EC 3580 Department of Economics
International Economics II Atkinson College, York University
Instructor: Sharif F. Khan Summer 1 2008

Assignment 1 (Optional)

Total Marks: 50

Part A True/ False/ Uncertain Questions

Explain why the following statement is True, False, or Uncertain according to economic
principles. Use diagrams and / or numerical examples where appropriate. Unsupported
answers will receive no marks. It is the explanation that is important.

Al. [8 Marks]

If the interest rate parity holds, other things remaining constant, an increase in the U.K.
nominal interest rate will increase the current value of the U.S. dollar. [Diagrams
Required]

Part B Problem Solving Questions

B1. [12 Marks]

1) Explain how each of the following transactions would enter the Canadian balance of
payment accounts. Discuss only transactions described. Do not be concerned with
possible offsetting transactions. [6 marks]

@) The Canadian government sells military equipment to a foreign
government.

(ii) The Bank of Canada sells yen to, and buys dollars from, a Swiss bank.

(iii) A Canadian bank receives the interest on its loans to Brazil.

2) For each transaction described in part (a) that by itself changes the sum of the
Canadian current account balance, financial account balance and capital account balance,
give an example of an offsetting transaction that would leave the sum of these three
balances unchanged. [6 marks]
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B2.

[30 Marks]

Read each part of the question very carefully. Show all the steps of your calculations to
get full marks.

Use the asset approach to exchange rate determination discussed in class to answer the
following questions. The interest rate on US dollar denominated assets maturing in one
year is 10% and the interest rate on comparable Canadian dollar denominated assets is

8%.

Y

2)

3)

4)

Consider two possible expectations for the direct spot exchange rate between the
Canadian dollar and the U.S. dollar (Canadian dollars per one U.S. dollar) in
one year: (1) the spot rate will fall by 5 Canadian cents or (2) the spot rate

will rise by 3 Canadian cents (note that these changes are in absolute levels, not
in percentage terms). Determine the current equilibrium spot rate under each
scenario. Explain which expectation for the future spot rate makes sense, justify
your answer, and provide economic intuition for your result. [12 marks]

Using the expectation scenario from part (A) that makes sense, determine the
equilibrium spot rate when the US interest rate rises to 12%. Determine whether
the Canadian dollar appreciated or depreciated in response to this change and
provide economic intuition for your finding. [8 marks]

Suppose, instead, that the spot rate is expected to decrease by & percent over
the next year. Explain whether or not you can determine the equilibrium spot rate
in this scenario and justify your answer. Determine the value of & which is
consistent with our model. [6 marks]

Suppose interest rates are as given initially (10% and 8%) and the current spot

rate equals 2 Canadian dollars per U.S. dollar. Calculate the forward discount or
forward premium. [4 marks]
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