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Answer any TWO of the following three questions.



Examination in international macroeconomics/international monetary
economics (EC420/EC525)

Answer any TWO of the following three questions:

Question 1: Explain Dombusch's sticky price model of the exchange rate.
What predictions does it make and what drives those predictions? In how far
are the assumptions and implications of the model different from the flexible
price model? What are the different empirical implications of the fexible and
the sticky price approach? How well have they done in empirical tests?

Question 2: Show how a risk premium can be derived from the utility
maximization problem of a speculator. What predictions about the risk
premium do you get from the utility maximization model? What is so odd
about the following empirical relationship involving the forward price of the
Swiss Franc denominated in US dollars which was found by Fama:
Su1— 8 =0.81 - 115 (fi~5) ?
f; is the forward rate, s, the current exchange rate and s, the future exchange rate, all
measured in logarithms of level variables denominated in § per SF.

How can these oddities be explained?

Question 3: The American trade deficit has recently been a cause for concern.
Sometimes the issue of a necessary readjustment of exchange rates is being
raised.

Briefly outline the argument why the sustainability of the trade balance could
be a problem. Discuss the likely effect of an exchange rate adjustment. Use a
simple graph to illustrate the relationship between the exchange rate and the
trade balance. What can be said about the slopes of the demand and supply
curve for foreign currency and what is the consequence for the stability of the
foreign exchange market? What does the Marshall-Lerner condition say about
the relationship between exchange rate and trade balance? Highlight the impact
of the time horizon, of supply elasticities and of market conditions on this
relationship.



