Whitman College

Econ 407

Exam 1

October 5, 2000

 

 

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

 

 

 

 

 

1. Consider the class experiment from September 5th, in which students took the roles of producers of one of three goods, and could trade in order to get the good they wished to consume.

 

(a) (10pts) How could an observer of this experiment determine whether any of the experimental goods was serving as money? Explain, with reference to a definition of money.

 

(b) (5pts) Did one of the goods serve as money? If so, what characteristics made it spontaneously emerge as money?

 

(c) (5pts) Would Adam Smith, W.S. Jevons and Karl Menger agree that an item can spontaneously emerge as money, without the government designating it as such? Or, do they claim that money comes into existence only when the government designates an item as money? Explain.

 

 

 

 

2. Consider the Consumer Price Index (CPI), and inflation rates calculated using the CPI.

 

(a) (5pts) Define the CPI.

(b) (5pts) Define the substitution bias in the CPI.

(c) (5pts) Suppose that the price of Granny Smith apples rises by 10%. What does the Bureau of Labor Statistics (BLS) assume about the Granny Smith purchases of the typical urban consumer?

(d) (5pts) In 1999, when the BLS adopted the assumption you described in Part (b), the BLS believed that this new approach would reduce the substitution bias in the CPI. Why did the BLS think the substitution bias would be reduced?

(e) (5pts) What are the economic advantages of reducing the substitution bias?

 

 

 

 

3. Consider a bond with a face value of $1,000, a term to maturity of 20 years, and a current price of $342.73.

 

(a) (5pts) What is the annual yield to maturity on this bond?

 

(b) (5pts) Suppose that market interest rates for this type of security rose by 1%. Exactly how would the price of this security respond?

 

4. Consider the Pure Expectations (PE) Theory of the term structure of interest rates. Consider also the fact that interest rate forecasts using PE are systematically biased.

 

(a) (5pts) In what direction are these forecasts biased?

 

(b) (10pts) Why are the forecasts biased? Explain thoroughly.

 

(c) (5pts) Why do people use PE to forecast interest rates despite the bias in the forecasts?

 

 

 

5. (2pts) (a) State the assumptions of the Liquidity Premium theory of the term structure of interest rates.

 

Suppose that the Liquidity Premium assumptions hold and that the liquidity premia are given in the table below. Use the yield curve below to answer the following questions.

 

(b) (8pts) Forecast the annual nominal interest rate on a three-year Treasury note offered for sale two years from now.

 

(c) (15pts) If everyone believes that the expected annual inflation rate will be 3.4% for each of the next four years, then what is the expected annual real interest rate on a one year T-bill offered for sale one year from now?

 

	Term to maturity
	Liquidity premium (in percent per year)

	3 months
	0

	1 year
	0.10 (i.e. 1/10 of a percent per year)

	2 years
	0.15

	3 years
	0.20

	4 years
	0.22

	5 years
	0.23
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