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Sample Questions for Money and Banking

Friedman/Monetarist and Rational Expectations

1. What is Friedman’s demand for money equation? Explain all of the variables and their relationship with money demand.

2. Using the concept of adaptive expectations, if the unemployment rate falls below the natural rate, YFE, inflation rises at an accelerating rate. Why? Explain step by step and show your steps graphically.

3. How do we know when the economy is at NAIRU?

4. Explain the statement that “inflation is always and everywhere a monetary phenomenon.”

5. What is a monetarist?

6. Is money neutral?

7. What is the expectations-augmented Phillips Curve, and why is it important for policy decisions?
8. Explain how inflation expectations impact actual inflation rates.

9. When expectations differ from actual numbers the markets react. Why?

10. What are frictions?

11. Keynes vs. Friedman how did their theories differ in regards to 

a. Income, and its effect on money demanded

b. The use of money as a way to fine tune the economy

c. fooling workers 

d. the role of the Federal Reserve Bank

e. NAIRU

f. timing monetary policy

12. Graphically explain the difference between the effects of an increase in the money supply from a Keynesian perspective and Friedman’s perspective. What is the role of expectations?

13. Should the Federal Reserve Bank attempt to use their control over the money supply to raise or lower unemployment rates and/or GDP?

14. What is the difference between present income and permanent income?  Why does the concept of permanent income lead to a more stable (predictable) money demand equation?

15. Why does Friedman think the Federal Reserve Bank should be run by a computer – rules – as opposed to people –discretion?

Rational Expectations/ Contemporary Theory Questions

16. What is the difference between adaptive expectations and rational expectations?

17. How does rational expectations relate to the efficient market theory?

18. Using rational expectations, will the economy be able to remain at an unemployment rate below full employment, i.e. a 3.5% unemployment rate? 

19. Are the financial markets (stocks and bonds) currently behaving rational?

20. Does the average person make rational decisions?

