ECS3703 ~ Quizz Questions
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Which of the following is false?

A credit transaction leads to a payment from foreigners

A debit transaction leads to a payment to foreigners

A credit transaction is entered with a negative sign

Double-entry bookkeeping refers to each transaction entered twice.

Financial inflows:

refer to an increase in foreign assets in the nation
refer to a reduction in the nation's assets abroad
lead to a payment from foreigners

all of the above

When a S.A. firm imports goods to be paid in three months the S.A. credits:
the current account
unilateral transfers

. the financial account

official reserves

Accommodating transactions are:

transactions in official reserve assets
transactions to balance autonomous transactions
needed to balance international transactions

all of the above

Which of the following is false?

a net debit balance in the current and financial accounts measures the surplus in
the nation's balance of payments

a balance of payments deficit must be settled by a net credit in the official reserve

account
c. a deficit in the balance of payments can be measured by the excess of credits over

d.

debits in the official reserve account
a net debit balance in the official reserve account refers to a surplus

A. Carefully define the balance of payments.

The balance of payments is a summary statement of the transactions one nation has with the rest of

the world during a particular period of time, usually one year.

B. What is meant by autonomous transactions?

Autonomous transactions are all transaction in the current, capital, and financial accounts other than

official reserve assets recorded within the balance of payments.



C. What is the difference between a credit transaction and a debit transaction in the
balance of payments?

Credit transactions involve a receipt of payment from foreigners and debit transactions involve the
making of payment to a foreigner. For example, the purchase of an import would be recorded as a
debit in the current account and the sale of an export would be recorded as a credit in the current

account. Similarly, the purchase of a foreign asset would be recorded as a debit in the financial
account and the sale of an asset to a foreigner would be recorded as a credit in the financial account.

D. From your textbook, study Table 13.2 and calculate the official settlement balance of the
United States for each year from 1965 to 2011.

Year Bal. Pay. § | Year Bal. Pay. $ | Year Bal. Pay. § | Year Bal. Pay. $
1965 -1 1977 -37 1990 16 2002 -112
1966 0 1978 -35 1991 -32 2003 -280
1967 -3 1979 14 1992 -23 2004 -401
1968 2 1980 -8 1993 -44 2005 -273
1969 2 1981 -1 1994 -71 2006 -490
1970 -10 1982 1 1995 -45 2007 -481
1971 -30 1983 -5 1996 -$100 2008 -550
1972 -1 1984 0 1997 -134 2009 -428
1973 -6 1985 5 1998 27 2010 -348
1974 -10 1986 -36 1999 -53 2011

1975 -6 1988 -54 2000 -43 2012

1976 -15 1989 -36 2001 -23 2013




Quiz_2: Foreign exchange markets and exchange rates
1. Which is not a function of the foreign exchange market?

to transfer funds from one nation to another
to finance trade
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to provide the facilities for hedging
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A shortage of pounds under a flexible exchange rate system results in:
a depreciation of the pound

an appreciation of the dollar
no change in the exchange rate
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Hedging refers to:
the acceptance of a foreign exchange risk

foreign exchange speculation
foreign exchange arbitrage
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A change from R1=€1 to R2=€1 represents
depreciation of the rand

a depreciation of the pound
none of the above
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Destabilizing speculation refers to the:

purchase of the foreign currency when the exchange rate falls or is low
sale of the foreign currency when the exchange rate rises or is high
all of the above
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From your textbook (Silvertore, 11" Edition), in page 437 do Problems 1; 2 and 6.

1.a. With supply curve of pounds S£, the equilibrium exchange rate is R=$2/£1 and the
equilibrium quantity is Q=£40 million (point E in Figure 1 on the next page) under a flexible
exchange rate system. On the other hand with supply curve of pounds S’£, the equilibrium
exchange rate would be R=$3/£1 and the equilibrium quantity would be Q=£20 million
(point B in Figure 1).

b. If the United States wanted to maintain the exchange rate fixed at R=3 in Figure 1
with supply curve S£, the U.S. central bank would gain £40 million in reserves per day.



2. a. See Figure 2 below.

b. With supply curve of pounds S*£, the equilibrium exchange rate would be R=$1/£1 and Q=
£70 million under a flexible exchange rate system (see Figure 2).

c. Ifthe United States wanted to maintain a fixed exchange rate of R=1 in Figure 2 with S*£,
the U.S. central bank would lose £50 million of reserves per day.

Resch
5t

or

% © ™ Miton €/ Day
Fom?

6. a. The euro is at three-month forward premium of 1% (or 4%/year) with respect to the Swiss
franc.
b. The dollar is at three-month forward discount of 5% (or 20%/year) with respect to
the yen



Quiz_3: Exchange rate determination

1. Which is correct with respect to the absolute PPP theory?

a. It postulates that the exchange rate between two currencies is equal to the ratio of the price levels
in the two nations

b. it does not take into consideration transportation costs or other obstructions to the flow of
international trade

c. can be very misleading

. The relative PPP theory gives better results:

2

a.

b. when structural changes take place

c. the greater is the level of commodity aggregation

d. in tests including developed and developing countries

3. The monetary approach to the balance of payments:

a. views the balance of payments as an essentially monetary phenomenon
b. rests on the purchasing power-parity theory

c. postulates that money plays the crucial role in the long run both as a disturbance and adjustment
in the nation's balance of payments

d.

4. The monetary base of the nation refers to the:

a. domestic credit created by the nation's monetary authorities or the domestic assets backing of the
nation's money supply

b. international reserves of the nation

C.

d. legal reserve requirements in the nation
According to the monetary approach to the balance of payments a non-reserve currency nation:
has no control over its money supply in the short-run under fixed exchange rates

has no control over its money supply in the long-run under flexible exchange rates
retains complete control over its money supply in the long-run
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Quiz_4 The price adjustment mechanism with flexible and fixed exchange rates.

1. The more elastic is a nation's demand and supply of foreign exchange the:

a. larger is the devaluation or depreciation required to correct a deficit of a given size in the nation's
balance of payments

b. smaller is the devaluation or depreciation required to correct a deficit of a given size in the
nation's balance of payments

c. less feasible is a flexible exchange rate system

d. less feasible is devaluation as a policy to correct a deficit in the nation's balance of payments

2. A depreciation of a nation's currency shifts:

a. down its supply curve of imports in terms of the foreign currency

b. up its demand curve of imports in terms of the foreign currency

c. down its demand curve of imports in terms of the foreign currency
d. down its demand curve of imports in terms of the domestic currency

3. A depreciation of a nation's currency shifts:

a. down its supply curve of exports in terms of the domestic currency
b. down its supply curve of exports in terms of the foreign currency
c. down its demand curve for exports in terms of the foreign currency
. up its supply curve of imports in terms of the foreign currency
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4. When a nation's demand curve for exports in terms of the foreign currency is inelastic:
a. the nation's supply curve of the foreign currency is negatively inclined

b. the nation's supply curve of the foreign currency is vertical

c. the nation's demand curve for the foreign currency is negatively inclined

d. the other nation's supply curve of the nation's currency is negatively inclined

5. When increase in the domestic price of an imported commodity is less than the depreciation of
the domestic currency it is commonly referred to as

a. a Marshall-Lerner adjustment

b. a purchasing power parity adjustment

c. a currency pass-through

d. a J-curve effect



Quiz_5 The income adjustment mechanism and synthesis of automatic adjustments
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In order to isolate the income adjustment mechanism, we assume that:
the nation operates under a fixed exchange rate system

all prices, wages, and interest rates are constant

the nation operates at less than full employment

all of the above

If MPS=0.2 and MPM=0.3, the foreign trade multiplier is:
5

33
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. The improvement in a nation's balance of trade and payments resulting from a depreciation of its

currency is:

a.
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reinforced by the induced fall in imports
. partly neutralized by the induced rise in imports

. partly neutralized by the induced fall in imports

. any of the above.

. One disadvantage facing a freely flexible exchange rate system is that is can cause

. overshooting

. competitive devaluations

. hedging

. loss of monetary policy control

. A benefit of automatic adjustment mechanisms is that they:

. avoid the possibility of policy mistakes

. avoid the time lags associated with adjustment policies

. begin to operate as soon as balance of payments disequilibria develop

. all of the above

A. According to the absorption approach, under what conditions will a competitive devaluation fail
to reduce a balance of payments deficit?

A. When a nation is at full employment a devaluation will simply lead to an offsetting increase in
the price level, leaving the deficit in tact. However, if real absorption (expenditures) is reduced
through contractionary policy, only then is it possible to improve a balance of payments deficit
under full employment conditions.

B. An open economy can be described by the following functions (all figures in millions of dollars):

C=500+0.8Y
=600
X =400

M =200+ 0.05Y
Calculate equilibrium income and the trade balance.

Y

= $5,200; (X-M) = 400 - 200 -0.05(5200) = -$60 (trade deficit)



Quiz_6 Open-economy macroeconomics: adjustment policies

To correct a balance of payments surplus and unemployment a nation requires a:
devaluation and expansionary fiscal and monetary policies

devaluation and contractionary fiscal and monetary policies

devaluation or revaluation and expansionary fiscal and monetary policies
revaluation and either expansionary or contractionary fiscal and monetary policies
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To correct a balance of payments surplus and inflation a nation requires a:
devaluation and expansionary fiscal and monetary policies

devaluation and contractionary fiscal and monetary policies

devaluation and either expansionary or contractionary fiscal and monetary policies
revaluation and either expansionary or contractionary fiscal and monetary policies
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If the BP curve is above the point of intersection of the IS and LM curves, the nation will:
have a balance of payments deficit at that level of income

have a balance of payments surplus at that level of income

be in recession

face inflation
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4. To correct unemployment and a balance of payments deficits with flexible exchange rates and
imperfect capital mobility:

a. both fiscal and monetary policies are required

b. fiscal policy is required

c. monetary policy is required

d. either monetary or fiscal policy is required

5. The Mundell-Fleming model shows

a How a nation can use fiscal and monetary policy to achieve both internal and external balance
without any change in the exchange rate

b. How a nation can use fiscal policy to achieve both internal and external balance without any
change in the exchange rate

c. How a nation can use monetary policy to achieve both internal and external balance with a
corresponding change in the exchange rate

d. How a nation can use fiscal policy to achieve both internal and external balance with a
complementary change in the exchange rate



Short essay-type questions

A. Can a nation reach both internal and external balance under fixed exchange rates using only
monetary policy? Explain.

A. No. Monetary policy alone cannot simultaneously achieve both objectives. Monetary policy
will induce capital flow which must be countered with an offsetting fiscal policy response.
Such policies, however, are likely to only be effective in the short-run.

B. Use graph to illustrate the effect of perfect capital mobility under fixed and flexible exchange
rate regimes.

B. Graphs should resemble Figures 18.6 and 18.8 in the text, and must clearly make the point that
with perfect capital flows, fiscal policy is effective with a fixed exchange rate regime, while
monetary policy is effective with a flexible exchange rate regime.



Quiz_7 Prices and output in an open economy: aggregate demand and aggregate supply

1. The aggregate demand curve (AD) for closed economy is derived from the
a. IS curve

b. LM curve

c. FE curve

d. IS and LM curves

. A nation's output in the short-run can
. exceed its natural level

. fall short of its natural level

. equal to its natural level

any of the above
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. The aggregate demand curve for an open economy under fixed exchange rates is
. less elastic than if the economy were closed

. more elastic than in the economy were closed

. more elastic than in the economy operated with flexible exchange rates

. all of the above
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4. An autonomous short term capital inflow or reduced capital outflow results in a

a rightward shift in aggregate demand under flexible exchange rates and a leftward shift under fixed
exchange rates

b. rightward shift in aggregate demand under flexible exchange rates and no shift under fixed exchange rates
c. leftward shift in aggregate demand under flexible exchange rates and a rightward shift under fixed
exchange rates

d. leftward shift in aggregate demand under flexible exchange rates and a no shift under fixed exchange rates

5. Which of the following is a correct statement about the effects of monetary and fiscal policies?

a. Monetary policy is effective under a fixed exchange rate regime, but not under flexible rates.

b. A monetary shock will shift the aggregate demand curve in the same direction, whether exchange rates are
fixed or flexible.

c. Areal shock will shift the aggregate demand curve under fixed but not flexible exchange rates.

d. Monetary policy can always be used to correct real shocks, whether exchange rates are fixed or flexible.



Quiz_8 Flexible versus fixed exchange rates, the EU system and macroeconomic policy coordination.

1. Under a flexible as compared to a fixed exchange rate system:

=

. it is more difficult for a nation to achieve its desired inflation-unemployment tradeoff
. it is more difficult for a nation to achieve internal balance
it is more difficult for a nation to achieve external balance
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. Which of the following statements is correct with respect to flexible exchange rates?

. they insulate the domestic economy from external shocks much more than fixed exchange rates
. they are particularly attractive to nations subject to large external shocks

. they provide less stability to an open economy subject to large internal shocks
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. The European Monetary System is or resembles a:

. amanaged exchange rate system
. a crawling peg system
a freely flexible exchange rate system
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. Which of the following exchange rate systems is must susceptible to speculation attack?

. a currency board
. a managed float
. a free float
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5. International macroeconomic policy coordination has become more useful and essential in recent decades
because:

a. the interdependence among countries has increased

b. the volume of trade has grown more rapidly than GNP

c. of the large increase in international capital flows

d.



Quiz_9 The International Monetary System: past, present and future.

1. Balance of payments adjustment under the gold standard is now believed to have occurred primarily
through:

a. the price-specie-flow mechanism

b. gold shipments

c. stabilizing short-term capital flows and changes in national incomes

d. free trade

. The Bretton Woods System was a:

. gold standard

. managed floating exchange rate system
. gold-exchange standard

. crawling peg system
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. Which of the following did not represent an evolution of the Bretton Woods System?
. General Arrangements to Borrow

. managed floating

. standby arrangements

. Special Drawing Rights

00 o W

. During the 1960s the U.S. attempted to correct its balance of payments deficits by:
ad hoc measures

. devaluing the dollar

. deflating the economy

. restricting imports
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5. Which of the following is false with regard to the present international monetary system?

a. Special Drawing Rights are the primary reserve asset

b. Monetary authorities intervene in foreign exchange markets to smooth out excessive short-run fluctuations
in exchange rates

c. It was forced on the world by the collapse of the Bretton Woods System

d. It was formally recognized in the Jamaica Accords



