Whitman College

Econ 407

Exam 1

October 6, 2003

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

1.  Consider the trading experiment conducted in class September 4, in which students took the roles of producers of one of three goods, and consumed a good other than their production good.

(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 in the experiment?  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 very early colonial period in history of the United States.  Economists note that the first colony, Jamestown, was not initially a monetary economy.

(a)  (5pts)  Define a monetary economy.

(b)  (5pts)  Are the people in a non-monetary economy such as Jamestown’s engaging in no trade?  Explain. 

(c)  (5pts)  When the Jamestown economy later became a monetary economy, what items did these colonists first start using as money?

3.  (20pts)  List and briefly explain economic costs caused by inflation uncertainty.

4.  The Wall St Journal reported October 3, 2003 that “Treasury bond price fell after Dallas Federal Reserve President Robert McTeer said that the economy should accelerate now.”  This WSJ articles goes on to explain that “faster growth would make further Fed interest-rate cuts unlikely.”  (p. C1, Stocks Rise as Bonds Fall on Dallas Fed Official’s Remark)

(10pts)  Explain why bond prices fall when interest rates rise.

5.  Suppose the assumptions of the Liquidity Premium Theory of the term structure of interests rates hold.  Use the yield curve for United States government Treasury debt shown below to answer the following questions.
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(a)  (10pts)  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 five-year Treasury note?  Show and explain your work.

Suppose now that, contrary to part (a) above, savers require the liquidity premium schedule given in the table below.  

	Term to maturity 
	Liquidity premium (in percent per year)

	3 months
	0

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

	1 year
	0.20

	2 years
	0.26

	3 years
	0.38

	4 years
	0.48

	5 years
	0.55


(b)  (15pts)  Forecast the nominal interest rate on a one-year Treasury bill offered for sale four years from now.  

(c) (10pts)   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 three-percent annual inflation rate over each of the following four years (i.e. πe2,3= πe3,4= πe4,5= πe5,6 = 3.0%). Forecast the real rate of interest on a one-year Treasury bill offered for sale four years from now.
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