Econ 407

Whitman College

Exam 1

February 23, 2005

Show all of your work.  Write all answers in your blue book.  The exam ends at 2:20.

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

(b)  (2pts) Define commodity money.

(c)   (8pts)  Is it possible to have inflation in an economy that uses commodity money?  Explain.  Be sure to define inflation.

2.  (15pts)  Consider the following statement.  "The reason why societies started using money is because their governments insisted they do so."  Would Adam Smith and Karl Menger agree with this statement?   Explain, referring to Smith's and Menger's accounts of the origin of money to support your argument.

3.  (15pts)  List and briefly describe the economic costs caused by inflation uncertainty.

4.  Consider “Deflating the Case for Zero Inflation, ” by Rao Aiyagari. 

(a)  (5pts) Aiyagari  argues that reducing the target rate of inflation from 5% to 0% would encourage criminal activity.  Explain his reasoning.

(b)  (10pts)  Aiyagari argues that reducing the target rate of inflation from 5% to 0% would not reduce the economic costs associated with inflation uncertainty.  Explain his reasoning.

Use the following yield curves for U.S. government Treasury debt to answer Questions 5 and 6.
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5. (a) (5pts) What was the price on February 22, 2005 of a newly-issued five-year zero-coupon government Treasury note with a face value of $10,000?

(b)  (5pts) What was the price on February 22, 2004 of a newly-issued five-year zero-coupon government Treasury note with a face value of $10,000?

6.  (a) (10pts)  Consider the yield curve from February 22, 2004.  Use this yield curve and the Pure Expectations Theory of the term structure of interest rate to forecast the nominal annual interest rate on a one-year Treasury bill offered February 22, 2005.  

(b)  (5pts)  Assume still that the Pure Expectations assumptions hold.  Suppose that on February 22, 2004, people predicted that the annual inflation rate would be 1.8% over each of the subsequent three years.  Use the yield curve from February 22, 2004 to forecast the real annual interest rate on a one year Treasury bill offered February 22, 2005.

(c)  (2pts)  How accurate was your forecast of the nominal interest rate in part (a)?  

(d)  (8pts)  Describe the general accuracy of interest rate forecasts made using the Pure Expectations Theory.  Why does the Pure Expectations Theory generally have this degree of accuracy?

(e)  (5pts)  Explain why forecasters use the Pure Expectations Theory to forecast interest rates rather than using a theory with more realistic assumptions, such as the Liquidity Premium Theory.

