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1. Question 1. (5 points each) Define and explain the significance of the following the following.
2. Neutrality vs. Super Neutrality of Money. 
3. Crowding out. 

4. Intertemporal Substitution Effect. 

5. Leisure is a normal good.

Question 2. (30 points). Read the following article. Suppose the aid to Central America is approved.

A. Graphically show and verbally explain the effects of the increase in spending on the economy of Central America. What happens to labor, real interest rates, inflation, and output?

B. Graphically show and verbally explain the effects of the increase on the U.S. economy. Assume that the increase in spending is financed by lump sum taxes. 

C. Would it be better if the increase in spending was finance by a decrease in other government spending or an increase in marginal income tax rates.? Explain. 
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House and Senate negotiators will meet today to consider two emergency spending bills that are ostensibly designed to help people ravaged by natural disasters and by war. As currently written, however, these bills would also serve as vehicles to further the political and ideological agendas of powerful members of both houses. It is an old Congressional trick -- find an emergency bill the President wants, then load it up with special-interest riders. The White House has threatened a veto, and rightly so. The conference committee should do everything it can to avoid a confrontation by stripping the bills of provisions that have no business being there in the first place. 

One bill would provide $600 million in badly needed aid to Central American victims of Hurricane Mitch. The other would help underwrite military and humanitarian operations in Kosovo. But the hurricane relief bill includes compensating budget cuts -- or "offsets" -- that would reduce spending for an array of valuable domestic and foreign programs. The Administration argues, correctly, that budget rules do not require such balancing cuts when the legislation deals with emergency funding. 

In addition, the Senate version of the bill contains several anti-environmental riders drafted by Western Republicans, who are masters of the art of legislation by stealth. One of these would overturn a legislative compromise that was crafted last year to phase out commercial fishing in Glacier Bay National Park. A second would allow oil companies to delay paying their fair share of royalties on oil they extract from public lands. A third would delay regulations aimed at curbing irresponsible mining practices. 

Other anti-environmental amendments are expected to be offered today. One particularly outrageous rider, concocted by Senator Slade Gorton, Republican of Washington, would allow the Battle Mountain Gold Company to open a huge waste dump for mining residue in eastern Washington, in violation of the 1872 Mining Law as well as a recent ruling by the Interior Department denying the company an operating permit. If this rider becomes a precedent, it could lead to more mining pollution throughout the West. 

The hurricane relief bill is expected to be combined with the Kosovo bill, then sent to the House and Senate for a floor vote. The Kosovo funding bill is itself flawed, since the House added nearly $7 billion in unnecessary defense spending that the White House opposes. The conference committee needs to clean up this self-serving legislative mess. 



A. Question 3 (25 points). Consider the following article. 

B. Explain the FED's reasoning. What is the FED's objective and how are they planning to achieve that objective?

C. Why would the FED announce an increase in interest rates in advance?

D.  Is the FED likely to achieve it's objectives? Explain graphically and verbally.
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FED WISELY ISSUES A HEADS- UP; 
SIGNALING AN INTEREST RATE BOOST LATER THIS YEAR WAS SMART, GIVEN GLOBAL AND DOMESTIC CONSIDERATIONS. 
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In the spirit of the Federal Reserve's newly discovered policy openness, it announced on Tuesday the adoption of a "tightening bias." This is Fed-speak for signaling that it will likely raise interest rates sometime over the next six months. 

Many Californians and the rest of the country are wondering why the Fed is considering raising interest rates at a time of economic prosperity with low inflation. In other words, why would the Fed steal the punch bowl? 

To understand the Fed's bias toward raising interest rates--and to understand why raising interest rates is the appropriate policy prescription for the U.S. economy--we must look at the reasons for the Fed's three interest rate cuts last fall. 

The Asian economic and financial crisis began in July 1997 as currencies and stock markets plummeted throughout the region. The turmoil spread to Russia, Latin America and other emerging markets last fall and threatened to engulf the world economy. In an attempt to prevent a catastrophic outcome in the global economy, the Fed cut interest rates three-quarters of a point to ensure that the U.S. economy would remain a locomotive for growth for the rest of the world. This was the first time in the history of the Federal Reserve's monetary policy deliberations that international considerations were elevated above domestic considerations. 

In the spring and summer of last year, the Fed was contemplating an upward move in interest rates, fearing an overheated U.S. economy. If the Fed had not been heavily weighing Asian, Brazilian and other emerging markets' concerns, it would likely have taken a preemptive strike against rising inflation risks. The published minutes of the June 30 and July 1 Federal Open Market Committee meeting state: "Because there did not seem to be any urgency to tighten current policy for domestic reasons, given the likelihood that inflation would remain subdued for a while, important weight should be given to potential reactions abroad." 

Whether Fed Chairman Alan Greenspan seeks to be or not, he is currently the world's central banker and will likely remain so for the foreseeable future. After the Fed cut interest rates last fall, central banks around the globe followed Greenspan's lead by cutting interest rates more than 100 times. These cuts in interest rates helped provide liquidity to global financial markets and reduce the spread between U.S. treasuries and other debt instruments. Without these cuts in interest rates, a truly global financial and economic meltdown was possible. 

Recent readings show that the worst is probably over for the economies of Asia and Latin America, or, at least, that the risks of a global recession are receding. Nevertheless, the economic recoveries are tenuous and fragile in both Asia and Latin America. This is the dilemma that the Fed faces: While domestic considerations probably warrant it, if it tightens too quickly it might risk derailing incipient recoveries abroad. Since the Fed cut interest rates, real GDP growth in the U.S. has averaged more than 5%, far in excess of what any respected economist believes is sustainable. The Federal Reserve's job is to be preemptive and vigilant against inflationary tendencies developing in the U.S. economy. As former Federal Reserve Chairman Paul Volcker recently stated: "I made a career out of worrying about inflation." 

There are other global concerns for the U.S. economy. Because our economic growth has been strong and Asia has been in recession, our trade imbalance is growing rapidly. In the short term, this does not pose a severe problem, but at some point it could become one. Foreigners may decide that they do not want to hold so many dollars and dump them. Increasing the supply of dollars by such a large amount could cause the value of the dollar to tumble. 

The Fed's newfound policy of openness is appropriate in an information age economy. If the Fed were to move from cutting interest rates to raising them without first signaling its intention, the financial markets might overreact. 

In weighing global and domestic considerations, the Fed wisely smoothed the way to raise interest rates modestly in the second half of 1999. A little dose of preventive medication over the next few months should avoid monetary policy surgery later, helping to sustain our long-term economic prosperity. 



A. Question 4 (25 points). Consider the following article.

B. Graphically show and explain how the decrease in poverty from 1975 to 1995 affected the labor market, commodity market, and the money market. Show two graphs, one in which people assume the decrease in poverty is permanent and another graph where people assume the decrease is temporary. 

C. Suppose households initially believed the increase in poverty after 1995 was temporary but over time became convinced it was temporary. Graphically show and explain the effects of such a realization.
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The latest World Development Indicators report makes for sombre reading. The crisis in the emerging markets, together with the awkward problems of transition in the countries of the former Soviet Union and eastern Europe means that the fight against poverty has gone into reverse. 

In the transition economies of Europe and central Asia, some 14m people were living in poverty - defined as $ 4 a day - in 1990. By mid-1998 that figure had surged to an alarming 147m, or one person in three. Far from benefiting from access to globalisation and capitalism, the large mass of the people in these economies are perceptibly worse off. There is great inequality in incomes and worsening adult mortality - the only region of the world where this is the case, including sub-Saharan Africa. 

As if this were not depressing enough, east Asia, which until now was the rising star in the development firmament, now faces a development reversal. Between 1975 and 1995 poverty across the region fell by two-thirds, with life expectancy, health and schooling improving. But, even before the emergence of the June 1997 crisis in the region, cracks were being exposed, including rising income inequality, once cited as among the strong factors behind east Asia's growth. The global crisis has emphasised the fractures. 

In Indonesia, one of the most badly affected countries because of the political dissent that accompanied the economic implosion, the number of people living below the poverty line (measured in the region as $ 1 a day) increased from around 11% of the population or 22m to as many as 80m-100m. Household spending collapsed and regions with the biggest connection to the international economy, like Java, suffered the most - they could not fall back on the traditional rural economy. 

Nevertheless, despite sliding growth - which has meant lower per capita incomes across the developing countries - it is not unmitigated gloom. India and China might have different problems but their avoidance of the worst of the global crisis means that the fight against poverty there has shown some successes. There are also signs that girls, for so long the outcasts in developing country educational systems, are playing catch-up, particularly in latin America, the Caribbean and eastern Europe. Moreover, food production has outpaced population growth across developing countries and some 70% of adults in the developing world now have a degree of literacy. 

Such data suggest that work done by global organisations like the World Bank and United Nations working alongside non-governmental organisations can make a difference. G7 finance ministers gathered in Washington this week have the opportunity to give the whole anti-poverty fight a boost by going for the maximum debt reduction for the largest number of countries. If aggressive debt relief can be attached directly to education, health and social assistance programmes there may be something to celebrate in the jubilee year after all. 
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