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1. (35pts) Briefly describe each of the three theories on optimal monetary union discussed in class. Explain why each theory makes the prediction it does on the potential success of a monetary union. Consider the following information about countries A and B. For each of the three theories on optimal monetary union discussed in class, evaluate the success of a potential monetary union between these countries. If you require more information to evaluate the potential success, state what information you need and explain why you need it. 

Country A 
Currency is called the franc. 
GNP = 40,000 francs. 
Exports 10,000 francs worth of goods to Country B. 
Imports 5,000 francs worth of goods from Country B. 
Country A's government pends 400 francs per year patrolling its border with Country B in order to enforce laws against immigration from Country B. 

Country B 
Currency is called the brick. 
GNP = 20,000 bricks. 
Population = 200,000 
Country B's government spends 2,000 bricks per year on education. 



2. (30pts) Suppose the U.S. dollar-German mark spot exchange rate equals $0.50, and the one-year forward rate is $0.49 per mark. The yield on a one-year U.S. Treasury bill is 10% and the yield on a one-year German Treasury bill is 11%. Which, if any, country would you expect to face capital inflows? Explain. Show your work and explain any formulas that you use. 



3.(10pts) Define the current account balance. Describe how an economy may finance a current account deficit. 



4. (25pts) Consider the simple Keynesian open-economy model described in class. Suppose that the domestic economy is operating under a fixed exchange rate. Real planned expenditure functions for the domestic economy are as follows: 

C = 100 + 0.7Y, 
I = 400, 
G = 300. 

The domestic price level is P=2000 dollars. The foreign price level is P*=1000 francs. The exchange rate e is $4/F. Real exports from the domestic economy are M* = 50. Real imports are given by M=0.1Y. 

Calculate the macroeconomic equilibrium level of real aggregate domestic output. Calculate the real trade balance. Show all your work.
