Whitman College

Econ 407

Final Exam

December 17, 2008

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

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

(a) (15pts)  Your boss asks you to 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 flatter.   Your boss wonders whether the flattening of the yield curve means that people’s liquidity premia have fallen.  She asks you to answer the following the questions, and thoroughly explain your reasoning.  Use a graphs to help in your explanation.  Your graphs should include expectations yield curves, and your answer should explain what an expectations yield curve is.  

(b)  (25pts)   Could liquidity premia have  stayed constant, even as the yield curve became flatter?  If so, what does the flattening of the yield curve suggest about people’s expectations of the future?

2.  (30pts)  In the December 7, 2005 article “Long Study of Great Depression Has Shaped Bernanke’s Views” the Wall St. Journal states that Milton Friedman and Anna Schwartz upended the view that the Depression was inevitable when they published their 1963 book 

A Monetary History of the United States, 1867-1960, in which they claim that the Depression was brought about by an inept Federal Reserve.  The WSJ goes on to report that at a 2002 conference honoring Friedman, Federal Reserve governor Ben Bernanke told Friedman: “Regarding the Great Depression.  You’re right, we did it.  We’re very sorry.  But thanks to you, we won’t do it again.”  

Describe the inept Federal Reserve actions that caused or prolonged the Great Depression.  What motivated the Fed to take these actions, and how did the actions contribute to the Great Depression?

3.  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 in particular macroeconomic models “reducing inflation will likely reduce economic welfare, at least temporarily--as long as people are stuck with their binding agreements.”  Describe 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.

4.  (15pts)  On November 19, the Federal Open Market Committee (FOMC) released the minutes of its October 28-29 policy-setting meeting.  The following paragraph appears towards the end of those minutes.

Participants discussed a number of issues relating to broader monetary policy strategy. Over the past year, the Federal Reserve's response to the financial turbulence had encompassed substantial monetary policy easing, the provision of large volumes of liquidity through standard and extraordinary means, and facilitating the resolution of troubled, systemically important financial institutions. Participants judged that the policy actions had been helpful and well calibrated to their assessment of the developing situation. Several participants observed that it would be crucial for such policy actions to be unwound appropriately as the financial situation normalized. However, participants also observed that unfolding economic developments could require the FOMC to further lower its target for the federal funds rate in the future and to review the adequacy of its liquidity facilities.
What are FOMC participants worried will happen if the Fed does not unwind its “substantial monetary policy easing” and “provision of large volumes of liquidity?”  Use the quantity theory of money to explain why FOMC participants believe that it is crucial for the Fed to unwind its easing of monetary policy and provision of large volumes of liquidity, once the credit markets are back to normal.

5.  In 2004, Ed Prescott and Finn Kydland won a Nobel Prize, in part for demonstrating the time inconsistency problem of monetary policy.  The Economist magazine, in an October 16, 2004 article about Prescott and Kydland, summarized this problem in the following terms:  “Since the state has an incentive to favour inflationary policies--for instance, to cause a temporary boost in prosperity before an election--individuals should expect it to do so.”  

(a)  (20pts)  Use the Lucas island economy model to explain how a surprise amount of inflation can cause a “temporary boost in prosperity.”  In what sense does “prosperity” increase, and why is the increase only temporary?  Refer to an Aggregate Demand-Aggregate Supply graph in your explanation.  

(b)  (20pts)  Use the Barro model described in class to support the Economist’s statement that “A government’s inability to demonstrate sincerity in achieving low inflation can lead consumers to make high inflation a self-fulfilling prophecy.” 

The Economist goes on to conclude that Prescott and Kydland’s 

“insight resonated during the high-inflation 1970s.  It led to a shift in focus from the specific decisions of central bankers towards how to create credible institutions.  Central banks should, under this thinking, obey transparent rules rather than have discretion to create policy.  Increasingly, central banks around the world have been made independent of politicians, and inflation has abated.”  

(c)  (20pts) Under the strong form of the fiscal theory of the price level, is a credible and independent central bank enough to achieve low inflation?  Explain your answer.
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