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1. Which of the following statements are correct? Remember to provide a

brief explanation.

(a) There are no market-makers on the FX market since the market is decentralized

and is a global market open 24/7.

(b) It is often argued that a central bank would not use secret interventions in order

to minimize the e�ects of an unwanted intervention because all interventions are

wanted.

(c) A carry trade strategy makes use of the empirical evidence that low-interest cur-

rencies tend to depreciate on average.

2. The portfolio balance model

(a) Explain the underlying assumptions of the portfolio balance model.

(b) Consider the following portfolio balance model.

W ≡ M +B + SB∗ (1)

M = M
(
i, Ŝe,W

)
(2)

B = B
(
i, Ŝe,W

)
(3)

SB∗ = B∗
(
i, Ŝe,W

)
(4)

CA = Ḃ∗ = T (S/P ) + i∗B∗ (5)

Show that
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∂Ŝe
+

∂B∗

∂Ŝe
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and explain the implication of these expressions and why they hold.

(c) Derive the three asset market schedules and illustrate in a graph. Assume that

− Bi

BW

<
B∗

i

1−B∗
W

.

(d) Use the model to analyze the e�ects on the exchange rate and interest rate of a

non�sterilized foreign exchange operation.

3. Data releases in the portfolio shift model

(a) Describe the basic underlying assumptions of the portfolio shifts model.

(b) Illustrate the daily timing in the portfolio shifts model and explain carefully the

e�ects of public data releases on FX orders and spot exchange rates.

(c) Summarize the empirical evidence on the e�ects of news releases on exchange

rates and order �ows.


