,000 with an exercise  price of 0.735 (US$/A$), a premium of US$0.015 per A$, and an expiration date of one month from now.  Suppose that the spot exchange rate at the option’s maturity turns out to be 0.690 (US$/A$).  What is Petra’s total profit or loss from writing the option, assuming that the holder of the option acts rationally?  Be sure to state any other assumptions that you make.

3.  (15pts)  In “Dollarization: What’s in It for US?” David Altig describes the theoretical benefits the United States could potentially receive if other countries adopted the dollar as their own currency.  List and describe these potential benefits.

4.  Consider the article “Is Official Foreign Exchange Intervention Effective?” by Michael Hutchison, and also the attached Wall St. Journal (WSJ) article “Currency Markets Ignore G-7 Messages” (March 8, 2004).  

Hutchison notes that “conventional academic wisdom holds that sterilized interventions have little impact on the exchange  rate,” yet “despite academic skepticism, many central banks intervene in foreign exchange markets.”

(a)  (15pts)  Suppose that the United States government were to conduct a sterilized intervention in the foreign exchange market for the euro in order to increase the value of the dollar relative to the euro.  Describe exactly what the U.S. government would do.

Contrary to the conventional wisdom, Hutchison finds that sterilized interventions are “successful in either slowing or reversing the direction of exchange rate change” under particular circumstances.

(b)  (5pts) What are those circumstances that Hutchison finds create a successful intervention?

(c)  (5pts)  In the WSJ article, former Federal Reserve vice chairman Alan Blinder describes the effectiveness of foreign exchange market interventions.  Compare Blinder and Hutchison’s views of the effectiveness of foreign exchange market interventions.

(d)  (5pts)  Consider the reference in the WSJ article to the Bush economic team’s beliefs about the effectiveness of government interventions in foreign exchange markets.  Compare the Bush team’s views and Hutchison’s views of the effectiveness of foreign exchange market interventions.

(e)  (5pts)  From the information in the WSJ article, which countries (or groups of countries) are currently engaging in foreign exchange market interventions?  

5.  Suppose that you have a friend who is interested in financial matters, but knows nothing about how foreign exchange  markets operate.  

(a)  (10pts) Explain to this friend what Covered Interest Rate Parity (CIP) is.  Be sure to define any terms that you use and derive any formulas that you present.

(b)  (10pts)  Explain to this friend what Purchasing Power Parity (PPP) is.  Be sure to define any terms that you use and derive any formulas that you present.

