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Answer the test questions in order. The first part has two questions. You are to answer one of them. The second part has three questions. You are to answer one of these. Answer all questions in Parts 3 and 4.

Part 1 Policy and Theory. Answer one of the two questions in this part.

1. Some members of the Clinton administration have claimed that IMF loans to countries such as Korea, Thailand, Singapore  and Indonesia  can assist these countries without costing the contributing countries (such as the U.S.) any money. Some might say that this statement is absurd on the face of it because it claims that something can be had for nothing. 

A. Present a model which might be used to validate the model. 

B. Show why the model has the property that an IMF loan might be desirable.

C. In the model that you develop, what other policy might achieve the same result that would be achieved by a loan?

2. In 1933, three years before publishing his treatise, The General Theory, John Maynard Keynes advocated a policy whereby England would issue debt to finance extensive government expenditures and tax reductions.
A. Explain the argument that makes this policy seem like a desirable thing to do when employment levels are low. In your explanation, make sure you define what a multiplier is.
B. Describe the argument that illustrates why this loan-expenditure policy would be counterproductive—why it would reduce total output.

C. Explain why the policy that Keynes advocated might be desirable if there were multiple equilibria.  (Be sure to define multiple equilibria.)

D. Describe in rough terms a model that would have multiple equilibria and might support the argument of Keynes. (Warning. The demand deposit model was shown in class to have multiple equilibria, but it was never shown to able to be linked to Keynes’s  arguments.

Part 2 Some involved models. Answer one of the there questions in this part.

1. The Growth model

A. Describe the main elements of the growth model. Be sure to mention the supply and demand for capital and labor, who determines these and how the equilibrium wage and interest rate are determined. (You do not need to give equations, just statements about each is determined.)

B. According to the growth model, why has Japan experienced a long recession in recent years? What does this explanation imply about the appropriate government response?

C. The growth model has nothing to say about the merits of monetary union in Europe, yet it might also be used to claim that high technological progress will result in reduced inflation. How can these arguments, which take opposite positions on the role of money in the growth model, be reconciled with each other? How it possible that they are both valid?

2. The IS-LM model

A. Give the equation for the IS-curve and explain where it comes from.

B. Give the equation for the LM-curve and explain where how it is derived.

C. Show the effect of an increase in government spending on C, Y, N (labor input), I (investment) and i (nominal interest rates).

D. Show the effect on C, Y, N, I and i of inflation fighting measures.  Be sure to say what you mean by “inflation fighting measures” and what this translates to in terms of policy.

E. Why is the IS-LM model not applicable to the current situation in Russia?

3. Dornbusch’s overshooting model

A. The Dornbusch overshooting model makes use of the following concepts: (1) the quantity theory, (2) long-run PPP, (3) IRP (interest rate parity), and (4) the notion that a money supply increase will reduce interest rates temporarily. Show how these are used to demonstrate an increase in the money supply will reduce the exchange value of the dollar more in the short-term than in the long-term. Do not use any graphs in your answer (that is the next question).

B. Show graphically the effect through time of a one-time increase in the money supply on interest rates and the exchange rate (as measured in dollars per foreign currency unit).

C. Show graphically the effect through time of a one-time decrease in the money supply on interest rates and the exchange rate.

Part 3 Monetary policy. Answer all questions in this part.

1. According to the quantity theory, how is the price level determined? What factors will cause the price level to rise and what factors will cause it to fall?

2. According to the Real Bill Doctrine, how is the price level determined? What factors will cause the price level to rise and what factors will cause it to fall?

3. Currently in Russia, dollars are used as frequently as rubles. A plan by the Russian government is underway to get rid of the dollars, to banish them from circulation. 

(A) Why is this policy anti-inflationary if the quantity theory is valid?

(B) Why is this policy inflationary if the Real Bills Doctrine is valid?

4. Why do U.S. presidents tend to prefer to see dollar devaluations while they are in office?

5. Why do the elderly tend to prefer to not see dollar devaluations?

6. If the U.S. were to adopt a tighter monetary policy today, how would it be accomplished and how would it affect the Germans, the Japanese, U.S. homebuyers and U.S. corporate stock share prices?

Part 4 Econometrics. Answer all questions in this part.

1. How do you test the proposition that money affects output? What results are you likely to obtain?

2. When is it appropriate to use the AR1 command in RATS rather than linreg? How do you know to use it and what happens if you just use linreg?

4. Suppose you thought  the growth model was valid and that it implied

i(t) = 0.02 + 1.5 gc(t) + 1.0 inf(t)+ e(t),

where i(t) is the nominal interest rate, gc(t) is the growth rate of consumption, inf(t) is the inflation rate and e(t) is an error term.  

You run the regression:





linreg i





# constant gc inf

Explain whether each of the following results gives evidence for or against the model, or is not directly relevant. Give a brief explanation in each case.

A. The significance level on the coefficient for inf is 0.01.

B. The significance level on the coefficient for gc is 0.01.

C. The following test is run:

Test

# 2

# 1.5

The significance level is 0.23.

D. The following test is run:

Restrict 1

# 3

# 1 1

The significance level is 0.02.
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