INTL 2200R/S Final Exam	Winter 2021	April 17, 2021
YORK UNIVERSITY	Dr. F. Zandi
Schulich School of Business	Winter 2021


INTL 2200 R & S

INTERNATIONAL ECONOMICS

FINAL EXAMINATION – April 17, 2021

DURATION: 3:30 HOURS




Name:  _________________________________


Student Number:  _________________________________



INSTRUCTIONS: 

· This is an open book take-home exam for which you have 3:30 hours (210 minutes).
· You may submit a hand-written or typed up exam.
· Diagrams must be properly labeled and attached to their corresponding texts. You may draw your diagrams manually and submit their snapshots.
· Without exception, a 10% mark-deduction will be automatically applied to your final mark on this exam for any portion of each hour that your work is submitted after the due time.
· Your submitted Examination will be subject to automatic review via Turnitin and, by completing and submitting your Assignment on Canvas, you are agreeing to exercise complete academic honesty.
Good Luck! 

ANSWER ALL QUESTIONS (TOTAL MARKS = 100)


1. Suppose at 11am this morning, the following rates are obtained from the FX markets:

· In New York: $2 = 1£,
· In London: ¥ 410 = 1£
· In Tokyo: ¥200 = $1  

(a) Determine if there is a currency arbitrage opportunity in this 3-currency situation.
(b) If there is an arbitrage opportunity to be exploited, show how you may be able to capture this profit. YOU NEED TO ILLUSTRATE YOUR PROFITABLE ROAD MAP EMPLOYING THE NUMBERS ABOVE.		(8 marks)

2.  Explain how the following items would be entered into Canada balance of payments (the initiating entry). You need to indicate the relevant account and subaccount as well as the corresponding sign (negative or positive). YOU DO NOT NEED TO PROVIDE DOUBLE ENTRIES. 

(a) A disaster relief shipment of barley and wheat to a famine-stricken country
(b) Canada’s export of textile machinery
(c) An American tourist hotel expenses in Canada
(d) Purchase of government of India treasuries by a Canadian.
(10 marks)

3. Consider a Canadian who has C$1 million in her passion decides to place her entire funds in either the 6-month Canadian Treasury Bills (TBs) or in the 6-month Swiss TBs.  The yield on Canadian TBs  is 1.2% (0.012) and the yield on Swiss TBs is 0.5% (0.005).  The (six-month) forward C$-Swiss Franc exchange rate (C$ -CHF) is 1.30 and today’s spot rate between the two currencies is 1.25.  Using this information answer the following questions:

1. Defining the forward spread (discount or premium) is the Canadian dollar at a discount or premium? And by how much?

1. Calculate the riskless (covered) rate of return on Swiss TBs. (YOU DO NOT NEED TO ANNUALIZE the rate.)

1. Can you identify an arbitrage opportunity here to be exploited? Explain why or why not.

1. Assuming that the sport exchange rate and TB yields remain as stated above, Calculate the forward rate at which the covered interest parity (CIP) condition holds.


1. If the uncovered interest parity condition holds, calculate the expected rate of depreciation (appreciation) of C$ against CHF if the sport exchange rate and TB yields are as stated above.                                                 			
(14 marks)                                    

4. 	You are given the following information.  The current Mexican peso- dollar exchange rate is 6.5 (P6.5 = 1$) while the price index in Mexico is 600 and the price index in the US is 100.  

1. Based on this information, what is the PPP predicted (implied) rate of exchange between the peso and the dollar? (R defined as (PESO/$). 

1. Is the peso overvalued/undervalued as predicted by the PPP? If so, by how much?  Explain.
(6 marks) 
	
5. 	Since the outbreak of Covid-19 in March 2019 the Bank of Canada (along with other central banks) has taken extreme measures to prevent a total economic meltdown. The following questions relate to this development.
 
(a) Part of these extreme measures relate to the interest rates. Using a diagram made of Money demand and Money supply, show how the Bank of Canada has changed its interest rate since last year and which direction to combat the current economic crisis. Explain the logic behind this policy.
  
(b) Discuss in some details the short run ASSET APPROACH model of exchange rates which is based on the Uncovered Interest Parity condition.

(c) Now integrate your answer to the last two parts of this question. Explain how the change in the interest rate by the Bank of Canada as per your answer in (a) affects the Canadian dollar as predicted by your answer in part (b). Assume that foreign variables have remained unchanged throughout this period.

(d) Explain how the exchange rate change determined in part (c) affects the trade balance.	

(e) What is the relationship between a nation’s savings and its trade deficit?									
(20 marks) 


6.	Discuss why monetary policy is completely ineffective in a country such as Denmark whose currency (Krone) is fixed (against euro) and its capital is perfectly mobile.  
	                                                                                                                (8 marks)

7. 	Consider world consisting of two trading entities: the US and the EU. The EU is the exporter of cheese to the US and the importer of oil from the US. Assume the world price of both cheese and oil are set in terms of dollars ($). Also assume that there is no barriers or restrictions on trade for either good. Also assume that the entire exchange between the US and EU is made of trade account transactions and that there are NO capital/financial account transactions between them. 
[bookmark: _Hlk38206968]
The following table represents the information about the EU’s import of oil. Note that the price of oil is denominated in the US dollar ($) and is equal to $30 per barrel.

	[bookmark: _Hlk38201932]1
	2
	3
	4

	Exchange rates ($/€)
	The euro price of oil (€)
	The EU quantity of oil imports 
	The number of euro supplied (€)

	1.2
	?
	50
	?

	1.5
	?
	75
	?

	1.8
	?
	100
	?



[bookmark: _Hlk69232151](a) Using the information above derive the supply curve for Euro by filling in the blanks. 6 marks
(b) The following table represents the information about the EU’s exports of cheese. Note that the price of cheese is also denominated in the US dollar ($) and is equal to $100 per ton. Using the information above derive the demand curve for Euro by filling in the blanks. 6 marks

	1
	2
	3
	4

	Exchange rates ($/€)
	The euro price of cheese (€)
	The EU quantity of cheese exports 
	The number of euro demanded (€)

	1.2
	?
	25 
	?

	1.5
	?
	22.5
	?

	1.8
	?
	15.5
	?



(c) Draw a diagram to depict the supply and demand curve for euro as found above. What is the equilibrium value of the exchange rate? 4 marks
(d) Is this foreign exchange market stable? Why? Does your answer have  anything to do with the Marshall- Lerner condition? Explain. 6 marks
												(22 marks)

8.	(a) What are the expenditure- changing policies? What is the expenditure -switching policies? Give two examples for each set.

(b) Assume an economy under the fixed exchange rates is currently facing an external deficit and inflation. If the policy makers were to attain two targets of the Internal and External balance, what policy mix of expenditure- changing and expenditure- switching would you recommend? Illustrate your answer using BOTH  NX/ (S-I) diagram as well as in EE-YY (SWAN) diagram.  (14 marks) 
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