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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. (25pts) Suppose you are the economic adviser for a Senator. Your boss is trying to decide whether he will support legislation to adjust the annual Consumer Price Index measure of inflation downward by 0.5%. He is worried about whether he can defend support of this legislation in the face of protests from senior citizens, whose social security benefits are adjusted for cost of living increases, using the CPI. Your boss knows nothing about inflation or the CPI, so he turns to you. He asks you to write him a coherent memo in which you define inflation, define the CPI, and explain, as completely as possible, the economic rationale for the downward adjustment of the CPI. Finally, he wants you to write a defense of the legislation which he can use to answer the complaints of social security recipients.


3. (25pts) Briefly discuss the costs to society of inflation.


4. (25pts) Consider the following yield curve for government Treasury debt. Suppose that everyone expects the real rate of interest on a one-year T-bill to remain constant at 3% for the next five years. Suppose that the assumptions of the Pure Expectations Theory of the term structure of interest rates hold. What is the expected annual inflation rate over the next 12 months? What is the expected annual inflation rate over the subsequent 12 months?


