International Trade. Test – 2. Total points – 25.   Answer all questions.

Question – 1. Discuss some misconception of WTO. (with examples and critical discussion is expected) 					2 points	

Question – 2.     5 points
Suppose that US economy in recession, explain the effect of the recession in the nominal exchange rate (Canadian perspective): draw a graph of the foreign exchange market, demand & supply of US dollars, with exchange rate on the vertical axis (as discussed in the lecture). Does Canadian dollar appreciate or depreciate?     

Question – 3. Anser the Following questions:    8 points
a) If foreign countries cut their interest rates then what will happen to the capital inflow in Canada (show with diagram)?  2points
b)  If US citizens buy Canadian bonds then what will be the impact on the Canadian currency. 1pt
c) Where does the supply of US$ in the Canadian foreign exchange market come from? 1pt
d) If the Canadian dollar is pegged against the U.S. dollar, and the Japanese Yen depreciates against the U.S. dollar, what will happen to Canada? 1pr
e) Suppose it costs C$1.2 to buy one US$, and the price level or index in the US is 115. The price level or index in Canada is 112. What is the real exchange rate from Canada’s perspective?  2pt

Question  - 3.    8 points
Real Exchange Rates, Nominal Exchange Rates, and Net Exports:
Suppose that in 1996, the price levels in United States and Canada were 100.  By 2000, the price level in United States has increased to 230, while the price level in the Canada rose to 220.  Suppose the exchange rate between two countries in 1996 was $1USD = $1.7CAD 
(a) What was the 1996 real exchange rate?    1point 
(b) What must the new nominal exchange rate have been in 2000 if the real exchange rate remained constant?     2points
(c) Suppose, United States has a fixed exchange rate system against the Canadian dollar. The initial nominal exchange rate is fixed. As a result, did Canada’s real exchange rate appreciate or depreciate?    2points
(d)  Would you expect Canada’s net exports to rise or fall as a result? (Explain how) 2points
(e)  Is the Canadian dollar overvalued or undervalued?   1point
Question - 5.  2 points 
Suppose you can invest $2,000 Canadian for a year. Canadian one-year interest rates are 3 percent. In the United States one-year rates are 4 percent. The higher United States rates look attractive.
If you keep your funds in Canadian dollars (invest in Canada), how much money will you have at the end of the year? 
If the exchange rate is $1.03Cdn/$1US then can you do better by buying a United States asset? 
What would be your decision if exchange rate becomes $1.009Cdn/$1US, would you buy US asset?





