Whitman College

Econ 407

Exam 1

October 3, 2007

Write all of your answers in your blue book.  Show all of your work.  The exam ends at 2:20.

1.  Consider Adam Smith’s “Of the Origin and Use of Money.”
(a)  (5pts)    What, according to Smith, was the motivation for princes and sovereign states to have “diminished the real quantity of metal, which had been originally contained in their coins”? 

(b)  (5pts)  How, according to Smith, did debasement of coins affect individuals?

2. (10pts)   Consider R. A. Radfords’s “The Economic Organization of a P.O.W. Camp.”

What does Radford mean when he says that the padre at the Italian transit camp could acquire an entire Red Cross Package because the market was not yet perfect? 

3. (15pts)  Explain, in detail, how to use the chain-weighted (geometric mean) method to find real gross domestic product for 2004, if 2002 is your base year.

4.  Consider Rao Aiyagari’s "Deflating the Case for Zero Inflation."

(a)  (5pts)    What does Aiyagari mean when he says “inflation encourages the waste of resources each time people convert interest-earning assets into money”?  

(b)  (5pts)    According to Aiyagari, how could most of the benefits of reducing these transactions costs “be achieved in simpler, more direct ways than manipulating the inflation rate”?

5.   Consider a zero-coupon bond that has 10 years until maturity, a face value of $100,000 and an annual yield to maturity of 7.20%.

(a)  (5pts) What is the price of this bond?

(b)  (5pts) Use this bond as an example to explain why the price of a bond and its interest rate are inversely related.

(c)  (10pts)  Would you say that 10 year bonds have fairly high price volatility?  Use this bond as an example to explain your opinion.

6.  For parts (a)-(d) suppose that the assumptions of the Pure Expectations theory of the term structure of interest rates hold.  

(a)  (5pts)  List those assumptions.

(b)  (5pts) Suppose that market participants believe that nominal interest rates will most likely be the same in the future as they are now.  Draw a yield curve for United States Treasury debt consistent with that belief.  Be sure to label your axes.

(c)  (5pts)  Assume that the beliefs from part (b) do not hold.  Suppose instead that from one week to the next, market participants go from expecting continuing economic expansion to expecting a recession.  On a graph, draw last week’s yield curve and this week’s yield curve.  Be sure to label each, and label your axes.  

(d)  (20pts)  Suppose you are an economic consultant asked to forecast the real interest rate on a one-year Treasury bill offered for sale three years from now.  Describe how you would make this forecast.  Explain each step of the process so that your employer will understand your reasoning.

