Whitman College

Econ 448

Final Exam

May 13, 2004

Write all answers in your blue book.  Show all of your work. The exam ends at 5pm.

1. Consider the information in the article below, and then answer questions (a)-(c).

U.S. Trade Gap Widens To Record $45.96 Billion
By MICHAEL SCHROEDER Staff Reporter of THE WALL STREET JOURNAL

May 12, 2004
WASHINGTON 

The March U.S. deficit in international trade of goods and services soared to a record $45.96 billion, as imports rose 4.6% and exports rose 2.6%, the Commerce Department said.

In a separate report, the Labor Department said import prices rose 4.6% over the past twelve months.

Analysts expected a surge in imports. "With the U.S. economy expanding and business investment growing at near double digits, oil demand should continue to pick up, causing a swelling trade gap. This will be especially exacerbated by the 13-year highs in oil prices partially resulting from the dollar's decline," Ashraf Laidi, chief currency analyst at MG Financial Group in New York, said in a note to the firm's clients.

Although imports grew faster than exports, sales of U.S. goods and services to other countries also climbed broadly across product lines in March to their highest level on record. 

"The report by the Commerce Department that U.S. exports totaled almost $100 billion in March underscores the growing strength of U.S. manufacturing," said David Huether, chief economist of the National Association of Manufacturers.

(a)  (10pts)  What additional information would you need to know in order to calculate the March U.S. current account balance?  Suppose that you have this additional information, and explain exactly how to calculate the March current account balance.  

(b) (10pts)  Define net international investment position.  Explain how you can use the information given in the article to roughly deduce what happened to the U.S. net international investment position in March.  

(c)  (10pts)  The article describes the U.S. trade deficit widening, even though the dollar has been declining in value recently.  Refer to the J-curve effect to explain this result.  

2.  Paul is a speculator who writes New Zealand dollar (NZ) options.  He expects that the New Zealand dollar will depreciate from its current level of 0.6051 ($/NZ) to 0.6006 ($/NZ) one month from now.  

(a)  (10pts) Paul has written a European-style put option of  NZ10,000 with an exercise price of 0.6009 ($/NZ), a premium of $0.0110 per NZ, and an expiration date of one month from now.  How much does Paul expect to earn from writing this option-to-sell?  Be sure to state any assumptions that you make.

(b)  (10pts) Paul has also written a European-style call option of  NZ20,000 with an exercise price of 0.6062 ($/NZ), a premium of $0.0080 per NZ, and an expiration date of one month from now.  How much does Paul expect to earn from writing this option-to-buy?  Be sure to state any assumptions that you make.

3.  (20pts)  In “Coping with Terms-of-Trade Shocks in Developing Countries” Christian Broda and Cedric Tille write that “developing economies typically face large swings in the price of the goods they export. Such fluctuations are unwelcome because they can contribute to increased volatility in the growth of output.”(p. 1)  However, the authors go on to say that “in a country with a flexible exchange rate, fluctuations in the terms of trade [the price of its exports relative to the price of its imports] will be offset by movement in the exchange rate, eliminating much of the impact on economic activity.  By contrast, a country with a fixed exchange rate will experience substantial swings in output.”(p.1)  The authors cite Ecuador (in 2000) and Argentina (in 1998 and 1999) as examples of developing countries with fixed exchange rate systems which experienced large changes in their terms of trade.  Describe how the experience in these two countries supports Broda and Tille’s claim that fluctuations in the terms of trade cause substantial swings in output for a country with a fixed exchange rate.

4.  In “Burgernomics: A Big Mac Guide to Purchasing Power Parity” Michael Pakkio and Patricia Pollard conclude that “although the theory of purchasing power parity (PPP) serves as a useful benchmark for thinking about long-term equilibrium in foreign exchange markets, it generally does poorly as a predictive tool.”(p.22) 

(a)  (5pts)  Define PPP.

(b)  (20pts)   According to the authors, what are the many reasons that PPP fails to hold?

5.  (25pts)  In “The Euro and Inflation Divergence in Europe,” Margarida Duarte states that “by joining a currency area…. a country forgoes the ability to use monetary policy to respond to region-specific macroeconomic disturbances.  The inability to use monetary policy in response to asymmetric shocks can be an important cost of joining a currency union, particularly if asymmetric shocks represent an important source of output fluctuations and if [other] adjustment mechanisms across regions to these shocks are absent.”  (p.58)   Duarte notes that other potential adjustment mechanisms (especially labor mobility and an automatic stabilizing system of fiscal transfers between states) are lacking in Europe.  Her conclusion is that using a common currency, and thereby losing the stabilizing effects of independent monetary policy, causes the various EMU countries to suffer diverging inflation rates whenever they face region-specific macro shocks.  Thus, she says, these inflation “differentials naturally raise the question of the adequacy of a common monetary policy for an area composed of heterogeneous constituent countries.”(p. 69)  Consider the information in the class presentations on the EMU economies.  Would you agree with Duarte that these EMU economies have found their common monetary policy to be inadequate?  Explain your answer.

6.  In “Foreign Exchange and the Liquidity Trap,” Owen Humpage and William Melick describe a suggestion by Ben McCallum and Lars Svensson that a central bank such as Japan’s could buy foreign exchange and use an exchange rate target to help guide monetary policy out of a liquidity trap.  

(a)  (10pts)  Define a liquidity trap.

(b)  (15pts)  Explain how buying foreign exchange and setting an exchange rate target could help an economy escape a liquidity trap.

7. Consider Jeffrey Frankel’s article “Experience of and Lessons From Exchange Rate Regimes in  Emerging Economies.”

(a)  (15pts)  Define a fixed exchange rate system, and describe the advantages Frankel cites for a country operating with a fixed exchange rate system.  

(a)  (15pts)  Define a flexible exchange rate system, and describe the advantages Frankel cites for a country operating with a flexible exchange rate system.  

8.   (25pts)   Consider the analysis Mark Spiegel presents in “What Monetary Regime for Post-War Iraq?” and also consider the information in the class presentations on the global financial crises of the 1990’s.  What exchange rate system would you recommend for Iraq?  Explain your answer.
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