IB EXAM Paper 3 type question

After reading the passage on the next page, answer the questions on the following page on separate sheets of paper. Be sure to clearly label the questions that are being answered with the proper letters. Each question is to be answered beginning on a separate sheet of paper.

The marks for this question are out of 25 as per the IB grading scheme for the Paper 3 Question on the IB Exam in May. 

It is recommended that the student allows 40 minutes to answer this question.

Study the extract below and answer the questions that follow on separate sheets of paper.



MARCH 7, 2005 
INTERNATIONAL -- FINANCE 
Meet Goldman's Rock Star 
Currency guru Jim O'Neill draws crowds hoping for a bit of his predictive powers 


On a chilly day in London in early February, the vast River Court Auditorium at Goldman Sachs International's Fleet Street headquarters is packed. In the audience are several hundred members of the City's business elite, including hedge-fund specialists, corporate officials, and currency dealers. The big draw is Jim O'Neill, a self-deprecating Manchester native who has made his name predicting the dollar's fall against the euro and other major currencies. His lectures attract crowds of pros eager to divine his secrets.

A partner and head of global economic research at Goldman, O'Neill has won respect for prescient calls such as the one that accurately forecast that the euro would rise from $1.25 in February, 2004, to $1.30 a year later. He predicted the yen's rise in the mid-1990s and also makes calls on other currencies such as the Swiss franc and the Canadian dollar. At Goldman, a market leader in the $1 trillion-a-day currency market, O'Neill is a rock star. "He has certainly been the top foreign-exchange economist anywhere in the world in the past decade," notes Gavin Davies, a former BBC chairman and onetime co-head of Goldman's global economics group.

O'Neill doesn't commit himself to a particular ideology. Instead he takes a pragmatic, long-term view of the global economy and looks for new ways to analyze data. The Goldman guru's trailblazing approach to parsing countries' current-account numbers shows an aptitude for tackling difficult problems with new models. In 1999, O'Neill created a "broad balance of payments," which recalibrated traditional models based on the flow of goods and services. By adding foreign direct investment and bond and equity flows to the mix, he came up with a more precise measure of capital flows. "He looks at fundamental things and doesn't get swept away by short-term events," says John Williamson, senior fellow at the Institute for International Economics in Washington.

SLOWING DEMAND 

O'Neill's broad-balance calculation essentially is a guide to supply and demand for the major currencies. It has become widely acknowledged as the gold standard for tracking investment flows. Based on this method, he continues to see weakness in the dollar to the tune of an 8% decline against the euro over the next 12 months. That would put the dollar at $1.40 to the euro by February, 2006. What will drive the decline, he says, is slowing demand for U.S. assets among foreigners. Indeed, there has been an outflow of foreign direct investment from the U.S. over the past two-and-a-half years that has paralleled a 30% drop in the value of the dollar against the euro and a 12% fall vs. the yen. While foreign central banks continue to buy U.S. Treasuries that finance America's deficit and recycle dollar-denominated profits, O'Neill says the notion that the U.S. is attracting a flood of capital is outdated.

Other foreign-exchange forecasters are less sure of the dollar's continuing weakness, noting its rise against the euro so far this year. Critics say the broad-balance calculation hasn't given O'Neill special powers of clairvoyance. "He has been negative on the dollar since the late 1990s," says David Woo, head of foreign-exchange strategy at Barclays Capital Inc. (BCS ) in London. "He was initially wrong and then proved right."

O'Neill is confident his forecasts will weather such skepticism. The true test of the dollar's direction will come in the next few months. If it stays in a funk, O'Neill is likely to draw even bigger crowds at those currency-forecasting seminars.

[image: image1.png]


By Laura Cohn, with Stanley Reed, in London
IB Exam Paper 3 type question

(a) Define the following terms in bold text:

(i) current account







[2 marks]

(ii) foreign direct investment






[2 marks]

(b) Using an appropriate diagram, explain the effect on the US

   dollar exchange rate of a slow down in demand for United States
   assets by foreigners.








[4 marks]
(c) Discuss the implications for both the European economy and 
the United States’ economy of the drop in value of the US dollar 
at the present point in time.







[4 marks]
(d) Using information from the text and your knowledge of

   Economics, evaluate any advantages and/or disadvantages 
   for the economies of Asian countries using favorable current 
   or capital account balances to buy US Treasury securities.



[8 marks]

IB EXAM Mark Scheme Paper 3

(a)  Define the following terms in bold text:

(i)  current account







[2 marks]


a record for payments for imports of goods and services, 
receipts from exports of goods and services, net interest 
income, and net transfers
(ii)  foreign direct investment






[2 marks]



purchase of new plant, equipment, and buildings by 

citizens of another country in a country
(b) Using an appropriate diagram, explain the effect on the US dollar 
exchange rate of a slow down in demand for United States assets 
by foreigners.








[4 marks]



  Supply and Demand for US Dollar in relation to Baht
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US dollar depreciates and foreign currency appreciates
(c)  Discuss the implications for both the European economy and the 
      United States’ economy of the drop in value of the US dollar at the 
      present point in time.







[4 marks]

US imports decrease which hurts weak recovery in Europe
US exports increase which increases competition with European 

exports on world market

(d)  Using information from the text and your knowledge of Economics, 
evaluate any advantages and/or disadvantages for the economies of 
Asian countries using favorable current or capital account  balances 
to buy US Treasury securities.






[8 marks]

Maintain export markets


Depreciates Asian currencies or maintains exchange rates


Maintain export driven economies

Spur focus on increasing domestic AD


Imports expensive, advantage to domestic manufacturers

Loss of earnings on investments


Lower yields

Development funds diverted from domestic market
Interest rate differential


Keep US rates lower so less outflow of financial capital
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