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Directions: 
Please answer all questions. Start from the questions you know best. All questions are equally weighted. Your answers must be short, to the point.
Pledge:

I hereby certify that the solution provided is the product of my honest work and that I have not been responsible of any form of cheating and/or free riding. 

                                                                                           Signature

1) Last time you were asked to evaluate the situation of Country Z at time X, as summarized by the table below, to decide if it may be worth to invest there.   

	TIME
	X-2
	X-1
	X

	RESERVE ASSETS: NET
	-     1.186.190 
	         403.259 
	     12.070.100 

	CURRENT ACCOUNT: NET
	-    11.942.800 
	-     8.980.620 
	-     3.780.420 

	FINANCIAL ACCOUNT: NET
	     13.770.790 
	      8.731.741 
	-     5.479.660 

	NET ERRORS AND OMISSIONS
	-        641.800 
	-        154.380 
	-     2.810.020 


Now please, fast forward the situation of Country Z three years later (now Time = X+3). 

	TIME
	X+1
	X+2
	X+3

	RESERVE ASSETS: NET
	      4.526.080 
	-     3.497.410 
	-     5.282.640 

	CURRENT ACCOUNT: NET
	      8.766.600 
	      8.139.920 
	      3.216.920 

	CAPITAL ACCOUNT: NET
	-    11.398.670 
	-     3.245.490 
	      1.475.260 

	NET ERRORS AND OMISSIONS
	-     1.894.010 
	-     1.397.020 
	         590.460 


What happened to its economy? Has its attractiveness as a potential target for your investment changed? Why? / Why not? 

2) A Central Bank of China policy aimed to prevent a further appreciation of its currency against the US$ is consistent with the Chinese government desire to fight inflation. True/false/uncertain. Please, explain.

3) The monetarist model can help in predict swing in the real exchange rate. True/false/uncertain. Please, explain

4) Short term exchange rate forecasting requires a strong emphasis on economic fundamentals. True/false/uncertain. Explain

5) The market expects the future spot rate (£/$) to be either 1.4 or 2.0 with equal probability. Should forward rates be unbiased predictors of future spot rates, please calculate the forward (£/$) and the forward ($/£). Can the assumption of unbiasedness apply to both cases? Explain.  

6) What is the difference between real exchange rate forecasting and nominal exchange rate forecasting? Which is the one most useful to financial planners? To currency traders?
7) 1) Suppose you work for a Micronesian firm which sells at its domestic market. Your company needs to pay its Macronesian supplier 1 million Macronesian dollars (M$) in 6 months. Assume the two countries are linked by a bilateral exchange rate agreement which sets a par value of 62 Micronesian franc (MF) per M$ and a fluctuation band with the upper limit at 65.72 and the lower limit at 58.28.  Please, consider that:

Spot exchange rate:  



MF 62.963 / 1 M$; 



180-day deposit in Micronesia: 17.0% 
(annual basis)

180-day deposit in Macronesia:  6.5% 
(annual basis)

Other most recent quarterly data for Micronesia (in billions):






Q(-3)

Q(-2)

Q(-1)

Current Account Balance
          -1302
          -1315

-1330

Stock of International Reserves
41.2

38.5

  32.3

Moreover: 



Micronesia
Macronesia


Consumer Price Index (CPI) today            110
       102

Forecast CPI 180 days from today
        114.5
      103.5

Your employer is concerned about the possibility of a devaluation of the MF against the M$ and asks you to assess this possibility. Explain how you would use the data above to analyze (in a purely qualitative terms) the likelihood of a devaluation (resetting new, higher par value and fluctuation band). 

What are the forecasts of the exchange spot rate 180 days from today that you can derive from the data above? Do they imply that a devaluation may take place during the next six months? Explain. 

Using the information in parts (a) and (b), what is your forecast for the percentage change in the real exchange rate over the next 180 days [e(MF/M$)]? How will this change affect the Micronesian firms competing with Macronesian firms? Explain.

Will the expected exchange rate dynamics significantly affect the competitive position of your firm assuming it has a pass through coefficient (PT) of 0.85? Explain. Given the value of the PT coefficient what can you say about:

a) the sourcing policy of your firm compared to its competitors; 

b) the elasticity of demand for your firm product;

c) the threat of new competitors entering the market;

d) the operating leverage predominant in the industry your firm belongs to.      
