First challenge: Review, Eco 403, Fall 2008

The following questions are taken from past challenges. The format is 4-5 short answer and
2-3 longer questions. The formulas provided below will also be provided on the challenge.
All questions come from the notes. Also review the first homework, the articles handed out
in class, and this review sheet. Textbook chapters 1, 3, 8, 15, and pages 461-88, 110-118,
150-159, and 307-135 are optional, supplementary material.

The following formulas may be useful.
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Short answer questions (1-2 sentences)

Question 1

Explain why households care about the nominal interest rate, instead of the real interest
rate, when deciding how much excess reserves to hold.

Question 2

Consider an increase in consumption. According to the BT model, explain intuitively what
happens to:

a. The number of withdraws.
b. Money Demand.

c. Velocity.

Question 3

Explain why inflationary expectations are self-fufilling in the Cagan model.

Longer Questions

Question 4.

Graph the money market. Show on the graph the effect of an increase in the currency to
deposit ratio. Explain what happens to:

a. The equilibrium interest rate.

b. The supply of real money balances.
¢. The number of withdraws per period.
d. Excess reserves.

e. Consumption velocity.

Question 5.

Graph the money market using the Cagan model of money demand. Suppose an increase in
inflationary expectations.

a. Explain what happens to interest rates, inflation, and money demand.

b. Are inflationary expectations self-fufilling?



Question 6.

Suppose the following version of the Cagan model:
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Now answer the following questions:

a. Are inflationary expectations self-fulfilling?
b. Are inflationary expectations self-generating?
c. Are inflationary expectations rational? Explain.

d. Assume consumption is constant. What is happening to consumption velocity? Ex-
plain.



