ECO 302/HW2, Fall 2019; Instructor: Professor Emin Gahramanov.
Due date of the assignment: 3 PM, November 4, 2019.

Note: This assignment has 100 points maximum. Please perform your calculations and
explanations step-by-step in a clear, correct and readable manner. Just stating an answer without
formulae and systematic calculations/derivations is not sufficient. Please avoid “mechanical
errors”, or else you will lose points. Draw all the graphs nicely and label them properly. Strictly
adhere to the word/space limit to avoid losing points. If your hand-writing is hard to read, I will
subtract points. You should write strictly within the corresponding boxes drawn below. Please also
be aware of the plagiarism and illegitimate collusion policies of the University. Please provide
your credentials below.

Name: ID:

Question 1.

Access and study the following materials: “World Informant 2010 (see the syllabus), “Brook
2008”, and watch the following videos featuring Professors Thomas Sowell and John Taylor,
respectively  (available  at  https://www.youtube.com/watch?v=5GoAGuTIbVY and
https://www.youtube.com/watch?v=5¢l 7zqSDU). Brook’s article can be accessed via this link:
https:// www.forbes.com/2008/07/18/fannie-freddie-regulation-oped-
cx_yb_0718brook.html#23¢c32718364b Based on these materials (and additional research if
necessary), answer the following questions.

la) What are the main differences between the collateralized debt obligations and mortgage-
backed securities? You can use simple examples/drawings to explain your answer. [Use maximum
five short sentences in your explanation] (15 points)




1b) Clearly outline (via bullet points) the causes of the Global Financial Crisis 2007-2008 (and
pay attention to some causes as likely consequences of government policies). Each bullet point
should be followed by a brief, once-sentence long explanation. [Beware to write briefly and strictly

within the box] (25 points)




Question 2.

Research the following sources for the data (years 1981-2009) that are needed to answer this
question: Inflation (CPI-U) and unemployment rates (Bureau of Labor Statistics), as well as
expected annual inflation rates based on Livingston Survey, Federal Reserve Bank of Philadelphia.

2a) Based on these data, clearly draw and properly label (via Excel, for instance) a diagram, where
the difference between the actual inflation rate for each year and the rate of expected inflation at
the end of the previous year is plotted on the vertical axis (in percentage points). Plot the rate of
unemployment (percent) on the horizontal axis. Then, in the diagram, clearly point out (and
properly label) what and where the natural rate of unemployment is (what the NAIRU is equal to).
Later on, use some results from part 2b) to add additional details to your diagram (see question
2b). You can insert your diagram in the box below. (25 points)

2b) Let actual inflation be p,, and expected inflation be p¢,_;. (That is, agents at the end of the
previous period, t — 1, form an expectation of what price inflation will be during the present
period, t.) Then, based on the data collected, estimate the following regression line: p, — p¢¢—q =
a + bU; + error; (U, is unemployment rate) by finding a and b. Draw the fitted regression line
(insert in the diagram above), which is essentially the Phillips curve equation. What is R? equal
to? [Use maximum two sentences in your explanation] (25 points)

3



2¢) Once you have estimated a and b, plug them into the estimated regression expression

(Pt — Pf¢—1 = a + bU,), factor out b from the right-hand-side, and sense what the natural rate of
unemployment must be based on this modified equation. This natural rate must equal to what
you have indicated in the diagram, so make sure you confirm it. [No excessive verbal
explanation is needed here, but show your work below] (10 points)

THE END



