Whitman College

Econ 407

Final Exam

December 11, 2007

Write all of your answers in your blue book.  Show all of your work.  The exam ends at 11:30.

1. (5pts) Consider Adam Smith’s “Of the Origin and Use of Money.”  According to Smith, what made it “necessary…to affix a public stamp upon certain quantities of such particular metal, as were in those countries commonly made use of to purchase goods”?

2.  (a) (5pts)  Define money.  Define representative money.

 (b)  (4pts)  List items that have served as representative money in the United States.

(c)  (1pt)  Do any items currently serve as representative money in the United States?  If so, list them.

3. (5pts)   Consider R. A. Radfords’s “The Economic Organization of a P.O.W. Camp.”

What does Radford mean when he says that cigarettes were subject to the working of Gresham’s law? 

4. (a) (15pts)  Explain, in detail, how to use the chain-weighted (geometric mean) method to find the Gross Domestic Product (GDP) deflator for 2007, if 2002 is your base year.

(b) (5pts)  Explain how to use the GDP deflator to calculate the inflation rate between 2003 and 2004.

(c)  (5pts)  Why does the Federal Reserve not use the GDP deflator as its preferred measure of the price level?

5. (a) (5pts)  Define liquidity.

For parts (b)-(d), assume that the liquidity premium theory of the term structure of interest rates holds in a particular economy.  Suppose that you work as an economic consultant.

(b) (10pts)  Your boss asks you to thoroughly explain why the liquidity premium on a 20-year government Treasury bond would typically be higher than the liquidity premium on a 2-year government Treasury bill.  Be sure to define liquidity premium in your explanation.

Suppose that from one day to the next, the yield curve for government Treasury debt becomes steeper.   Your boss wonders whether the steepening of the yield curve means that people’s liquidity premia have risen.  She asks you the following two questions.  Answer each question, and thoroughly explain your reasoning.  

(c)  (10pts)  Could a steepening of the yield curve be caused by increased liquidity premia?  

(d)  (10pts)  Could a steepening of the yield curve be caused by something else, with liquidity premia unchanged?  

6.  Consider Rao Aiyagari’s "Deflating the Case for Zero Inflation."   Read parts (a)-(e) below before answering any of these questions.

(a)  (10pts)  Aiyagari states that “reducing inflation will likely reduce economic welfare, at least temporarily--as long as people are stuck with their binding agreements.”

Explain Aiyagari’s reasoning.  

(b) (10pts)  What version of the Aggregate Supply-Aggregate Demand (AS-AD) model does Aiyagari use when he makes the claim quoted in part (a)?  Draw an AS-AD graph to accompany the explanation you provided in part (a).  Describe the connection between your explanation in part (a) and any movements or shifts that you show in your AS-AD graph.

(c) (10pts) Draw a Phillips curve graph that would accompany the explanation you provided in part (a).  Describe the connection between your explanation in part (a) and any movements or shifts that you show in your Phillips curve graph.

(d) (15pts)  Aiyagari claims that “if the public are convinced that the government is really shifting to an announced new lower-inflation policy and will stick to it, then the sacrifice ratio could be close to zero.”  Explain Aiyagari’s reasoning, and be sure to define the sacrifice ratio in your explanation.  

(e) (10pts) Draw a Phillips curve graph that would accompany the explanation you provided in part (d).  Describe the connection between your explanation in part (d) and any movements or shifts that you show in your Phillips curve graph.

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

(a)  (10pts)  Why do “recent repeated failures by the federal government to contain the deficit” concern Aiyagari?

(b) (5pts) Define the weak form of the fiscal theory of the price level.

(c) (10pts) Define the strong form of the fiscal theory of the price level.

(d) (5pts)  Which, if either, of the two forms of the fiscal theory of the price level is Aiyagari describing in "Deflating the Case for Zero Inflation"?  

8.  (5pts)  Consider the December 6, 2007 Wall Street Journal article "Surge in Auto-Loan Delinquencies Is Latest Trouble for the Economy" on page A1, by Jeffery McCracken and Gregory Zuckerman.  

According to the article, how are auto loans different from home loans, and why are auto-loan delinquencies closely linked to the health of the economy?
9.  (5pts)  Consider the December 5, 2007 Wall Street Journal (WSJ) article “Expectations Vary for Fed's Move; Unusual Forces Complicate Decision About a Rate Cut; A Quarter or Half Point?” on page A3, by Greg Ip.

According to the article, what is the Federal Reserve’s current main concern about banks and other lenders? 

10.  (20pts)  What do you recommend the Federal Open Market Committee do in its December 11 policy-setting meeting?  Be thorough and explicit in your recommendation, and explain your reasoning.  
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