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Instructions


· Use black ink or ball‑point pen.
· Fill in the boxes at the top of this page with your name, and student number.
· There are three sections in this question paper. Answer all questions from Section A, Section B and Section C. 
· Answer all the questions in the spaces provided  
– there may be more space than you need. 


Information 


· The total mark for this paper is 100. 
· The marks for each question are shown in brackets 
· use this as a guide as to how much time to spend on each question. 
· Calculators may be used. 


Advice 

· Read each question carefully before you start to answer it. 
· Check your answers if you have time at the end.










Section A
Question 1. 
Which two of the following would likely increase the demand for sterling on the foreign exchange market? (2 marks)
a) Increased demand for imports into the UK
b) Increased demand for exports from the UK
c) Increased inflows of foreign currencies into sterling deposit accounts in the UK
d) Increased outflows of sterling into foreign currency accounts overseas
e) Increased aid by the UK government to developing economies
d) and e)
  	a) and d)
  	b) and c)
  	b) and d)
  	a) and c)	
Question 2.
Which two of the following would likely increase the supply of sterling on the foreign exchange market? (2 marks)
a) Increased demand for imports into the UK
b) Increased demand for exports from the UK
c) Increased inflows of foreign currencies into sterling deposit accounts in the UK
d) Increased outflows of sterling into foreign currency accounts overseas
e) Reduction in aid by the UK government to developing economies
c) and e)
  	a) and c)
  	a) and e)
  	a) and d)
b) and c)

Question 3.
A fall in the sterling exchange rate against the US dollar would have which two of the following impacts? (2 marks)
a) UK exports to US become cheaper (in dollars)
b) UK exports to US become dearer (in dollars)
c) UK imports from US become cheaper (in sterling)
d) UK imports from US become dearer (in sterling)

  	a) and d)
  	b) and d)
  	b) and c)
  	b) and d)

Question 4.
A rise in the sterling exchange rate against the euro would have which two of the following impacts? (2 marks)
a) UK exports to France become cheaper (in euros)
b) UK exports to France become dearer (in euros)
c) UK imports from France become cheaper (in sterling)
d) UK imports from France become dearer (in sterling)
  	b) and c)
  	a) and d)
  	b) and d)
  	a) and c)


Question 5.
Under which two of the following circumstances would the sterling value of imports from the US be more likely to increase (other things equal)? (2 marks)
a) A fall in the sterling exchange rate against the dollar, with price elasticity of demand for imports from the US relatively inelastic
b) A fall in the sterling exchange rate against the dollar, with price elasticity of demand for imports from the US perfectly inelastic
c) A rise in the sterling exchange rate with price elasticity of demand for imports from the US relatively elastic
d) A rise in the sterling exchange rate with price elasticity of demand for imports from the US perfectly elastic
e) A rise in the sterling exchange rate with price elasticity of demand for imports from the US unit elastic
  	b) and c)
  	a) and e)
  	b) and e)
  	a) and b)
  	a) and d)
	
Question 6.
A weighted average exchange rate involving more than two countries is called what? (1 mark)
a. Depreciation in exchange rate
b. Appreciation in exchange rate
c. Nominal Exchange Rate
d. Real Exchange Rate (RER)
e. Effective Exchange Rate (EER)
f. Single Currency

  	

Question 7.
An exchange rate which also takes into account the relative prices of products in the countries being compared is what? (1 mark)
a. Appreciation in exchange rate
b. Depreciation in exchange rate
c. Nominal Exchange Rate
d. Effective Exchange Rate (EER)
e. Real Exchange Rate (RER)
f. Single Currency
Question 8.
Answer the following five questions either 'True' or 'False'.  A rise in the sterling exchange rate will reduce the sterling value of imports by more, the greater the price elasticity of demand for those imports. (1 mark)
  	True
  	False

Question 9.
A rise in the sterling exchange rate will make UK exports cheaper abroad and imports dearer at home (1 mark)
  	True
  	False

Question 10.
If a fall in the Effective Exchange Rate between sterling and six other currencies is exactly offset by the rise in prices of UK products relative to the countries concerned, then the real exchange rate will be unchanged (1 mark)
  	True
  	False

End of section A – Total Section Mark (15)


Section B

1. Percentage depreciation. Assume the spot rate of the US dollar is £0.54. The expected spot rate one year from now is assumed to be £0.51. What percentage depreciation does this reflect? 									(5 marks)

2. Inflation Effects on Exchange Rates. Assume that the UK inflation rate becomes high relative to euro inflation. Other things being equal, how should this affect the (a) UK demand for euros, (b) supply of euros for foreign currency, and (c) equilibrium value of the euro? 									(5 marks)

3. Interest Rate Effects on Exchange Rates. Assume euro interest rates fall relative to British interest rates. Other things being equal, how should this affect the (a) euro demand for British pounds, (b) supply of pounds for sale, and (c) equilibrium value of the pounds? 									(5 marks)

4. Income Effects on Exchange Rates. Assume that the income level in the euro area rises at a much higher rate than does the UK income level. Other things being equal, how should this affect the (a) euro area demand for British pounds, (b) supply of British pounds for sale, and (c) equilibrium value of the British pounds in terms of the euro?										(5 marks)

5. Trade Restriction Effects on Exchange Rates. Assume that the Japanese government relaxes its controls on imports by Japanese companies.  Other things being equal, how should this affect the (a) UK demand for Japanese yen, (b) supply of yen for sale, and (c) equilibrium value of the yen? 						(5 marks)

6. Effects of Real Interest Rates.  What is the expected relationship between the relative real interest rates of two countries and the exchange rate of their currencies? 
(5 marks)

7. Speculative Effects on Exchange Rates. Explain why a public forecast about the future value of the euro and about future interest rates by a respected economist could affect the value of the euro today. Why do some forecasts by well-respected economists have no impact on today’s value of the euro? 					(5 marks)

8. National Income Effects.  Analysts commonly attribute the appreciation of a currency to expectations that economic conditions will strengthen.   Yet, this chapter suggests that when other factors are held constant, increased national income could increase imports and cause the local currency to weaken.  In reality, other factors are not constant.  What other factor is likely to be affected by increased economic growth and could place upward pressure on the value of the local currency?  		 (5 marks)   
  
9. Factors Affecting Exchange Rates.  If the Asian countries experience a decline in economic growth (and experience a   decline   in   inflation   and   interest   rates   as   a   result), how   will  their currency values (relative to the British pound) be affected? 										 (5 marks)

10. How do you think weaker economic conditions would affect trade flows in a Developing Country? How would weaker conditions affect the value of its currency (holding other factors constant)? How do you think interest rates would be affected?   										(5 marks)

11. A firm has a mix of capital structure as follows:
The mix of capital components in use
 Component               £000          %
                    
  Debt               	£60,000         ?
  Preferred Stock         £10,000         ?
  Equity          		£30,000         ?
  Total Capital              £100,000      ?

Calculate the percentage of each component of the mix of the firm’s capital structure 
(5 marks)

End of section B – Total Section Mark (55)
Section C

Question 1: 
A firm is contemplating of investing in one of two capital projects but the Senior Management of the firm are not sure which of the two projects would be economically viable to invest on.

Task: Calculate the NPV of the following two projects and suggest which of the two projects the firm should accept, assuming the discount rate is 10%. (30 Marks)

	
	Project X
	Project Y

	Initial investment
	£40,000
	£60000

	Estimated Life
	5 Years
	5 Years

	Scrap value
	£2000
	£4000



Cash flows:

	Year
	1
	2
	3
	4
	5

	Project X
	£10000
	£20000
	£20000
	£6000
	£4000

	Project Y
	£40000
	£20000
	£10000
	£6000
	£4000



	Year
	1
	2
	3
	4
	5

	Discounted at 10%
	0.909
	0.826
	0.751
	0.683
	0.621



Please note that the FV cash flows has been discounted to PV (1/1.10)n
End of section C – Total Section Mark 30
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