
Economics 102 Mr. Smitka Winter 2010
Midterm #3

Below I ask for the reverse case of the examples we used in class. That is, if we looked at 
something that moved "up" in class, I ask you to present the "down" side here. Use arrows & flow 
charts instead of words to make your answers concise and precise!

1. For Y ≡ C + I + G + X - M, which variables are exogenous? Which is the proximate cause of recessions in 
the US? Trace the causation whereby a change in it can lead to a macro downturn. (10 points)

Exogenous: I, G, X 
hence Y, C and M are endogenous, determined within the context of the model.

Recessions: The proximate cause is variations in investment, particularly (i) new residential 
construction and (ii) business fixed investment.

 [While in principle an increase in savings could cause recessions, showing up as a shift in C in 
consumer durables, in fact in the US the dominant factor has been investment.]

Causation: change expectations in a pessimistic direction ⇒ I ↓ ⇒ (multiplier) ⇒ Y ↓ 
in the US several recessions were caused by the Fed raising interest rates in order to quell 

inflation. in that case you have:
i ↑ ⇒ I ↓ and e ↑ → X ↓ M ↑ ⇒ (multiplier) ⇒ Y ↓ 

[Again, in the US many recessions were deliberately caused by the Fed raising short-term interest 
rates to depress investment and thereby stifle inflation. Recovery then comes from lowering short-
term rates, causing investment to rebound. Of course now the international channel matters, too.]

2. How can fiscal policy be used to slow an economy? What might make it ineffective? (10 pts)

Causation: FP to slow: τ ↑ and/or T ↓ and/or G ↓ ⇒ (multiplier) Y ↓ 
Effectiveness: Timing issues aside – it's unusual for Congress to move quickly and it then 

takes a while for policy to "bite" – there is the difficulty that policies to slow an economy 
are likely to be temporary. But we know that changes perceived as short-term or one-time 
are (partially) offset by changes in savings behavior, as per our life cycle model. Hence a 
short-term tax cut (such as the one-time rebate checks mailed out under Pres Bush) is 
saved rather than spent. But the opposite is also true: a one-time tax surcharge does not 
lead people to tighten their belts (an example in the US was during President Nixon's 
administration). Of course if the policy change is small, it may simply be swamped by 
"bubble" expectations. 
That is, exogenous variables matter, too. (In the US exports are not a large part of the 
economy, but in some countries they are and so a boom in trading partners can spill over 
into a boom at home.)
[Be careful not to slip into MP parlance – FP does not operate by "putting more money" into the 
economy, what happens to money is determined by the Fed, not by Congress.]

3. How can monetary policy be used to slow the economy? What might make a 25 basis point change 
ineffective? Again, arrows are fine!  (10 points)

Causation: i ↑ ⇒ I ↓ and e ↑ → X ↓ M ↑ ⇒ (multiplier) ⇒ Y ↓ 
Effectiveness: This policy must fight expectations and other exogenous changes. In and of 

itself a 0.25 percentage point increase in short-term interest rates is small, and will have 
only a marginal impact over a period of 6 months or more: expectations dominate. The 
Fed has to bump rates several times in a row to be taken seriously, even when 
supplemented via policy announcements. Indeed, in both the Japanese 1987-1991 bubble 
and the US 2004-2008 bubbles, the Bank of Japan and the Fed raised interest rates, but it 
took repeated hikes before bubble fever broke.
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4. What is money? Why hold more (or less)?  (10 points)

Dfn: Money is above all a means of transaction. For that to be effective it must also be a store 
of value (short of  hyperinflation that is not normally an issue, but it is one grave defect of  
"money" that is linked to a commodity – hence no economy today links its money to gold 
or oil or silver). In that case, money is also normally used as a unit of account.

Demand: Above all we need more money when nominal GDP expands, as there will be a 
greater dollar value of transactions. The magnitude is affected by financial innovation and 
(during a bubble) asset price swings, and during our recent crisis, fears of holding bonds 
and CDs. As a result, the hope that simple "monetarist" rules (see the textbook – we've not 
covered in class) would work has proved to be a pipe dream.
In addition, the interest rate on close substitutes such as short-term bonds reflects the 
opportunity cost of money. So higher i leads to a (marginal) decline in MD.

5. How does regulation improve the safety of the financial system? Discuss two aspects. (Regulation isn't all 
good; Krugman shows how it skewed incentives in an unhealthy direction. But that's for later…)  (10 points)

Here is a longer list; two points from it suffice.
(i) FDIC deposit insurance: makes consumer depositor bank runs unlikely
(ii) Federal Reserve Bank "Discount Window": provides emergency loans for a bank 

with liquidity problems. more important for commercial depositor bank runs
(iii) Reserve requirements: very conservative, so make running out of cash 

extraordinarily unlikely. but because "excess" manipulating reserves also serves 
as a policy tool, allowing the Fed to "set" short-term interest rates

(iv) Capital requirements: makes it less likely that banks will fail due to bad loans. 
That in turn is important for (uninsured) commercial depositors, and so lessens 
the likelihood of bank runs by large depositors

(v) Prudential lending rules: keeps loan portfolio diversified, so that no single 
borrower or (in the old days) industry could sink the bank. 
Nevertheless, in the days before extensive branch banking, lending was local and so 
subject to local economic shocks. If you are a Detroit bank, you're in trouble even if only 
a small part of your lending was to auto-related firms, because everything in the region is 
doing poorly.

(v') Bank inspections back up prudential lending rules and (especially in small banks 
– the US is unusual in having many) provide a check on outright fraud).

(vi) defunct areas of regulation include
(a) "Regulation Q" that limited deposit interest rates and so made it difficult 

for a bank to promise high returns and thereby grow quickly. and without 
quick growth, there was little incentive to focus on risky loans

(b) Glass-Steagall Act (1933) that separated banking from insurance and 
brokering and issuing paper on the stock / bond market (investment 
banking). that lessened the opportunities for banks to engage in 
speculative lines of business.

(c) Segmentation: Savings and Loan institutions were given modest 
advantages, in turn for which they were required to focus on financing 
house purchases. this proved a bad idea because it meant their portfolio 
consisted of long-term (30 year) mortgages at fixed interest rates while 
their deposits were short-term (average 2 year maturity) at market interest 
rates. when interest rates rose sharply the entire segment became 
unprofitable and, when interest rates stayed high, insolvent / bankrupt.
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6a. (7 points) How does fiscal policy used to slow the economy affect inflation? Draw / illustrate!
  b. (3 points) In practice fiscal and monetary policy are not independent. Here, how does the Fed 

react? What does that do to fiscal policy's effectiveness? – does it change the multiplier?
A. There are two ways to do this; one is to draw a Phillips curve, the other uses the ADI / Y 

framework of our textbook.
First, using the ADI framework, some combination of G ↓ T ↓ τ ↑ is used to lower GDP, 
helped by the multiplier. In the graph this shifts the ADI curve left. In the long run this 
leads to lower inflation (the new ADI / Y intersection is at the same level of GDP but at 
lower π). But we live in the short run, in which the IA (inflation adjustment) curve 
matters. So while ADI shifts left, the initial impact is lower GDP at the same rate of 
inflation. We thus move along the IA curve from the original equilibrium (Y0, π0) where 
ADI0 intersects Y to (π0, ADI1), the intersection where IA intersects the new ADI1 curve. 
This leads to excess capacity (including unemployment) on a temporary basis  – which as 
we are seeing can be years. In any case, That excess pushes down inflation, and so we 
shift down the ADI1 curve towards where it intersects Y at a new, lower level of π1.
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The alternative Phillips curve method is much the same, but focuses exclusively on labor 
markets. However because the Phillips curve is (U, π) it does not tell use what happens to 
Y (our GDP measure). It's thus "cleaner" and more informative to use the ADI framework.

B. The interaction is reflected in our "Taylor Rule" analysis of the factors that determine the 
setting of short-term interest rates by a central bank: ceteris paribus, interest rates are 
higher when (i) inflation is higher and (ii) unemployment is lower.
With higher unemployment and the prospect of lower inflation, the Fed will lower interest 
rates. Particularly if the starting point is one of (overly) strong economic growth, under 
which expectations are favorable, this will facilitate investment I ↑ and will lead the 
dollar to depreciate (e ↓) which will tend to boost X ↑ and hurt M ↓. The net effect of both 
is to increase Y. 
But since the goal of policy was to decrease Y and inflation, this is moving in the opposite 
direction and thus partially offsets the initial fiscal policy measures. Hence the tendency 
will be to mute the fall in Y, which means that our "simple" multiplier of 2 is optimistic 
and might instead prove to be lower, e.g. 1.2-1.5.
Again, the mirror effect occurs with stimulative fiscal policy: the Fed will tend to increase i which 
will slow growth, partially offsetting the effect and leading to an empirical multiplier smaller than 
our theoretical one.

An alternate story says the Fed starts out also fighting inflation, thus raising rates and 
leading to a bigger response.


