Money and Monetary Policy

M. Finkler

Fall 2007

Midterm Examination

Answer both questions in Part I, two of the three questions in Part II, and two of the three questions in Part III.  This is a closed notes, closed book exam, but you may use a calculator.  The Honor Code is in effect.

“It is important to convey information to the market, but at the same time not to be a loose cannon, not to be a random disturbance…I’ve concentrated on trying to improve market understanding of the policy process.” – William Poole, President of the St. Louis Federal Reserve Bank

Part I 
  Answer both questions. 

1. (10 points) Use the information in the table to answer the following:

a. Explain what is represented in cell indicated by the row dated 10/15/07 and the column dated 08/20/07.  Be sure to address how it is calculated.

b. How would you change the labels for the table to more clearly describe what appears in each cell?

c. How should observers of the US economy use the information in the table to understand the nature of current monetary policy in the U.S?  Be sure to indicate both any inferences that might be drawn from the table and any cautions about drawing such inferences.
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2. (30 points)  The below table provides three options for investing $500.  Use information in the table to address parts a – d.   

a. Determine the yield to maturity for each asset.  (Estimates to the nearest percentage point are sufficient. Be sure to show your work.)

b. Determine the duration for each asset, given a 5% market rate of interest.

c. Rank the options according to economic efficiency criteria.

d. If market interest rates were expected to rise, how would investors use information about duration to change their choices?  

	Asset
	1 year from now
	2 years from now
	3 years ahead from now

	A
	$0
	$0
	$600

	B
	$160
	$200
	$200

	C
	$240
	$300
	$0


Part II.
Answer two of the following three questions. (15 points each)

1. From Valderrama’s article on “Financial Development, Productivity, and Economic Growth”

a. Explain how well-developed financial institutions and markets promote a country’s economic growth.

b. Explain which the author views as more important: the effect of financial development on capital accumulation or on increasing productivity.

2. From Kwan’s article on “Inflation Expectations: How the Market Speaks”

a. Characterize Treasure Inflation Protected Securities (TIPS).

b. How can information about TIPS be used to measure the market’s expectations of inflation?

c. Indicate two reasons why the result in b might be inaccurate.

3. From Krainer’s article on “Stock Market Volatility”

a. Describe how stock market volatility is measured.

b. What is meant by excessive volatility and what does excessive volatility say about the efficiency of the stock market?

c. How has stock market volatility changed in recent years and what has this meant for investors?

Part III.  Answer two of the following three questions (15 points each).

1. Exchange Rates

a. What do purchasing power parity (PPP) exchange rates reflect?  

b. Cite three reasons why they market exchange rates deviate from PPP rates.

c. Would you expect U.S. and Canadian exchange rates or US and European exchange rates to more closely reflect purchasing power parity?  Why?

2. Capital Flows

a. Define the interest rate parity condition.

b. Assume that we seek to understand the market for Yen in terms of $ and the domestic return on Yen.  Graph and explain the effect of a rise in the return on $ denominated securities on the equilibrium exchange rate.

c. Use the same market as in b to graph and explain the effect of an increase in Japanese productivity on the equilibrium exchange rate.

3. Term Structure of Interest Rates

a. What is meant by the term structure of interest rates?  Draw a “standard or historical” representation of the term structure and label the axes on the graph.

b. How do economists explain the “standard” or historical shape of the graph?

c. If the shape is “inverted,” what does this mean and why might some economists be concerned?

d. Explain how expansion and globalization of the market for U.S. treasuries might affect the term structure of interest rates?

