Whitman College 
Econ 407 
Final Exam 
December 15, 1995 


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




1. Consider the monetary history of the United States. 

(a) (3pts) Define money. 

(b) (4pts) Define commodity money, and list two items that have served as commodity money in the US. 

(c) (4pts) Define representative money and list two items that have served as representative money in the US. 

(d) (4pts) Define fiat money and list two items that have served as fiat money in the US. 



2. Consider the costs to society from inflation. A society would bear some of these costs even if everyone could correctly forecast the inflation rate. 

(a) (15pts) Describe these costs associated with perfectly anticipated inflation. 

(b) (15pts) In his article Deflating the Case for Zero Inflation, Rao Aiyagari argues that a zero-inflation monetary policy would not provide the benefits claimed by many of the proponents of such a policy. Aiyagari argues that proponents of zero-inflation policy exaggerate the benefits from reductions in anticipated inflation. Explain Aiyagari's argument. 



3. Suppose Sally lends money for a year at a nominal interest rate of 10%, expecting a 3% inflation rate over the year of the loan. 

(a) (5pts) Approximately what real interest rate does Sally expect to earn? 

(b) (5pts) If the actual inflation rate turned out to be 7% over the year of the loan, approximately what real interest rate would Sally earn? 

(c) (5pts) If the actual inflation rate turned out to be 1% over the year of the loan, approximately what real interest rate would Sally earn? 



4. (20pts) Describe liquidity management techniques available to fractional reserve banks in the US. 



5. (a) (5pts) What do members of the Federal Open Market Committee (FOMC) do? 

(b) (5pts) How are members of the FOMC selected? 

(c) (10pts) On December 19, the FOMC will meet. What do you think the members will decide? Explain your reasoning. 



6. (a) (20pts) Using the IS-LM framework, derive a NeoKeynesian aggregate demand curve. Your aggregate demand curve should have real output on the x-axis and aggregate price level on the y-axis. Explain your work. 

(b) (5pts) On a new diagram redraw the aggregate demand curve and also draw a NeoKeynesian short-term aggregate supply curve. Explain what accounts for the shape of this aggregate supply curve. 

(c) (10pts) On your diagram from part (b), show the short-term macroeconomic equilibrium occurring at less than the full employment level of output. What monetary policy would NeoKeynesians suggest in this situation? Explain. 

(d) (15pts) In the 1980's New Keynesians developed explanations for the shape of the short-term aggregate supply curve. Describe the three New Keynesian explanations discussed in class. 



7. (a) (10pts) Describe the features all New Classical models share. 

(b) (20pts) In the Lucas Island Model, one of the first New Classical models, only unanticipated changes in the money supply affect output. With reference to an aggregate demand and aggregate supply curve, explain this result. 



8. (20pts) Congress frequently changes the capital gains tax rate. These frequent changes leave owners of capital uncertain about the tax rate they would have to pay on the profits (capital gains) earned from future sales of capital assets. When Congress lowers the capital gains tax rate, capital owners frequently rush to take advantage of these low rates, selling many capital assets and generating considerable tax revenue. When Congress raises the capital gains tax rate, tax revenues from capital gains sometimes fall as people delay capital asset sales. Suppose you are a junior economist working for a Congressman who plans to propose legislation to lower the capital gains tax rate. Your boss has gotten his hands on an econometric study showing that in the past, a one percent reduction in the capital gains rate earned an extra $20 billion dollars in capital gains tax revenue during the year the tax rate was cut. Your boss is therefore proposing legislation that would lower the current 28% capital gains tax rate by one percent per year, for twenty years. Your boss is about to stand up in front of his Congressional colleagues and claim that his proposal will generate $20 billion in extra capital gains tax revenue for each of the next 20 years. As his economic adviser, you realize that your boss's conclusion is subject to the Lucas critique on the use of econometrics in government policy evaluation. Write a memo to your boss in which you explain your reservations about the logic behind his policy suggestion.
