Econ 407
Monetary Theory and Policy
Exam 1
October 7, 1993



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




1 (a) (5pts) Define money.

(b) (5pts) What items are money in the United States?

(c) (5pts) Suppose you are in a culture new to you. How could you determine what this society uses for money? Briefly explain.



2. Consider the following information about the goods produced within the borders of a hypothetical country.


	Good
	Price in 1992
	Price in 1993
	Amount produced
in 1992
	Amount produced
in 1993

	Anchovies
	$10
	$11
	100
	100

	Helicopters
	1000
	1000
	5
	10

	Sweaters
	20
	22
	50
	55

	Bicycles
	100
	100
	20
	30

	
	
	
	
	




(a) (5pts) In 1992, the typical urban family bought 3 anchovies, 2 sweaters and a bicycle. With 1992 as the base year, calculate the Consumer Price Index for 1993.

(b) (5pts) Use the CPI calculated in part (a) to determine the inflation rate between 1992 and 1993.

(c) (5pts) What is the Gross Domestic Product deflator for 1993, if 1992 is the base year?

(d) (5pts) Use the GDP deflator in part (c) to determine the inflation rate between 1992 and 1993.



3. Suppose Bill lends for one year at a nominal interest rate of 5%.

(a) (5pts) If Bill expects inflation to be 2% over this year, then what real interest rate does Bill expect to receive? Explain.

(b) (5pts) If the actual inflation rate over this year is 4%, then what real interest rate does Bill receive? Explain.
4. (25pts) Outline an argument that inflation harms the economy. Cover as many points as possible, with a brief explanation of each.



Use the yield curve below to answer questions 5, 6 and 7.
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5. (5pts) What is the present value of a U.S. Government Treasury note that pays $10,000 three years from now?



Answer EITHER Question 6 or Question 7.


6. (20pts) Suppose the assumptions of the Pure Expectations Theory of the term structure of interest rates hold. Forecast the interest rate on a one year government treasury bill that will be issued two years from now. Explain your reasoning, with reference to the assumptions of the Pure Expectations Theory.



7. (20pts) Suppose the assumptions of the Liquidity Preference Theory of the term structure of interest rates hold. Could the above yield curve possibly be consistent with expectations that yields on U.S. Treasury debt will not change over the next 30 years? Explain your reasoning, with reference to the assumptions of the Liquidity Preference Theory.

