Final Examination of ECON 500: Money and Banking

May 25th, 2004
Name:





You have 150 minutes to finish the exam. You have to answer all the 10 questions. Each question is 10 points. Show your work. Presentation and Brevity count. Make sure your handwriting is legible. Write down your name on each page. Good luck!

1. Calculate the returns on the following coupon bonds:

Par Price 
Price Purchased 1/1/00
Price Sold 1/1/01 
Annual Coupon Rate

1000

1000



750


5%

1000

1010



990


12%

100

600



900


6%

2. Your boss orders you to calculate the yield to maturity of each of the following bonds, and then to purchase the discount bond with the highest yield to maturity. Which of the following choices do you pick and why? Be certain to show all applicable formula(s).

	Bond Issuer
	Time to Maturity
	Coupon Payment %
	Market Price $
	Face Value $

	GMAC
	1 year
	0
	950.00
	1000

	AT&T
	1 year
	0
	925.00
	1000

	GE
	1 year
	0
	990.00
	1000


3. Evaluate the following assertion: "The oil price shock of 1974 was responsible for the high rates of inflation the U.S. experienced throughout the remainder of the 1970s."
4. How could the Fed use its three principal monetary policy tools to decrease the money supply by $100 million if the money multiplier is 10 and the monetary base is $500 million?

5. In the new Keynesian view, monetary policy has its main affect on output through the impact of interest rate changes on aggregate demand. In the new Keynesian view, in which of the following countries would an increase in interest rates have the greatest effect on aggregate demand in the short run: a) Slobovia, which has a large trade sector and where businesses and firms rely heavily on short-term borrowing; or b) Outlandia, which has a small trade sector and where little use is made of short-term borrowing? Why?
6. Which bank is being more efficiently run? How do you know? Which bank are stockholders happiest with? How do you know? [Hint: return on assets provides information on how efficiently a bank is being run. ]

Gilligan’s Bank




Horshack’s Bank
Assets


Liabilities


Assets


Liabilities

Reserves $10

Deposits $190


Reserves $15

Deposits $90

Loans
$90

Equity Capital $10

Loans $50

Equity Capital $15

Securities $100




Securities $40

Profit information




Profit information

Pre-tax net profit $19




Pre-tax net profit $12

Taxes
$3





Taxes $2

7. Suppose that the Fed reduces the nominal money supply. Will the open market real interest rate rise more in the money channel or the bank lending channel? Illustrate your answer by using the AD-AS diagram for the new Keynesian model.

8. Suppose that the Fed is concerned that a decline in investment spending by businesses is likely to take place. In order to offset the effects of the decline in investment spending, the Fed increases the nominal money supply. Use IS-LM-FE framework to find out if the decline in investment spending does not take place, what will be the impact of the Fed's action on the economy in the short run? What will be the impact of the Fed's action in the long run?

9. On September 21, 1995, “House Speaker Newt Gingrich threatened to send the United States into default on its debt for the first time in the nation’s history, to force the Clinton Administration to balance the budget on Republican terms” (New York Times, September 22, 1995, A1). That same day, the interest rate on 30-year U.S. government bonds rose from 6.46 to 6.55 percent, and the dollar fell in value from 102.7 to 99.0 yen. Use your economic sense and what you learned in Money and Banking to explain this event.

10. Given the following, derive the money multiplier, check your answer if you wish, and then calculate the change in M1 if the Fed sells 20 of securities. [Figures in billions of dollars.] [Show your work.]

Required Reserve Ratio = 5%; Currency = 300; Checkable Deposits = 800; Excess Reserves = 100
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Have a Great Summer Break!


