Whitman College 
Econ 448 
Exam 1 
March 12, 1998 


Write all answers in your blue book. Show all of your work. 




1. Suppose that Country A and Country B operate on an international gold standard. Country A, whose currency is called the "a", promises to buy or sell gold at 2 a's per ounce of gold. Country B, whose currency is called the "b", promises to buy or sell gold at the rate of 5 b's per ounce of gold. Shipping gold between countries is costly, because the gold erodes during transit. For every ounce of gold shipped, only 0.95 ounces arrives. 

(a) (2pts) What is the mint parity exchange rate between the two currencies? 
(b) (8pts) If the actual exchange rate is 2.1 b's per a, will arbitrage-seeking behavior cause this exchange rate to change? Explain. 
(c) (8pts) If the actual exchange rate is 2.4 b's per a, will arbitrage-seeking behavior cause this exchange rate to change? Explain. 



2. (15pts) Briefly describe the Bretton Woods International Monetary System, and what caused its demise. 



3. Assume the following information on the U.S. and German economies. The consumer price index in German is 300, and the consumer price index in the U.S. is 160. The nominal interest rate on a one-year U.S. government Treasury bill is 5.35% The nominal interest rate on a one-year German government Treasury bill is 4.85%. The current spot exchange rate is 0.55 $/DM. The forward exchange rate for delivery of marks in exchange for dollars one year from now is 0.557 $/DM. Suppose you expect the inflation rate in the U.S. to be 1.8% over the coming year, and the inflation rate in Germany to be 1.2% over the coming year. 

(a) (10pts) What do you expect the real interest rate on the one-year government bond to be in each country? 
(b) (15pts) Does Covered Interest Parity hold? Explain your work. 
(c) (15pts) Forecast the spot exchange rate between the dollar and the mark one year from now, assuming Purchasing Power Parity holds. 
(d) (15pts) Calculate the current real bilateral exchange rate between the U.S. and Germany. How might you interpret the information this real exchange rate provides about the competitiveness of U.S. exports versus German exports? 



4. (a) (4pts) Define the Current Account Balance. 
(b) (8pts) Explain what a current account deficit implies about the values of gross national savings and gross national investment.
