Whitman College
Econ 407
Final Exam
December 16, 1998


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




1.(a) (5pts) Define money.

(b) (5pts) Define representative money.

(c) (20pts) Briefly describe the history of representative money in the United States.



3. (30pts) Consider the December 1998 yield curve for U.S. Treasury securities graphed below. Suppose that savers require the liquidity premium schedule given in the table below. Using the Liquidity Premium Theory of the term structure of interest rates, forecast the annual nominal interest rate on a three-year Treasury note offered for sale two years from now.



	Term to maturity
	Liquidity premium (in percent per year)

	3 months
	0.00

	6 months
	0.05% (i.e. 1/20th of a percent per year)

	1 year
	0.08

	2 years
	0.10

	3 years
	0.15

	5 years
	0.20

	10 years
	0.30

	30 years
	0.40




3. In the 1980's Federal Deposit Insurance apparently caused a moral hazard problem for the banking and savings and loan industries.

(a) (10pts) Define the moral hazard problem that deposit insurance caused.

(b) (20pts) Explain why Federal Deposit Insurance did not cause a moral hazard problem before the 1980Õs.



4. The evidence on money growth and real output growth shows that increases in the money supply precede increases in real output, and that decreases in the money supply precede decreases in real output.

(a) (20pts) How does the Monetarist Friedman Fooling Model account for the correlation between the money supply and real output? Explain, with reference to an aggregate demand-aggregate supply graph.

(b) (20pts) How does the New Classical Lucas Island Model account for the correlation between the money supply and real output? Explain, with reference to an aggregate demand-aggregate supply graph.

(c) (20pts) How do New Keynesians account for the correlation between the money supply and real output? Explain, with reference to an aggregate demand-aggregate supply graph.

(b) (20pts) How do Real Business Cycle models account for the correlation between the money supply and real output? Explain.



5. (a) (5pts) Define the Federal Funds Rate.

(b) (5pts) What is the current Federal Funds Rate?

(c) (20pts) On December 22, the Federal Open Market Committee will meet. What do you think the members should decide to do? Explain your reasoning.

