Whitman College

Econ 448

Final Exam

May 8, 2006

Write all answers in your blue book.  Show all of your work.  

1. (a)  (5pts)  Define a call option.  Describe how a call option could be used to hedge foreign exchange risk. 

For parts (b)-(d) below, suppose the following.   A speculator holds an American-style call option on 1 million Mexican pesos.  On the date the speculator bought the option, February 16, 2004, the spot exchange rate was $0.0910/peso.  The option expires 60 days from purchase and has a strike price of $0.0935/peso.  The speculator paid a premium of $0.0001/peso for the option.  

(b)  (10pts)  At what exchange rates would the speculator definitely not want to exercise the option?  Explain your reasoning.  

To answer parts (c) and (d), suppose that the speculator expects that the spot exchange rate will hit a maximum of $0.0942/peso sometime within the 60 days that he holds the option.

(c)  (10pts)  How much profit does the speculator expect to earn from holding this option?

(d)  (5pts)   Suppose that over the 60 days of the option contract, the spot exchange rate rises to a peak of $0.0940/peso but ends the period at $0.0932/peso.  Is it possible that an attentive profit-motivated speculator might end up earning a loss on this option?  Explain your reasoning.  

2.  In the article “Spendthrift Nation”, Kevin Lansing lists three policy options to increase domestic saving in the United States.  

(a)  (15pts)  What are these three policy options and, according to Lansing, what are the problems with implementing each of the options?

(b)  (15pts)  According to the model Lansing describes in the article, “the personal saving rate [in the U.S.] would be expected to halt its decline and start moving up” if what happened?

(b) (5pts) What, according to Lansing, would be the advantage of an increase in domestic saving? 

3. (a)  (10pts)  Define Net International Investment Position (NIIP).  When is it negative and when is it positive for a country?

In the article, “Exchange Rate Movements and the U.S. International Balance Sheet,” Michelle Cavallo argues that valuation adjustments have become a large determinant of the U.S. NIIP.

(b)  (10pts)  What, according to Cavallo is the other major determinant of the U.S. NIIP?

(c)  (5pts)  Approximately what size is the U.S. NIIP currently?

(c)  (15pts)  If the U.S. dollar were to rise in value, what would be the effect on the U.S. NIIP of the resulting valuation adjustment?  Explain why an increase in the value of the dollar would have this result.

4.  In the article, "Reserve Accumulation: Implications for Global Capital Flows and Financial Markets,” Matthew Higgins and Thomas Klitgaard note that central banks in Asia have recently amassed huge foreign exchange reserves. 

(a)  (20pts)  According to the authors, what are the costs and risks to these central banks associated with accumulating foreign reserves?

(b)  (20pts)  According to the authors, why are these central banks accumulating these reserves?

5.  Consider Rene M. Stulz's "Corporate Governance and Financial Globalization" article.

(a)  (20pts)  According to the author, why is capital not flowing as strongly to low-capital-stock countries as we might expect?  What is surprising about this lack of capital flow?  

(b)  (15pts)  According to the author, how can companies in developing countries "rent" the institutions of countries with better institutions? What does the empirical evidence say about the effect of doing so?

6.  (20pts)  Consider the “Managing Macroeconomic Crises:  Policy Lessons” by Jeffrey Frankel and Shang-Jim Wei.   Consider each of the factors listed below.  According to the authors, does the factor make a country more or less vulnerable to currency crisis?  

(i) financial liberalization

(ii) choice of a fixed, floating, or intermediate exchange rate regime

(iii) corruption

(iv) inflation

(v) whether capital inflows are short-term dollar denominated debt or foreign direct investment or equity

(vi)  the level of foreign exchange reserves
