Midterm Study Guide

Chapters 1 and 2 

The nominal exchange rate is the price of one currency in terms of units of another currency 

For example, 1 dollar = 6 Mexican peso. How many dollars can you buy with 1 peso?

What would be the exchange rate if the dollar appreciated (increased in price) by 10 percent starting from $1 = 6 peso? What would be the exchange rate if the dollar depreciated (decreased in price) by 10 percent starting from $1 = 6 peso?

Assume that 1USD = 5 peso and 1USD = 1 euro. Trade with Mexico is 40 percent of US trade and trade with the European Union is 60 percent of US trade. By what percent would the effective exchange rate change is the bilateral exchange rates change to 1USD = 6 peso and 1USD = 0.9 euro?

Consider the following Balance of Payments data (in billions of dollars):

· imports of goods 





50

· interest paid by local firms to foreign firms 


20

· foreign direct investment into the economy 


40

· exports of goods 





70

· interest paid by foreign firms to local firms   


15

· financial aid by the domestic country to the foreign country
 3

· portfolio investment abroad by domestic agents 

60

· direct investment abroad by domestic agents 

55

· exports of services 




40

· international portfolio investment into the economy  

40

· imports of services 




65

What is the:

- Trade in goods and services balance 

- Current account balance 

- Financial account balance 

- Change in the central bank foreign exchange reserves 

Look at the Balance of Payments of Mexico
1. Are there any large fluctuations?

2. Looking at those data, what do you suspect happened to the price of the Mexican peso during that period?

3. Theory says that the balance of the current account must equal the balance of the financial account? In other words, every international transaction results in two entries that cancel each other in the aggregate. Is that true for Mexico? 
4. If not, what is the difference between the current and financial account balances? Where is it recorded?

Consider the market for dollars in a two-country world consisting of the US and Japan. The x-axis shows the quantity of dollars exchanged in the market and the y-axis shows the price of dollars in terms of yen. 

The demand schedule captures the purchases of dollars (using yen) by Japanese citizens and firms who want to buy US goods and services and to invest in the US economy.  
The supply schedule captures the sales of dollars (for yen) by US firms and citizens who want to buy Japanese goods and services and to invest in Japan. 

1. Explain the slopes of the supply and demand schedules, i.e. what happens to the quantity of dollars supplied and demanded as the yen becomes cheaper (we move up the y axis)?
2. What may shift the supply or demand schedules? A shift would be produced by something that will induce people to buy more (or less) goods, services, and investments even if the price of the dollar is unchanged. Give four examples and show the change in the equilibrium exchange rate.
3. What do we mean by a fixed exchange rate regime and a flexible floating exchange rate regime? 

4. For each of the examples in 3, explain whether the Treasury has to buy or sell dollar if they want to keep the exchange rate unchanged. Also, indicate on the graphs how much dollars they would have to buy or sell. Explain your answer. 
We can write output in two ways:

Y = C + I + G + (Ex-Im)

Y = C + S + T

where C is consumption, I investment, G government spending, Ex exports, Im imports, S savings, and T taxes. 
1. How does the budget deficit relate to the trade deficit?

2. Can the economy invest more that it saves?

3. Show how a budget deficit crowds out investment.

U.S. Current account deficit

1. How large is the U.S. current account deficit as percent of GDP and in dollar terms?

2. Is that large or small compared to other countries?

3. What is the U.S. net foreign indebtedness as percent of GDP?

4. What are the risks associated with running a large current account deficit?

5. Explain the three ways in which one can view a CA deficit.

6. How does a fiscal deficit contribute to the CA deficit?

7. Why is may be the case that the fiscal deficit does not lead to a CA deficit?

8. How does a decline in private saving contribute to the CA deficit?

9. How does productivity growth in the US contribute to the CA deficit?

10. How does a foreign demand slump contribute to the CA deficit?

11. How does an improvement in global financial intermediation contribute to the CA deficit?

12. On balance, what factors seem to be more important and what factors seem to be less important in explaining the US current account deficit according to the simulations by the Federal Reserve?

Chapter 8 
1. What is the law of one price?

2. Why the law of one price might not hold?

3. What is absolute purchasing power parity?

4. What is relative purchasing power parity?

5. Which of the two (absolute or relative) are more likely to hold?

6. In what cases does the relative purchasing power parity tend to hold?
















