Whitman College
Econ 407
Final Exam
December 17, 1999

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



1. (a) (5pts) Define commodity money.
(b) (15pts) Is it possible to have inflation in an economy that uses commodity money? Explain. (Be sure to define inflation.)


2. (15pts) The United States has had 18 business cycle peaks since 1910. During 14 of those 18 peaks, the yield curve for U.S. government treasury debt was inverted. (On average the inversion occurred 10 months before the recession.) Furthermore, there have been only four cases of inversions that did not precede a recession. Using the Liquidity Premium theory of the term structure of interest rates, explain why yield curves typically invert before a recession, and not at other times. (Be sure to state the assumptions of the Liquidity Premium theory.)


3. (20pts) Consider the yield curve for U.S. government treasury debt given below. Suppose that the Liquidity Premium theory holds and that the liquidity premia are given in the table below. If everyone believes that the expected annual real interest rate on a one-year T-bill will be 3.0% for each of the next four years, then what is the expected annual inflation rate for the 12 month period that starts 12 months from now?


	Term to Maturity
	Liquidity Premium

	3 months
	0%

	1 year
	0.2% (i.e. 1/5 of a percent per year, or 0.002)

	2 years
	0.5%

	3 years
	0.6%

	4 years
	0.8%

	5 years
	0.9%
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4. Consider the following model. The banking industry holds one kind of deposit, a transactions deposit. The money supply is defined to be currency in the hands of the public (C) plus deposits (D). The monetary base is currency in the hands of the public plus reserves (R) in the banking industry. Assume that the public holds some currency and that banks hold some excess reserves (ER). Let rD be the required reserve ratio on deposits.

Suppose that the Federal Reserve sold $10 million of treasury bills.

(a) (15pts) What exactly would happen to the money supply?
(b) (15pts) With reference to a supply and demand graph of overnight loans between banks, describe how the Federal Funds Rate would change in response to the FedÕs actions.



5. (15pts) Assume that the Natural Rate Hypothesis holds. Draw a long-run Phillips curve.



6. Consider an economy in which the natural rate of unemployment is estimated to be approximately 4.5%. Suppose the Federal Reserve conducts the following monetary policy: the Fed raises the Federal Funds Rate whenever the unemployment rate falls below 4.2%, and the Fed lowers the Federal Funds Rate whenever the unemployment rate rises above 4.8%.

(a) (5pts) Is this policy an example of an activist or nonactivist policy? Explain how you can tell, with reference to a definition of activist policy.

(b) (5pts) Is this policy an example of a policy rule or a discretionary policy? Explain how you can tell, with reference to a definition of a policy rule and a definition of discretionary policy.

(c) (20pts) Consider a Keynesian Aggregate Supply and Aggregate Demand (AS-AD) model with nominal wages fixed by contracts. Describe the effects of the FedÕs policy over the course of the business cycle. Refer to the Keynesian AS-AD diagram in your explanation.

(d) (20pts) Consider the monetarist worker misperception model. Describe the effects of the FedÕs policy over the course of the business cycle. Refer to the monetarist AS-AD diagram in your explanation.



7. 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) (25pts) 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 and aggregate supply graph.

(b) (25pts) How do Real Business Cycle models account for the correlation between the money supply and real output? Explain.

