Econ 407

Final Exam

December 16, 2003

Write your answers in your blue book.  Show all of your work.  The exam ends at 4:30.

1.  (a)  (1pt)  Define money.

(b)  (1pt)  Define representative money.

(c)  (3pts)  List the items that have served as representative money in the United States.

2  (10pts)  Under the liquidity premium theory of the term structure of interest rates, does an upward-sloping yield curve imply that market participants believe that interest rates will rise?  Explain your answer.

3.  (15pts)  Describe how, in January 2003, the Federal Reserve changed the way it uses discount window loans in the conduct of monetary policy.  What motivated the Fed to make this change, and what are the results of this change for the way the federal funds market works?  In your answer, define a discount window loan.  Refer to a graph of the demand and supply of overnight loans of reserves between banks in the federal funds market.

4.   Suppose that you are an economic adviser to a country considering adopting an inflation targeting policy.  This country has a dual mandate to stabilize the price level and to stabilize fluctuations in real aggregate output.  Their central bank plans to give the price-stabilization mandate twice the weight of the output-stabilization mandate.  The central bank asks you to recommend a version of the Taylor Rule which they could use to implement their proposed policy.  

(a)  (10pts) Write out the equation for their version of the Taylor Rule, and explain in words the meaning of each element of the equation.

(b)  (15pts)  Describe the potential advantages and disadvantages of implementing this inflation-targeting policy.  

5.  Consider The Economics of Money, Banking and Financial Markets, by Frederic Mishkin.  On page 648 Mishkin describes the period of United States macroeconomic history from 1965-1973.  He states “policy-makers, economists, and politicians had become committed in the mid-1960’s to a target unemployment rate of 4%, the level of unemployment they thought was consistent with price stability.  In hindsight, most economists today agree that the natural rate of unemployment was substantially higher in this period, on the order of 5% to 6%.”  

(a)  (5pts)  Use the Keynesian stick-wage Aggregate-Demand Aggregate-Supply (AD-AS) model to describe the macroeconomic results of this policy over the period 1965-1973.  Refer to an AD-AS graph in your analysis.

On page 650, Mishkin continues his analysis through the 1970’s.  He states “after 1975, the unemployment was regularly above the natural rate of unemployment, yet inflation continued.  It appears that we have the phenomenon of a cost-push inflation.”  

(b)  (5pts)  Use the Keynesian sticky-wage AD-AS model to describe what caused this cost-push inflation.  Show the results of your analysis on an AD-As graph.  Use a separate graph from the one in part (a).  Be sure to define cost-push inflation in your answer.

On page 655, Mishkin states that “to wring inflation out of the system, the Federal Reserve under Paul Volcker put the economy through two back-to-back recessions in 1980 and 1981-82.”  

(c) (10pts)  What exactly did the Federal Reserve do under Volcker, why did they do it, and what were the results?   Explain, with reference to another Keynesian sticky-wage AD-AS graph.

6.  (10pts)  In 1980, Robert Lucas, Thomas Sargent and other New Classical economists claimed that an economy could have a painless disinflation under particular circumstances.  Why could the Federal Reserve under Alan Greenspan, from 1987 on, achieve a painless disinflation, while Volcker in the early 1980’s could not?  Explain, with reference to the Lucas Supply Curve model.  

7.  (15pts)  True or false?  The strong form of the Fiscal Theory of the Price Level suggests that inflation is always and everywhere a monetary phenomenon.  Thoroughly explain your answer.

