Whitman College

Econ 448

Exam 1

March 5, 2009

Write all answers in your blue book, or on the graph paper provided.  Show all of your work.  The exam ends at 2:20.

1. (10pts)   Briefly describe the Bretton Woods International Monetary System, and what caused its demise.

2. (a)    (10pts)   Suppose the U.S. dollar-Canadian dollar spot exchange rate equals 0.92 US dollars per Canadian dollar, and the one-year forward rate is 0.91 US dollars per Canadian dollar.  The yield on a one-year U.S. Treasury bill is 4.0% and the yield on a one-year Canadian Treasury bill is 6.0%.   Does covered interest parity hold?   Explain as thoroughly as possible how you found your answer.  Be sure to define covered interest parity.  You should explain and derive any formulas you use.

(b)   (10pts) Discuss reasons why covered interest parity might not hold.  

3.  (a)  (5pts)  Define Purchasing Power Parity (PPP), and explain the economic reasoning that suggests PPP should hold.

(b)  (10pts)   Why might PPP fail to hold?

Use the following information to answer Questions 4-6 on the next page.  Assume that uncovered interest parity holds.  In the short run, prices on average are not flexible but interest rates are. Assume that in the long run, prices and interest rates are flexible, and the quantity theory of money and purchasing power parity hold.  Assume that South Korea and Japan operate under a flexible exchange rate system.  Take the perspective of Korea as the home country, and define the exchange rate as Korean won per Japanese yen.  For simplicity, assume that neither Korea and nor Japan has growth in real potential Gross Domestic Product.  Each country maintains a constant nominal money supply, until period T, when the Bank of Korea makes a permanent one-time increase in its money supply, due to a change in its monetary regime.  Everyone sees the increase and believes that it will be permanent.

4.    (25pts)  Use a money market diagram for Korea and a foreign exchange market diagram to show the economic effects of Korea’s monetary regime change.  Accompany your graph with an explanation of what happens.  On your foreign exchange market diagram be explicit about what the expected foreign return (FR) curve represents.  On your diagrams, show the initial equilibrium (labeled point A), the short-run effects (labeled point B) and the long-run effects (labeled point C).   On your foreign exchange market diagram, show where the short-run equilibrium would have been if the money supply increase had been only temporary, and people had known the increase was not due to a change in monetary regime.  Label that point B’.

5.  Suppose that the permanent increase that Korea made in its money supply was a 25% increase.  On your graph paper, plot each of the following variables on a separate chart with time on the horizontal axis.  On each chart, put time period T at about the middle of the horizontal axis.  Each chart should show the short-run and long-run effects of Korea’s actions.  Draw each of the graphs carefully, to be consistent with the fact that Korea’s money supply rises permanently by 25% at time T.

(a)  (5pts)  Korea’s nominal money supply.

(b)  (5pts)  Korea’s price level.

(c)  (5pts)  Korea’s real money supply.

(d)  (5pts)  Korea’s nominal interest rate.

(e)  (5pts)  The exchange rate between the Korean won and the Japanese yen.

6.   (5pts)  Does exchange-rate overshooting occur in response to Korea’s change in monetary regime?  If so, explain why the overshooting occurs.  If not, explain why overshooting does not occur.

