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Imports, exports, and financial capital flows
Difficulty Level 2
1. Assume that the real interest rate in the United States increases relative to that of the rest of the world. Which of the following is most likely to result?
(A) United States consumers will increase their demand for imported goods
(B) Firms in the United States will increase purchases of foreign capital goods
(C) The United States government will increase tariffs on imported goods
(D) Capital will flow into the United States from the rest of the world
(E) United States citizens will increase purchases of foreign financial assets
2. Assume the United States and China are the only trading partners in the world. If the real interest rate in the United States decreases relative to that of China, capital flow and the value of the U.S. currency should change in which of the following ways?
Capital flow	Value of U.S. currency
(A) Out of U.S.	Appreciate
(B) Out of U.S.	Depreciate
(C) Out of U.S.	No change
(D) Into U.S.	Appreciate
(E) Into U.S.	Depreciate
3. Which of the following is a likely result of an appreciation of the United States dollar?
(A) United States imports will increase
(B) United States exports will increase
(C) United States goods will become less expensive in foreign markets
(D) Demand for the United States dollar will increase
(E) The United States government will pursue a fixed exchange rate
4. Assume that there is a decrease in the real interest rate, followed by an increase in financial capital outflows from the United States. How will the increase in capital ouflows likely affect net exports and aggregate demand in the United States?
Net Exports	Aggregate Demand
(A) Decrease	Decrease
(B) Decrease	No change
(C) Increase	Increase
(D) Increase	Decrease
(E) Increase	No change
5. Supposing that the Federal Reserve pursues a contractionary monetary policy, what will happen to the international value of the dollar, United States imports, and United States exports?
International Value	U.S. Imports	U.S. Exports
of U.S. Dollar
(A) Appreciation	Decrease	Increase
(B) Depreciation	Decrease	Increase
(C) Depreciation	Increase	Decrease
(D) Appreciation	Increase	Decrease
(E) No change	No change	No change
6. Assume that Japanese consumers increase their demand for United States financial assets. How would the international supply of Japanese yen, the value of the U.S. dollar relative to the Japanese yen, and Japanese net exports to the United States change?
Supply of 	Value of	Japanese
Japanese Yen	U.S. Dollar	Net Exports
(A) Increase	Increase	Increase
(B) Increase	Increase	Decrease
(C) Increase	Decrease	Decrease
(D) Decrease	Decrease	Decrease
(E) No change	Decrease	Increase
7. If the Federal Reserve pursues an expansionary monetary policy to reduce interest rates, how will international capital flows be affected?
(A) [bookmark: _GoBack]Short-run capital inflows to the United States will not change.
(B) Short-run capital inflows to the United States will decrease.
(C) Short-run capital inflows to the United States will increase.
(D) Short-run capital outflows from the United States will decrease.
(E) Long-run capital inflows to the United States will increase.
8. Suppose that the supply of loanable funds increases in Mexico, whose currency is the peso. The international value of the peso and Mexico’s exports will most likely change in which of the following ways?
International
value of the peso	Mexico’s exports
(A) Increases	Increase
(B) Increases	Decrease
(C) Decreases	Increase
(D) Decreases	Decrease
(E) No change	No change
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Answers - Unit 6: Open Economy: International Trade and Finance
[bookmark: _3cqmetx]Imports, exports, and financial capital flows
Difficulty Level 2
1. CORRECT ANSWER: D
As the United States’ real interest increases relative to that of the rest of the world, the U.S. increasingly becomes a more attractive economy in which to make financial investments. Savers in the rest of the world will send their loanable funds to the United States.
INCORRECT ANSWER
Savers will usually invest their financial capital in the nation with the greatest rate of return.
2. CORRECT ANSWER: B
Since the real interest rate in the U.S. is decreasing relative to that of China, savers in the U.S. will increase their demand for Chinese financial assets. Capital will flow out of the U.S. and toward China, resulting in a depreciation of the U.S. dollar.
INCORRECT ANSWER
Capital flows toward the economy with the highest relative real interest rate.
3. CORRECT ANSWER: A
When the U.S. dollar appreciates in value, imports from foreign economies become relatively cheaper for Americans.
INCORRECT ANSWER
When the U.S. dollar appreciates, it is able to purchase more units of a foreign currency.
4. CORRECT ANSWER: C
As capital outflows from the United States increase, the supply of U.S. dollars on the foreign exchange market increases, resulting in a depreciation of the value of the dollar. Foreign consumers will now find that American goods and services are relatively cheaper and Americans will find foreign imports relatively more expensive, so the net exports of the U.S. will increase. The ultimate result is an increase in aggregate demand for the U.S. economy.
INCORRECT ANSWER
This question is solved by recognizing a rather extensive chain of events that begins with the increase in capital outflows from the United States, which causes the United States dollar to depreciate in value.
5. CORRECT ANSWER: D
A contractionary monetary policy will increase real interest rates in the United States, resulting in an increase in capital inflows and an appreciation of the U.S. Dollar. When the dollar appreciates, imports are relatively cheaper for Americans and American exports are relatively more expensive for foreigners, so imports increase and exports decrease.
INCORRECT ANSWER
A contractionary monetary policy will increase real interest rates in the United States, resulting in an increase in capital inflows.
6. CORRECT ANSWER: A
Japanese consumers must purchase U.S. dollars to purchase U.S. financial assets, so the supply of Japanese yen on the foreign exchange will increase and the demand for U.S. dollars will increase, resulting in an appreciation of the U.S. dollar. As a result of this appreciation, American consumers will increase their purchases of Japanese products, so Japanese net exports will increase.
INCORRECT ANSWER
Consider that Japanese consumers must first purchase U.S. dollars to purchase American financial assets. They must supply Japanese yen to purchase U.S. dollars, a transaction that will affect the value of the U.S. dollar.
7. CORRECT ANSWER: B
A decrease in interest rates in the United States makes the U.S. a less attractive economy in which to purchase financial assets, as the rate of return on these investments has decreased. As a result, capital inflows to the United States will decrease in the short-run.
INCORRECT ANSWER
Try not to be distracted by the mechanics of the Fed’s policy. The important information in the question is that interest rates are decreasing.
8. CORRECT ANSWER: C
As the supply of loanable funds increases in Mexico, the real interest rate decreases, resulting in a decrease in demand for Mexican financial assets and a decrease in demand for the peso. The peso will depreciate and Mexican exports will be relatively less expensive, so exports will increase.
INCORRECT ANSWER
This question requires you to understand a chain reaction of changes. It begins with an increase in supply in the loanable funds market, which decreases the real interest rate in Mexico. How will this affect capital flows and the value of the peso?
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