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Office hours are the following, or by appointment.  

Monday, Tuesday, Wednesday and Thursday 2:30-3:30

Wednesday and Friday 11:00-11:45

The objective of this course is to explore the economic roles of money, financial intermediaries, and central bank controls.  The course text is Money, Banking and Financial Markets, 8th ed. by Frederic Mishkin.  Other readings marked on the reading list are available on the Internet at the urls indicated, or handouts distributed in class and on loan to you for the semester.  Please return the ones on loan at the final exam.  Because we will discuss current monetary policy in class, you are also required to regularly read the Wall Street Journal (WSJ). A description of the WSJ reading assignment is attached.  

There are nine problem sets worth a total of 65 points.  These problem sets are attached to this syllabus and are due at the beginning of class on the dates marked on the reading list, unless otherwise noted.  I will not accept late or illegible problem sets. You may work with others on the problem sets, but must write up your answers individually.  Please show all of your work on your problem sets. We will devote three class meetings to discussions, as noted on the syllabus.  Preparation for and participation in these discussions counts for 20 points.  On November 6, you will make a presentation on a foreign country’s monetary policy.  The description of this assignment is attached. There are two mid-term exams worth 100 points each, and a comprehensive final worth 200 points.  The dates for the exams are marked on the reading list. Please arrange your schedule now so that you do not have conflicts with exam dates.  I will not offer exams at times other than those scheduled.  To help you study, old exams are available at http://people.whitman.edu/~hazlett/index.htm.  If you have a registered disability that requires special accommodation for exams, please see me a week before each exam so that we can make arrangements.  The grading scale for the course is as follows.  Note that there is no disadvantage to studying with others, as your grade does not depend on anyone else's performance.

	Total Points
	(% of 540)
	Grade
	Total Points
	(% of 540)
	Grade

	529
	98
	  A+
	400
	74
	  C+

	508
	94
	A
	378
	70
	C

	486
	90
	 A-
	356
	66
	 C-

	464
	86
	  B+
	335
	62
	  D+

	443
	82
	B
	313
	58
	D

	421
	78
	  B-
	292
	54
	 D-


Wall Street Journal Reading Assignment

So that we can discuss current monetary policy in class, you are required to regularly read articles from the Wall Street Journal on topics in monetary economics.  You’ll use the WSJ to track the performance of the U.S. macroeconomy, the actions of the Federal Reserve, and macroeconomic issues related to money and financial intermediation.  The information to look for on the macroeconomy includes the reports that the Fed tracks, such as data on real Gross Domestic Product, unemployment, inflation and interest rates, productivity and consumer confidence.  You will also read articles that report on and analyze the Fed’s behavior.  Finally, you will follow developments that relate to macroeconomic issues involving money and financial intermediaries such as banks.  However, you do not need to read articles describing the microeconomic performance of an individual bank.  Because the WSJ does not check its op-ed pieces for accuracy, we will not be discussing opinion, editorial or commentary articles.  

Each week, on a rotating basis, one member of the class will be responsible for alerting the rest of the class to the relevant articles in the WSJ.  Each day of that week, that person will email the class about the day’s relevant articles.  Send to the class cleo email address, from your Whitman email account. The responsible person will give the title and page number of each article, and write a summary of each article and a question focusing on the main point of the article, with particular attention to what makes the article relevant for monetary theory and policy.  Each email is due by 10 pm on the day the WSJ issue is published. The rest of the class will read the articles and come prepared to discuss their contents and to answer the question. The alerting assignment is worth 40 points, based on the appropriateness of articles you select and the quality of the questions you ask and the answers you give to other people’s questions.

You can subscribe to the WSJ (which gives you both print and electronic access to the WSJ’s Western Edition), read the library’s print edition, or use the following steps to access the library’s e-WSJ subscription to the Eastern Edition.  From the library's home page, click on the "Journals at Penrose" link. Type in "Wall Street Journal" in the search box. Click on the link for "Pro Quest National Newspapers Core". 

Inflation Targeting Assignment

You will research a country that has adopted a policy of inflation targeting, and prepare a five-minute presentation for November 6 on how the policy has affected the country’s macroeconomic performance. You may choose New Zealand, Chile, Australia, Canada, the United Kingdom, Sweden, Finland, Norway, Iceland, Switzerland, the Czech Republic, Poland, South Korea, Thailand, Israel, Brazil, Mexico, Peru, Turkey, the Philippines, or South Africa.   In your presentation, you should include information about the specific form that inflation targeting takes in your country, and the economic results of the policy.  So, you should keep in mind the following questions as you conduct your research.  What is the specific target (or target range) for inflation and how much time do policy-makers have to achieve the target?  Is the goal to achieve only an inflation target, or is there also a goal to stabilize real output?  How long has your country been targeting inflation and what have been the economic consequences?  Do the policy-makers and the citizens think the policy has worked well?  When you have selected the country you would like to research, email the class to claim your choice, putting the country in the subject line.  Send the email from your Whitman account to our cleo address. (15 points)

Reading List 

Part I:  Money

September

2
Introduction





Clement “Licentious Behavior”


4
Federal funds rate experiment



Mishkin chp 1

8
History of thought on money
 



Discussion:
Smith "Of the Origin and Use of Money," 





Jevons "Money and the Mechanism of Exchange,” 





Menger  "On the Origin of Money"

9
History of money in the United States 





FRB of Chicago’s 
“Money Matters: The American Experience with Money” 


11
Measuring money, and the future of money
in the U.S.



Mishkin chp 3 ,  Champ “Private Money in our Past, Present and Future” 

15
A POW camp as a monetary economy



Discussion:  
Radford “The Economic Organization of a POW Camp”

Part II:  Inflation

16
Measuring inflation using the Consumer Price Index
 



Mishkin pp. 20-22, 10-11,   FRB of San Francisco’s “A Better CPI”




PROBLEM SET:  MONEY 

18
Measuring inflation using the GDP deflator

22
The costs of inflation
 

Garfinkel "What is an Acceptable Rate of Inflation?" pp. 1-10



Mishkin   pp. 87-90, see Figure 5 p. 107

23
The case for and against zero inflation



Discussion:
Aiyagari  "Deflating the Case for Zero Inflation"





Hoskins  "Defending Zero Inflation: All for Naught"





Aiyagari  "Response to a Defense of Zero Inflation"

Part III:  The Financial System and Interest Rates

25
Overview of the financial system





 skim  Mishkin chp 2, see Figure 7 p. 108




PROBLEM SET:  INFLATION

29
No class

30
Pure Expectations Theory of the term structure of interest rates
 

Mishkin: pp. 127-8, Table 1 p. 130, Application p. 131, and pp. 134-9




PROBLEM SET:  TERM AND PRICE VOLATILITY

October

2
Forecasting using the Pure Expectations Theory

3
PROBLEM SET:  PURE EXPECTATIONS THEORY due by 3pm Friday

6
Term structure and liquidity risk premium 





Mishkin pp. 139-147

7
Forecasting using the liquidity premium theory




PROBLEM SET:  LIQUIDITY PREMIUM THEORY

9
FIRST EXAM

16
Fractional reserve banks and liquidity management 




skim Mishkin chps 8 and 9

20
Bank competition, regulation, and the moral hazard problem of deposit insurance



Mishkin  chp 10 and pp. 279-92
21
Bank industry structure and the S&L crisis    



Thomson  "The Cost of Buying Time: Lessons from the Thrift Debacle"



Mishkin pp. 292-298

23
Reforms since the S&L crisis



Mishkin pp. 298-306

Part IV:  The Central Bank  

27
The U.S. Federal Reserve




Mishkin chp 12


28
Deposit creation, the money supply, and the money multiplier


Mishkin chps 13 and 14 





PROBLEM SET:  BANKING INDUSTRY

30
The Fed and financial crises



Champ  “Open and Operating: Providing Liquidity to Avoid a Crisis”

November


3
Federal Reserve tools, targets and goals





Mishkin  chp 15 and pp. 393-402


FRB of SF “Goals of Monetary Policy”




PROBLEM SET:  MONEY CREATION

4
Taylor Rule
Mishkin pp. 414-7



Carlstrom and Fuerst  “The Taylor Rule: A Guidepost for Monetary Policy?”

6
Presentations on international experiences with inflation targeting policies,


central bank communication and transparency

Meyer “Inflation Targets and Inflation Targeting” FRB of St Louis Review Nov./Dec. 2001 http://research.stlouisfed.org/publications/review/indexbak.html#nov1.

Pinalto “Expectations, Communications, and Monetary Policy” 

Mishkin  pp. 402-14

Part V:  Monetary Theory

10
Keynesians vs. Monetarists: money demand, modern quantity theory 



Mishkin chp 19

11
Review of Keynesian models in Mishkin chps  20, 21 and 22

13
Phillips Curve  




Mishkin pp. 415-6

Garfinkel "What is an Acceptable Rate of Inflation?" pp. 10-12

FRB of SF  “Can the Phillips Curve Help Forecast Inflation?”

17
Evidence on the effects of monetary policy     



Mishkin chp 23

18
Inflationary monetary policy, activists vs nonactivist policy debate
  



Mishkin chp 24


20
SECOND EXAM 

December 

1
The Lucas critique and the monetary policy ineffectiveness proposition



Mishkin pp. 156-9, 639-46

2
Effects of anticipated vs. unanticipated monetary policy on the sacrifice ratio: 

comparing New Classical and New Keynesian models      


 Mishkin pp. 646-56



Garfinkel "What is an Acceptable Rate of Inflation?" pp. 12-14

4
Time inconsistency:  rules vs discretion  



Mishkin p. 394-5



The Economist 10/16/04 p. 74

8
Real Business Cycle theory
Mishkin p. 596, 576


Carlstrom and Gamber “Does the Fed Cause Christmas?”




PROBLEM SET: LUCAS CRITIQUE AND THE SACRIFICE RATIO

9
Credibility, inflation fighting, and fiscal policies     Mishkin pp. 656-9



Christiano and Fitzgerald “Price Stability: Is a Tough Central Bank Enough?”



Carlstrom and Fuerst “Money Growth and Inflation: Does Fiscal Policy Matter?”



PROBLEM SET: TIME INCONSISTENCY

11
Wrap up

17
The final exam is the afternoon of Wednesday, December 17

PROBLEM SET:  MONEY

1.  (1pt)  Define money.

2.  (1pt)  Define a monetary economy.

3.  (2pts)   Suppose there are four traders:  Audrey, Bradley, Charley and Dudley.  Audrey produces artichokes but gets utility only from the consumption of blueberry poptarts.  Bradley produces blueberry poptarts but gets utility only from the consumption of cranberry muffins.  Charley produces cranberry muffins but gets utility only from the consumption of dandelion wine.  Dudley produces dandelion wine but gets utility only from the consumption of artichokes.

Describe a series of bilateral (i.e. two-party) trades that, in the end, leaves everyone consuming his chosen good.  Is some good serving as money in the trades you described?  Explain your answer.

4. (1pt)   Suppose you observed an economy in which the only goods produced were canoes, oranges, fish, butter, Frisbees, and bandannas.   The citizens in this economy engage in trade.   Which of these goods would you expect to serve as money in their economy?  Explain your answer.

5.  In Money as a Mechanism of Exchange, W.S. Jevons claims that, in an economy without a particular commodity which functions as a "common denominator or common measure of value"  there would be "between one hundred articles...no less than 4950 possible ratios of exchange, and all of these ratios must be carefully adjusted so as to be consistent with each other, else the acute trader will be able to profit by buying from some and selling to others."

(a)  (1pt)   In an economy with 200 goods, how many ratios of exchange would there be?  Explain how you found your answer.  Your explanation should presume no familiarity with formulas on the part of your audience.

(b)  (2pts) Suppose there were an economy with six goods:  hamburger, corn chips, milk, eggs, cotton, and peas.   Suppose none of these goods serve as a unit of account.  Design a set of prices, i.e. ratios of exchange, for this economy which allows the acute trader to profit in the way Jevons describes.  Describe the possible profits.  What is the most profit that could possibly be made given these prices?

PROBLEM SET: INFLATION

For all of the questions below, show your work.

Consider a hypothetical economy that produces only four goods: ponchos, skates boards, apples, and rafts.  The table below gives the total quantities produced and the prices of these goods in 1998, 1999 and 2000.  Suppose that the typical urban family purchased 5 ponchos, 2 skateboards, 1000 apples, and 0 rafts in 1998.  

	Item
	Quantity produced in 1998
	Price in 1998
	Quantity produced in 1999
	Price in 1999
	Quantity produced in 2000
	Price in 2000

	Ponchos
	1000
	$5.00
	1010
	$5.50
	1000
	$5.50

	Skate Boards
	200
	100.00
	190
	110.00
	180
	170.00

	Apples
	200,000
	0.25
	250,000
	0.30
	220,000
	0.25

	Rafts
	50
	2000.00
	45
	2200.00
	42
	2220.00


1. For all of the parts of Question 1 below, use 1998 as the base year.  

(a)  (1pt) Calculate the Consumer Price Index (CPI) for 1999.

(b)  (1pt)  Calculate the CPI for 2000.

(c)  (1pt)  Use the CPI to determine the inflation rate between 1998 and 1999, and the inflation rate between 1999 and 2000.

2.  For all of the parts of Question 2 below, use the chain-weighted (geometric mean) technique for calculating real Gross Domestic Product (GDP), using 1998 as the base year.  

(a)  (2pts)  Calculate real GDP for 1998.

What is the Gross Domestic Product deflator for 1998?

(b) (2pts)  Calculate real GDP for 1999.

What is the Gross Domestic Product deflator for 1999?

(c) (2pts)  Calculate real GDP for 2000. 

What is the Gross Domestic Product deflator for 2000?

(d)  (1pt)  Use the GDP deflator to determine the inflation rate between 1998 and 1999, and the inflation rate between 1999 and 2000.  

PROBLEM SET:  RELATIONSHIP BETWEEN TERM AND PRICE VOLATILITY

For all of the questions below, show your work.

1. (1pt)  What is the annual yield to maturity on a 30 year Treasury bond with a face value of $10,000 and a purchase price of $1741?  

2.   (1pt)  What is the annual yield to maturity on a 10 year Treasury note with a face value of $10,000 and a purchase price of $5584?  

3.  (1pt)  What is the annual yield to maturity on a 2 year Treasury bill with a face value of $10,000 and a purchase price of $8900? 

4.  Suppose that, on the same day, you purchased one of each of the securities in Questions 1-3.   It is now exactly one year later, and each of the securities you hold has a price on the secondary market that implies an annual yield to maturity of 7%.  

(a)  (2pts)  What would be the price of each of these securities if you were to sell them on the secondary market now? (Note that the securities now have 29, 9 and 1 year to maturity, respectively.)

(b)  (1pt)  What would have been the price of each of your securities one year after you bought them if they had each had the same annual yield as they had when you bought them? 

5.  (1pt)   Suppose the price volatility of a security is defined as the percentage change in price resulting from a one-percent change in the annual yield to maturity.  Use the information from Question 4 to determine the price volatility of each of the above securities.  

6.  (1pt)  Use the information from Question 5 to state the relationship between the price volatility of a security and its term to maturity.

PROBLEM SET:  PURE EXPECTATIONS THEORY

1.  (1 pt)  List the assumptions of the Pure Expectations Theory of the term structure of interest rates

2.    Suppose that the assumptions of the Pure Expectations Theory hold.   Find a copy of the yield curve for government Treasury debt that is not more than one week old.  (Look in the Money and Investing section of the Wall St. Journal)  

(a) (4pts)  Use the Pure Expectations Theory to forecast the annual nominal interest rate on a one-year government Treasury bill that will be issued two years from today.  Show and explain your work.  Attach a copy of your yield curve to your problem set answers.

(b) (3pts)   Suppose that individuals all anticipate a one percent annual rate of inflation over each of the next two years (i.e. πe0,1= πe1,2= 1.0%), and a two-percent annual inflation rate over each of the following four years (i.e. πe2,3= πe3,4= πe4,5= πe5,6 = 2.0%).  Use the Pure Expectations Theory to forecast the annual real rate of interest on a one-year government Treasury bill that will be issued two years from today.   Show and explain your work.

PROBLEM SET: LIQUIDITY PREMIUM THEORY OF TERM STRUCTURE

For all of the questions below, show your work.

1. (1pt)  List the assumptions of the Liquidity Premium Theory of the term structure of interest rates.

2.  Suppose the assumptions of the Liquidity Premium Theory of the term structure of interests rates hold.  Find a recent (not more than one week old) yield curve for U.S. government treasury debt, and use it to answer the questions below.  Please tape a copy of your yield curve to your answer sheet.

(a)  (3pts)  Suppose that expected future interest rates are the same as current interest rates.  That is, people believe that interest rates could either rise or fall in the future, but the expected value of any particular forward interest rate is the same as the current spot rate for that security.  What annual percent liquidity premium do savers require for purchasing a ten-year Treasury note?  Explain your work.

(b)  (4pts)  Suppose now that, contrary to part (a) above, savers require the liquidity premium schedule given in the table below.  Forecast the nominal interest rate on a two-year Treasury bill offered for sale three years from now.  

	Term to maturity 
	Liquidity premium (in percent per year)

	3 months
	0

	6 months
	0.05  (i.e. 1/20th of a percent per year)

	1 year
	0.08

	2 years
	0.16

	3 years
	0.28

	5 years
	0.35

	10 years
	0.45

	30 years
	0.55


PROBLEM SET:  BANKING INDUSTRY

1.   Suppose a bank has the following assets and liabilities.

ASSETS

$100,000 of cash reserves

$600,000 of loans maturing in five years, 

$300,000 of loans maturing in ten years 

LIABILITIES
$400,000 in checking accounts, all of which depositors may withdraw at will

$400,000 in savings accounts, all of which may be withdrawn with 30 day's notice

a. (1pt)   Is this bank insolvent?  Explain.

b. (1pt)   Is this bank illiquid?  Explain.

c. (3pts)   Suppose that this bank existed during the early years of the Great Depression, when depositors in the banking industry were not covered by deposit insurance, and banks did not have access to a lender of last resort.  Suppose further that this bank's assets are of high quality, and that depositors know this.  Describe how a bank run might occur at this bank, given that runs are occurring at many other banks in the country.

2.  Suppose that a Savings and Loan has the following assets and liabilities.

ASSETS
$200,000 of cash reserves

$800,000 of fixed rate mortgage loans with 30-year maturities

LIABILITIES
$400,000 in savings accounts, all of which may be withdrawn with 30 day's notice

$400,000 in time deposits with two-year maturities

(3pts)  Use the above information on the assets and liabilities of this sample Savings and Loan to illustrate the interest rate risk that S&Ls faced in the late 1970's, when interest rates rose steeply and unexpectedly.  Be sure to define interest rate risk.

PROBLEM SET:  MONEY CREATION

Consider the following model.  The banking industry holds one kind of deposit, a transactions deposit.  The money supply is defined to be currency in the hands of the public (C), plus deposits (D).  The monetary base is currency in the hands of the public, plus reserves (R) in the banking industry.  Assume that the public holds some currency and that banks hold some excess reserves (ER).  Let  rD  be the required reserve ratio on deposits.

(a)  (1pt)    Derive the formula for the money multiplier from the relationship between the money multiplier, the monetary base, and the money supply.  Explain your work.

(b)  (5pts)   Suppose that, initially, the full amount of each deposit account is guaranteed by deposit insurance.  Then suppose that deposit insurance is reformed so that only 50% of each depositor's account is covered by deposit insurance.  Explain as thoroughly as possible what might happen to each component of the money multiplier as a result of this reform.  What would happen to the money multiplier overall? 

PROBLEM SET: LUCAS CRITIQUE AND SACRIFICE RATIO

(5pts)    Suppose that you are the economic adviser to a government policy-maker who has access to recent Phillips curve data for the US, and to Okun’s law.   Your boss interprets the Phillips curve to say that a 1% reduction in the annual inflation rate will cause an extra 2% unemployment.  From Okun’s law, your boss concludes that the extra 2% unemployment will result in real GDP being 4% less than it otherwise would have been.  Your boss does not feel that reducing inflation from the current 3% per year to 2% would be worth losing 4% of real GDP.  Thus, your boss is unwilling to implement an inflation-fighting policy.  Write a memo to your boss in which you use economic theory to explain why inflation-fighting policies might not reduce real GDP.

PROBLEM SET: TIME INCONSISTENCY

(5pts)   Suppose that workers form their expected level of inflation and then enter into a nominal wage contract with employers.  The Federal Reserve then chooses the actual inflation rate through monetary policy.  Employers then choose the amount of hours employees will work, based on the real wage and the price of their output.  

If actual inflation turns out to be greater than expected, workers earn a lower than expected real wage, and employers sell their output for higher than expected prices.  So employers choose to have employees work a high number of hours, higher than workers would prefer at that real wage.  

If actual inflation turns out to be less than expected, workers earn a higher than expected real wage, and employers sell their output for lower than expected prices.  So employers choose to have employees work a low number of hours, which is fewer hours than employees prefer at that real wage.  

If inflation turns out to be exactly as expected, then workers earn the real wage they expected, and employers sell their output at their expected prices.  So employers choose to have employees work a moderate number of hours, which is the number of hours employees prefer at that real wage.  

The higher the number of hours worked, the more total output gets produced.   

The Fed suffers costs from inflation.  However, the Fed also enjoys benefits from any inflation that catches workers by surprise, because surprise inflation means that workers will end up working extra hours, thereby generating more output.  The Fed's optimal level of inflation is  

π* = 3% + 0.75(πe), where πe is the inflation rate workers expect.  

Find the amount of inflation workers expect in equilibrium, the actual amount of inflation, and the number of hours employees work.  Show and explain your work.
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