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This exam consists of two parts. You need to answer both questions in Part 1 and all the
questions in Part 2. You can write in English or Norwegian.

Part 1: Short questions (weight 1/3)

Answer briefly (about one page each) the following two questions:

(a) Why do countries issue debt in the models by Tabellini and Alesina (1990, AER) and
Persson and Svensson (1989, QJE)? Discuss briefly whether these theories have any
relevance for the crisis currently unfolding in Southern Europe.

(b) Table 3 in Fisman (2001, AER) is reproduced below. How can Fisman, on the basis
of the findings in this table, conclude that a substantial fraction of the market value
of the politically connected firms is due to their connections?
Recall that NR(JCI) is the return on the Jakarta Stock Exchange Composite Index
net of broader Southeast Asian effects, and that POL is an index of the firm’s political
connections.
Discuss briefly potential weaknesses in Fisman’s identification strategy.
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TABLE 2-EFFECT OF POLITICAL CONNECTIONS ON CHANGES IN SHARE PRICE, SEPARATE ESTIMATION FOR EACH EVENT 

Jan. 30-Feb. 1, July 4-9, April 1-3, 
1995 April 27, 1995 April 29, 1996 1996 July 26, 1996 1997 

POL -0.58* (0.34) -0.31 (0.18) -0.24* (0.15) -0.95*** (0.27) -0.57*** (0.22) -0.90** (0.35) 
Constant 1.29 (0.79) 0.21 (0.32) 0.12 (0.46) 0.83 (0.64) -0.07 (0.41) 0.77 (0.97) 
R2 0.037 0.043 0.025 0.147 0.078 0.075 
Observations 70 70 78 79 79 79 

Note: Robust standard errors are in parentheses. 
* Significantly different from 0 at the 10-percent level. 

** Significantly different from 0 at the 5-percent level. 
*** Significantly different from 0 at the 1-percent level. 

the return on the Jakarta Stock Exchange Com- 
posite Index net of broader Southeast Asian 
effects6 [referred to using NRe( JCI)]. The pre- 
ceding observations suggest that the coeffi- 
cient on POL should be more negative if 
the threat to Suharto's health, as proxied by 
NRe(JCI), is greater.7 This turns out to be the 
case: the correlation between p and NRe( JCI) 
is 0.98. This implies a specification where 
observations from all events are pooled to- 
gether, with an interaction term, NRe( JCI) * 
POLi, added to allow the effect of political 
dependence to vary across events, depending 
on the event's severity. Thus, I use the fol- 
lowing full-sample specification: 

TABLE 3-EFFECT OF POLITICAL CONNECTIONS ON 
CHANGES IN SHARE PRICE 

(1) (2) 
POL -0.60**(0.11) -0.19(0.15) 
NR(JCI) 0.25 (0.14) -0.32 (0.28) 
NR(JCI) * POL 0.28* (0. 1 1) 
Constant 0.88 (0.27) 0.06 (0.35) 
R2 0.066 0.078 
Number of observations 455 455 

Note: Robust standard errors are in parentheses. 
* Significantly different from 0 at the 5-percent level. 

** Significantly different from 0 at the 1-percent level. 

(2) R(Pie) = a + Pi * POLi 

+ P2 NRe(JCI) + p3 

*[NRe(JCI) *POLi] + ie. 

The results of this regression are listed in 
Table 3 8 

If the severity of a rumor affects politically 
dependent firms more than less-dependent 
firms, then the coefficient on the interaction 
term NRe( JCI) - POLi should be positive. The 
estimated coefficient, p3, is statistically signifi- 
cant at 5 percent and is equal to 0.28. Thus, if 
the overall market declined by 1 percent in 
reaction to news about Suharto's health, we 
might expect a firm with POL = x to drop 0.28 
percent more than a firm with POL = x - 1. 

6 To net out broader Southeast Asia effects, I ran the 
following "market model" for daily returns during 1994: 

R,(JCI) = a + I R,(mt) + ?, 
ne ( M 

where R,( JCI) is the return on the Jakarta Composite on 
day t, R,(m) is the return on market index in, and M is the 
set of ASEAN market indices (including Tokyo's Nikkei 
225, Hong Kong's Hang Seng, Singapore's Straits Times, 
Bangkok's SET, Taiwan's Weighted, Philippines' Compos- 
ite, Kuala Lumpur's Composite, and Seoul's Composite). 
This produced a set of coefficients reflecting the degree of 
correlation between the JCI and other market indices. For 
each episode e, the net return for the JCI is then given by 

NRe(JCI) = Re(JCI) -[0 + I f,,,* R((m)] 

7 It may seem somewhat circular to use NRe(JCI) as a 
measure of the severity of the threat to Suharto's health when 
many of the firms in my sample are constituents of the JCI. 
Note, however, that NRe(JCI) is a difference, of which the 
coefficient on POL is a difference in differences. As Section 
m, subsection B, illustrates, these two variables need not be 
correlated. 

8 Regressions were also run using log(ASSETS), 
log(DEBT), and industry dummies as controls. These addi- 
tions did not alter the size of significance of the interaction 
term. 

Part 2: Essay question (weight 2/3)

Answer all of the following questions. Each question (a)-(e) has the same weight.

(a) Consider a society with an continuum (an infinite number) of individuals with mass
normalized to one. The individuals have incomes y with some distribution. The
density of the distribution is given by the function f(y). The mean income is ȳ = 1/2,
whereas the median income is ym = 1/3. This income can be spent on private
consumption c and a public good g, where the public good is financed by a linear tax
τ , with 0 ≤ τ ≤ 1. Hence c = (1 − τ)y and g = 1

2τ . The individual’s utility function
is given by

U = c+
1

4
ln g (1)

Find the preferred tax rate of an individual with income y, and derive his preferred
level of consumption of private and public goods.
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(b) Assume that there are two parties A and B competing for office with no preferences
over policies. Both parties simultaneously propose platforms (here they consist of
tax rates τA and τB) to maximize their probability of winning. Voters then vote for
the party with the best platform. Describe the platforms chosen by the parties and
explain why this is an equilibrium.

(c) Assume now that voters value parties according to the utility function (1), but in
addition have a common taste shock δ and an individual taste shock σi with the same
distribution for everyone. The distributions of δ and σi are both symmetric with
mean 0. Interpret these shocks, and derive conditions for the equilibrium platforms
for the two parties in this setting.

(d) What is the effect on the proposed platforms of a mean preserving spread of incomes
in the cases studied in (b) and (c)?

(e) Assume now that the parties care about both winning elections and the implemented
policy. Party A has preferences identical to a person with income y = 1/4, whereas
party B has preferences identical to a person with income y = 1. In addition, they
get ego rents R > 0 if they are in office.

– What are the ideal policies of the two parties, disregarding electoral concerns?

– If party A wins with probability pA, what is the expected utility of the two parties?

– In the model studied in (b), what are the proposed platforms?

– In the model studied in (c), derive conditions for the optimal platforms for the two
parties in this setting
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