Whitman College

Econ 107

Exam 4

April 30, 2004

Write all of your answers on the exam.  Show all of your work.  The exam ends at 10:50.

1.  (15pts)  Consider an economy in which potential Gross Domestic Product grows at an annual rate of 2.8%.  The average annual rate of growth of the money supply in this economy is 1.5%.  The current unemployment rate is 4.8%, and the natural rate of unemployment is 4.2%.  If the Quantity Theory of Money holds, what would be the average annual inflation rate in this economy?

2.  Suppose there is only one kind of deposit in the banking industry.   Banks hold no excess reserves, and the public holds no currency.  Suppose the Federal Reserve requires banks to hold 16% of their deposits as reserves.

(a) (5pts)  Describe an open-market operation that has the money supply ultimately decreasing by $16 million.  What exactly does the Fed do?

(b)  (5pts)   If the Fed bought $5 million of Treasury bills, what would ultimately happen to the money supply?

(c) (5pts)  If Ross Perot sold $10 million of Treasury bills to Donald Trump, what would ultimately happen to the money supply?

(d)  (5pts)  Since the public in this economy is holding no currency, what are they using for money?

3.  Suppose Lisa lends money for one year at a nominal annual interest rate of 10.5%.  She expects the annual inflation rate to be 4.2% over the year of the loan.  

(a)  (5pts)  What real interest rate does Lisa expect to receive?

(b)  (10pts)  Is it possible that Lisa might end up receiving a real interest rate of 10.0%?  If not, why not?  If yes, what exactly would have to happen?

(c)  (10pts) Is it possible that Lisa might end up receiving a real interest rate of  –5.0%?  If not, why not?  If yes, what exactly would have to happen?

4. (a)  (5pts)  Define investment.

(b)  (10pts)   Countries with higher variability in inflation have lower rates of investment and therefore lower rates of growth of real Gross Domestic Product.  Why does highly variable inflation reduce investment?

5. (a)  (20pts)  With reference to a Keynesian aggregate supply and aggregate demand diagram, describe the wage-price spiral in the United States in the 1970’s which started in 1974 with an oil price shock.  What happened to real Gross Domestic Product, what happened to average prices, and why?

(b)  (5pts)  Describe what caused this wage-price spiral to end.
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