Whitman College

Econ 448

Exam 1

March 8, 2006

Write all answers in your blue book.  Show all of your work. The exam ends at 2:20.

1.  (15pts)  Suppose that two countries, Country A and Country B, operate on an international gold standard.  Country A, whose currency is called the alm, promises to buy or sell gold at 5 alms per ounce of gold.  Country B, whose currency is called the balm, promises to buy or sell gold at 10 balms per ounce of gold.  Shipping gold between countries is costly, because the gold erodes during transit.  For every ounce of gold shipped, only 0.98 ounces arrives.  Thoroughly explain how to determine the lowest possible exchange rate between alms and balms that could be an equilibrium exchange rate. 

2.  (a)  (5pts)  Briefly describe how the Bretton Woods international monetary system was supposed to operate.

(b)  (5pts)  Explain the Triffin Dilemma that the United States faced in fulfilling its role in the Bretton Woods system.

3. Consider the article “The Growing Significance of Purchasing Power Parity” by Ben Craig.

(a)  (10pts)  Define Purchasing Power Parity (PPP), and explain the economic reasoning that suggests PPP should hold.

(b)  (10pts)   According to Craig, what are the many reasons that PPP might fail to hold?

(c)   (5pts)   According to Craig, in what way is the significance of PPP growing?

4. (10pts)  In The Mirage of Exchange Rate Regimes for Emerging Market Countries, Guillermo Calvo and Frederic Mishkin claim that “the key to macroeconomic success in emerging market countries is not primarily their choice of exchange rate regime, but rather the health of the countries fundamental macroeconomic institutions, including the institutions associated with fiscal stability…”  

Consider the class presentations on the European Union countries engaged in monetary union.  Based on the information from these presentations, would you say that Calvo and Mishkin’s claim about what is key to macroeconomic success in a developing country also applies to the European Monetary Union countries?  Explain and support your reasoning.  

5. Consider the article “How much does Monetary Union Stimulate Trade?” By Andrew Rose.

(a)  (5pts)  According to Rose, how much does monetary union stimulate trade?

(b)  (5pts)  Rose describes research he conducted with Jeffrey Frankel linking the effect of currency unions on trade to the effect of trade on output.  What are their results in terms of long-run output stimulus?

(c)  (5pts)  Rose suggests that entering into a currency union could have a particular effect on trade that would “lower the main cost of currency union, namely foregone monetary independence.”  What is that particular effect on trade, and do Rose and Frankel find evidence of that effect?

6. In “Foreign Exchange Policy and Banking Reform in China,”  Dong Fu notes that capital controls largely prohibit Chinese citizens from taking their savings overseas.  He goes on to say that “China has recently adopted measures to permit more flexible capital flows in response to increasing pressures on its currency.  Bu there is much evidence that China continues to be concerned not only about capital inflows but also about capital outflows.  Creating opportunities for Chinese citizens to invest abroad could lead to outflows of deposits from China’s already troubled commercial banks.”

(a)  (3pts)  According to Fu, what are the troubles facing China’s commercial banks?

Fu notes that China’s “large [trade] surplus with the United States and other industrialized countries has ignited complaints that an undervalued Chinese currency bestows an unfair advantage on Chinese exporters.”

(b)  (10pts) Describe the reasoning that leads Fu to say that  “China’s still-fragile banking conditions are likely to continue to motivate exchange rate intervention.”

Suppose a world composed of two countries, the U.S. and China.

(c)  (5pts) Draw a supply and demand graph for the U.S. dollar.  On your graph, indicate the undervalued exchange rate that the Chinese are supposedly maintaining.  Describe what actions the Chinese government takes to maintain this undervalued exchange rate.

(d)  (5pts)  Suppose that the Chinese sterilize the exchange rate intervention you described in 

part (c).  Describe the actions that the Chinese government takes when it sterilizes, and the motivation it has for sterilizing. 

(e)  (2pts)  For the Chinese, the end result of maintaining an undervalued exchange rate versus the dollar, and sterilizing, will be that the Chinese government will hold large amounts of dollar-denominated U.S. government debt, and the Chinese will have issued large amounts of yuan-denominated Chinese government debt.  What cost does this situation impose on the Chinese government?  

